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> How to use this book

Here is a brief overview of the features in this Coursebook.

LEARNING OBJECTIVES

Learning objectives help you navigate the Coursebook and indicate the important concepts in each topic.

> Higher Level Learning Objectives are marked with an arrow to allow you to easily identify
Higher Level only material.

The content in this book is divided into Standard and
Higher Level material. A vertical line runs down the
margin of all Higher Level material, allowing you to
easily identify Higher Level only material.

Activities include short case studies with evaluative

or analytic questions, and opportunities to produce

your own work individually, in pairs or in groups.
BUSINESS IN CONTEXT

Key ideas contained in the chapter in a real-world
business context. They raise issues for discussion,
with questions that allow you to look in more
detail at the topic.

International business examples provide
opportunities for you to engage with the subject,
and develop your skills of application, analysis and

evaluation in a real-world context.
KEY CONCEPT LINK

These explain how the Coursebook’s topics are
integrated with the key concepts in the syllabus.

LEARNER PROFILE

Learner profiles illustrate how the IB learner
profile can be applied in different contexts.

KEY TERMS AND FORMULAE

Key vocabulary and formulae are highlighted
and explained. You will also find definitions in

the Glossary. Tips to help with your learning cover how to

avoid common errors or misconceptions, advice
on essay writing, evaluation and analysis, and

THEORY OF KNOWLEDGE guidance on how answers are arrived at.

Designed to stimulate critical thinking, allowing
you to consider how you can say you know what
you claim you know.
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How to use this book

SELF-EVALUATION CHECKLIST

EXAM-STYLE QUESTIONS

Exam-style questions focus on knowledge and understanding, application, analysis and evaluation and may
require you to use your knowledge from previous chapters.

> Higher Level exam-style questions questions are marked with an arrow to allow you to easily identify Higher Level
only questions.

An opportunity to reflect on what you have Opportunities for pair or group project work to
learned and consider your own perspective on give you practice in producing different outputs,
some of the issues explored. such as posters, presentations and debates,

allowing you to build a range of skills.
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> Introduction

Nature of the subject

The International Baccalaureate Diploma Programme
course for Business Management is designed to develop
an understanding of essential business theory and the
ability to apply business principles, practices and skills.

It encourages students to understand and analyse the
diverse range of business organisations and activities, and
the cultural and economic context in which businesses
operate. A clear emphasis is placed on strategic decision-
making both for the whole business organisation as well
as within the business functions of marketing, production,
human resource management and finance. Business
Management is the study of both the way in which
individuals and groups interact in an organisation and of
the transformation of resources. It is, therefore, perfectly
placed within the Group 3 subject area (Individuals and
societies) of the IB Diploma Programme hexagon.

The aims of this book

As well as providing the appropriate subject content for
the IB Business Management course, this book aims to:

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

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

¢ help students develop an understanding of business
theory and the ability to apply business principles,
practices and skills

e encourage students to develop international-
mindedness by evaluating the activities of business
in global markets and appreciating cultural diversity

e evaluate the diverse range of business organisations
and activities

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

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

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

e make a clear distinction between higher-level and
standard-level content, and support the higher-
level material with more evaluative questions and
strategic decision-based tasks

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

e show how the Business Management syllabus relates to
the Theory of Knowledge part of the IB Programme

e illustrate the four key concepts that underpin the
Business Management syllabus (change, creativity,
ethics and sustainability).

Skills

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

The assessments used in the IB Business Management
course will test the following skills:

¢  knowledge and understanding of business
terminology, concepts, principles and theories
e application of skills and knowledge learnt to
hypothetical and real-business situations
e analysis and evaluation of business decisions, strategies
and practices using critical thinking
e  decision-making by identifying the issue(s), selecting
and interpreting data, applying appropriate tools and
techniques, and recommending suitable solutions
e  synthesise of knowledge in order to develop a
framework for business decision-making.
Peter Stimpson, Adamantia Malli-Charchalaki, &
Alexander Smith
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> Chapter 1

What is a
usiness’?

LEARNING OBJECTIVES

On completing this chapter you should be able to:
Know and understand:

e  The nature of business (AO1)

Apply and analyse:
*  Primary, secondary, tertiary and quaternary sectors (AO2)

*  Entrepreneurship — challenges and opportunities for starting a business (AO2)

Select and apply the business management tool:
*  The business plan (AO4)




1 What is a business?

BUSINESS IN CONTEXT

Enterprise in Chile

Chile is a good place for entrepreneurs. It was
classed as the most innovative country in South
America in the 2020 Global Innovation Index.
According to the Global Entrepreneur Monitor
(GEM), Chile is the most entrepreneurial country in
the world, ahead of the US and India. Many factors
explain this, such as a stable economy, several
sources of start-up funding, a skilled workforce,
government initiatives to support entrepreneurs and
a good education system. It is possible to set up a
new company in just one day. This is one reason why
Chile is number one in Latin America on the 2020
World Bank’s Ease of Doing Business Index.

Wheel the World is a travel company that was set up
in Chile in 2017 for people with disabilities. It creates
tailored travel experiences at tourist destinations
around the world. The entrepreneurs who created
this start-up, Alvaro Silberstein and Camilo Navarro
Bustos, identified a gap in the global tourism
market. The start-up raised a total of $2 million from
Booking Booster, Google Launchpad Accelerator,
Facebook, and Startup Chile. The company attracts
disabled tourists and their families from many
countries. It provides employment for an increasing
number of employees who agree with Wheel the
World’s mission of:

* encouraging tourism for people with disabilities

* raising awareness of people with disabilities as
active people who strive to live their life fully

* inspiring others with stories of overcoming,
fellowship and love.

There are very few global travel companies that specialise
in holidays for those with disabilities

Discuss in pairs or in a group:

e What benefits does the economy of Chile
obtain from new business start-ups such as
Wheel the World?

e Why is it important for entrepreneurs to identify
a 'gap in the market'?

*  What challenges must an entrepreneur
overcome to make their business succeed?

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

KEY CONCEPT LINK

Creativity

New enterprises need to differentiate themselves
from rivals, many of whom will be well established.
One way of achieving this is by innovation —
providing either a different type of product or a
service that is different from those of competitors,
or which is delivered in a distinct way. Encouraging
employees to be creative could mean they

become a very useful source of ideas for new
goods and services, which could help the business
add value for consumers. Creativity is the ability
of the mind to think freely and to generate new
and original ideas. Some of the ideas of creative
employees are eventually implemented on
innovative products.
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

1.1 Introduction — what
is a business?

A business is any organisation that uses resources to
meet the needs of customers by providing a product
or service that they demand. There are several stages
in the production of finished goods. Business activity
at all stages involves adding value to resources such
as raw materials and semi-finished goods and making
them more desirable to — and thus valued by — the
customer. Without business activity we would still

be entirely dependent on the goods that we could
make or grow ourselves; in fact, people in some
communities still are. Business activity uses the scarce
resources of our planet to produce goods and services
that allow us to enjoy a much higher standard of
living than would be possible if we remained entirely
self-sufficient.

1.2 The nature of
business

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

Consumer goods include cars and washing machines.
These two examples are referred to as durable
consumer goods. Food, drink and soap are examples
of non-durable consumer goods as they can only be
consumed once.

1.3 What are business
‘inputs’?

These are the human, physical and financial resources
needed by businesses to produce goods or services.

They are also known as factors of production.
Businesses use different combinations of inputs,

depending on the product being produced and the size
of the business. There are four main inputs:

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

e Labour — manual and skilled labour make up the
workforce of the business. Some businesses are
labour intensive, that is they have a high proportion
of labour input compared to other factors of
production. An example is house-cleaning services.

e (Capital — this consists of the finance needed to set
up a business and pay for its continuing operations.
The term also includes the human-made resources
used in production. These resources include capital
goods such as computers, machines, factories,
offices and vehicles. Some businesses are capital
intensive, that is they have a high proportion of
capital compared to other factors of production.
An example is power stations.

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

There are many other things that businesses need before
they can successfully produce the goods and services
demanded by customers. Figure 1.1 shows the wide
range of these needs.

KEY TERMS

consumer goods: the physical and tangible
goods sold to final users; these include cars, food
and clothing

consumer services: non-tangible products
that are sold to final users; these include
hotel accommodation, insurance services and
train journeys

capital goods: physical goods that are used
by industry to aid in the production of other
goods and services such as machines and
commercial vehicles
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1 What is a business?
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Figure 1.1: What businesses need

[ Decision-makers ]

1.4 Business functions

Most businesses have four main functional departments.
In all but very small businesses they will be staffed by
people who have specific qualifications and experience in
the work of the functional area.

Human resource management

Human resource (HR) management identifies the
workforce needs of the business. Then it recruits,

selects and trains appropriate individuals and provides
motivational systems to help retain workers and
encourage them to work productively. It also draws

up contracts of employment and deals with the
redundancy or redeployment of employees if this
becomes necessary. The aim of this business function is
to manage human resources to help the business achieve
its overall objectives.

Finance and accounts

This function is responsible for monitoring the flow
of finance into and out of the business, keeping and
analysing accounts and providing financial information
to both senior management and other departments.
Without adequate finance, no effective decisions can be

made within the other functional areas, so finance
is a key division of any business.

Marketing

This function is responsible for market research

and for analysing the results of such research so

that consumer wants can be correctly identified.

This information will then be discussed with other
departments of the business so that the right product
decisions are made. Once a product is available for sale,
the marketing function will have to make important
decisions concerning its pricing, how and where to
promote it, how to sell it and how to distribute it

for sale.

Operations management

Operations management is responsible for ensuring
adequate resources are available for production,
maintaining production and quality levels, and
achieving high levels of production as efficiently

as possible. This function is important in service
industries as well as in traditional manufacturing.

In service industries, operations management will aim
to ensure that the processes for the delivery of the
service are well tested, consistent and understood

by all employees.
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

ACTIVITY 1.1

1 Identify which business function is most likely
to undertake the following roles.

Role Function

Setting prices of new products

Recruiting a new operations
manager

Allocating resources to purchase
capital equipment

Deciding on the appropriate
inventory levels of raw materials

Finding out if consumers prefer one
product design to another

Determining the level and number
of employees that the business
needs for future operations

2 The function responsible for the first role
(setting prices of new products) must
collaborate closely with another function
before the decision is taken. Which function
do you think that is?

3  How did you decide on your answer to
Question 2?7 Did you consider the roles of all
four basic business functions first to narrow
your choices and to justify your answer?

1.5 Economic sectors

All production can be classified into four broad types of
business activity, or economic sectors. These categories
relate to the three stages involved in turning natural
resources, such as oil and timber, into the finished
goods and services demanded by consumers, plus the
‘knowledge-based’ support services that businesses
require. The four sectors are primary, secondary, tertiary
and quaternary.

National economic data often makes no distinction
between tertiary and quaternary sectors. The balance
of the primary, secondary and tertiary sectors in the
economy varies substantially from country to country
as it depends on the level of industrialisation in each
country. The balance between the sectors is often
referred to as a country’s ‘economic structure’. Table 1.1

shows the different economic structures of two countries.

KEY TERMS

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

secondary sector business activity: businesses
that manufacture and process products from
natural resources, including furniture, brewing,
baking, clothing and construction

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

quaternary sector business activity: this focuses
on information technology (IT) businesses and
information service providers such as research
and development, business consulting and
information gathering

Country Primary |Secondary | Tertiary
United Kingdom [ 1.2 18.1 80.7
Ghana 33.8 18.6 47.6

Table 1.1: Employment data 2020 — as a percentage of
total employment

CASE STUDY 1.1

Huan and Bonnie want to become
entrepreneurs

Huan and Bonnie have recently graduated from
university. Huan holds a degree in chemical
engineering and Bonnie has graduated from

a business school. They both want to become
entrepreneurs, so they decided to create a
start-up business producing and selling fresh ice
cream. Huan will undertake the management

of operations, while Bonnie will specialise

in marketing.

They are worried about the management of the
human resource and finance functions. They
need to recruit four employees for their small
production unit and two employees for the retail
shop. All employees will need to be trained on
the business’s processes.

6 ISBN 9781009053570
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1 What is a business?

CONTINUED

They also need to make sure they have
enough financial resources to pay for the inputs
of their production.

1 Define the term ‘entrepreneur’. [2]

2 In which economic sector(s) will Huan
and Bonnie’s start-up business operate?
Justify your answer. [4]

3 Suggest two types of ‘inputs’ that
Huan and Bonnie need in their
ice-cream business. [4]

4  Using examples, explain the importance
of all four business functions for the
start-up ice-cream business. [4]

Changes in economic
structure — sectoral change

It is very important to recognise two features of the
four-sector classification of economic activity.

The first is that the importance of each sector in

a country’s economic structure changes over time.
Industrialisation describes the growing importance
of the secondary sector manufacturing industries
in developing countries. The relative importance of
each sector is measured in terms either of employment
levels or output levels as a proportion of the whole
economy. In some countries in Africa and Asia, the
relative importance of secondary sector activity

is increasing. This brings many benefits as well

as problems.

Benefits include:

e  Total national output (gross domestic product)
increases and this improves average standards
of living.

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

e  The expansion of manufacturing businesses will
result in more jobs being created.

e  Expanding and profitable firms will pay more tax
to the government.

e Value is added to the country’s output of raw
materials, such as corn processed into breakfast
cereals, rather than simply exporting these as basic,
unprocessed products.

Problems include:

e The chance to work in manufacturing can
encourage a huge movement of people from
the countryside to the towns, which leads to
housing and social problems. It may also result in
depopulation of rural areas, and farmers may not
be able to recruit enough workers.

e The expansion of manufacturing industries may
make it difficult for secondary sector businesses to
recruit and retain sufficient employees.

e Imports of raw materials and components are often
needed, which increases the country’s import costs.
Costs of imported materials vary with changes in
the exchange rate.

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

e Much of the growth of manufacturing industry is
due to the expansion of multinational companies,
which may remit all of their profits to their
home countries.

In more economically developed economies, the situation
is reversed. There is a general decline in the importance
of secondary sector activity and an increase in the
tertiary sector. This is known as deindustrialisation.

In the UK, the proportion of total output accounted
for by secondary industry fell from 30% in 1970 to 17%
in 2020. This decline in the relative importance of the
manufacturing sector also occurred in other developed
economies such as the USA, France and Germany.

The reasons for and possible impact of these changes on
business include the following:

e Rising incomes associated with higher living
standards have led consumers to spend much of
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

their extra income on services rather than more
goods. There has been substantial growth in
tourism, hotels and restaurant services, financial
services and so on — yet spending on physical goods
is increasing more slowly.

e As the rest of the world industrialises,
manufacturing businesses in the developed countries
face increased competition and these rivals tend
to be more efficient and use lower-cost labour.
Therefore, the growing number of imported goods
are taking market away from the domestic secondary
sector firms, and many have been forced to close.

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

The second thing to recognise is that the relative
importance of each sector varies significantly between
different economies. Table 1.1 shows the differences that
exist between the economies of different countries and
the share of total employment accounted for by each
sector of industry.

CASE STUDY 1.2

Vietnam's sectoral change

Vietnam is undergoing a swift economic transition.
Historically, it has been an agricultural country,
dependent on the production of rice. The country’s
reliance on the primary sector has been reducing
over time.

The secondary sector grew fast, especially in the
late 2000s. The growth of manufacturing, mostly

in auxiliary industries such as textile, electronics,
leather and garments has been supported by various
economic policies of the Vietnamese government.
Moreover, Japan offered aid of approximately

$180 million to finance small and medium-sized
enterprises (SMEs) in Vietnam. As a result, areas
such as Que Vo district and Bac Ninh province
became industrial zones. The industrialisation of
Vietnam attracted big multinational firms such as the
Korean company Samsung, which now assembles
most of its smartphones in the country. By 2020,
smartphones accounted for roughly one quarter of
the country’s exports.

Today, Vietnam is developing its tertiary sector fast.
Some of the fastest-growing industries are finance
and banking, insurance, health care, education,
transportation, trade and tourism. Modern
technologies in the quaternary sector are growing
fast as well, with firms like Samsung investing in
artificial intelligence (Al), 5G, and research and
development (R&D) facilities.

Vietnam'’s sectoral change has improved overall
welfare in the country by increasing the national
output and creating new job positions in the
secondary and tertiary sectors. The average

household income has increased, leading to
improved living standards. Yet, Nguyen Hoang
Dung, former R&D director of the Ho Chi Minh City
Institute of Economy and Management in Vietnam,
identified some issues along with the benefits

of the sectoral change. Some of these issues are
linked to the fact that most of the economic shift

is led by foreign businesses. One main problem

is the lack of adequate training of local manual
workers by multinational companies. Also, foreign
firms often do not transfer much technological
know-how to Vietnamese engineers, and they are
not environmentally responsible.

1 Define the term ‘secondary sector’. [2]

2 With reference to the case study, identify
two examples of ‘sectoral change’ in
the Vietnamese economy. [4]

3 With reference to the case study, identify
one advantage and one disadvantage of
the economic transition in Vietnam. [4]
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1 What is a business?

It is a good idea to read the business section of
newspapers regularly. Don't forget that these are
often available free online. This will help you to
apply the work you have done in class to the real

world, and actual business examples can be used
to help answer some examination questions. For
example, what was the major business story in your
country this week?

ACTIVITY 1.2

Coca-Cola

HSBC

RTZ Corporation plc

Booking.com

Rolls Royce Holdings plc

Tencent

-—

¢ give details of their main activities.

Copy the table above into your notebook. Use the internet or other means of research to:
a identify these well-known international companies

b identify the main sector of industry that they operate in

2 Have you had problems identifying the main sector of any of the companies
in the table? If so, why? How did you come up with an answer?

3 Research five businesses that operate in your country and identify which sector
of the industry they mostly operate in and what their main activities are.

1.6 Entrepreneurship -
starting a business
Opportunities

The process of setting up a new business is known as
entrepreneurship. Entrepreneurs have many different
reasons for starting their own business but the main
opportunities created by setting up a business are:

e Overcoming unemployment. Losing a job
encourages many people to set up a business of
their own. They could provide a product or service
similar to that of their former employer, or another
product, or they could provide a service based on
an interest or skill they have. Talking to friends and

family may reveal various products or services that
an entrepreneur could offer.

Being independent. Some people dislike the
idea of being told what to do! By creating their
own business they have flexibility around their
work and control over their working lives. If the
business is a success, the entrepreneur will no
longer have to accept other managers’ decisions,
nor face the threat of being made redundant

by an employer.

Improving standard of living. The desire to earn
more money is the main thing that drives most
entrepreneurs to establish their own business. Many
people setting up a business believe that they will
earn a higher income working for themselves as
they will be motivated to work hard and take the
necessary business risks.
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THEORY OF KNOWLEDGE

Knowledge question: To what extent does
intuition affect entrepreneurship?

Entrepreneurs are people who are willing to
take risks to turn innovative ideas into goods
and services.

Start-up businesses face a high risk of failure.
In order to avoid this, entrepreneurs must
organise their resources and pursue their goals
in the most effective way possible.

In many cases, entrepreneurs decide on
appropriate business opportunities after
researching the market. They examine the
overall external environment to identify the
potential risks. They study basic statistics

such as market shares and market growth data,
and in some cases they perform primary research
to understand the exact wants of consumers
before making any investments.

However, some famous entrepreneurs base
their business plan on intuition rather than
facts. Intuition — sometimes referred to as a ‘gut
feeling’ — is not a magic ability. It is the result of
accumulated knowledge, perspective, cultural
background, personal ethics and experience.
According to scientific evidence, the intuitive
sense is the result of signals sent via neural
communication channels between the gut and
the brain. Richard Branson, the founder of the
Virgin Group, once said: ‘I rely far more on

gut instinct than researching huge amounts

of statistics.’

Should logic, statistics and facts overrule intuition
when entrepreneurs decide on new business
activities? Discuss in class.

business plan: a written document that describes
a business, its objectives and its strategies, the
market it is in and its financial forecasts

Challenges

The potential for success when starting a new business
can be considerable. However, if it was easy to set up a
successful business we would all be multimillionaires!
There are many challenges that new entrepreneurs have
to confront and overcome when setting up a business.

Challenge 1: Do | have the appropriate
personal qualities?

There are some important personal qualities that most
successful entrepreneurs tend to have.

Innovation

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

Commitment and self-motivation

It is never easy to set up and run your own business.
It is hard work and it may take up several hours every
day. A willingness to work hard, a keen ambition to
succeed, energy and focus are all essential qualities

of a successful entrepreneur.

Multiple skills

An entrepreneur will have to make the product or
provide the service, promote it, sell it and count the
money. These different business tasks require a person
with many different qualities such as being keen to
learn technical skills, an ability to get on with people,
and being good at handling money and keeping
accounting records.

Leadership skills

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

Self-belief

Many business start-ups fail, but this will not
discourage a true entrepreneur. They believe in their
abilities and business ideas and they will bounce back
from any setbacks.
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1 What is a business?

Risk-taking
Entrepreneurs must be willing to take risks in order to

see results. Often the risk they take involves investing
their own savings in a new business.

LEARNER PROFILE

Risk-takers

Entrepreneurs take calculated risks hoping for
great rewards.

A good example is the founder of Dropbox,
Drew Houston. Houston was a student at MIT
and was fed up with carrying lots of USB sticks
and having to email documents to himself to use
of different computers. He came up with an idea
for a solution and after some setbacks managed
to apply to the startup hub YCominator and
started Dropbox in 2007. A few years later he
was contacted directly by Steve Jobs at Apply to
say the market for Dropbox would be taken over
by the iCloud service, but Houston refused to
sell to Apple. The company he built is now worth
over $1 billion.

Find examples of famous businesses which
became a success a few years after their set-up.
Did the entrepreneurs behind these businesses
take any risks? How did the risk-taking attitude
of the entrepreneurs contribute to the success of
the businesses? Discuss in class.

Challenge 2: Is there a market for
my product?

Many people say that they want to work for themselves.
However, many fail to become entrepreneurs because
they are unable to identify a market opportunity

(i.e., a product or service) that is sufficiently in demand
for the business to make a profit.

The original idea for most new businesses usually comes
from one of the following sources:

e own skills or hobbies, e.g., dressmaking or car
bodywork repairs
e  previous employment experience, e.g., hairdressing

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

e small-budget market research. The internet allows
any user to browse directories to see how many
businesses of specific types there are in the local
area. This low-cost research might indicate gaps in
local markets that the entrepreneur could fill and
make a profit.

Challenge 3: Do | have sufficient capital?

Once an entrepreneur has decided on the business idea
or opportunity, the next task is to raise the necessary
capital. This will come from various sources, but the
business owner/entrepreneur will almost certainly

have to use some of their own savings to set up the
business. Friends and family might also provide
financial support. Banks may provide finance by way
of a loan or an overdraft facility, but they will want to
check the business plan carefully. Venture capitalists
may be prepared to invest if the business idea is novel,
offers significant profit potential and can be legally
protected by a patent so that the idea cannot be copied.
Government grants might be available, perhaps as part
of a policy to reduce unemployment by encouraging
people to set up new businesses.

In an International Labour Organization (ILO) survey
of new business start-ups, entrepreneurs said that

the main difficulty they faced was getting finance.

Why is obtaining finance such a major problem

for entrepreneurs?

e Lack of sufficient own finance — many
entrepreneurs have limited personal savings,
especially if they are setting up their own business
because they have been made redundant.

e  Lack of awareness of the financial support and
grants available.

e Lack of any trading record to present to banks as
evidence of past business success — a trading record
can give a bank more confidence when deciding
whether to lend money for a new venture.

e A poorly produced business plan that fails to
convince potential investors of the chances that the
business will succeed. A lack of capital to run day-
to-day business affairs is the single most common
reason that businesses fail to survive in the first
year. Capital is needed for day-to-day cash, in order
to hold stock, and to allow the business to give
trade credit to customers who then become debtors.
Without sufficient working capital, the business
may be unable to buy more stock or pay suppliers
or offer credit to important customers.
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Challenge 4: Where should | locate
my business?

A suitable location is vital if the start-up business
intends to sell directly to consumers. This raises the
problem of costs.

Perhaps the most important consideration when
choosing the location for a new business is the need to
minimise fixed costs. When finance is limited, it is very
important to try to keep the break-even level of output
as low as possible. Break-even is the output level where
enough revenue is earned to cover all costs. This will
greatly increase the chances of survival.

Most entrepreneurs start their business by operating
from their home. This has the advantage of keeping
costs low, but there are drawbacks:

e  The entrepreneur’s home may not be close to the
area with the biggest market potential.

e [t lacks status — a business with its own prestigious
premises tends to generate confidence.

e [t may cause family tensions.

e It may be difficult to separate private life from
working life.

If operating the business from home is not possible

then the location and cost of new premises will have a
big impact on the likely success of the business. New
businesses that offer a consumer service need to consider
location carefully. For example, a website designer could
operate from home quite effectively, as communication
with customers will be by electronic means. However, a
hairdresser may need to consider obtaining premises in
an area with the biggest number of potential customers.
An alternative would be to visit customers in their own
homes — this way, the entrepreneur may avoid the costs
of buying or renting their own premises.

Challenge 5: How do | build a
customer base?

In order to survive, a new enterprise must establish itself
in the market and build up customer numbers as quickly
as possible. The long-term strength of the business will
depend on encouraging customers to return to purchase
products again and again. Many small businesses try

to encourage this by offering a better service than

their larger and better-funded competitors. This

might include:

e personal customer service
e  knowledgeable pre- and after-sales service

e fulfilling one-off customer requests that larger firms
may be reluctant to provide for.

Challenge 6: How do |

compete effectively?

This is nearly always a problem for new enterprises
unless the business idea is unique. Often a newly
created business will experience competition from more
established businesses that have more resources and
market knowledge. The entrepreneur may have to offer

better customer service to overcome the cost and pricing
advantages of bigger businesses.

Challenge 7: Must | keep accurate
business records?

Accurate records are vital in order to pay taxes and
bills and chase up debtors. Many entrepreneurs fail
to pay sufficient attention to this. They either believe
it is less important than actually meeting customers’
needs, or they think they can remember everything,
which is impossible. For example, the owner of a new,
busy florist’s shop will not be able to remember all of
the following:

e when the next delivery of fresh flowers is due to arrive

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

e if the money received from an important customer
has been paid into the bank

®  how many hours the shop assistant worked last week.

Challenge 8: Do | have the necessary
management skills?

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

e leadership skills

e  cash handling and cash management skills

e planning and coordinating skills

e  decision-making skills

e  communication skills

e marketing, promotion and selling skills.
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1 What is a business?

Entrepreneurs may be very keen and willing to work
hard, and they may have abilities in their chosen field.
For example, a new restaurant owner may be an excellent
chef, but they could lack management skills. Some
entrepreneurs learn these skills quickly once the business
is up and running, but this is a risky strategy. Other
entrepreneurs buy in the skills by employing staff with
management experience, but this is an expensive option.

Just because a business is new and small it does not
mean that enthusiasm, a strong personality and hard
work will be sufficient to ensure success. This may prove
to be the case, but often it is not. Potential entrepreneurs
are encouraged to either seek management experience
through employment or attend training courses to

gain some of the required skills before putting their
capital at risk.

Challenge 9: How do | deal
with change?

Setting up a new business is risky. Not only are there the
problems and challenges referred to above but there is
also the risk of change, which can lead to the original
business idea being less successful. New businesses may
fail if any of the following changes occur, turning the
venture from a successful one to a loss-making enterprise:

e new competitors appear
e legal changes, e.g., the product is banned

e cconomic changes that leave customers with less
money to spend

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

The list of changes could be longer, but even these four
factors show that the business environment is a dynamic
one, and this makes owning and running a business
enterprise very risky.

Challenges and opportunities
for starting a business —
conclusion

This section has identified and explained the
opportunities and challenges for new entrepreneurs.
People who want to start a new business should always
be encouraged to create a detailed business plan (see

1.7 Business management tool: Business plans). This will
help to analyse how the opportunities can be exploited
and the challenges overcome.

CASE STUDY 1.3

Why do start-ups fail?

Based on research performed on small
businesses across various industries in the US,
around 90% of start-up ventures eventually fail.
In 2019, the industries in which start-up failure
was especially high were grocery retailing,
trucking, plumbing, air conditioning and
heating, as well as security brokerage. The risk
of failure was much lower in health care, social
services, construction, transportation, and
warehousing. The same research identified the
main reasons why start-ups often fail. Some of
the most significant factors are the inexperience
of entrepreneurs and managers, the failure

to understand the exact consumer needs

and wants and the lack of adequate financial
resources. On the other hand, one of the most
important factors increasing the chances of
success is the use of third-party experts as
advisers who help the entrepreneurs to put their
plans into action. Start-up businesses using
professional advisers grow 3.5 times faster
than start-up businesses that rely only on the
know-how of their founders.

1 Define the term ‘start-up business’. [2]

2 Suggest two possible reasons why
the probability of success varies across
different industries in the USA. [4]

3 Suggest two reasons why small
start-ups that use third-party
professional advisers grow faster than
the ones which do not. [4]
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. e marketing and sales strategy — details of why the
1 . 7 B usiness entrepreneur thinks customers will buy what the

business intends to sell, and how the business aims
management tool: 10 sell o them
e  management team and personnel — the skills and

B usiness p | ans experience of the entrepreneur and the employees

. . . they intend to recruit
Looking ahead is a key part of the effective Y "

management of any business. Making plans for the
future helps to prepare finance and other resources for

e  operations — premises to be used, production
facilities, I'T systems

a new venture. Business plans are an important business * financial forecasts — the future projections of sales,
management tool. profit and cash flow, for at least one year ahead.
The contents of a typical business plan are: Table 1.2 shows a typical business plan summary

. . for a new business venture.
e the executive summary — an overview of the new

business and its strategies

e description of the business opportunity — details of
the entrepreneur; what is going to be sold, why and
to whom

Pizza Piazza Ltd

Privately held company

Peter Chun — chef with 15 years’ experience

Sabrina Singh — deputy manager of restaurant for three years

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

High-quality home-cooked pizzas

Average price of $10 with $2 delivery charge

Young people and families

Research in the area conducted using questionnaires
Also, research into national trends in takeaway sales and local competitors

Results of all research in the appendix to this plan

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

Main suppliers — R and R Wholesalers
Fixed costs of business — $70000 per year

Variable costs — approximately $2 per unit sold

Site in shopping street (Brindisi Avenue) just beyond the town centre.
Leasehold site (ten years)

Second-hand kitchen equipment — $6000
Second-hand motorbike — $2000
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1 What is a business?

See financial appendix to this plan

Summary: In the first year of operations the total costs are forecast to be
$55000 with revenue of $85000. Predicted profit = $30000

Level of output to break even — 8750 units per year

See financial appendix to this plan

Due to the high set-up and promotion costs there will be negative cash flow in
the first year

$10000 invested by each of the owners

Request to bank for a further $10000 plus an overdraft arrangement of $5000
per month

Table 1.2: Business plan for Pizza Piazza Ltd

H e The financial forecasts in a business plan can act as
I m p ortance Of b usiness p l ans budgets and control benchmarks for the internal
®  Business plans are very important when setting stakeholders such as business managers.
up a new business, but they should also be e  Updated versions of the plan can be used to apply
referred to and updated when further important for additional funding, to attract more partners
strategic choices are made. The main purpose of or to supply data for the experts if a stock market
a business plan for a new business is to obtain flotation becomes an option.
finance for the start-up. Potential investors or e Employees will find that planning helps to identify
creditors will not provide finance unless clear specific objectives and targets and gives focus to
details about the business proposal have been their work, which aids motivation.

written down. e  Suppliers may be able to tell from the parts of the

e  The planning process is very impc_)rtant too. If an business plan that are communicated externally
entrepreneur went into a new business — even if whether it is worthwhile establishing a long-term
no external finance was required — without a clear trading relationship with the business.

sense of purpose, direction, marketing strategies
and what employees to recruit, the chances of
success would be greatly reduced.

Business plans as a business

e The financial and other forecasts contained in the Mmanhageme nt tool
plan can be used as the targets that the business ) ) ) )
should aim for. This business management tool can be integrated into
all functional units of the IB syllabus as follows:
Use rs of busi ness p | ans e A business plan for a start-up business needs
to include evidence about and forecasts
Business plans may be of real benefit to the stakeholders for human resources, finance, operations
of new businesses: and marketing.
e The plan allows potential investors in the *  Acompletely new venture for an established
new business — and the bank — to make a business, such as setting up operations in another
judgement about the viability of the idea and the country, also requires careful planning. A business
chances of the owners making a success of it. plan for this type of new venture would be essential
Potential shareholders will not invest without seeing and this must draw evidence from all four main
a plan. functional areas.
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CASE STUDY 1.4

Does Chu Hua need a business plan?

Chu Hua is a young entrepreneur in Vietnam. Her
start-up business operates in the quaternary sector,
offering artificial intelligence (Al) applications such
as fraud detection, security, chatbox and more to
various organisations. She currently employs eight
people. The Covid-19 pandemic created many
opportunities in the Al industry, as businesses
across all fields rushed to improve their online sales
and services. Health care is just one example of an
industry that needs Al applications to manage an
increasing volume of data due to the pandemic.

Even though the external opportunities are
excellent, Chu Hua faces many challenges when
managing her start-up business. Firstly, competition
in the industry is fierce. Bigger, more established
competitors have already signed contracts with
large customers and it is easier for them to
promote their innovations through direct selling.
Moreover, Chu Hua finds it difficult to attract
sources of finance, as investors and traditional
banks are afraid of the risk of failure, which is
high for start-ups. Without enough resources, the
business cannot proceed to invest in technology
for innovation.

According to global research published in 2021,
most start-ups eventually fail, 10% of them within
the first year. In her effort to attract finance, Chu
Hua is currently working closely with the finance

director of her business to prepare a detailed
business plan. However, business planning is a
difficult process, especially given that the market
is very dynamic and fast changing.

1  Define the term ‘quaternary sector’. [2]

2 Explain two reasons why the risk
of failure is big for Chu Hua's
start-up business. (4]

3 Identify two roles of Chu Hua as
an entrepreneur. [4]

4 Discuss the usefulness of a business
plan for Chu Hua. [10]

ACTIVITY 1.3

Quibi was a video streaming service which shut
down just a few months after its launch, even
though it was designed to revolutionise in the way
people enjoy videos on their smartphones.

1 Find information on Quibi and do
some personal research on the failed
start-up business.

2 Bring your findings to class to prepare a
presentation covering the reasons why the
Quibi start-up failed.

3 Splitinto two groups. Debate the following
statement: ‘Quibi could have survived if it
had offered its services for free like TikTok
and YouTube.’
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1 What is a business?

SELF-EVALUATION CHECKLIST

Needs Almost
more work there

Ready to
move on

| know and understand:

the nature of business (AO1)

| am able to apply and analyse:

primary, secondary, tertiary and quaternary sectors (AO2)

entrepreneurship — opportunities for starting a business (AO2)

entrepreneurship — challenges of starting a business (AO2)

| am able to select and apply the business management tool:

business plans (AO4)

REFLECTION

Entrepreneurs need to balance the risk
involved with a new business against the
potential profit. After reading this chapter,
how would you attempt to do this for your
new business enterprise?

Assume you plan to start a new business
enterprise. How would you decide which
products or services to sell?

2 If you were planning to set up the business
with another person, why would collaboration
be important?

PROJECT

Each team will prepare a class presentation on
their business idea and key elements of their
business plan.

Split into groups of four students.

1 Each group will form the management team of
a start-up business. Each group member must

take one of the following roles: HR director,
marketing director, operations director and
finance director. Each team will need to vote
(or randomly select) one of its members to be
the managing director.

Each team should decide on the type of
business activity to set up and will need

to prepare a brief business plan, similar to
Table 1.2. In the finance section, you need to
include a breakdown of your capital investment
and justify why you need a loan for $50000
from the bank.

Your teacher will act as the bank manager
responsible for assessing your request for

a loan to help you with your start-up plans.
They will try to challenge your idea, and they
can only give a loan of $50000 to one of

the teams! Prepare to receive questions on
the problems you are expecting to face as a
start-up business. Also, be prepared to answer
any questions from the managers of the other
businesses competing for the loan.
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CONTINUED

Thinking about your project: *  How significant is a collaboration among the
team members to create the business plan?
Do you have any disagreements or problems
that you have to overcome when preparing
the business plan and the presentation? How
can the managing director help your team deal
with such issues?

EXAM-STYLE QUESTIONS

Recession sparks new business ideas

* Have you considered the risks of your
business activity before you set it up as
entrepreneurs? How could your business
overcome such risks?

Disney, McDonald’s, Burger King, Procter & Gamble, Johnson & Johnson, Microsoft — what do they all have in
common? They all started during a recession or depression.

The message, delivered to around 40 would-be entrepreneurs at a workshop in Stratford, East London, is clear:

do not let bad economic headlines put you off. Most of the people at this session are not aiming to create new
multinational corporations. But during the coffee break, they seem pretty confident that their ideas can prosper even
in the current climate. ‘I’m here to find out about starting up a business providing CVs to school leavers,” says Jessica
Lyons, wearing a lapel badge with My First CV, the name of the future business, written on it. ‘For my particular
business idea, I think this is the ideal time because there are more people than ever out there looking for work.’

The recession is causing a spike in interest in setting up small businesses. Another interesting example was from

a gym instructor who wants to take his equipment to companies around London, giving people a lunchtime
workout without them having to leave their offices. Most of the would-be entrepreneurs in Stratford are looking at
potential opportunities in the tertiary sector which do not require large amounts of start-up finance to purchase
capital equipment, and which rely more on their own skills and interests. Yet, some opportunities also arise in

the secondary sector. Small producers of low-priced unbranded food products experience increasing demand for
their goods, as retailers try to satisfy consumers with value-for-money offers. Overall, the demand for basic food
products does not fall as much as the demand for luxury goods and services during a recession.

Even though the steps to follow to set up a business are similar under conditions of economic recession and in
conditions of growth, the problems that start-ups face may be more severe when the economy is undergoing a
downturn. To balance the risks of failure, some entrepreneurs employ managers who are experienced in the market
and can help the business to survive and grow in the long run and can assist with the preparation of the start-up’s
business plan.

1  Define the term ‘tertiary sector’. [2]
2  State two elements of a business plan. [2]
3 Outline the factors of production needed to set up the business providing CVs to school leavers. [4]
4 Explain two reasons why new businesses might start up in the tertiary sector. [4]
5  Suggest two reasons why the CV writing start-up might need a business plan. [4]
6  Explain two common steps of opening a business in the tertiary sector. [4]
7 Explain two common problems of start-ups that are particularly difficult to handle under

conditions of economic recession. [4]
8 Identify two types of resources needed for a person to open a business activity as a gym instructor. [4]
9  Suggest two ways in which entrepreneurs may try to reduce the risk of failure for a start-up business. [4]
10 Discuss the opportunities and challenges of setting up a business in a recession. [10]
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) Chapter 2
Types of
business
entities

LEARNING OBJECTIVES

On completing this chapter you should be able to:

Apply and analyse:
* The distinction between the private and public sectors (AO2)

Evaluate:

The main features of the following types of organisations: sole traders, partnerships, privately held
companies and publicly held companies (AO3)

The main features of the following types of for-profit social enterprises: private sector companies,
public sector companies and cooperatives (AO3)

The main features of the following types of non-profit social enterprises: non-governmental
organisations (NGOs) (AO3)
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Pague Menos converts to public limited company

In 2020, Brazil recorded a high number of
companies selling shares to the public for the first
time. Converting a privately held company (private
limited company) to a publicly held company
(public limited company) is usually undertaken by
arranging an initial public offering (IPO). Many

of these companies were originally owned and
operated by families that now want to sell shares to
the public to raise substantial capital sums.

One such company is Pague Menos, which operates
a large chain of drug stores (pharmacies) in Brazil.
The controlling shareholders are the Queiros family.
The decision was taken in 2020 to try to raise around
1.2 billion reais (about $224 million) by selling Pague
Menos shares to the public. IPOs convert privately
held (owned) companies into publicly held (owned)
companies. The plan was to use the capital raised to
fund further growth of the business. Opportunities
for increased sales of pharmaceutical products grew
following public concern about health due to the
Covid-19 pandemic.

share: a certificate confirming part ownership of a
company. Most types of share entitle shareholders
to dividends paid from profits

privately held company: a business that is owned
by shareholders who are often members of the
same family; this company cannot sell shares to
the general public

publicly held company: a limited company
with the legal right to sell shares to financial

BUSINESS IN CONTEXT

KEY TERMS

Discuss in pairs or a group:

e Why do you think the owners of Pague Menos
arranged an IPO?

e What are the likely advantages and
disadvantages to the existing owners of
a company of converting a privately held
company to a publicly held company?

institutions and the general public; its share price
is quoted on the national stock exchange

initial public offering (IPO): the process of
offering for sale the shares of a privately held
company to financial institutions and the
general public

shareholders: individuals or institutions that buy/
own shares in a limited company

KEY CONCEPT LINK

Ethics

All businesses have ethical responsibilities, but
the existence and long-term survival of charitable
non-profit organisations relies on their ethics and
transparency. If the public loses trust in charities,
those charities stop receiving donations. In the US,

the National Council of Nonprofits supports
charities by sharing practices that demonstrate
accountability, ethics and transparency to the public.
This is very important from the perspective of the
Council, because if one of their members behaves
unethically, ‘that’s one too many’: people could lose
trust in non-profit charities overall.
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2 Types of business entities

2.1 Distinction between
the private and public
sectors

Chapter 1 looked at the classification of business into
different economic sectors. This chapter further classifies
business activity into:

®  the private sector and public sector
e for-profit and non-profit organisations.

The relative importance of the private sector
compared to the public sector is not the same in all
mixed economies. Those that are similar to free-market
economies have very small public sectors. Those
countries with central planning command economies
will have very few businesses in the private sector.

In most mixed economies, certain important goods and
services are provided by state-run organisations — they
are in the public sector. It is argued that they are too
significant to be left to private sector businesses. They
include health and education services, defence, and

law and order (the police force). In some countries,
important ‘strategic’ industries are also state owned and
state controlled, such as energy, telecommunications

and public transport. These public sector organisations
therefore provide essential goods and services for
individual citizens and organisations in the private sector.
They often have objectives other than profit, for example:

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

e  preventing private sector monopolies (single firms
that dominate an industry) from controlling supply

*  maintaining employment
*  maintaining environmental standards.

There has been a trend in many countries towards
selling some public sector organisations to the private
sector — called privatisation — and this means that profit-
making becomes one of their main objectives.

Private sector organisations are owned and operated
by individuals or groups of people. Most of these
organisations are operated for a profit, but not all. For
example, charities are non-profit making organisations
in the private sector; they are not owned and controlled
by the government or state.

KEY TERMS

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

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

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

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

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

privatisation: the sale of public sector
organisations to the private sector

2.2 The main features
of private sector
businesses

Figure 2.1 shows the main types of private sector
businesses that are operated for profit.

Profit-based private sector businesses

Sole Partnerships Limited Cooperatives
traders companies
Private Public
(Ltd) (plc)

Figure 2.1: Private sector businesses that are operated
for profit
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Sole trader

This is the most common form of business organisation.
Although there is a single owner in this business
organisation, there may be employees. But the firm

is likely to remain very small. While they are great in
number, sole traders account for only a small proportion
of total business turnover. All sole traders have
unlimited liability. This means that the owner’s personal
possessions and property can be taken to pay off the
debts of the business should it fail. This can discourage
some potential entrepreneurs from starting their

own business.

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

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

in Table 2.1.

Partnership

A partnership agreement does not create a separate legal

unit; a partnership is just a grouping of individuals.

Partnerships are formed in order to overcome some of
the drawbacks of being a sole trader. When planning to
go into partnership, it is important to choose business
partners carefully — the errors and poor decisions of
any one partner are considered to be the responsibility
of them all. This also applies to business debts incurred
by one partner. In most countries there is unlimited
liability for all partners should the business venture
fail. It is usual, although not a legal requirement, to
draw up a formal Deed of Partnership between all

of the partners. This provides agreement on issues

such as voting rights, the distribution of profits,

the management role of each partner and who has
authority to sign contracts.

Partnerships are the most common form of business
organisation in some professions, such as law and
accountancy. Small building firms are often partnerships
too. The advantages and disadvantages of partnerships
are summarised in Table 2.2.

KEY TERMS

sole trader: a business that is exclusively owned
by one person who has full control of it and is
entitled to all of the profit (after tax)

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

Easy to set up — no legal formalities

Owner has complete control - not
answerable to anyone else

Owner keeps all profits
Able to choose times and patterns of working

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

Rather than working as an employee for a
larger firm, the sole trader can use their skills
in their own business

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

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

Owner of a small business may have responsibility for all
aspects of management and may therefore be unable
to specialise

Difficult to raise additional capital
Long hours are often necessary to make the business pay

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

Table 2.1 Sole traders — advantages and disadvantages
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2 Types of business entities

Advantages

Disadvantages

Partners may specialise in different areas of
business management

Shared decision-making

Additional capital can be injected by
each partner

Business losses are shared between partners

Greater privacy and fewer legal formalities

Unlimited liability for all partners (with some exceptions)
Profits are shared

As with sole traders, there is no continuity and the partnership
will have to be reformed in the event of the death of one of
the partners

All partners are bound by the decisions of any one of them

Not possible to raise capital by selling shares

than corporate organisations (companies) ) ) o )
P d P Partners need to discuss and agree major decisions which

might take a long time

Table 2.2: Partnerships — advantages and disadvantages

CASE STUDY 2.1

Martha'’s digital marketing agency

After being crowned entrepreneur of the year at the
2020 'Women in Business’ Awards, Martha's digital
marketing agency has gone on to beat her revenue
target and win new clients. She has been nominated
for the awards again this year, in the small business of
the year and inspirational woman categories. Martha
set up ‘Catchy Internet’ as a sole trader in 2009 to
help businesses be more successful on the internet.
She decided to grow the business in 2015, and by
2020 the business has expanded from 3 employees
to 18.

She said: 'l am very pleased to be nominated

again this year. The awards ceremony itself is a

great chance to network with other successful
businesspeople. Winning the award raised the
visibility of Catchy Internet, which is growing fast.

We are working with a lot of exciting clients. Our
goal was a revenue of $1 million in 2021 but we are
already ahead of that target. The next goal is to grow
outside our local geographical area. We have already 1
signed contracts with two multinational customers.’ 2

Define the term ‘privately held company’.  [2]

Outline two advantages for Martha of

Martha is now considering the possibility of changing running her business as a sole trader. [4]

the type of organisation from a sole trader business 3
to a partnership with her friend Alan, who specialises

in financial management and business planning.

But Martha has been advised by one of her most 4
loyal employees to avoid the disadvantages of a
partnership by turning the business into a privately

held company.

Outline two problems that Martha may
face due to being a sole trader. [4]

Discuss the possible advantages and
disadvantages for Martha if she decides to
change her business organisation from

a sole trader business to a partnership. [10]
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Limited companies

There are three important differences between
companies (privately held companies and publicly held
companies) and sole traders and partnerships:

e company shareholders have limited liability, but
sole traders and partners do not (apart from the
case of limited liability partnerships)

e companies have legal personality but sole traders
and partnerships do not

e companies can continue after the death of one of
the owners, unlike sole traders and partnerships.

KEY TERM

limited liability: the only liability — or potential
loss — a shareholder (or partner in a limited
liability partnership) has if the company fails is
the amount invested in the company, not the
total wealth of the shareholder

e  Limited liability: The ownership of companies is
divided into small units called shares. People can
buy these and become ‘shareholders’ — they are
part-owners of the business. It is possible to buy just
one share, but some shareholders will own many
shares. It is possible for one person or organisation
to have complete control if they own more than
50% of the shares in a company. Individuals with
a large number of shares often become directors
of the business. All shareholders benefit from the
advantage of limited liability. Nobody can make
any further claim against shareholders should the
company fail. This has two important effects:

e People are prepared to provide finance to enable
companies to expand as the risk of losing
capital is limited to the investment in shares.

e The greater risk of the company failing to pay
its debts is now transferred from investors to
creditors (those suppliers/lenders who have not
been paid). So creditors may be keen to check
if the word ‘limited’ appears in the company
name and to scrutinise the company’s accounts
for signs of potential future weakness.

e Legal personality: A company is legally recognised
as having an identity separate from that of its
owners. This means, for example, that if the

products sold by a company are found to be
dangerous or faulty, the company itself can be
prosecuted but not the owners, as would be the
case with either a sole trader or a partnership.
A company can be sued and it can sue others
through the courts.

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

Privately held companies

The protection that comes from forming a company

is therefore substantial. Small firms can gain this
protection when the owner(s) create(s) a privately held
company. In many countries these are referred to as
private limited companies.

Usually the shares will be owned by the original sole
trader (who may hold the majority of the shares to
keep control of the company), relatives, friends and
employees. New issues of shares cannot be sold on
the open market to the public. Existing shareholders
may only sell their shares with the agreement of the
other shareholders.

Legal formalities must be followed when setting up a
privately held company and these can be expensive and
time-consuming in some countries. The advantages
and disadvantages of privately held companies are
summarised in Table 2.3.

Publicly held companies

Publicly held companies (known as ‘plcs’) are the

most common form of legal organisation for large
businesses because they have access to substantial funds
for expansion. Converting a privately held company to
publicly held company status is referred to as a stock
market flotation.

A publicly held company has all the advantages of
privately held company status plus the right to advertise
its shares for sale and have them quoted on the stock
exchange. Publicly held companies have the potential to
raise large sums of money from public issues of shares.
Existing shareholders can sell their shares quickly if
they want to. This flexibility of share buying and selling
encourages the public to purchase the shares in the first
instance and thus invest in the business.
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2 Types of business entities

Advantages

Disadvantages

Shareholders have limited liability
Separate legal personality
Continuity in the event of the death of a shareholder

The original owner is often still able to retain control

friends and employees

Greater status than a non-company or
unincorporated business

Ability to raise capital from the sale of shares to family,

There are legal formalities involved in establishing
the business

Capital cannot be raised by the sale of shares to the
general public

It is quite difficult for shareholders to sell shares

In the UK, end-of-year accounts must be sent to
Companies House - they are available for public
inspection there (there is less secrecy over financial
affairs than for sole traders or partnerships)

Table 2.3: Privately held companies — advantages and disadvantages

Advantages

Disadvantages

Limited liability
Separate legal identity
Continuity

Ease of buying and selling of shares
for shareholders — this encourages
investment in plcs

Access to substantial capital sources
due to the ability to issue a prospectus
to the public, giving full details of a
potential investment in the company,
and to offer shares for sale

There are legal formalities in formation
Cost of business consultants and financial advisers when creating a plc

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

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

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

Directors are influenced by short-term objectives of major investors

Table 2.4: Publicly held companies — advantages and disadvantages

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

This clear distinction between ownership and control
can lead to conflicts over the objectives to be set and
direction to be taken by some publicly held companies.
The shareholders might prefer short-term maximum-
profit strategies, but the directors may aim for long-term
growth of the business, perhaps in order to increase

their own power and status. Many privately held
companies convert to publicly held status to gain the
benefits referred to in Table 2.4. It is also possible for the
directors or the original owners of a business to convert
it back from public ownership to privately held company
status. Richard Branson and the Virgin group is one

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

A summary of the advantages and disadvantages of
publicly held companies is given in Table 2.4.
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CASE STUDY 2.2

Airbnb ‘Goes Public’

Airbnb went public in December 2020, amid
conditions of reduced demand for travelling due

to the public health crisis. The initial public offering
(IPO) was very successful and Airbnb shares traded
at $146, more than doubling the price of $68 per
share set for the IPO one day earlier. The decision of
Airbnb to become a public limited company offered
a great financial return to its investors. The financial
resources raised from the stock market will help
Airbnb’s management to invest in more innovation
around its cloud-based application, offering

1
advanced services for vacation rentals and tourism
activities to its users in a market which is becoming 2
increasingly competitive.

3

EPo, Hoal . 8

Define the term “publicly held company’. [2]

Analyse two potential advantages to Airbnb

of becoming a publicly held company. [4]
Analyse two potential disadvantages

to Airbnb of becoming a publicly

held company. [4]

THEORY OF KNOWLEDGE

Knowledge question: How can we decide
whether a type of business activity is ethical or
not? For example, can the price of the product
be a criterion?

The personal loan market in many economies has
seen the emergence of a huge number of so-called
‘payday’ lenders. These organisations provide very
short-term loans (up to 30-40 days) to borrowers
who urgently need cash to cover their living costs or
a particular expense until, in theory, they get paid.

Research conducted in the US suggests that

12 million Americans take out payday loans each
year, with interest rates ranging from 300% to
500%, which are commonly disguised as ‘fees’.
Compare this with 15-30% interest rates on credit
cards and it is easy to see how customers are
financially drained by payday lenders.

The main targeted consumers are low- to medium-
income workers who do not qualify for credit
cards or personal loans due to financial problems.

A typical reason that consumers use payday loans
is to pay utility bills and rent.

‘Payday’ loans are legal in 32 states in the US.
Payday lenders claim that the very high rates

are justified by the very high risk of borrowers
eventually not being able to repay the loans.
Moreover, lenders say that payday loans are a
valuable service for US society. Numerous low-
income consumers have avoided eviction and
homelessness because they have received payday
loans while they were being denied access to the
traditional banking system.

Discuss in class:

1 s it unethical to charge high interest to
consumers if they are willing to accept it?
2 s it ethical for ‘payday’ businesses to trap

consumers in loans that are very expensive
and hard to repay, to save them from huge
problems such as homelessness?
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2 Types of business entities

ACTIVITY 2.1

The graph shows the return to shareholders on a 2 Which other two car manufacturers appear
monthly basis between 29 June 2010 (the day Tesla on the share price performance graph?
Motors floated in the NASDAQ stock exchange) and How do they perform in terms of returns to
29 June 2020. the shareholders compared to Tesla?
1 If an investor had spent $100 on Tesla shareson 3 Which factors do you think explain the difference
the day of the IPO, how much would their return between the returns on Tesla shares and the
be if they sold their shares on 29 June 20207 returns of the other two car manufacturers?
a  More than $400 4 What does Tesla’s soaring share price mean

for the business as a plc and its ability to raise

b More than $1000 money through the stock exchange?

¢ More than $4000 5  Would you have bought Tesla shares on 29 June

2020 if you were an investor? Justify your answer.

Tesla’s soaring share price

Share price performance since Tesla’s IPO date of 29 June 2010

4000% /| Tesla
3000%
w Netflix
Amazon

2000% A"\!/‘“
1 o

- W Apple

T = ———— GM
2010 2012 2014 2016 2018 2020

abandon the financial disciplines of business in their

2 . 3 TypeS Of fO r- p I"Oﬁt desire to improve society as they need to earn profits
. o to allow them to survive and grow.
social enterprlses

- -
Private sector companies as

social enterprise: a business with social and/or
environmental objectives that reinvests most
of its profits into benefiting society rather than
maximising returns to owners

Social enterprises

Social enterprises are not charities, but they have
objectives that are often different from those of an

entrepreneur who is only motivated by profit. Making a social entrepreneur: a person who establishes
profit may be one of the objectives of a social enterprise, an enterprise with the aim of solving social
but it is usually less important than the organisation’s problems or achieving social change

social objectives. However, social entrepreneurs cannot
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A social enterprise is therefore a business that makes its
money in socially responsible ways and uses most of any
surplus made to benefit society. Social entrepreneurs are
not running a charity — they can and often do keep some
of the profit made for themselves.

Social enterprises compete with other businesses in the
same market or industry. They use business principles
to achieve social objectives. Most social enterprises have
these common features:

e  They directly produce goods or provide services.

e  They have social aims and use ethical ways of
achieving them.

e  They need to make a surplus or profit in order
to survive as they cannot rely on donations as
charities do.

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

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

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

e  Environmental — to protect the environment and
to manage the business in an environmentally
sustainable way.

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

Here are two examples of social enterprises.

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

e  The KASHF Foundation in Pakistan provides very
small loans and social support services to women
entrepreneurs who traditionally find it difficult to
obtain help. This enables the women to set up their
own businesses in food production, cloth-making
and other industries. The loans have to be repaid
with interest, but the interest rates are much lower
than an international bank would charge.

The advantages and disadvantages of the social enterprise
form of business organisation are summarised in Table 2.5.

As with all business owners in the private sector, social
entrepreneurs must establish their businesses with a
legally recognised structure. Most social enterprises
operate in the private sector. They can be organised as
sole traders, partnerships, limited companies or mutual
organisations such as cooperatives.

KEY TERMS

charity: an organisation set up to raise money
to help people in need or to support causes that
require funding

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

Advantages

Disadvantages

Most governments want to encourage this form of
business structure so they provide a range of financial
incentives to social entrepreneurs

The objectives of social enterprises attract like-
minded and committed people who want to be
employed by them, and this helps to create a
cohesive workforce

There are increasing trends towards ‘responsible
consumerism’ so marketing social enterprises and
their products may become easier because there is a
growing potential market

Social enterprises have to compete with other
businesses and organisations whose costs may be lower
due to their reduced social/environmental objectives

Social enterprises often offer unusual products
that are targeted towards particular communities.
Since communities and consumer tastes are always
changing, social enterprises have to constantly
research and monitor their target market

Investors, employees and customers need to trust
that the social mission is being pursued effectively,
so complete transparency of the operations of the
enterprise is essential

Table 2.5: Social enterprises — advantages and disadvantages
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2 Types of business entities

(o) of social enterprises
47 /O are under five years old

Economy

(o) of social enterprises
47 /O are led by women
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of social enterprises
introduced a new product
or service in the last year

of social enterprises
operate in the most
deprived areas of the UK

Y

20%

of social enterprises are
addressing the climate
emergency as part of
their core social/
environmental mission

Figure 2.2: Results of a 2021 report on private sector social enterprises

Public sector companies as
social enterprises

Every country will have some enterprises that are owned
by the state — usually central or local government. These
organisations are therefore in the public sector and they
are referred to as public corporations.

Public sector organisations can be operated as social
enterprises. Often they do not have profit as a major
objective. For example, in many countries the main
focus of the publicly owned TV channels is the quality
of public service programmes and state-owned airlines
have safety as a priority. When public corporations are
sold to the private sector, known as privatisation, the
objectives often change from socially orientated ones

to profit-driven goals. A summary of the potential
advantages and disadvantages of public corporations
as social enterprises is given in Table 2.6.

public corporation: a business enterprise owned
and controlled by the state — also known as
nationalised industry or public sector enterprise

Avoid a common error by remembering that
publicly held companies are in the private sector
of industry — but public corporations are not.
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They are managed with social objectives rather than
solely with profit objectives

Loss-making services might continue to operate if the
social benefit is great enough

Finance is raised mainly from the government,
so they are not subject to limitations from banks
or shareholders

There is a tendency towards inefficiency due to lack
of competition and lack of strict profit targets

Subsidies from government can encourage
inefficiencies

Government may interfere in business decisions for
political reasons, e.g., by opening a new branch in a
certain area to gain popularity

Table 2.6: Public sector social enterprises — advantages and disadvantages

Cooperatives as social
enterprises

Cooperatives are not about making big profits for
shareholders. They aim to create value for customers
and secure employment for workers. This is what gives
cooperatives a social enterprise character, and influences
their values and principles.

Cooperatives tend to fall into one of these three groups:

e  Retail cooperatives — also called consumers’
cooperatives. This is a cooperative business owned
by customers for their mutual benefit. It is a
private sector enterprise that is oriented towards
service rather than financial profit. It often takes
the form of retail outlets operated and owned by
the consumers. The consumers or customers are the
people who have provided the capital required to
launch or purchase the enterprise. Profits are shared
either by way of discounts on products or by a
payout to customer-owners each year.

e  Agricultural cooperatives — these exist when
farmers pool resources for mutual benefit, for
example in the buying of fertiliser or the marketing
of key food products.

e Worker cooperatives — often these are
manufacturing businesses. Workers collectively own
the business and make the important decisions.

cooperative: a group of people acting together
to meet the common needs and aspirations of
the members, sharing ownership and making
decisions democratically

ACTIVITY 2.2

The privatisation of British Rail started back
in the 1990s and it has been the subject of
much debate. Supporters of the decision
identified benefits for the public such as
improved customer services and increased
capital investment in infrastructure. But some
stakeholders disagree and say the ‘private
sector efficiency vision’ did not work well for
this example of privatisation.

1 Find more information about the
privatisation of British Rail.

2 Search for evidence of the impact of this
privatisation on stakeholders.

3 Discuss your findings in class.
Reflection

*  When looking for information, did you make
sure that you used a variety of sources and
not just one article?

e s the evidence you collected trustworthy?
Does it include any statistical data or
research evidence, for example on the
evolution of ticket prices after privatisation?

* Have you tried to identify both positive
and negative aspects of the privatisation
example being discussed?
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CASE STUDY 2.3

The Aegina Agricultural Cooperative of
Pistachio Growers

Pistachio trees arrived in Greece in around 1850.
Aegina is a small Greek island where local farmers
have a special variety of tree and produce superb
pistachio nuts. Today, the Aegina Agricultural
Cooperative of Pistachio Growers handles
harvesting, packaging and distribution of Aegina
pistachios all over Greece and the rest of the world.

The cooperative was first set up in 1947 and initially
there were many problems, such as the lack of
marketing skills. Through the effective collaboration
of its members, the cooperative grew, and by 2020
there were 347 members producing roughly 30% of
the island’s pistachio production.

Many of the members of the cooperative are not
full-time professional farmers; they are just small-
scale producers who want to sell their products to
increase their household income. The members
pool resources for mutual benefit for the production,
distribution and promotion of their products.
However, the democratic management of the
cooperative is not without problems. There are
often disagreements among the members on issues
such as the growth and marketing strategy of the

cooperative. Producers outside the cooperative
prefer to remain free to decide on how to package,
promote and price their products.

1 Define the term ‘agricultural cooperative’.  [2]

2  Suggest the advantages for
pistachio producers of joining
the Aegina Agricultural
Cooperative of Pistachio Growers. [6]

3 With reference to the case study,
identify two problems associated
with agricultural cooperatives. [4]

2.4 Non-profit social
enterprises

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

Non-governmental
organisations (NGOs)

A non-governmental organisation (NGO) is a not-for-
profit group, independent from government, which is
organised on a local, national or international level to
tackle issues that support the public good. They are
task focused and made up of people sharing a common
interest. NGOs perform a variety of services and

humanitarian functions. They bring public concerns to
the attention of governments and encourage community
participation by stakeholders. The objectives of NGOs
are not profit based; they are specifically focused on
social, environmental or humanitarian objectives.

KEY TERMS

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

non-governmental organisation (NGO):

a legally constituted body that functions
independently of any government and that has
a specific humanitarian or social aim/purpose,
e.g., supporting disadvantaged groups in
developing countries or advocating the
protection of human rights
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Examples of NGOs include the following:

e Amnesty International is a worldwide campaigning
movement that works to promote internationally
recognised human rights for all. It undertakes
research and action focused on preventing
and ending serious abuses of human rights to
physical and mental integrity, ensuring freedom
of conscience and expression, and freedom
from discrimination.

e Article 19 is a human rights organisation with a
specific mandate and focus on the defence and
promotion of freedom of expression and freedom
of information worldwide.

®  Avocats Sans Frontieres (ASF — ‘Lawyers Without
Borders’) is mostly made up of lawyers, solicitors
and magistrates who aim to contribute, completely
independently, to the establishment of a fair,
equitable and united society.

e Mz¢édecins Sans Fronti¢res (MSF — ‘Doctors
Without Borders’) is an international humanitarian
aid organisation that provides emergency medical
assistance to populations in danger in more than
70 countries.

Médecins Sans Frontiéres (MSF) is an international
humanitarian aid organisation

e  The Ford Foundation is a resource for innovative
people and institutions worldwide that aim to
strengthen democratic values, reduce poverty and
injustice, promote international cooperation and
advance human achievement.

e The MacArthur Foundation supports creative
people and effective institutions committed to
building a more just, verdant and peaceful world.
Among other things, it seeks to further the
development of an international system of justice
and advance human rights around the globe.

e The International Committee of the Red Cross
(ICRC) is an ‘impartial, neutral and independent
organisation whose exclusively humanitarian
mission is to protect the lives and dignity of victims
of armed conflict and other situations of violence
and to provide them with assistance.’

LEARNER PROFILE

Principled

Médecins Sans Frontiéres (MSF) is a not-for-profit
NGO that provides medical aid and support
to developing countries in conflict situations
and humanitarian crises. Between March and
August 2021, it provided medical care to 6000
malnourished children across Madagascar, a
country that was hit by the worst food and
nutrition crisis in its recent history. To deal with
the humanitarian crisis, MSF set up mobile
clinics in 20 locations. It had to overcome
many problems, including the country’s
geography, which makes it difficult to access
remote villages.

MSF's actions are based on the principles of
medical ethics, independence and impartiality.
lts primary aim is to go to the most difficult
places and situations around the world and
provide support to sick and injured people.

Why can the people of Médecins Sans Frontieres
be described as “principled’'? Discuss in class.

Find another example of an organisation that you
would describe as principled and explain to your
class why you think it is.
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2 Types of business entities

Charities

Most countries have laws about what constitutes
charitable work as charities are usually allowed tax
benefits. The following list is typical of activities
accepted as being for ‘charitable purposes’:

prevention or relief of poverty
advancement of education

advancement of religion

advancement of health or the saving of lives

advancement of citizenship or
community development

advancement of the arts, culture, heritage or science

advancement of human rights conflict resolution
or reconciliation, or the promotion of religious or
racial harmony or equality and diversity

e advancement of environmental protection
or improvement

e relief of those in need, by reason of youth,
age, ill health, disability, financial hardship or
other disadvantage

e advancement of animal welfare.

Charities often perform useful social and environmental
functions that would not be undertaken by private
businesses or government-funded organisations.

They are dependent on private contributions and

these can vary in amount, making it difficult for

charity managers to plan. Some charitable work is
duplicated — for example, in social care or medical
research — and it is argued that such situations can lead
to wasteful duplication.

ACTIVITY 2.3

1

2

Identify the type of business activity that is most likely to match the description provided.

Women'’s Legal and Human
Rights Bureau

Production of straws made
from sugarcane

Ophthalmic hospital

National Statistical Institute

Financial consulting

One of the business activities above can be either a for-profit private sector or a public sector business.

Which one do you think it is, and why?

ISBN 9781009053570 © Stimpson et al. 2022 Cambridge University E?ss>
Photocopying is restricted under law and this material must not be transferred to another party.



> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

SELF-EVALUATION CHECKLIST

Needs Almost Ready to
more work there move on

| am able to apply and analyse:

the distinction between the private sector and public sector (AO2)

| am able to evaluate:

the main features of the following types of organisations: sole
traders, partnerships, and privately held companies and publicly
held companies (AO3)

the main features of the following types of for-profit social
enterprises: private sector companies, public sector companies,
cooperatives (AO3)

the main features of the following type of non-profit social
enterprises: non-governmental organisations (AO3)

1 If you were planning to set up a business, would 2 What factors did you consider when making this

you create a social enterprise? Justify your decision? Which was the most important factor,
decision to another learner. and why?

PROJECT

1 Asaclass, find an NGO specialising in any social d  how it finds resources to cover its needs

cause that you think is important in your country. e what kind of problems it has when trying

2 Find as much information as you can about this to reach its goals

NGO and it Is from the internet.
SIS ORI MR B e The interview findings should be presented to the

3 Splitinto two groups. One group should other group, which will need to organise a practical
organise a meeting with the NGO for an way to support the NGO. Some ideas are to offer
interview with a manager. The interview should  voluntary work or to organise lotteries, etc.
include structured open and closed questions,

= rling) o ure ik 4 The two groups meet to create a visual

presentation of the project, e.g. a video, to be
a  the scope of the business activity shared with their peers at school to increase
awareness of the social goals of the non-profit

b  how it is organised organisation.

¢  how it differs from for-profit businesses

3 ISBN,9781009053570 © Stimpson et al. 2022 Cambridge University Press
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2 Types of business entities

EXAM-STYLE QUESTIONS

Alejandro and Santiago become partners

Alejandro and Santiago are graduates from the same university. They have decided to set up a partnership to start
a business organising experiential events. They came up with the idea when they saw a video on YouTube, in which
IKEA offered a sleepover event to 100 people in one of its stores. They were also inspired by the fact that some
famous partnerships were so successful that they ended up becoming huge public limited companies, such as the
partnership between Larry Page and Sergey Brin, who founded Google. However, they also read statistics which
suggest that partnerships have many disadvantages and that only 30% survive in the long term.

In 2018, they started the partnership, under the name XEvent. As a start-up, XEvent faced many problems.
Competition in the market was more intense than the partners expected. The business had cash flow problems, and
banks were not prepared to offer a loan. The business plan initially set up by the partners proved inaccurate. In
2020, Alejandro convinced a friend, Maria, to invest in the business. However, Maria demanded that the business
be incorporated by becoming a private limited company. Initially the partners were sceptical about this because
the incorporation process is quite costly. But they knew that the decision would solve many of their problems.
Eventually the partners became shareholders with limited liability in XEvent.

The business started to grow and soon became very profitable. Maria was interested in transforming XEvent from
a traditional for-profit business to a for-profit social enterprise by investing some of their profit in organising
events for children with special needs as part of their social integration programme. Santiago and Alejandro also
suggested that XEvent could help non-profit businesses by supporting them with their goals. Alejandro contacted
an NGO working on animal rights and volunteered to organise an event to help them spread awareness.

1  Define the term ‘partnership’. [2]
2  Identify the economic sector in which XEvent operates. [2]
3  Suggest two reasons why Santiago and Alejandro decided to set up their business as a partnership. [4]
4  Suggest two problems the two owners faced from setting up XEvent as a partnership. [4]
5 Describe two common steps of setting up a new business that the partners must have followed

when starting XEvent. [4]
6  Suggest two reasons why Maria did not want to invest in a partnership but wanted XEvent to

become a private limited company. [4]
7  Explain two possible disadvantages for Alexander and Santiago from changing their partnership

into a private limited company. [4]
8  Explain one difference and one similarity between a typical for-profit business and a for-profit

social enterprise. [4]
9  With reference to the case study, explain one difference and one similarity between an NGO and

a for-profit business. [4]
10 Should XEvent become a social enterprise? Justify your answer. [10]
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Business
objectives
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LEARNING OBJECTIVES

On completing this chapter you should be able to:

Apply and analyse:
e Vision statement and mission statement (AO2)

e Common business objectives including, growth, profit, protecting shareholder value and ethical
objectives (AO2)

Synthesise and evaluate:
e Strategic and tactical objectives (AO3)
*  Corporate social responsibility (CSR) (AO3)

Select and apply the following business management tools:
e  SWOT analysis (AO4)
e STEEPLE analysis (AO4)

Ansoff matrix (AO4)



3 Business objectives

BUSINESS IN CONTEXT

Daimler AG - objectives and strategy

Daimler AG is one of the world’s most successful
automotive companies. With its Mercedes-Benz Cars
& Vans, Daimler Trucks & Buses and Daimler Mobility
divisions, the Group is one of the leading global
suppliers of premium cars and one of the world’s
largest manufacturer of commercial vehicles.

The Group's strategic approach can be summarised
in three core statements:

Move: Reinvent the invention

As the inventor of the automobile, it is in our nature
to repeatedly reinvent mobility. Our aspiration is

to offer environmentally sustainable solutions for
mobility and the transport of goods in the future. . . .
We are working systematically to achieve our
“Ambition 2039" goal of CO,-neutral mobility.

To do so, we are also utilising the potential offered
by automated driving and digital services.

Perform: We create sustainable value

We aim to create value that is sustainable.

Our business is grounded in what we do best —
delighting our customers with fascinating vehicles.
Here, the attainment of our profitability targets and
the maintenance of a solid cash flow remain top
priorities for the short and medium term. ...

Transform: Reinvent ourselves

Our transformation is a long-term process of
adapting the implementation of our structures and
processes in cooperation with our employees. We
have a workforce that is agile and willing to learn . . .

Our corporate culture creates the foundation for the
outstanding innovative capability displayed by our
employees. We put diversity into practice, . . . and
the principle of integrity guides our actions and our
relationships with our business partners.

Daimler-Benz's chairman has stated that the overall
business has an objective of reaching an average
8-9% profit return on sales. This objective is broken
down into specific profit targets for each division of
the business such as cars, trucks and buses.

Discuss in pairs or a group:

e What are the likely benefits to a business of
having a 'strategic vision'?

*  Why is it important for a business to
have environmental objectives as well as
financial ones?

*  What is the purpose of setting profit objectives
for each division of a business?

KEY CONCEPT LINK

Change

Strategic objectives are long term in nature,
but nothing is forever. As external and internal
conditions change, business objectives need to
change as well.

But not all businesses are able to cope with change.
Many factors affect a business’s adaptability.

Some of these factors are the size of the business,
the culture and attitudes of employees, the way the
business is organised and the availability of financial
resources to invest in change.
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3.1 Vision statement
and mission statement

Mission statements outline the overall purpose of the
organisation. A vision statement, on the other hand,
describes a picture of the ‘preferred future’ and outlines
how the future will look if the organisation achieves

its mission. It is a statement of the future position that
describes what owners and directors ideally want their
business organisation to become.

KEY TERMS

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

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

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

Here are some examples of mission statements.

e An A Level/IB college: “To provide an academic
curriculum in a caring and supportive environment.’

e  Samsung: ‘to devote its talent and technology
to creating superior products and services that
contribute to a better global society.’

Huawei: ‘“To invest resources in the making of a
digitally connected world.’

e Microsoft: “To empower every person and every
organization on the planet to achieve more.’

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

e Merck: “To discover, develop and provide innovative
products and services that save and improve lives
around the world.’

An effective mission statement should answer three
key questions:

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

Table 3.1 compares the vision and mission statements of
three organisations.

So what is the link between vision statements, mission
statements and strategies? It is simple. Without the
direction and focus brought to an organisation by vision
and mission statements, planning new strategies will be
like trying to steer a ship with no idea of either where

it is or the direction in which it is meant to be heading.
Vision and mission statements give the organisation

a sense of purpose and can prevent it from drifting
between the tides and currents of powerful events.

Alibaba

We envision that our customers will meet,
work and live at Alibaba, and that we will be
a company that lasts at least 100 years.

To make it easy to do business
anywhere.

of Health (USA)
they need to be healthy.

Minnesota Department | Health equity in Minnesota where all
communities thrive and everyone has what

Protecting, maintaining and improving
the health of all Minnesotans.

McDonald's restaurants | To move with velocity to drive profitable
growth and become an even better
McDonald’s serving more customers
delicious food each day around the world.

Our mission is to make delicious feel-
good moments easy for everyone.

Table 3.1: Comparing vision and mission statements
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3 Business objectives

THEORY OF KNOWLEDGE

Knowledge question: How can we evaluate
the usefulness of evidence in strategic
decision-making?

Firms are constantly trying to find evidence
before taking major strategic decisions. Coca-
Cola has developed sugar-free soft drinks based
on evidence that consumers are pursuing a
healthier lifestyle. It decided to diversify into
coffee, by acquiring Costa Coffee, given strong
evidence about a growing global coffee market.
Volkswagen invested in a huge ‘electrification
plan’ based on facts showing how the global
market for electric vehicles is expected to
expand due to changing consumer wants and
government policies favouring electric mobility.

Evidence is crucial for businesses, especially
when they decide on their long-term strategy and
need to invest billions of dollars on their growth
plans. But evidence is sometimes conflicting.

It is not uncommon for professional market
reports to provide contradictory evidence which
can be misleading for businesses. Many firms
are producing premium-priced environmentally
friendly products, based on research suggesting
that consumers are happy to pay higher prices
for ‘green’ goods. Yet, they soon find out that
consumers are not actually willing or able to pay
a premium for sustainability — at least not for
their products.

Discuss in class:

1  Before making strategic decisions, can
businesses be sure that the evidence they
have is reliable?

2 How much ‘evidence’ is enough before a big
strategic decision is taken?

3  Should a business take decisions when there
is conflicting evidence?

Effectiveness of these
statements

Virtually every organisation of a reasonable size has
developed a vision statement and a mission statement.
Do they perform a useful function or are they just
another management fad? Here are some arguments in
favour of these statements.

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

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

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

e They help other groups to establish what the
business is about.

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

e too vague and general; they lack specific
information about the business or its future plans

e based on a public relations exercise to make
stakeholder groups feel good about the organisation

e  virtually impossible to analyse or disagree with

e  too similar — it is common for two completely
different businesses to have very similar mission
statements, which may lead to stakeholders being
confused about the real purpose of each business.

Communicating mission and vision statements is almost
as important as establishing them. There is little point
in identifying the central vision for a business if nobody
else knows about it. Businesses communicate their
mission statements in a number of ways, for example in
published accounts, communications to shareholders
and the corporate plans of the business. Internal
company newsletters and magazines may draw their
title from part of the mission statement. Advertising
slogans or posters are frequently based around the
themes of the mission statements. For example, The
Body Shop is very effective at incorporating its mission
into its eco-friendly campaigns.

On their own, mission statements are insufficient for
operational guidelines. They do not tell managers
what decisions to take or how to manage the business.
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Their role is to provide direction for the future and
an overall sense of purpose, and in public relations
terms, at least, they can prove very worthwhile. It is

important that both vision and mission statements are
applicable to the business, understood by employees and
convertible into genuine strategic actions.

CASE STUDY 3.1

Starbucks'’s mission

Starbucks is the largest coffee chain in the world,
with more than 30000 stores in 83 markets. Its
mission is ‘to inspire and nurture the human spirit
— one person, one cup and one neighborhood at
a time’. This non-conventional mission statement
reflects the unique strategy of the business, which
aims to provide products of excellent quality but
also a "third place’ experience to consumers away
from home and work. The megabrand combines
the magnitude of a truly global name with localised
services to satisfy individualised consumer wants.

Starbucks coffee wants to ‘inspire and nurture

the human spirit’ not only of its customers but
primarily of its employees. The business calls its
employees ‘partners’, and they are at the heart of
the ‘Starbucks Experience’.

The mission statement is not typical as it does not
inform targeted consumers and other stakeholders
about the overall business activity and types of
products offered. Nonetheless, the business is
already leading the industry, so it does not feel the
need to introduce itself to the market. The mission
statement is designed to reflect the business culture
and philosophy rather than describe the operations
of the business. Moreover, it is abstract enough to
cover the needs of the business in case of changes
in future objectives.

The company'’s strategy, as confirmed by CEO Kevin
Johnson and Starbucks leaders in December 2020,

can be summarised as ‘continued growth at scale’. Its
vision is reflected through the following statement:

Starbucks ‘aims to drive consistent and predictable
sales growth and margin expansion while continuing
to create significant value for all stakeholders.’

1 Define the term ‘mission statement’. [2]

2 Suggest two groups of people
(stakeholder groups) that Starbucks wants
to attract with its mission statement. [4]

3 With reference to the case study, explain
the difference between a mission statement
and a vision statement. [4]

4  Evaluate the effectiveness of Starbucks'’s
mission statement.

[10]

Netflix is a subscription-based online streaming
service business.

Netflix's mission: At Netflix, we want to entertain the
world. Whatever your taste, and no matter where you
live, we give you access to best-in-class TV shows,
movies and documentaries. Our members control

ACTIVITY 3.1

what they want to watch, when they want it, with no
ads, in one simple subscription. We're streaming in
more than 30 languages and 190 countries, because
great stories can come from anywhere and be loved
everywhere. We are the world’s biggest fans of
entertainment, and we're always looking to help you
find your next favorite story.
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3 Business objectives

CONTINUED

TED is a non-profit business, organising powerful
talks on new ideas in any area of science and other
disciplines, to spread knowledge around the world.

TED's mission: Spread ideas

1

2 Netflix is a for-profit business, while TED is a

What is similar and what is different between
these two mission statements?

non-profit. Can this difference partially explain
the variations in the mission statements of the
two businesses? Explain your answer.

3.2 Common business

objectives
The hierarchy of objectives

Before analysing the most common objectives that are
set for business organisations, it is useful to consider

the nature of business aims and objectives and the
benefits of establishing them. All objectives are targets.
Most businesses will set targets not only for the whole
business, based on the overall business aim, but also for
each division or department. This leads to a hierarchy of
objectives, as shown in Figure 3.1.

Corporate aims

The core of a business’s activity is expressed in its
corporate aims. A typical corporate aim is: “To increase
shareholder returns each year through business
expansion’. This statement tells us that the company
aims to give shareholders maximum returns on their
investment by expanding the business. Other corporate
aims can concentrate on customer-based goals, such as

Aim

Mission

Corporate objectives

Divisional objectives

Departmental objectives

Individual targets

Figure 3.1: The hierarchy of objectives

‘meeting customers’ needs’, or market-based goals, such
as ‘becoming the world leader’. Corporate aims are all-

embracing, and are designed to provide guidance to the
whole organisation, not just a part of it.

Establishing a corporate aim allows the senior managers
to focus on setting more specific and measurable
business objectives. These objectives have several
benefits. They:

e can help develop a sense of purpose and
direction for the whole organisation if they are
communicated clearly and unambiguously to
the workforce

e allow an assessment to be made, in the future, of
how successful the business has been in reaching
its targets

e  provide the framework within which the strategies
of the business can be drawn up.

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

KEY TERMS

corporate aims: the long-term goals which
a business hopes to achieve

business objectives: short- or medium-term
goals or targets — usually specific in nature —
which must be achieved in order for an
organisation to attain its overall corporate aim
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Business objectives should
be 'SMART’

Business objectives help to direct, control and review the
success of business activity.

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

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

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

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

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

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

Remember the acronym: SMART, and the
meaning of each individual letter.

The following are departmental objectives of ICY,
a business producing and selling fresh ice cream.
The market is growing fast, and the owners want
to capture the opportunities available for growth.

CONTINUED

ICY has the internal resources needed to
support growth.

* To expand in five new geographical
locations by 2025.

e To increase the sales of sugar-free ice
cream products by 5% in the current year
compared to the previous year.

e To add ten more ice-cream flavours to the
product portfolio by the end of the month.

1 Are all the above objectives SMART?
Justify your answer.

2 How could you improve the phrasing of the
objectives that are not SMART enough?
Give appropriate examples.

Profit objective

Profits are essential for rewarding investors in a
business and for financing further growth. They

are also necessary to persuade business owners and
entrepreneurs to take risks. Some businesses aim to
achieve profit maximisation. This means producing at
the level of output where the greatest positive difference
between total revenue and total costs is achieved —

see Figure 3.2.

Revenue
Costs

Total costs and revenue

. Output
Profit-maximising point

Figure 3.2: Profit maximisation — the greatest possible
difference between total revenue and total cost
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3 Business objectives

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

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

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

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

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

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

An alternative profit objective is profit satisficing.

This means aiming to achieve enough profit to keep the
owners happy but not aiming to work flat out to make
as much profit as possible. This is often the objective of
owners of small businesses who wish to live comfortably
but do not want to work very long hours in order to
earn more profit.

Growth objective

The growth of a business — in terms of sales units

or value of sales — has many potential benefits for

the managers and owners. Larger firms will be less
likely to be taken over and should be able to benefit
from economies of scale. Managers may gain higher
salaries and fringe benefits. Businesses that do not
attempt to grow may cease to be competitive and,
eventually, will become less appealing to new investors.
Business objectives based on growth have limitations:

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

e Sales growth might be achieved at the expense
of lower profit margins.

e  Larger businesses can experience diseconomies
of scale.

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

e  Growth into new business areas and activities
can result in a loss of focus and direction for the
whole organisation.

An alternative way to assess business growth is to
measure market share.

Market share is closely linked to the overall growth

of a business. However, it is possible for an expanding
business to suffer a loss of market share if the market

is growing at a faster rate than the business itself.
Increasing market share indicates that the marketing
mix of the business is proving to be more successful than
that of its competitors. Benefits resulting from being the
business with the highest market share include:

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

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

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

Protecting shareholder value

Investors buy shares in companies to benefit from an
increase in shareholder value.

Shareholders can gain financially from owning
shares by receiving regular dividend payments from
the profit of the business and from increases in the
market price of the company’s shares. Management,
especially in public limited companies, take decisions
that aim to increase the company share price and
dividends paid to shareholders. These targets might
be achieved by pursuing the objectives of growth and
profit maximisation.

market share: sales of the business as a
proportion of total market size, in a given period

shareholder value: the financial gains received
by the owners of a company’s shares
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Pursuing the objective of protecting or increasing
shareholder value may create conflicts between the
interests of sharecholders and those of other groups
involved in the business. Some business analysts claim
that the shareholder value objective puts the interests
of shareholders above those of other stakeholders.
For instance, shareholder value might be increased by:

e increasing business efficiency which results in some
employees losing their jobs

e increasing consumer prices for products with few
competitors, raising company profit, but impacting
negatively on consumers

e  constructing a new operating facility to achieve
growth which may damage the environment.

As a consequence of this apparent conflict between
shareholder interests and those of other groups in
society, greater emphasis is being placed on ethical
business objectives.

Ethical objectives

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

KEY TERMS

ethics: moral guidelines that determine
decision-making

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

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

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

e [sitacceptable to take bribes when deciding
whether to place a contract with a company?

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

e [sitacceptable to feed genetically modified food
to cattle?

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

e  Should directors receive substantial pay rises and
bonuses when other workers in the business are
facing redundancy?

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

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

e Should a business employ child labour to reduce
costs rather than employing adults?

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

These are all examples of ethical dilemmas. The way
in which employees behave and take decisions in these
cases should be covered and explained by a company’s
ethical code of conduct. To what extent should
businesses take ethics into consideration when making
decisions? There is now considerable evidence that
more and more companies are considering the ethical
dimension of their actions — not just the impact they
might have on profits.

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

Assessing ethical objectives

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

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

e  Not taking bribes to secure business contracts can
mean losing out on significant sales.
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Limiting the advertising of toys and other child-
related products to an adult audience to reduce
‘pester power’ may result in lost sales.

Accepting that it is wrong to fix prices with
competitors might lead to lower prices and profits.
Paying fair wages — even in very low-wage
economies — increases costs and may reduce a
firm’s competitiveness against businesses that
exploit workers.

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

CASE STUDY 3.2

The principles of business ethics for real-estate
agencies in Dubai

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

Apart from being lawful, the Dubai Land Department
(DLD) has urged real-estate companies operating in
Dubai to follow certain ethical principles to ensure
high standards of business ethics in the market.
Some of the basic ethical rules set by the DLD are:

Trust: All real-estate businesses should enhance
the public trust in Dubai’s real-estate market,
and employ the highest global standards.

Confidentiality and privacy: Businesses should
not disclose customers’ private information
without permission.

Honesty and fairness towards customers:
To ensure foreign direct investment (FDI) is
attracted in Dubai, to further strengthen the
national economy.

Professionalism: High-quality services must
be offered by all real-estate firms to ensure
customer satisfaction.

Social responsibility: Real-estate businesses
should operate as active members of society
and support making Dubai ‘the happiest city

in the world’, as per the vision of Dubai’s
leadership and the National Program for
Happiness and Positivity, which aims to improve
the happiness and welfare of residents, citizens
and visitors in the emirate.

DLD plays a crucial role in Dubai, regulating
the property industry while keeping pace with
the ever-changing market conditions and
customer needs.

1
2

While bad publicity as a result of being caught
acting unethically can lead to lost consumer loyalty
and long-term reductions in sales, ethical policies
will lead to good publicity and increased sales.

Ethical businesses attract ethical customers
and, as global pressure grows for corporate
social responsibility, this group of consumers

is increasing.

Ethical businesses are more likely to be awarded
government contracts.

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

Define the term ‘business ethics’. [2]

Suggest two reasons why DLD has urged
real-estate businesses to follow a set of
ethical rules in Dubai. [4]

Suggest one possible advantage and one
disadvantage for real-estate businesses
trying to follow DLD’s ethical code in Dubai. [4]

With reference to the case study, explain

the difference between being a ‘lawful’

business activity and being an ‘ethical’

business activity. [4]
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3.3 Strategic objectives
and tactical objectives -
the key differences

As Figure 3.1 outlines, trying to meet the overall company
aim will require the setting of many subsidiary objectives
at business, departmental and even small team levels.
Some of these objectives will be focused on the long

term and will require substantial resources if they are to
be achieved. Other targets will be smaller scale and for
shorter time periods. Table 3.2 outlines the key differences
between strategic objectives and tactical objectives.

Long-term targets,

e.g. increase market
share by 10% over next
three years

Short to medium term,
e.g. increase sales by 5%
to south-eastern region
in three months

Difficult to reverse once
the objective is set —
departments will have
committed considerable
long-term resources to
achieving the objective

More likely to be
reversible or changeable
as the time period

is shorter and fewer
resources are likely

to be allocated to
achieving them

These objectives are
set by directors and/or
senior managers

These objectives are
likely to be set by less
senior managers and
subordinates with
delegated authority

Often involve
coordination with other
business functions/
departments

The impact of tactical
objectives may often be
on just one department

Table 3.2: Key differences between strategic objectives and

tactical objectives

KEY TERMS

corporate aim

strategic objective: a long-term target for the
whole organisation, designed to achieve the

tactical objective: a short-term target aimed
at resolving a particular problem or meeting a
specific part of a longer-term strategic objective

ACTIVITY 3.3

Juan owns a Mexican restaurant.

1 Characterise Juan's following business
decisions as strategic, tactical or purely
operational (day to day).

a  Offering a free drink to all customers on
Tuesday afternoons, when the restaurant
is usually empty.

b  Deciding on the weekly schedules of
workers in the kitchen.

c¢ Deciding to redecorate the restaurant
to attract business executives.

d Changing the type of business from
‘Mexican’ to ‘South American’ cuisine.

2 Explain your thought process behind each
of your choices.

CASE STUDY 3.3

Business objectives of Domestic
Detergents Inc.

Domestic Detergents Inc. (DD) produces
household cleaning products in a very
competitive market. The firm enjoys strong
demand from a loyal clientele and shareholders
are expecting strong returns. DD’s directors have
agreed on the following corporate objectives:

®  to increase annual sales from $1 billion to
$2 billion by the end of 2023
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CONTINUED

®  to enter a new market every 18-24 months

* to launch new products in the
detergents market

* to be the lowest-cost, highest-quality
producer in the household products industry

* to achieve a 15% growth rate per year in
profit and earnings per share.

The marketing director is very optimistic about
the future sales of DD Bright, a biological washing
liquid which was launched three months ago.

But to encourage consumers to try the product,
the DD Bright's brand manager believes that the
firm should temporarily sell DD Bright at a low
promotional price.

1 Define the term 'SMART' objectives. [2]

2 With reference to the case study,
explain the difference between
strategies and tactics. [4]

3 Suggest one advantage and one
disadvantage for DD of trying to set
SMART corporate objectives. [4]

4  Discuss the extent to which the
corporate objectives of DD are SMART. [10]

3.4 Corporate social
responsibility (CSR)

Objectives that focus on meeting social responsibilities
are becoming increasingly important for most
business organisations.

To whom is business answerable? Should business
activity be concerned solely with making profits to meet
the objectives of shareholders and investors, or should
business decisions also be influenced by the needs of
other stakeholders? When a business fully accepts its
legal and moral obligations to stakeholders other than
investors, it is said to be accepting corporate social
responsibility (CSR).

KEY TERMS

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

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

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

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

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

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

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

In these cases, is the action being taken in order to retain
trade and reputation? Or is it being taken because such
action is increasingly profitable? Might businesses be
criticised for simply trying to create positive publicity
for their CSR strategy rather than being praised for
their genuine concern for society and the environment?
It is conceivable that businesses are being ethical

or environmentally conscious because they want to
behave in that way. They have an objective that Peter
Drucker (a famous writer on management) calls ‘public
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Advantages

Disadvantages

The image of the business and its products can

be improved with a green or socially responsible
approach. This could become a major competitive
advantage, attracting new customers and loyalty from
existing customers.

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

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

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

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

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

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

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

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

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

Table 3.3: Advantages and disadvantages of corporate social responsibility

responsibility’. However, many consumer groups and
pressure groups are still dubious as to whether these
objectives are based on genuinely held beliefs.

Table 3.3 looks at the advantages and disadvantages for
businesses of adopting CSR policies.

Changes in corporate
responsibility

Attitudes towards corporate responsibility have changed
over time. The standards that companies are expected

to reach are determined by societal norms, and in most
countries these now focus on stakeholders rather than
shareholders.

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

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

e the United Nations Millennium Development
Goals include ‘environmentally sustainable
growth’ — this has forced many developing

nations to insist that new company investment
in their economy takes environmental concerns
into consideration

e global concern over climate change and the
impact this could have on social and economic
development — this is forcing companies to
confront the climatic consequences of their actions
and investments, e.g., the rapid increase in wind-
power farms in Germany

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

CSR and corporate
strategy changes

The changing corporate strategies of the world’s mining
companies are an excellent example of how firms

may adopt different strategies towards their social
responsibilities in response to pressure. In the 1970s
and 1980s, many mining companies signed mineral
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extraction deals with undemocratic political regimes.
Environmental concerns were given very low priority
and the interests of the local or indigenous peoples
(displaced by the mine workings) were ignored. The
Grasberg (West Papua) and Bougainville (Papua New
Guinea) gold and copper mines are useful case studies.

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

e  The Grasberg mine opened later than Bougainville.
As a result of the poor publicity relating to the
Bougainville mine policy in Papua New Guinea,
RTZ took a very different approach to its social
responsibilities, and it has benefited from this. A
trust fund has been set up to spend 1% of total
mine revenue to fund village development. In
addition, one quarter of the total workforce is
drawn from local communities.

e  RTZ went even further with the Jabiluka uranium
mine in a protected National Park in northern
Australia. Publicity by the local Mirrar tribe and their
supporters, campaigning about the environmental
impact of the mine, led to an unprecedented
extraordinary general meeting of shareholders. This
caused the mine to be closed; it has never reopened.

Measuring CSR - social audits

Social audits report on a firm’s ‘social’ performance and
they are becoming an important way for businesses to
report on their corporate social responsibility record.
They assess the impact a business has on society and
how effectively its ethical behaviour matches up to

its ethical objectives. Social audits can include an
environmental audit, but they give details of other
impacts on society too. These include:

e health and safety record, e.g. number of accidents
and fatalities

e  contributions to local community events
and charities

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

e employee benefit schemes

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

© Stimpson et al. 2022
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KEY TERM

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

The social audit will also contain annual targets

to be reached to improve a firm’s level of social
responsibility and details of the policies to be followed
to achieve these aims. By researching and publishing
these reports, businesses are often able to identify
potentially antisocial behaviour and take steps to

find and remove this from the company’s practices.
Publishing detailed and independently verified social
audits can improve a business’s public image, increase
consumer loyalty and give the business a clear direction
for future improvements in its social responsibility
achievements. The advantages and disadvantages of

social audits are considered in Table 3.4.

Advantages

Disadvantages

Identify what social
responsibilities the
business is meeting and
what still needs to be
achieved

Set targets for
improvement in social
performance by
comparing audits with
the best-performing
firms in the industry

Give direction to the
action plans a business
still needs to put into
effect to achieve its
social/ethical objectives

Improve a company’s
public image and
this can be used as

a marketing tool to
increase sales

If the social audit is

not independently
checked - as published
accounts must be — will
it be taken seriously by
stakeholders?

Time and money
must be devoted

to producing a
detailed social audit —
is this really necessary
if it is not legally
required?

Many consumers may
just be interested in
cheap goods, not
whether the businesses
they buy from are
socially responsible

A social audit does not
prove that a business
is being socially
responsible

Table 3.4: Advantages and disadvantages of social audits

Photocopying is restricted under law and this material must not be transferred to another party.

Cambridge University 4P-[?SS >




> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

Evaluation of social audits

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

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

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

LEARNER PROFILE

Open-minded

OpenMinds is an NGO with a mission to assist
people with special needs in Lebanon, not only
by providing financial support to families and

to neurodevelopmental disorder research, but
also by promoting the integration of people with
disabilities in society. OpenMinds envisions a
community in which people with special needs
will be accepted and included like everyone else,
and it designs appropriate activities to make

this happen.

OpenMinds is not the only NGO in the world
dealing with the social problems facing people
with special conditions, especially in schools,
education and the workplace. Many non-

profit organisations have the vision to support
communities to become more aware and open-
minded on issues of disability, understanding
how the uniqueness of people with special needs
does not mean they cannot become functioning
members of society.

Find examples of other non-profit businesses
whose mission is to help society to become
more open-minded on any matter of social
interest. Discuss in class the significance of
such organisations.

3.5 Business
management tools

The following business management tools can be used to
help business managers identify an appropriate strategy
or strategies to adopt once the business objectives have
been set. They are all forms of strategic analysis.

SWOT analysis

A SWOT analysis provides information that can be
helpful in matching the resources and strengths of
the business to the competitive environment in which
it operates. So it is useful in strategy formulation and
selection. It comprises:

e S -—strengths These are the internal factors
of a business that can be looked upon as real
advantages. These could be used as a basis for
developing a competitive advantage. They might
include experienced management, product patents,
loyal workforce and good product range. These
factors are identified by undertaking an internal
audit of the firm. This is often undertaken by
specialist management consultants who analyse the
effectiveness of the business and the effectiveness of
each of its departments and major product ranges.

® W —weaknesses These are the internal factors of
a business that can be seen as negative factors. In
some cases they can be the flip side of a strength.
For example, whereas a large amount of spare
manufacturing capacity might be a strength in
times of a rapid economic upturn, if it continues
to be unused it could add substantially to a firm’s

KEY TERMS

strategy: a plan of action designed to help
achieve an objective

strategic analysis: conducting research into the
business environment and into the business itself
to help identify future strategies

SWOT analysis: a form of strategic analysis
that identifies and analyses the main internal
strengths and weaknesses and external
opportunities and threats that will influence the
future direction and success of a business
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average costs of production. Weaknesses might
include: poorly trained workforce, limited
production capacity and ageing equipment.
This information would also have been obtained
from an internal audit.

O - opportunities These are the potential areas
for expansion of the business and future profits.
These factors are identified by an external audit
of the market the firm operates in and its major
competitors. Examples include: new technologies,
export markets expanding faster than domestic
markets, and lower rates of interest increasing
consumer demand.

T — threats These are also external factors, gained
from an external audit. This audit analyses the
business and economic environment, market
conditions and the strength of competitors.
Examples of threats are: new competitors
entering the market, globalisation driving down
prices, changes in the law regarding the sale of
the firm’s products, and changes in government
economic policy.

This information is usually presented in the form of a
four-box grid, as shown in Table 3.5.

SWOT and business objectives

The SWOT diagram focuses on the key issues under
each heading. A brief outline of each of these could
then accompany the grid to make it more useful

to the managers responsible for strategic planning.

This approach helps managers assess the most likely
successful future strategies and the constraints on

them. A business should not necessarily pursue the
most profitable opportunities. It may stand a better
chance of developing a competitive advantage by
identifying a good ‘fit’ between the business’s strengths
and potential opportunities. In many cases, a business
may need to overcome a perceived weakness in order

to take advantage of a potential opportunity. SWOT is
a common starting point for developing new corporate
strategies, but it is rarely sufficient. Further analysis and
planning are usually needed before strategic choices can
be made.

Strengths

Weaknesses

Internal Specialist marketing expertise

Location of the business

Quality products and processes

value to the product or service

A new, innovative product or service

Any other aspect of the business that adds

Lack of marketing expertise

Undifferentiated products or services
(i.e. in relation to competitors)

Location of the business
Poor-quality goods or services

Damaged reputation

Opportunities

Threats

External

improved profits

A new international market

A developing market such as the internet
Mergers, joint ventures or strategic alliances

Moving into new market segments that offer

A market vacated by an ineffective competitor

A new competitor in the home market
Price wars with competitors

A competitor has a new, innovative product
or service

Competitors have superior access to channels
of distribution

Taxation of the product or service

Table 3.5: SWOT analysis — some common issues
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SWOT evaluation

Subjectivity is often a limitation of a SWOT analysis
as no two managers will necessarily arrive at the same
assessment of the company they work for. It is not

a quantitative form of assessment, so the ‘cost’ of
correcting a weakness cannot be compared with the
potential ‘profit’ from pursuing an opportunity. SWOT
should be used as a management guide for future
strategies, not a prescription. Part of the value of the
process of SWOT analysis is the clarification and mutual
understanding that senior managers gain by the focus
that the analysis provides.

SWOT as a business
management tool

This business management tool can be integrated into
all functional units of the IB syllabus. This is because:

e cvidence from all departments is required in
developing a SWOT analysis

e SWOT should be used before developing any
major strategy for the business such as an HR
strategy, operations strategy, finance strategy
or marketing strategy.

Some examination questions may ask you to
undertake a SWOT analysis while others will ask
you to evaluate the technique for a particular
business. Read the question carefully to grasp its
key requirements.

STEEPLE analysis

STEEPLE analysis is another form of strategic analysis.
It focuses on analysing the external macro-environment
in which a business operates. The macro environment
means the wide-ranging and major factors that could
influence the future strategies of a business.

STEEPLE analysis: the strategic analysis of the
macro-environment in which a business operates,
including social, technological, economic,
environmental, political, legal and ethical factors

S —social Changes in society, including cultural
trends, influence customers’ buying behaviour,
attitudes and interests. It is important for a business
to analyse these social and cultural changes to
assess their likely impact on a new strategy. These
social factors contain: structure of population,
birth rates, level of education and cultural diversity.

T — technological Advances in technology have

an impact on all aspects of business activity. Any
new business strategy that fails to consider these
is likely to fail. New technologies such as artificial
intelligence (AI) will increasingly impact on the
marketing, human resources and operations
strategies of most businesses.

E — economic The state of the economy that a
business operates in (or plans to operate in) is

of crucial importance to the future strategies it
might implement. Economic factors include: rate
of inflation, interest rates; exchange rates, tax
rates, economic growth and the purchasing power
of consumers. All of these economic factors will
impact on the potential demand for the products
of a business.

E — environmental Increasing environmental
pressure group activity against businesses that
damage the environment is causing substantial
changes in business strategy. Other environmental
factors include climate change, international
agreements to limit carbon emissions, consumers
switching to ‘green’ businesses, and stakeholder
pressure on business to become more sustainable.

P — political Political issues and government
decisions can create many opportunities or
potential threats for organisations. These factors
include: political stability, state interference

in business decisions, nationalisation, market
regulations and international trade agreements.

L —legal These factors involve all regulatory

and legal constraints that can negatively or
positively affect business activity and management
decisions. They include: consumer protection
laws, environmental protection laws, location of
industry controls, minimum wages and controls
over working conditions. These factors may be
very different for each of the countries that a
multinational company operates in.

E - ethical Ethical factors include standards of
morality, integrity and behaviour, and they are of
growing importance in many countries. Managers
must determine what is good and bad for their
company, stakeholders and society as a whole.
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Figure 3.3: Assessing the STEEPLE factors is a key part of strategic analysis

All of the factors referred to in the STEEPLE analysis
of external environment factors can have both positive
influence (opportunities) or negative influence (threats)
on future business strategies.

STEEPLE analysis plays an important role in
assessing the likely chances of a new business strategy
being successful.

The seven key areas covered by it are clearly external
to the business and beyond its control. STEEPLE is
complementary to SWOT; it is not an alternative.

Figure 3.3 illustrates the main factors that a business
would consider when planning a new strategy. In this
case, the business is considering operating in a different
country for the first time.

Evaluation of STEEPLE
analysis

Any significant new business strategy should be
preceded by a detailed analysis of the wider environment
in which the strategy has to operate and be successful.

The use of STEEPLE analysis formalises this process.
The results of the analysis should be an important part
of developing strategies for the future.

Once completed, STEEPLE analysis does not just stop.
It may need to be constantly updated and reviewed,
especially in a rapidly changing wider environment. For
multinational businesses, or for a business considering
foreign expansion for the first time, it will be important
to undertake STEEPLE analysis for each country in
which it operates.

STEEPLE as a business
management tool

This business management tool can be integrated into
the following functional areas of business (Units 1, 2
and 4 of the IB syllabus):

e  Unit 1 —setting up a business and
business objectives

e  Unit 2 — developing new human resources strategies,
e.g. before expanding into a different country

e Unit 4 — developing new marketing strategies e.g.
before diversifying into a completely different market.

Ansoff matrix

This management tool for strategic analysis is one of the
most widely referred-to means of portraying alternative
corporate growth strategies.

Igor Ansoff popularised the idea that long-term business
success was dependent upon establishing business
strategies and planning for their introduction. His
best-known contribution to strategic planning was the
development of the Ansoff matrix, which represented
the different options open to a marketing manager when
considering new opportunities for sales growth.

Ansoff matrix: a model used to show the degree
of risk associated with the four growth strategies
of: market penetration, market development,
product development and diversification
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

He considered that the two main variables in a strategic
marketing decision are:

e the market in which the firm is going to operate

e the product(s) intended for sale.

In terms of the market, managers have two options:

® toremain in the existing market
®  toenter new ones.

In terms of the product, the two options are:

e  selling existing products
e  developing new ones.

When put on a matrix, these options can be presented
as shown in Figure 3.4.

As there are two options each for markets and for
products, this gives a total of four distinct strategies that
businesses can adopt when planning to increase sales.
These are shown on the matrix and can be summarised
as follows.

Market penetration

In 2021, Samsung reduced the European prices of its
range of 4K TVs by up to €1200. This was in response
to price cuts by other manufacturers — but Samsung’s

reductions were larger in an attempt to increase market
share. Market penetration is the least risky of all the four
possible strategies in that there are fewer ‘unknowns’ —
the market and product parameters remain the same.
However, it is not risk-free as, if low prices are the
method used to penetrate the market, they could lead to
a potentially damaging price war that reduces the profit
margins of all businesses in the industry.

Product development

The mobile phone market is changing rapidly and

Apple updates its product ranges frequently. When this
book was written (in 2021), the iPhone 13 had just been
developed and launched. What is the latest Apple iPhone
as you read this? Product development often involves
innovation — as with electric vehicles — and these brand
new products can offer a distinctive identity to a business.

KEY TERMS

market penetration: achieving higher market
shares in existing markets with existing products

product development: the development and
sale of new products or new developments of
existing products in existing markets

Increasing risk

PRODUCTS
Existing = > New
Existing

A Market penetration Product development
Sell more in Sell new products in
existing markets existing markets

MARKETS

Market development Diversification
Sell existing products in Sell new products in

v new markets new markets

New

Increasing risk

Figure 3.4: Ansoff's matrix

Y
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3 Business objectives

Market development

Market development could include exporting existing
designs of products to overseas markets or selling to a
new market segment. The rapid growth of McDonald’s
has been driven by the opening of its fast-food
restaurants in 100 countries. It could expand further by
opening branches in Cambodia, one of the countries it
does not currently operate in.

Diversification

The diversification strategy involves accepting new
challenges in both markets and products. It is the

most risky of the four strategies. It is often a growth
strategy that results in a business moving away from

its original core competences. However, diversification
may be a possible option if the high risk is balanced

out by the chance of a high profit. Other advantages

of diversification include the potential to gain a foothold
in an expanding industry and the reduction of overall
business portfolio risk.

Tata is one of the largest companies based in India. It
has pursued a growth strategy based on diversification.
Its operations now include business divisions in car
manufacturing, chemicals, hotels, communications and
steel making.

Related diversification, e.g., vertical integration with
suppliers of retailers in the existing industry, can be
less risky than unrelated diversification, which takes the
business into a completely different industry.

market development: the strategy of selling
existing products in new markets

diversification: the process of selling different,
unrelated goods or services in new markets

Evaluation of Ansoff matrix

Clearly, the risks involved in these four strategies differ
substantially. By opening up these options, Ansoft’s
matrix does not direct a business towards one particular
future strategy. However, by identifying the different
strategic areas in which a business could expand, the
matrix allows managers to analyse the degree of risk
associated with each one. Managers can then apply
decision-making techniques to assess the costs, potential
gains and risks associated with all options. In practice,
it is common for large businesses in today’s fiercely
competitive world to adopt multiple strategies for
growth at the same time.

While Ansoff’s analysis helps to map the strategic
business options, it has limitations too. It only
considers two main factors in the strategic analysis
of a business’s options — it is important to consider
SWOT and STEEPLE analysis too in order to give
a more complete picture. Recommendations based
purely on Ansoff would tend to lack depth and hard
environmental evidence.

Management judgement, especially based on experience
of the risks and returns from the four options, may

be just as important as any one analytical tool when
making the final choice.

The matrix does not suggest actual detailed marketing
options — and to be fair to Ansoff, it was never intended
to. For instance, market development may seem to be
the best option, but which market/country and with
which of the existing products produced by the business?
Further research and analysis will be needed to supply
answers to these questions.

Ansoff matrix as a business
management tool

This business management tool can be integrated into
Unit 1 and Unit 2 of the IB syllabus as follows:

e challenges and opportunities of starting up
a business

e developing marketing strategies, e.g.,
international marketing.
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CASE STUDY 3.4

Beauty plc wants to grow

Beauty plc is a firm producing natural organic
cosmetics for the competitive UK consumer market.
Its mission statement is as follows:

‘We offer every type of natural cosmetic that
consumers want, preserving the Earth and its
resources and investing in what is most valued in our
business: our employees.’

Beauty plc has adopted corporate social
responsibility (CSR), which attracts loyal consumers
and employees and a lot of positive publicity. A big
NGO aiming to improve animal welfare awarded a
prize to Beauty plc for stopping animal testing.

Beauty plc donates part of its profit each year to the
NGO. This is a valuable source of revenue for the not-
for-profit organisation, which has 200 employees and
maintains facilities to accommodate abused animals.

Even though Beauty plc has spent a huge amount
on ‘green’ production technologies, it remains
profitable and returns considerable value to

its shareholders. But the market is becoming
increasingly saturated, so the business is now
seeking growth. Many competitors are trying

to penetrate the profitable cosmetics market,
especially with natural and organic products.

One growth option considered by Beauty plc’s
managers is to invest in research and development
so that the business produces a new line of organic
cosmetics. Market research will be required to
identify the exact needs and wants of British

consumers. Another option for the business is

to enter the growing market of organic food
supplements. Beauty plc knows that the second
strategy is riskier yet more promising because of
increasing consumer demand and less competition in
the supplements market.

1 Define the term ‘corporate
social responsibility’. [2]

2  Describe one strength and one opportunity
that a manager of Beauty plc would consider
in a SWOT analysis. (4]

3 With reference to the case study, explain
one difference and one similarity between an
NGO and a ‘for-profit’ business organisation. [4]

4  Using an Ansoff matrix framework, discuss
the two growth options considered by

Beauty plc. [10]

SELF-EVALUATION CHECKLIST

After studying this chapter, complete this table.

| am able to apply and analyse:

vision statement and mission statement (AO2)

Ready to
move on

Almost
there

Needs
more work

shareholder value and ethical objectives (AO2)

common business objectives including: growth, profit, protecting
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3 Business objectives

CONTINUED

| am able to synthesise and evaluate:

strategic objectives and tactical objectives (AO3)

corporate social responsibility CSR (AO3)

| am able to select and apply the following business
management tools:

SWOT analysis
STEEPLE analysis

Ansoff matrix

1 List three of your personal objectives for 2 Do you think businesses should become more
the next five years. How might having these concerned about ethical issues in their decision-
objectives help you decide what important making? How would you justify your views to
decisions to take in your life? another learner?

PROJECT

You are starting up a social enterprise which * Team 4: Decide on appropriate

produces clothes and accessories purely from departmental objectives to link to the

recycled materials, such as old tyres and ocean regional objectives.

waste, and will sell its products domestically and
abroad. Some of the profits of the social enterprise
will be invested to upgrade the recycling facilities
in your home country.

*  Team 5: Give examples of SMART
individual objectives to support the
departmental objectives.

1 Splitinto teams. 2 Flreatg a concepjcual map with your objectives
in a hierarchy, using sticky notes.
* Team 1: Decide the name and write
a mission statement appropriate for Thinking about your project:

VB | UGS, *  When phrasing the mission statement,

e Team 2: Identify at least four corporate did you try to express the business’s aim
objectives for your start-up, to link to through it?
the mission. e Does it have the characteristics of

e Team 3: Decide on appropriate successful mission statements, for
geographic regions to structure your example is it brief enough for stakeholders
startup and decide on divisional objectives to remember it?

EOEN RSB IS E I ST *  When phrasing corporate, divisional,

departmental and individual objectives, did
you phrase them to be SMART enough?
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EXAM-STYLE QUESTIONS

Is STS plc successful?

STS plc collects waste from houses, offices and factories. Most of the waste is burned to produce heat and
electricity for the company’s own use. This saves costs and reduces the impact on the environment by not using
areas of land to bury the rubbish. A recent increase in customers has meant that not all of the waste can be burned
and the company has dumped it in old quarries where it causes smells and gas emissions.

Investment in new equipment has allowed the business to save on production costs. The company’s new mission
statement is ‘to be the country’s number one waste business and to protect the environment for our children’s
benefit’. This has been explained to all shareholders in a recent letter to them, but the workers of the company
were not involved in helping to create the mission statement and they have not been informed of it.

The latest company accounts stated: ‘Our vision is to maximise the shareholder’s value through a strategy of
aggressive growth. Our objectives are to expand year on year.’

The increasing profits of STS will be used for further market penetration and market development, as the business
plans to expand into new cities and smaller towns where there is not a lot of competition in the waste collection
market. STS’s CEO also announced the plans of the business to diversify in new markets by setting up a factory
producing environmentally friendly garbage bags.

These accounts contained the following data.

2019 2020 2021 2022
Sales revenue ($m) 22 27 38 42
Profit before tax and interest ($m) 5 9 11 22
Total value of country’s waste market ($m) 129 147 168 192

A stock market analyst commented that the growth strategy of STS hides significant risks and that STC needs to
prioritise CSR rather than growth. The company’s lack of consistency in terms of social responsibility has recently
led to poor publicity and social backlash. The analyst suggested that the firm should arrange for a social audit

to identify the areas of improvement so that its ethical behaviour matches the ethical objectives expressed in its
mission statement.

1 Define the term ‘diversification’. [2]
2  Define the term ‘social audit’. [2]
3  Explain the term ‘shareholder’s value’. [2]
4 Suggest two reasons why STS needs a mission statement. [4]
5  With reference to the case study, explain the difference between a mission and a vision statement. [4]
6  Explain one advantage and one limitation for STS from setting CSR objectives. [4]
7 Discuss one advantage and one disadvantage for STS for conducting a social audit. [4]
8 Using a SWOT framework, explain one strength and one weakness of STS. [4]
9 Using a SWOT framework, explain one opportunity and one threat faced by STS. [4]
10 Using Ansoff’s matrix, evaluate the ‘aggressive growth strategy’ of STS. [10]

5438%%9781009053570 © Stimpson et al. 2022
hatbcopying is restricted under law and this material must not be transferred to another party.

Cambridge University Press



> Chapter 4 ofE)

Stakeholders:

On completing this chapter you should be able to:

Apply and analyse:
e |nternal and external stakeholders (AO2)
e  Conflict between stakeholders (AO2)
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BUSINESS IN CONTEXT

Stakeholder conflicts over airport near World
Heritage site

Machu Picchu is one of the world's best-known
heritage and cultural sites. The decision to build

a new airport a few kilometres from this site was
never going to be popular with all groups. The
tourist industry and hotel companies have been
campaigning for an airport to bring thousands more
foreign travellers into the region. The government
wants the economy to grow to create more jobs and
increase tax revenues.

Archaeologists, historians, conservationists and local
community groups opposed to pollution were all
against the construction of the airport.

New roads and hotels will also have to be
This is a built landscape; there are terraces and constructed. These developments will cause further
routes which were designed by the Incas,” said a conflict with environmentalists and conservationists.

Peruvian art historian at Cambridge University who
organised a petition against the new airport. ‘Putting
an airport here would destroy it.’ *  Why do you think the government of
Peru agreed to the construction of the
Chinchero airport?

Discuss in pairs or in a group:

The new airport is expected to receive more than
six million visitors a year. It is claimed that it will not
only threaten the environment around Machu Picchu  ® Is conflict between stakeholder groups

but put at risk the traditional cultures and way of inevitable with all large infrastructure projects
lives of the inhabitants of the village of Chinchero. such as this?

KEY CONCEPT LINK

Sustainability groups interested in preserving the environment’s

resources for ecological sustainability. Owners of
factories often conflict with local communities on
issues of overall community well-being, labour
standards, and health and safety issues, which are
linked to social sustainability. Finally, shareholders’

According to the ‘triple bottom line’ approach,
sustainability for businesses has three dimensions:
ecological sustainability, social sustainability and
economic sustainability.

All three areas of sustainability have the potential interests often conflict with the interests of workers
to become typical areas of stakeholder conflicts. on the level of wages and beneﬂtg which affect the
Managers of businesses that pollute the economic sustainability of the business activity.

environment are often in conflict with pressure
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4 Stakeholders

4.1 Internal and
external stakeholders

The traditional view of business is often referred to as
the shareholder concept. As the shareholders are the
owners of the company, the firm has a legally binding
duty to take decisions that will increase shareholders’
value. Since directors and managers ultimately owe their
position to shareholders, it is important to keep them
satisfied. For most business managers, this limited view
of business responsibility has been extended to include
the interests not just of the investors/owners but also of
suppliers, employees and customers.

This approach to business responsibilities does not
end with these four groups, however. The stakeholder
concept or theory is that there are many other parties
involved and interested in business activity and that
the interests of these groups — local communities,
the public, government and pressure groups such as
environmental lobbyists — should be considered by
business decision-makers.

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

Internal stakeholders

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

e employees
®  managers
e  shareholders.

Do not confuse the terms ‘stakeholder’
and ‘shareholder’. Stakeholder is a much
broader term that covers many groups,
including shareholders.

External stakeholders

The external stakeholders include:

e  customers

e suppliers

e  government

e  banks and other creditors

e  special interest groups such as:

e pressure groups that want to change a
business’s policy towards pollution or testing
of chemicals on animals

e community action groups concerned about the
local impact of business activity

e competitors — fairness of competitive practices,
strategic plans of the business.

4.2 Conflict between
stakeholders

Business decisions and activities can have both positive
and negative effects on stakeholders, but it is rare for all
stakeholders to be either positively or negatively affected
by any one business activity. It is also possible for any
one stakeholder group to experience both negative and
positive effects from the same business decision. This

is why conflicts of interest between stakeholder groups,
with different objectives and interests, can arise.

Table 4.1 outlines specific interests that each stakeholder
group has. It also outlines the responsibilities

that businesses are often considered to have

towards stakeholders.

Table 4.2 outlines some business decisions and the
conflict of stakeholder interests that can result.

Many examination questions involve conflict

of stakeholders' objectives. It is difficult for

a business to meet all of its responsibilities

to all of the stakeholders at any one time.
Compromise might be necessary — meeting as
many stakeholders’ objectives as possible or
meeting the needs of the most important group
in each situation.
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THEORY OF KNOWLEDGE

Knowledge question: How do managers know
which group'’s interests to prioritise in the case
of stakeholder conflict? Is it a matter of reason
or a matter of ethics?

In the case of stakeholder conflict, senior managers
must establish priorities. They need to decide
which stakeholder group is more important in

each case, in the sense of how much damage the
stakeholder group could cause to the business if
their interests are not satisfied. But what roles do
ethics and reason play for managers when they
take such a decision?

Let's take the example of the common conflict
between shareholders and employees.
Shareholders seek the maximum possible profit,
so they want to pay the minimum possible
wages. Employees want the maximum possible
personal income, so they ask for the maximum
possible wages. Which group’s interests should
managers prioritise?

For many decades, the prevailing business principle
was the notion of ‘shareholder primacy’, supported

by the Nobel laureate economist Milton Friedman.
According to his perspective, it is the profit
incentive that creates business activities in the first
place, so shareholders are always ‘right’ when they
try to make the maximum possible profit. In fact, he
wrote that ‘the social responsibility of a business is
to make profits’.

Milton Friedman’s ‘shareholder approach’ has

been gradually replaced by a ‘stakeholder
approach’, especially in the social democracies of
Northern and Western Europe. In such a system,
shareholders are not always justified in seeking
maximum profits. The needs of all stakeholders are
treated as equally important to maximise long-term
value in a business. In such an approach, the ethical
obligations of businesses to their stakeholders are
usually more important than shareholder’s short-
term profit.

Split into two groups. Debate the notion of the
‘shareholder approach’ against the ‘stakeholder
approach’ for multinational companies that
address thousands of shareholders through the
stock market.

Stakeholders’ interests

Business responsibilities to stakeholders

Employees | Employment security Observe employment laws, e.g.,
minimum wages
Wage levels and benefits that compare well d
with similar jobs in other businesses Offer job security and training
Good conditions of employment, e.g., health
and safety
Some participation in decision-making
Managers Employment security Job security

similar posts of responsibility

Salary and benefits that compare well to

Competitive salaries and other benefits

Opportunities for responsibility and

Responsibilities offered and status of the post

career advancement

Profit sharing or share purchase scheme
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4 Stakeholders

Stakeholders’ interests Business responsibilities to stakeholders
Shareholders | Pay annual dividends Observe company laws

Share price increasing over time Annual accounts presented to shareholders

Security of investment Strategies used to increase shareholder value

" over time

Ability to sell shares when necessary
Customers | Value for money Observe consumer protection laws

Product quality and safety Avoid exploitation of consumers

Guarantees Assurances about quality, customer services

. and delivery dates
Service levels

Long-term rewards for loyalty

Suppliers Speed of payment Avoid excessive pressure on smaller or weaker

suppliers to cut prices
Level and regularity of orders PP P

Pay fair prices and pay invoices promptl
Fair treatment, e.g., not being exploited Y P pay prompry

by a customer whose business is large

Government | Creation of jobs and incomes that boost Pay tax on profit

the economy .
Keep accurate accounting records so true

Taxes paid, e.g., tax on profit profit can be shown

Value of output produced (adds to GDP) Provide information to the government

. ‘ , . as requested
Impact on wider society, e.g., is production

environmentally sustainable? Observe all applicable laws
Banks Security of their loans and the ability of the Pay interest
and other business to repay them
creditors Pay Pay back capital owed
Prompt payment of interest and capital owed
by the business
Special Pressure groups — campaigning to achieve Respond to pressure group concerns
interest a change in business decisions/activities when appropriate
groups . . . . . .
Local community — encouraging businesses Local community — avoid pollution and other
to act in the community’s interests and to damaging operations; support for local groups
avoid harmful production methods
Competitors | Fairness of competitive practices To compete fairly and within the law

Strategic plans of the business It is not a responsibility of business to provide
details of its strategic plans to competitors

Table 4.1: Stakeholders’ interests and businesses’ responsibilities to stakeholders
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CASE STUDY 4.1

Major palm oil companies accused of breaking
ethical promises

Palm oil is one of the world’s most versatile raw
materials. It is estimated that it is an ingredient in
50% of all products sold by a typical supermarket.
It is used in a wide range of products from
margarine, cereals, crisps, sweets and baked goods
to soaps, washing powders and cosmetics, but it is
often listed as just 'vegetable oil’. So its production
benefits the customers of these products. In
addition, an estimated 1.5 million small farmers
grow the crop in Indonesia, and about 500000
people are directly employed in the sector in
Malaysia plus those connected with related
industries. The governments of these countries
have encouraged production as it is a major export
for these economies.

However, the industry has a poor image. Palm oil
production has led to deforestation, with a resulting
negative impact on climate change. There has been
substantial loss of wildlife habitat, even endangering
the orangutan. Palm oil companies have been
accused by community groups of driving native
people off their land, which is then used for palm oil
production. Socially responsible businesses, such as
KL Kepong in Malaysia, have agreed a code of ethics
which aims to make palm oil production ‘sustainable’,
with fair treatment for all local populations affected
by it. However, many companies have been accused
of breaking the code as there is no strong world
body to stop them behaving irresponsibly. In any

case, final consumers and food manufacturers
aiming for profit maximisation want the cheapest raw
materials possible.

Due to the many areas of possible expansion for
the palm oil industry, investments are constantly
growing in Malaysia. In 2021, Malaysia’s crude palm
oil (CPO) exports are expected to grow by more
than 20% compared to 2020.

1 Define the following terms used in the article:
a ‘code of ethics’ [2]
b ’profit maximisation'. [2]

2  Explain the interests of any two of
KL Kepong’s stakeholder groups. (4]

3 Discuss the impact of the growing
Malaysian crude palm oil market on its
major stakeholders. [10]

ACTIVITY 4.1

Business decision/activity

Impact on:

Employees

Local community

Expansion of the business
by investing in bigger opportunities
the range of products and
the quantity produced

v More job and career

production units, to increase | x  More complex lines of
communication after expansion | X

v More jobs for local residents
and increased spending in other
local businesses

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

CONTINUED

Business decision/activity Impact on:
Employees Local community
Merging with another v The larger business may be v If the business expands on the
business (the two more secure and offer career existing site, local job vacancies
businesses will become promotion opportunities and incomes might increase
one new, fU”)f int.egrated X Rationalisation may occur to X Rationalisation of duplicated
bigger organisation) avoid waste and cut costs — jobs offices or factories might lead to
might be lost closures and job losses
New IT introduced into v Training and promotion v Local businesses providing IT
production methods opportunities might be offered services could benefit from
X Fewer untrained staff will be increased orders
required and those unable X  Specialist workers may not be
to learn new skills may be available locally, so more staff
made redundant may need to commute
Table 4.2: Potential conflicts of interest between stakeholder groups
1 In the three examples above, analyse the likely positive or negative effects on one other
stakeholder group.
2 Which of the above three decisions is likely to better satisfy the overall interests of employees?
Discuss in class.

CASE STUDY 4.2

VestMe fires 150 factory workers

VestMe is a big cloth manufacturing business,
producing men’s and women'’s products for the
global fast-fashion market. The Covid-19 pandemic
hit VestMe hard. In 2020, sales dropped by 12%
and in 2021 by another 15%, due to reducing
consumer demand.

To protect the profits of the shareholders, VestMe
had to cut costs. It started by negotiating the
prices of raw materials with its suppliers. Abdul
Aziz , CEO of Threadit, which supplies VestMe

with processed cotton cloth, complained that the
business ‘demands cost cuts which are cutthroat for
the suppliers. How could we maintain the excellent
quality that VestMe wants at such low prices?’
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CONTINUED

VestMe middle managers experienced reductions
in their fringe benefits and received no bonus
payments for 2020 and 2021. In January 2022,
VestMe directors announced the compulsory
redundancy of 150 factory workers. ‘This is not

a decision we wanted to take. However, it's a
matter of survival,’ said Gurmeet Sondh, VestMe's
CEO. The redundancy decision brought a strong
reaction from the factory workers’ trade union,
which threatened to go on strike. The factory
workers complained that the business remains
profitable even after the sales reduction, and that
the management shows no ethics regarding its

VestMe for more than 20 years.

employees, some of whom have been working for

1 With reference to the case study, explain
the difference between internal and
external stakeholders. (4]

2  Explain why there is a conflict of interests
between VestMe's shareholders and the
business’s suppliers. [4]

3 Identify two possible threats for VestMe
from the conflict between the management
and the factory workers. [4]

Resolving stakeholder conflict

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

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

Table 4.3 considers methods available to businesses
to reduce stakeholder conflict, and the potential
advantages and disadvantages of each.

LEARNER PROFILE

Communicators

According to a study conducted on the
importance of communication as one of the

‘soft skills" employers want employees to have,
69% of professional recruiters listed ‘strong
communication skills’ as a key reason why they
would be hiring a graduate from a business school.

Communication skills are very important because
they facilitate the effectiveness of collaboration
among internal and external stakeholders. Apart
from helping to boost productivity through
building strong teams, managers who are good
communicators help with the avoidance of
stakeholder conflicts. They also act as unofficial
arbitrators to resolve conflicts, by addressing
issues immediately and openly, showing empathy
by paying attention not only to the words
spoken by the conflicting parties but also to their
feelings and emotions.

It is argued that ‘empathetic listening’ is the
most important skill for managers dealing with
stakeholder conflicts. Do your own research on
this term and discuss in class how empathetic
listening can help avoid and solve conflicts in a
business organisation.
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4 Stakeholders

Method of conflict resolution

Advantages

Disadvantages

Arbitration — to resolve industrial
disputes between workers
and managers.

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

accept it.

Neither stakeholder group is likely
to receive exactly what they want

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

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

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

Some managers believe that
participation wastes time and
resources and that it is the
managers’ role to manage, not
the workers’

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

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

The workforce is allocated a
share of annual profits before
these are paid out in dividends
to shareholders. Sharing
business profits can encourage
workers to work in ways that will
increase long-term profitability.

Paying workers a share of the
profits can reduce retained

profits (used for expansion of the
business) and/or profits paid out to
shareholders, unless the scheme
results in higher profits due to
increased employee motivation.

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

These schemes, including share
options (the right to buy shares

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

Administration costs, negative
impact on employee motivation

if the share price falls, dilution of
ownership — the issue of additional
shares means that each owns a
smaller share of the company

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

Table 4.3: Methods to reduce stakeholder conflict — advantages and disadvantages
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ACTIVITY 4.2

On 28 August 2021, about 70000 people gathered
to form a human chain along the coastline of
Spain’s Mar Menor, a coastal saltwater lagoon in
the lberian Peninsula located south-east of the
Autonomous Community of Murcia. The human
chain was there to protest against an environmental
disaster in the area.

Work in pairs:

1 Do your research to find out what the
environmental problem was that the
region faced.

2 I|dentify and explain a conflict of interest
between a specific industry operating in the
area and the ‘Ecologists in Action’ NGO.

3 What was the role of the government to solve
such a conflict? Discuss in class.

CASE STUDY 4.3

BP goes ‘green’

On 4 August 2020, BP started a new chapter in
the world’s energy market. It announced its plan
to produce much less oil and promised a real
breakthrough in the fight against climate change.
More specifically, BP announced that by 2030

it will:

*  produce 40% less gas and oil
e produce 20 times more renewable energy
e invest 10 times more in low-carbon technology.

Stakeholders are sceptical about BP’s
announcements. It is not the first time in the energy
giant's corporate history that it has promised the
world a ‘green future’. In March 2002, BP's former
chief executive, Lord John Browne, declared BP
needed to ‘go beyond petroleum’. However, BP
soon abandoned its aspiring plans to become

a steward to the environment. In 2010, BP’s

lack of adequate safety measures led to the

DB Deepwater Horizon disaster, the worst oil

spill in US history, in the Gulf of Mexico. In this
dreadful incident, 11 workers died and millions of
barrels of crude oil poured into the sea, causing
unprecedented ecological damage.

Nonetheless, with its new announcements, BP has
become the first oil company to commit to reducing
its fossil fuel business by setting specific objectives.

This progress did not just happen. It is the result

of the relentless pressure from individuals and
groups such as Greenpeace, demanding socially
responsible business practices from the oil industry.

1 Define the term ‘stakeholders’. [2]

2  Explain the impact of BP's plans to
reduce oil production on any two
stakeholder groups. [4]

3 Suggest two possible reasons why BP
failed to deliver its ‘Go Beyond Petroleum’
strategy announced in 2002. [4]

4 Discuss the significance of social
responsibility for a business such as BP. [10]

850%9781 009053570
66

© Stimpson et al. 2022

Cambridge University Press

copying is restricted under law and this material must not be transferred to another party.




4 Stakeholders

ACTIVITY 4.3

When the customer comes first, the customer 1 Splitinto two groups, based on which of the
will last. two quotes you most agree with. If any of you
Robert Half disagree with both quotes and you believe
obert Ha that shareholders must come first, form a
| am convinced that companies should put third group.
staff first, customers second and shareholders 2 Each group should prepare a list of arguments

third — ultimately that's in the best interest of to support their view. Debate in class.

customers and shareholders.

3 Do you think there is a right or wrong answer
to which shareholder group should be placed
as a priority in a business? What are the factors

affecting this choice? Discuss in class.

Richard Branson

SELF-EVALUATION CHECKLIST

Needs Almost Ready to
more work there move on

| am able to apply and analyse:

internal and external stakeholders (AO2)

conflict between stakeholders (AO2)

How could you assess whether your school or college’s responsibilities to its main stakeholder groups
are being fulfilled?
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PROJECT

Split into three groups.

Group 1: You are the social entrepreneurs and
managers of PenFG, a social enterprise that
produces stationery and school accessories from
environmentally friendly materials and uses its
profit to support underprivileged children in your
country. You operate a production unit and own
three shops. Some of your goods are sold through
big retailers. PenFG employs 100 people in total.

Your business was growing fast until the Covid-19
pandemic hit the stationery market. As students
moved from physical to online classes, the demand
for PenFG’s products fell dramatically. Your
revenues dropped by 45% in 2020 and by another
26% in 2021. PenFG is facing a survival issue. You
have announced the following to your employees:

*  The temporary contracts of workers in the
factory will not be renewed.

*  The salaries of full-time employees will be cut
by 15%, as PenFG cannot offer anything more
than the legal minimum wage.

*  The business will stop offering some benefits
such as free lunch to all employees.

Even though you promised your employees that
all their benefits will be re-established when the
crisis is over, the trade union reacted negatively to
your decisions.

Group 2: You are the members of the trade
union, and you need to protect the interests of
all employees in PenFG. You are preparing your
arguments against the management'’s decisions
along with proposals on how to solve the conflict.
You are considering the option of a strike if your
interests are not satisfied.

Group 3: You are independent arbitrators, and

your role is to facilitate the two groups out of their
conflict. You try to help them to negotiate and find
a solution, otherwise the business may shut down.

Organise a formal meeting, so that Group 1 and
Group 2 negotiate to find a solution to the conflict.
Group 3 will facilitate the process and help to avoid
a further escalation of the conflict. If no solution

is reached through negotiations, Group 3 will

need to decide on a solution that Group 1 and 2
must accept.

Thinking about your project:

e Before starting negotiations, have you thought
about how the conflict affects the interests of
the opposing group? During negotiations, are
you prepared to hear (and keep detailed notes
about) what the other group has to say, before
expressing your point of view?
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4 Stakeholders

EXAM-STYLE QUESTIONS

Tencent’s online games

Tencent is a public limited company and a world-leading internet and technology company. It publishes some of
the world’s most popular video games and other high-quality digital content, as well as a range of services in the
quaternary sector such as cloud computing, fintech (technology enabling banking and financial services), and
other B2B services. The business maintains offices around the world and employs a large number of people.

One of Tencent’s most popular products is the Honor of Kings blockbuster video game. Worldwide, the game has
more than 100 million users a day. Honor of Kings, which is particularly appealing to minors, is one of the world’s
highest-earning mobile games, offering a great return to Tencent’s shareholders.

Yet not all stakeholders are happy with Tencent’s products. The business has serious stakeholder conflicts to
handle. In 2021, NGO Beijing Children’s Law Aid and Research Centre (BCLARC) filed a lawsuit against Tencent
for violating the rights of children by ‘encouraging addictive behaviour and showing inappropriate content’. Some
media characterised the role-playing Honour of Kings as a type of ‘drug’. The business is expected to pay millions
in fines for creative content that is potentially addictive for young people.

Tencent’s response was immediate, starting with the implementation of verification systems to check the real
name ID of users and to limit the playing time for minors. In addition, the business announced its collaboration
with scientists and researchers to create games that do more than entertain. Such games will have a significant
educational role and will add social value, as they will focus on various areas of science, art and technology. With
such decisions, Tencent tries to communicate its intention to focus on Tencent group’s mission and vision — ‘Value
for Users, Tech for Good’ through its commitment to social responsibility.

The new plans can offer benefits to shareholders as well, as the ‘serious games’ market is growing fast worldwide.

1  Define the term ‘stakeholder conflict’. [2]
2 Identify one internal and one external stakeholder group in Tencent and explain their interests. [4]
3  Explain one conflict of interest that arises from the article. [2]
4  Suggest two reasons why Tencent’s managers should resolve the conflict of interest as soon as possible. [4]
5 By applying Ansoff’s matrix, suggest one advantage and one disadvantage of the growth strategy that

Tencent will use by creating educational games. [4]
6  Suggest one advantage and one disadvantage for Tencent from setting social responsibility as a

corporate objective. [4]
7  With reference to the case study, explain how ‘pressure groups’ are stakeholders of business activities. [4]
8 Suggest one advantage and one disadvantage for Tencent from using only one statement to express

both its mission and its vision. [4]
9  With reference to the case study, explain the difference between the tertiary and the quaternary sectors. [4]

10 Evaluate the extent to which the two decisions Tencent took as an immediate response to the lawsuit
are enough for the business to solve the stakeholder conflict. [10]
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On completing this chapter you should be able to:

Analyse and apply:
e |nternal and external economies and diseconomies of scale (AO2)
e The difference between internal and external growth (AO2)

Synthesis and evaluate:
Reasons for businesses to grow (AO3)
Reasons for businesses to stay small (AO3)
External growth methods: mergers and acquisitions (M&As), takeovers, joint ventures, strategic alliances

and franchising (AO3)



5 Growth and evolution

BUSINESS IN CONTEXT

Mergers and acquisitions drive business growth

Wellversed, one of India’s most successful nutritional
food and supplements businesses, has acquired
Sportfit with the agreement of Sportfit's owners and
managers. Sportfit provides clients with ‘customised
fitness solutions’ to achieve transformations in their
fitness and health. Sportfit offers different fitness
programmes for each client, which include dietary
recommendations. The acquisition means that
Sportsfit gym instructors and diet specialists will
now be recommending Wellversed's large range of
products, helping to boost sales and profits.

‘The acquisition strengthens our position as the
fastest-growing health transformation player in
the country,’ Aanan Khurma, co-founder and chief
executive officer at Wellversed, said. ‘Along with
Sportfit, we are now equipped to cater to all kinds
of fitness outcomes that the consumers need.

We welcome the Sportfit team to Wellversed and
look forward to creating the desired synergies
with them.” Business analysts agreed that this

was a mutually agreed acquisition and not a
hostile takeover.

Gojek, a ride-hailing and payment provider

in Indonesia, and PT Tokopedia, a leader in
e-commerce in the region, are in discussion about a
merger. If this merger is agreed, the directors of the
business could plan to convert it into a public limited
company with an initial public offering of shares. The
merger would allow a faster rate of expansion for
Gojek than could be achieved from internal growth.
Synergies that might result include cost savings from
reducing duplication of services and revenue gains
from cross-selling in each other's markets.

The combined value of the merged business would
be in excess of $18 billion. The activities of the
combined business would range from ride-hailing
and payments to online shopping and delivery —

a localised version of Uber Technologies, PayPal
Holdings, Amazon.com and DoorDash. Business
analysts believe that the combined business will be
more able to compete effectively with these and
other global tech giants.

Discuss in pairs or a group:

*  What are the possible advantages and
limitations for a business of expanding by
merging with or acquiring other businesses
rather than growing internally?

*  Why will some stakeholder groups benefit from
mergers and acquisitions but other groups’
interests are damaged?

KEY TERMS

acquisition: when a company buys at least 50%
of the shares of another company and becomes
the controlling owner — with the agreement of
the existing owner(s)/managers

synergy: the concept that, following a merger or

acquisition, the combined value and performance
of two businesses will be greater than the sum of

the separate individual businesses

takeover: when a business wishes to acquire
another company but this is opposed by that
company’s managers — often referred to as a
'hostile takeover’

merger: an agreement by shareholders and
managers of two businesses to bring both
businesses together under a common board of
directors with shareholders in both businesses
owning shares in the newly merged business

internal growth: expansion of a business by
means of opening new branches, shops or
factories (also known as organic growth)

ISBN 9781009053570

© Stimpson et al. 2022
Photocopying is restricted under law and this material must not be transferred to another party.

Cambridge University g?ss >



> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

KEY CONCEPT LINK

Sustainability

Multinationals are typically accused of depleting
natural resources and polluting the environment
when they undertake direct investment in
foreign countries, especially in countries that
are less developed. However, nowadays many
multinational corporations try to consider the
environment and reduce the impact of their
activities, contributing to ecological sustainability.
For example, both Nike and Adidas invest
heavily in technology to produce sustainable
products using tonnes of recycled materials.
They have also committed themselves to
engage more resources on environmentally safe
production methods.

5.1 Internal and
external economies and
diseconomies of scale

There is a huge difference between the scale of
operations of a small business — perhaps operated by just
one person — and the largest companies in the world.
Some of the largest companies have total annual sales
exceeding the GDP of many countries! In 2020 Walmart
recorded sales of over $523 billion, yet the GDP of
Vietnam, for example, was $345 billion.

There are risks and costs involved in increasing the
scale of production (e.g., purchasing land, buildings
and equipment, and employing more staff) and the
capital used for this will always have alternative uses.
Businesses expand capacity by increasing the scale of
production so that they can avoid turning business
away and increase market share. But they also benefit
from the advantages of large-scale production — these
are called economies of scale. They can be classified
as internal economies of scale and external economies
of scale.

Internal economies of scale

These cost benefits can be so substantial in some
industries that smaller businesses are unlikely to survive
due to lack of competitiveness, such as in oil refining
or soft-drink production. The cost benefits arise for five
main reasons.

1 Purchasing economies

These economies are often known as bulk-buying
economies. Suppliers often offer substantial discounts
for large orders. This is because it is cheaper for them
to process and deliver one large order than several
smaller ones.

2 Technical economies

There are two main sources of technical economies.
Large businesses are more likely to be able to justify
the cost of mass production lines. If these are worked
at a high capacity level, then they offer lower unit costs
than other production methods. The latest and most
advanced technical equipment — such as computer
systems — is often expensive and can usually only be
afforded by big businesses. Such expense can only be
justified by larger businesses with high output levels —
so that average fixed costs can be reduced.

KEY TERMS

scale of operation: the maximum output that
can be achieved using the available inputs
(resources) — this scale can only be increased in
the long term by employing more of all inputs

internal economies of scale: reductions in
unit (average) costs of production that result
from an increase in the scale of operations of
a business

external economies of scale: reductions in unit
(average) costs of production of a business that
result from growth of the industry, often in one
particular region
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5 Growth and evolution

3 Financial economies

Large organisations have two cost advantages when

it comes to raising finance. First, banks often prefer
lending to a big business with a proven track record and
a diversified range of products. Interest rates charged to
these businesses are often lower than the rate charged to
small businesses, especially newly formed ones. Secondly,
raising finance by ‘going public’ or by further public
issues of shares for existing public limited companies

is very expensive. As this cost does not increase much
when a large number of shares is sold, this benefits a big
business raising a considerable capital sum.

Do not confuse ‘producing more” with increasing
the scale of operation. More can be produced
from existing resources by increasing capacity
utilisation. Changing the scale of operation
means using more (or less) of all resources — for
example, opening a new factory with additional
machines and workers.

4 Marketing economies

Marketing costs obviously increase with the size of
a business, but not at the same rate that the business
grows. Even a small enterprise will need a sales force
to cover the whole of the sales area. It may employ
an advertising agency to design adverts and arrange
a promotional campaign. These costs can be spread
over more sales for a big business, and this offers

a substantial economy of scale.

5 Managerial economies

Small businesses often employ general managers who
have a range of management functions to perform. As

a business expands, it should be able to afford to attract
specialist functional managers who should operate more
efficiently than general managers, helping to reduce
average costs.

When answering questions about economies of
scale, make sure your answer is applied to the
business in the question.

Internal diseconomies of scale

If there were no disadvantages to large-scale
operations, nearly all industries would be dominated
by huge corporations. Some are, of course, as with
oil exploration, refining and retailing — the benefits of
large-scale production are so substantial that smaller
businesses find it increasingly difficult to operate
profitably. In other industries, the impact of internal
diseconomies of scale prevents one or just a few
businesses from being able to completely dominate.

internal diseconomies of scale: factors that

cause unit (average) costs of production to
rise when the scale of operation of a business
is increased

Diseconomies of scale are those factors that increase
unit costs as a business’s scale of operation increases
beyond a certain size. These diseconomies are related

to the management problems of trying to control and
direct an organisation with many thousands of workers,
in many separate divisions, often operating in several
different countries. There are three main causes of
management problems.

1 Communication problems

Large-scale operations will often lead to poor
feedback to workers, excessive use of non-personal
communication media, communication overload with
the volume of messages being sent, and distortion of
messages caused by the long chain of command. Poor
feedback reduces worker incentives.

These problems may lead to poor decisions being
made, due to inadequate or delayed information, and
management inefficiency.

2 Alienation of the workforce

The bigger the organisation, the more difficult it is to
directly involve every worker and to give them a sense of
purpose and achievement. They may feel insignificant

in the overall business plan and become demotivated,
failing to do their best. Larger manufacturing businesses
are the ones most likely to adopt flow-line production,
and workforce alienation is a real problem due to
repetitive and boring tasks.
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3 Poor coordination and slow
decision-making

Business expansion often leads to many departments,
divisions and products. The number of countries a
business operates in often increases too. The problems
for senior management relate to coordinating these
operations and taking rapid decisions in such a complex
organisation. Smaller businesses with greater control
over operations and much quicker and more flexible
decision-making may benefit from lower average
production costs as a result.

Large-scale production -
impact on unit costs

The combined effect of economies of scale and
diseconomies of scale on unit (average) costs of
production is shown in Figure 5.1. There is not a
particular point of operation at which economies of
scale cease and diseconomies begin. The process is more
difficult to measure than this, as certain economies of
scale may continue to be received as scale increases,

but the growing significance of diseconomies gradually
begins to take over and average costs may rise. It is often
impossible to state at what level of output this process
occurs, which is why many managers may continue to
expand their business, unaware that the forces causing
diseconomies are building up.

Diseconomies
of scale

Economies
of scale

Average production costs

0

Scale of operation

Figure 5.1: The impact of economies and diseconomies of
scale on average costs

External economies of scale

The growth of a business is not the only source of
potential average cost savings. When a business
operates in an expanding industry, especially when

it is concentrated in one particular region, further

cost benefits might be gained. It is quite common for
businesses in the same industry to be clustered in the
same region. Silicon Valley in the USA and Bengaluru
in India have a very high concentration of IT-focused
businesses. The Laphu region in Vietnam has 136
knitwear businesses within a relatively small geographical
area, and many of them are expanding rapidly.

What benefits do IT businesses gain in Silicon Valley and
Bengaluru, and what benefits do textile manufacturers
gain from being based in the Laphu region of Vietnam?

Businesses in these industries will be able to attract a large
pool of qualified and experienced workers to the area,
drawn by the prospect of employment. Local college

and university courses will often focus on the specific

skill requirements of industries clustered in the region.
These courses will increase the supply of well-qualified
employees able to offer creative ideas and productive
working practices. A network of supplying businesses

will exist, able to meet the companies’ needs for specialist
machines, components, maintenance and support services.
It will also be relatively easy to arrange cooperation and
joint ventures on projects when businesses are located
close to each other. All of these factors that result from
the regional growth of an industry can lead to cost savings
for all businesses in the industry. The reductions in average
costs are referred to as external economies of scale.

External diseconomies of scale

If an industry continues to grow in one region it can
lead to cost increases for the businesses operating

in the industry. There will be increased demand for

land or property, suitable labour and other resources
needed for production. These demand pressures will
cause unit costs to rise and might make the area a less
competitive region for businesses to locate in. These cost
disadvantages are called external diseconomies of scale.

external diseconomies of scale: factors causing
unit costs for a business to rise as an industry
expands, especially in a given region
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5 Growth and evolution

5.2 The difference
between internal and
external growth

Business growth can be achieved in a number of ways,
and these forms of growth can lead to differing effects
on stakeholder groups, such as customers, workers
and competitors. The different forms of growth can be
grouped into internal and external growth, as shown in
Figure 5.2.

external growth: business expansion achieved
by means of merging with or taking over
another business, from either the same or

a different industry

An example of internal growth would be a retailing
business opening more shops in towns and cities
where it previously had none. Compared to external
growth, internal (or organic) growth can have the
following benefits:

Expansion of the business is slower and
more manageable.

The need for very large sums of finance is
likely to be less as there is no takeover or
acquisition involved.

There is no risk of a culture clash with managers
from a business that is being integrated.

See 5.4 Reasons for business to stay small for an
evaluation of why businesses might remain small rather
than expand externally.

Internal
growth

Business expansion
|
I I
External growth through
integration

Mergers  Acquisitions  Takeovers

Figure 5.2: Different forms of growth

5.3 Reasons for
businesses to grow

There are several reasons why the managers of a business
might want their business to grow. These include:

To benefit from unit cost advantages. If internal
economies of scale drive down unit costs, a

large business will gain considerable competitive
advantages over smaller firms in the same industry.
These cost advantages can make the business more
profitable and help managers expand the business
by being able to offer lower prices to customers.

To increase market share and market power. When
a business grows faster than the market it operates
in, it will increase market share and market power
and influence. For example, this means having
greater control over setting prices. A large business
may be able to afford to set very low prices for a
period of time in order to weaken or even eliminate
competitors. It might then be able to increase prices
in future to make a higher profit.

To reduce risk. Expanding a business into new
markets, different stages of the production process
or even into completely different industries are all
forms of diversification. Any reduction in sales

of the original products of the business might

be counterbalanced by sales growth in the new
markets that the business is developing.

Managerial motives. The potential for conflict
resulting from the ‘divorce between ownership
and control’ (see Chapter 2) might mean that the
management team are largely interested in their
own status and recognition. Managing a growing
business can result in higher salaries and a wider
recognition in the business world for the senior
decision-makers within that business.

To increase profits. This is likely to be the long-term
reason why businesses plan to expand. By reducing
unit costs, gaining market power and diversifying
into new markets, the potential for increased profit
levels should be achieved.

To reduce the risk of takeover. By increasing the
size of the business, and in the longer term its
profitability, a management team will make the
business less likely to become a takeover target.
This is for two reasons. Firstly, the business will
cost much more to take over, which means that
many potential ‘predators’ will not be able to afford
this. Secondly, increasing profit raises shareholder
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value so the owners of expanding companies are
much less likely to accept a takeover bid if they
consider that their long-term interests are best
served with the existing management team.

5.4 Reasons for
businesses to stay small

Despite the potential benefits from business expansion,
many businesses remain small. The main reasons for
this are:

e The market that the business operates in is small.
The size of the market for repairing antique clocks
is small. There are likely to be several specialist
clock repairers in the market so each business
will have to remain small — as measured by sales
value or employment — unless the owner considers
diversification. This is such a specialist and technical
service that most owners of clock repairing
businesses might be unwilling to learn other skills
in order to diversify effectively. Hence, businesses in
these market scenarios will remain small.

e  The lifestyle choice of the owner. The owners
of many small businesses want to maintain sole
control over the firm and to have a happy work-life
balance. If the business expands, other managers
might be required and the owner might find that

want the anxiety that can result from moving to
larger premises with high fixed costs. They may
not want to borrow finance for expansion and
will therefore keep risks low by not expanding
the business.

Maintaining a personal service to customers.
Owners of small businesses often value the personal
contact they enjoy with customers. This is not only
sociable but also helps the owner maintain quality
control over the goods or service being provided.
These advantages could be lost if the growing sales
of an expanding business require employees to be
recruited to serve customers.

Keeping the business flexible and adaptable to
market conditions. Small businesses often have just
one key decision-maker — the owner. This means
that quick and effective decisions can be made

in response to changing market conditions such
as different customer requirements or increased
competition. This benefit of small business
operation is often lost if it expands beyond a
certain point at which decision-making becomes
the responsibility of several people. This can lead
to disagreements and time spent on discussions
before important decisions to change the products
or operations of the business can be made.

Comparing the benefits of

they are spending too much time on business

affairs. Keeping the business small is often a choice

made by the owner.
e  Desire to keep overhead costs low and reduce

financial risks. Some small business owners do not

small and large businesses

The reasons why some businesses expand and others
remain small can be summarised by considering the
advantages and disadvantages of small and large
businesses (see Tables 5.1 and 5.2).

Small businesses

Large businesses

Can be managed and controlled by the owner(s)

Are often able to adapt quickly to meet changing
customer needs/market conditions

Offer personal service to customers

Find it easier to know each worker, and many staff
prefer to work for a smaller, more ‘human’ business

Average costs may be low due to no
diseconomies of scale and low overheads

Easier communication with workers and
customers

Can afford to employ specialist professional managers

Benefit from cost reductions associated with large-scale
production

May be able to set prices that other businesses have
to follow

Have access to several different sources of finance

May be diversified in several markets and products,
so risks are spread

Are more likely to be able to afford research and
development into new products and processes

Table 5.1: Potential advantages of small and large businesses
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5 Growth and evolution

Small businesses Large businesses

May have limited access to sources of finance | May be difficult to manage, especially if geographically spread

May find the owner has to carry a large
burden of responsibility if unable to afford to
employ specialist managers

May have potential cost increases associated with large-scale
production

May suffer from slow decision-making and poor
May not be diversified, so there are greater | communication due to the structure of the large organisation

risks of negative impact of external change
g P 9 May often suffer from a divorce between ownership and

Unlikely to benefit from economies of scale [ control that can lead to conflicting objectives

Table 5.2: Potential disadvantages of small and large businesses

CASE STUDY 5.1

Should Hasan grow his shoe factory?

Hasan owns a small footwear manufacturing unit in
Jakarta, Indonesia. In his production unit, he makes
leather shoes of high quality for men and women.
The factory employs 60 workers. Even though
wages in Indonesia are relatively low, Hasan’s
production cost per unit is higher compared to
competitive local businesses.

To reduce the production cost, the finance director
advised Hasan to grow his factory by investing

in advanced technology, which would allow the
production process to become more capital
intensive. In such a factory, a greater quantity
would be produced to be exported abroad for
more revenue and profit, while economies of scale
would occur. The finance director believes that
suppliers would be happy to offer Hasan better
prices per unit for the larger quantities offered.
The transportation cost per unit would also fall.

Hasan is not convinced that he should turn

his medium-sized business into a large-scale
organisation. He is afraid of the managerial
complexity that could appear in a big factory. He is
currently managing most of the business activities
alone and he is in charge of all strategic decisions.
If the business grows, Hasan will lose direct control.
Moreover, he currently has a personal relationship

with all his workers. This would not be possible
in a large business unit where employees are
often alienated.

1 Define the term ‘economies of scale’. [2]

2 Suggest two types of economies of scale
that could appear in the business, if Hasan
grows the production unit. [4]

3 Suggest two advantages of growth for
Hasan's business, other than economies
of scale. [4]

4 Discuss the advantages and disadvantages
for Hasan'’s business if he invests in a
large-scale production unit. [10]
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Top 10 of the Fortune Global 500*
Rank Carpeny Gauriiy Reven‘ues fevenues Profi.ts . Profits
($ Mil.) (% Change) ($ Mmil.) (% Change)
1 Walmart USA 559151 6.7 13510 -9.2
2 State Grid China 386618 0.7 5580 -30
3 Amazon USA 386064 37.6 21331 84.1
4 China National China 283958 -25.1 4575 3
Petroleum
5 Sinopec China 283728 -30.3 6205 -8.7
Group
6 Apple USA 274515 55 57411 3.9
7 CVC Health USA 268706 4.6 7179 8.2
8 United Health USA 257141 6.2 15403 11.3
Group
9 Toyota Motor Japan 256722 -6.5 21180 13.1
10 Volkswagen Germany 253965 -10.2 10103 -35

a p W N

*Fiscal year ended on or before March 31, 2021.

1 Find out what the Fortune Global 500 is and describe what the table shows.

Which was the biggest business in the world by 31 March in terms of profits?

Which was the biggest business in the world by 31 March in terms of revenues?

Amazon'’s revenue grew by the astonishing 37.6% during the Covid-19 pandemic.
Can you suggest any external factor that helped it to grow so much?

Why do you think the world’s biggest business in terms of revenues is not the biggest in terms of profit?

Knowledge question: To what extent is the belief
that market leaders are better than followers a
matter of perception and perspective?

Consumers often follow the market leaders
because they believe they are better than
competitors. The biggest players in the market

THEORY OF KNOWLEDGE

have a position of strength. That is why it is typical
for firms to intensively promote their leadership.

There are many reasons why market leaders might
indeed be better than followers. Leaders are
commonly huge business organisations that have

financial resources available to spend on improving

8(15?&29781009053570
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5 Growth and evolution

CONTINUED

the quality of the factors of production. They are
often able to spend heavily on innovation and
possess superior management know-how. But
there are many cases where the market leaders are
simply big producers with huge economies of scale
who manage to dominate the industry just because
of their low prices.

Suggest brands that lead their markets and are
commonly believed to be superior to competitors.
Discuss in class whether this belief is a matter of
facts or the result of perceptions.

5.5 External growth

methods
Mergers and acquisitions

Rapid growth can be achieved by using external growth
such as merging with or acquiring another business.
Both of these forms of external growth assume a certain
level of agreement between the managers and owners of
the businesses involved.

A merger occurs when individual businesses decide to
join their resources together to create a new business
entity. The new entity might be given a name made
up of the two business names or it may be given a
completely new identity.

On the other hand, an acquisition is a situation in which
a larger, financially stronger organisation takes over a
smaller one. The smaller organisation ceases to exist as
a business entity, and all of its operations and resources
are acquired and managed by the larger business. Both
mergers and acquisitions aim to achieve higher synergy
levels within the expanded organisation with the aim of
increasing efficiency and competitiveness.

Takeover

A takeover is an acquisition which is contested. The
managers and owners of the ‘victim’ business originally
had no intention of losing control of the firm. However,
publicity issued by the predator business about the

reasons for the takeover bid combined with a high

share price offer is often effective in encouraging
sufficient shareholders to sell their shares (51% of shares
are required).

See Table 5.3 for a summary of the key differences
between merger, acquisition and takeover.

Mergers, acquisitions and takeovers are often referred
to as forms of business integration.

Figure 5.3 illustrates the different types of integration
resulting from external growth. Table 5.4 provides a
guide to the different types of integration, their common
advantages and disadvantages, and the impact they
often have on stakeholder groups.

Backward vertical integration—
same industry, towards supplier
A

Horizontal
integration — same
industry and same

Conglomerate stage of production

diversification —

different A

industry Forward vertical integration—
same industry, towards
customer

Figure 5.3: Forms of external growth
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business — but it may
operate under its own name
if it has a strong brand image

Merger Acquisition Takeover
Procedure Two businesses (it could be | One company takes over One company takes over
more) form a new, larger the operations of another the operations of another
business entity business that is usually business that is usually
smaller in size smaller in size
Decision A mutually agreed decision [ Usually mutually agreed — Hostile takeover bid which
e.g., if a family wishes to sell |is initially opposed by the
its family business managers/owners of the
business that is eventually
taken over
Name of Operates under a new name | Acquired company may Existing name of the
company use the name of the other acquiring business is

usually used

Relative power/
status of the

Likely to have equal
status, with managers from

The acquiring company
is usually larger — it may

Managers of the acquired
business may not be

issue new shares in the new
company name to both
groups of shareholders

to swap for the shares of the
business being acquired —
reducing the cash outlay of
the acquiring business

businesses both businesses being not retain all managers retained — and some of the

involved offered posts and employees of the assets of this business might
other business be sold

Shares The merged company will New shares might be issued | New shares might be issued

to swap for the shares of the
business being taken over —
reducing the cash outlay of
the acquiring business

Table 5.3: The main differences between merger, acquisition and takeover

If an examination question refers to a merger or
acquisition, you should start by identifying what type

acquisitions (takeovers) often cause businesses as

of integration it is. Do not forget that mergers and

many problems as they solve.

Type of integration

Advantages

Disadvantages

Impact on stakeholders

Horizontal
integration

Eliminates one competitor

Scope for rationalising
production, e.g.,
concentrating output on
one site instead of two

Increased power
over suppliers

Possible economies of scale

Rationalisation may bring

bad publicity

May lead to monopoly

business exceeds certain
size limits

investigation if the combined

Consumers have less
choice

Workers may lose job
security as a result
of rationalisation

© Stimpson et al. 2022
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5 Growth and evolution

Forward vertical
integration

Business is able to control
the promotion and pricing
of its own products

Secures an outlet for the
business’s products — may
now exclude competitors’
products

Consumers may suspect
uncompetitive activity and
react negatively

Lack of experience in this
sector of the industry — a
successful manufacturer
does not necessarily make a
good retailer

Workers may have greater
job security because the
business has secure outlets

There may be more varied
career opportunities

Consumers may resent
lack of competition in the
retail outlet because of the
withdrawal of competitor
products

Backward vertical
integration

Gives control over quality,
price and delivery times
of supplies

Encourages joint research
and development into
improved quality of supplies
of components

Business may control
supplies of materials
to competitors

May lack experience of
managing a supplying
company — e.g., a successful
steel producer will not
necessarily make a good
manager of a coal mine

Supplying business may
become complacent having a
guaranteed customer

Possibility of greater career
opportunities for workers

Consumers may obtain
improved quality and more
innovative products

Control over supplies to
competitors may limit
competition and choice for
consumers

Conglomerate
integration

Diversifies the business
away from its original
industry and markets

This should spread risk and
may take the business into a
faster-growing market

Lack of management
experience in the acquired
business sector

There could be a lack of clear
focus and direction now that

the business is spread across

more than one industry

Greater career
opportunities for workers

More job security because
risks are spread across
more than one industry

Table 5.4: Types of business integration

KEY TERMS

of production

horizontal integration: integration with a business
that is in the same industry and at the same stage

forward vertical integration: integration with a
business that is in the same industry but a customer
of the existing business

backward vertical integration: integration with a
business that is in the same industry but a supplier

of the existing business

conglomerate integration: merger with or takeover
of a business that is in a different industry
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Why mergers, acquisitions and
takeovers can fail

If external growth was always successful in achieving
its aims of increased efficiency, competitiveness and
profitability, there would undoubtedly be many more
mergers, acquisitions and takeovers than there are. The
fact is that on many occasions, external growth fails

to reach some or all of its objectives. There are several
possible reasons for this:

e The newly integrated business is too large to control
and manage effectively. This is a diseconomy
of scale, but it might also be caused by the
management team not being experienced or capable
enough to take the appropriate decisions that the
newly expanded business needs for success.

e  There could be a serious culture clash between the
two management teams involved — especially with a
merger where most members of both management
teams are likely to retain their positions. For
example, the approach each company took (before

integration) towards environmental or ethical
issues may be very different. In the newly integrated
business these differences could cause such tensions
that management teams and groups of workers
from both companies find it very difficult to set
common objectives and to work together.

e There may be only a few potential cost savings to
be gained from merging key departments of the
two businesses. This might apply to the marketing
department if, before the integration, both companies
operated in very different markets/countries.

e Government regulatory controls might limit the
opportunities for higher profit. Governments
of most countries will investigate the potential
impact on the market and consumer interests of
large mergers, acquisitions and takeovers. If a
government considers that competition will be too
seriously affected, it might place conditions on the
integration, such as selling some retail stores or
production capacity. This will eventually make the
combined bigger business less profitable than it
would otherwise have been.

LEARNER PROFILE

Risk taker

Samsung, the giant electronics manufacturer, has
announced it will invest $206 billion by 2023 to
achieve growth in the post-pandemic era. The
investments will focus on artificial intelligence,
biopharmaceuticals, semiconductors and robotics.

Samsung is the biggest conglomerate in South
Korea and the world’s largest memory chip

maker. Even though the firm did not provide any
breakdown of the investment figures, it announced
that its goal is to strengthen its global position in
existing markets such as the production of chips and
to diversify into new areas such as robotics for long-
term growth. The investments will be mostly in the
form of mergers and acquisitions.

Even though the investment in new technologies
hides very significant risks, it is considered necessary
by Samsung’s management. ‘The chip industry

is the safety plate of the Korean economy... Our
aggressive investment is a survival strategy in the
sense that once we lose our competitiveness, it is
almost impossible to make a comeback,” Samsung
Electronics said in a statement.

What kind of risks do you think Samsung is taking in
its post-pandemic growth plan? Do you agree with
Samsung’s statement about the need to proceed

to aggressive investment for survival purposes,
regardless of the risks? Discuss in class.
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5 Growth and evolution

CASE STUDY 5.2

Coca-Cola’s efforts to diversify are paying off as
beverage maker tops forecast

In 2018, Coca-Cola public limited company (plc)
grew significantly through product development
and diversification.

The management had to inform its shareholders

in a press release that net revenues declined by
15% to $9.1 billion in the first nine months of 2017
compared to the same period of the previous year.
Given that more consumers moved away from
Coke’s signature beverages as part of a broader
effort to cut back on sugar, the beverage giant
focused its attention on improving its existing
portfolio and adding more ‘better-for-you” products
to the mix. Coca-Cola has also reduced the amount
of added sugar in its products. Its Coca-Cola Zero
Sugar, which launched in the US in August 2017,
posted double-digit growth during the quarter
compared to the year before. By the first quarter

of 2018, the company planned to introduce the
product internationally. At that time, analysts
suggested that the global Gross Domestic Product
(GDP) was projected to rise by 3.7% in 2018
compared to 2017.

The manufacturer continued to expand its reach
beyond soda, by entering new industries with
innovative products. Apart from attempting

to diversify organically, Coca-Cola invested in
external growth as well. In early October 2017,
the company announced that it had acquired
the Topo Chico premium sparkling mineral
water brand for $220 million.

Efforts to diversify beyond the sodas that are
synonymous with Coca-Cola appear to be paying
off. The Atlanta company gained or maintained its
market share in sparkling soft drinks, juices, sports
drinks and ready-to-drink tea. In August 2018,
Coca-Cola announced the acquisition of the British
coffee-shop chain Costa Coffee for $5.1 billion.

But the market of coffee is significantly different
from the soft-drinks market, and competition in this
industry from giants such as Starbucks is a big threat.

1 With reference to the case study,
outline one disadvantage of public
limited companies. [2]

2 With reference to the case study,
explain the difference between

internal and external growth. [4]
3 Explain two STEEPLE factors that
affect Coca-Cola’s growth strategy. [4]

4 Evaluate Coca-Cola’s decision to diversify
beyond the soft-drinks market. [10]

ACTIVITY 5.2

In May 2020, Facebook announced the acquisition
of Giphy and its plan to fully integrate it with
Instagram. The deal is estimated to be worth

$400 million. However, the UK antitrust authorities
reacted against the decision.

1 Research project

Use internet-based sources to research this
example of acquisition. Create a report to

describe the deal, the possible effects on
stakeholders and the reasons behind the
reaction of the UK regulators.

2 Reflection

In your report, did you discuss both the
positive and the negative effects on a variety
of different stakeholders?
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Joint ventures

A joint venture is not the same as a merger, but it may
lead to a merger of the businesses if their joint interests
coincide and if the joint venture is successful. The
reasons for joint ventures are:

e  Costs and risks of a new business venture are
shared — this is a major consideration when the cost
of developing new products is rising rapidly.

e  Different companies might have different strengths
and experiences, so they fit together well.

¢  They might have their major markets in different
countries and they could exploit these with the new
product more effectively than if they both decided
to ‘go it alone’.

Such ventures can lead to the following problems:

e  Styles of management and culture might be
so different that the two teams do not blend
together well.

e  Errors and mistakes might lead to one blaming
the other.

e  The business failure of one of the partners would
put the whole project at risk.

Strategic alliances

Strategic alliances can be made with a wide variety of
stakeholders, for example:

e With a university — finance provided by the business
to allow new specialist training courses that will
increase the supply of suitable employees for
the business.

e With a supplier — to join forces in order to design
and produce components and materials that will be
used in a new range of products. This may help to
reduce the total development time for getting the new
products to market, gaining a competitive advantage.

e With a competitor — to reduce the risks of entering
a market that neither business currently operates
in. Care must be taken that, in these cases, the
actions are not seen as being ‘anti-competitive’ and,
as a result, against the laws of the country whose
market is being entered.

KEY TERMS

joint venture: two or more businesses agree to
work closely together on a particular project and
create a separate business division to do so

strategic alliance: an arrangement between
businesses in which each agrees to commit
resources to achieve an agreed set of objectives

ACTIVITY 5.3

The development of Coca-Cola Diet
and Zero

The following are some growth options that Coca-Cola has followed in its history.

1 Tick the box(es) that describe the growth strategies used.

The acquisition of Costa Coffee

The acquisition of Monster Beverage

The acquisition of the North American
Coca-Cola bottling company

The Coca-Cola and Nestlé partnership
on the Nestea ready-to-drink products
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5 Growth and evolution

2 Why do you think Coca-Cola combines many growth methods? Discuss in class.

CASE STUDY 5.3

Nestlé’'s growth strategy

Nestlé S.A. is a Swiss multinational conglomerate
business. It is headquartered in Switzerland, and
has 376 factories in over 80 countries worldwide.
Nestlé is a global market leader and its product
catalogue consists of highly recognisable brands
such as Nescafe, KitKat, bottled water brands, etc.
Nestlé’s vision is ‘to be a leading, competitive,
Nutrition, Health and Wellness Company delivering
improved shareholder value by being a preferred
corporate citizen, preferred employer, preferred
supplier selling preferred products.’

On 28 August 2018, Nestlé and Starbucks closed a
deal which legally allowed the Swiss multinational
to globally market Starbucks — labelled, packaged,
consumer goods as well as foodservice products
outside of the popular American coffee house
chain’s physical coffee shops — as part of a

$7.15 billion global strategic alliance. In 2020,
Nestlé announced the acquisition of Aimmune
Therapeutics Inc., a biopharmaceutical company
developing and commercialising treatments for
potentially life-threatening food allergies.

The combination of internal and external growth
strategies has allowed the business to experience
increasing sales and significant economies of
scale. Nestlé’s factories are among the most
technologically advanced and fully automated
food manufacturing units in the world. Nestlé

is among the world's largest milk companies,
sourcing more than 12 million tonnes of fresh milk

equivalents every year from farmers in more than
30 countries.

Growth has helped Nestlé to reach its aim

to deliver high shareholder value over time.

The Nestlé Group’s net profit rose from about

7 billion Swiss Francs in 2017 to roughly 13 billion
in 2019. However, the huge size of the business
has led to diseconomies of scale. The significant
managerial complexity within the expanding
conglomerate has forced the business to sell some
of its business units.

1 Define the term ‘conglomerate’ business.  [2]

2 Describe two methods of external

growth used by Nestlé. [4]
3 Explain two types of economies of

scale relevant to Nestlé. [4]
4  Evaluate Nestlé’s growth strategy. [10]
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Franchising

A franchise contract allows the franchisee to use the
name, logo and marketing methods of the franchiser.
The franchisee can decide which form of legal structure
to adopt. Franchises are a rapidly expanding form

of business operation. They have allowed certain
multinational businesses, such as McDonald’s and

Ben and Jerry’s, to expand much more rapidly than
they could otherwise have done. Why would a business
entrepreneur want to use the name, style and products
of another business?

Business expansion is largely financed by
the franchisee

Some business risk is taken by the franchisee

Franchisees have a high level of motivation for their
franchise to be successful

If used in other countries, the franchisee will
have local knowledge, e.g., about culture and
consumer tastes

A share of the sales or profit of the franchise will be
received every year

Central control over products, suppliers, decor, prices
and other key issues ensure that a clear brand image
is maintained

Table 5.5 outlines the main advantages and
disadvantages of franchising to the business using this
expansion method (the franchiser).

Table 5.6 summarises the advantages and disadvantages
of a franchised business for the franchisee.

franchise: a business that uses the name,
logo and trading systems of an existing
successful business

Franchisees have to be selected carefully to ensure
the quality image of the business is maintained

Unethical practices by one franchisee will cause bad
publicity for the whole business

Only a share of the profit is paid — the franchisee
retains the rest

Extensive training and support might need to be
provided to franchisees to help ensure common
standards of customer service are maintained

There will be legal costs for preparing detailed
franchise contracts

It is not a solution for a failing business — other key
elements of the business model have to be effective
in order for franchising to be successful

Table 5.5: Advantages and disadvantages of franchising to the franchiser

Less chance of the new business failing as an
established brand and product are being used

Advice and training offered by the franchiser
National advertising paid for by franchiser

Supplies obtained from established and quality-
checked suppliers

Franchiser agrees not to open another branch in the
local area

Share of profits or sales revenue has to be paid to
franchiser each year

Initial franchise licence fee can be expensive

Local promotions may still have to be paid for
by franchisee

No choice of supplies or suppliers to be used

Strict rules over pricing and layout of the outlet
reduce owners’ control over own business

Table 5.6: Advantages and disadvantages of franchising to the franchisee
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CASE STUDY 5.4

Harry goes it alone

Harry was really bored with his job as second

chef in a top-of-the-market hotel. He did not like
being ordered around by the head chef. He hoped
to use his talents preparing food for customers

in his own restaurant. The main problem was

his lack of business experience. Harry had just
been to a business conference and had been
interested in the franchising exhibition there. One
of the businesses offering to sell franchises was
Pizza Delight. This business sold a new type of
pizza recipe to franchisees and provided all the
ingredients, marketing support and help with staff
training. It had already opened 100 restaurants in
other countries and offered to sell new franchises
for a one-off payment of $100000. If Harry signed
one of these franchising contracts, then he would
have to agree to:

®  buy materials only from Pizza Delight

e fit out the restaurant in exactly the way the
franchiser wanted

* pay a percentage of annual turnover to Pizza
Delight every year.

Harry would have to find and pay for suitable
premises and recruit and motivate staff. Pizza
Delight claimed that its brand and products were
so well known that ‘success was guaranteed'.

As the product had been tested already, there
would be none of the initial problems that small

businesses often experience, and Pizza Delight
would pay for national advertising campaigns.
Harry was told that no other Pizza Delight
restaurant could open within five kilometres

of one that was already operating.

1 Define the term franchise’. [2]

2  Explain two potential benefits Harry
would enjoy if he were to open a
franchised Pizza Delight restaurant. [4]

3 Analyse two potential drawbacks to
Harry if he agreed to the terms of the
franchise contract. [4]

4 Using all of the evidence, advise
Harry on whether he should take out
a franchise with Pizza Delight.
Justify your answer. [10]
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SELF-EVALUATION CHECKLIST

| am able to analyse and apply:

internal and external economies and diseconomies of scale (AO2)

Almost
there

NEE
more work

Ready to
move on

the difference between internal and external growth (AO2)

| am able to synthesise and evaluate:

reasons for businesses to grow (AO3)

reasons for businesses to stay small (AO3)

external growth methods: mergers and acquisitions (M&As),
takeovers, joint ventures, strategic alliances and franchising (AO3)

REFLECTION

Assume your school or college has plans to
expand. It has sufficient funds to buy another
organisation. It could buy a private school

with good facilities; it could buy a supplier of
educational resources; or it could buy a privately
owned higher education college.

Which of these three growth options would you
recommend for you school or college and why?
Compare your ideas with those of another learner.

PROJECT

Not many for-profit social enterprises are very big.
Most remain small- to medium-sized. But there

are exceptions to the rule. Why do most social
enterprises remain small and how could they benefit
from growth? How do some social enterprises
manage to grow bigger and what are the advantages
and disadvantages from such a decision?

Split into two groups.

Group 1: Find a social enterprise that has managed
to grow big over time.

Explain the reasons why growth became one

of its objectives and describe the methods the
business used for growth. Identify advantages and
disadvantages for its stakeholders as a result of the

decision of the social enterprise to grow. Prepare
a presentation with your findings.

Group 2: Find a social enterprise that operates in
your home country and remains small.

Explain the reasons why growth is not one of its
objectives. Identify advantages and disadvantages
for its stakeholders as a result of its decision to
remain small. If you cannot find a lot of published
data about the business, you may want to try to
contact the social entrepreneur who is behind your
chosen enterprise. Prepare a presentation with
your findings.

Groups 1 and 2 together: Prepare a poster for
your class with the two social enterprises, their
goals, their main similarities and their differences.
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5 Growth and evolution

Thinking about your project: clearly identify the other important strategic
objectives of the business and how growth
affects them?

*  When evaluating growth as an option for
your chosen social enterprise, did you first

EXAM PRACTICE QUESTION

PepsiCo to sell Tropicana and other juice brands for about $3.3 billion

PepsiCo has agreed to sell Tropicana and other juice brands to PAI Partners, a French private equity firm. The
transaction is expected to be concluded by the end of 2021 or early 2022. “This joint venture with PAI enables us to
realise significant upfront value, whilst providing the focus and resources necessary to drive additional long-term
growth for these beloved brands,” said Ramon Laguarta, PepsiCo’s CEO. The deal is described as a ‘joint venture’
because PepsiCo will maintain a 39% stake and the exclusive distribution rights for the products in the US.

But why would a business sell profitable, world-famous brands to another business? PepsiCo’s decision can be
explained as an effort to rationalise its product portfolio based on changing consumer trends. The demand for
Jjuices was strong in 2020, with consumers seeking more vitamin C for immune support due to the Covid-19
pandemic, but the long-term trend of juices is one of decline because juices are rich in sugar. The business will
use the proceeds of the sale to invest in healthier products, mainly by acquiring smaller firms producing low-sugar
beverages and low-fat snacks.

The business is constantly searching for innovative and sustainable products for consumers. In early 2021, PepsiCo
joined forces with Beyond Meat Inc. to launch The PLANeT Partnership, a joint venture to develop, produce and
market innovative snack and beverage products made from plant-based protein.

Another reason why PepsiCo is selling the juice products is to improve managerial efficiency by reducing
operational complexity, and to help the business to focus on its vision, which is to ‘be the global leader in
convenient foods and beverages by winning with purpose.” Over the years, PepsiCo has grown both internally (for
example, by expanding its Pepsi and Lays ranges) and externally, mainly through horizontal integration. Today,
PepsiCo has a wide range of foods and beverages, including 23 brands such as Pepsi, Lays, Doritos, Gatorade,
7Up and many more, sold in more than 200 countries. It all started many decades ago when Pepsi merged with
Frito-Lay, a growth option which the CEOs of the two businesses called ‘a marriage made in heaven’. Since

then, PepsiCo has made many acquisitions, some of the most notable being the acquisition of Quaker Oats and
Tropicana. When businesses such as PepsiCo grow to become so big, they often face diseconomies of scale, some
of which are reduced through the selling of products that show no long-term growth potential.

1 Define the term ‘diseconomies of scale’. [2]
2 Define the term ‘horizontal integration’. [2]
3  Explain two external growth strategies used by PepsiCo. [4]
4  Suggest two reasons why PepsiCo depends heavily on acquisitions as a growth strategy. [4]
5 Explain two types of diseconomies of scale that PepsiCo could face. [4]
6  Suggest two advantages for PepsiCo as a result of growing to become one of the biggest competitors

in its industry. [4]
7  Suggest two possible reasons why the merger between PepsiCo and Lays proved to be a successful

growth decision. [4]
8 Identify one internal weakness and one external opportunity for PepsiCo selling the juice brands. [4]
9  With reference to the case study, explain the difference between a merger and an acquisition. [4]
10 Evaluate PepsiCo’s decision to sell Tropicana and other juice brands. [10]
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6 Multinational companies (MNCs)

BUSINESS IN CONTEXT

Nestlé’s impact on emerging market economies

Nestlé, the Swiss-based manufacturer of food and
drink, is one of the world's largest multinational
companies. In 2020 it had a total turnover of three
billion Swiss francs ($3.25 billion). It sells products

in 187 countries and has manufacturing operations

in 83 of those countries. Nestlé employs 320000
workers, most of them based in countries other than
Switzerland. For example, it employs 2300 workers

in Nigeria in three manufacturing sites, seven

branch offices and one head office. Its operations

in this West African country result in substantial tax
revenues for the government. Many of the products
made in Nestlé’s Nigerian operations are exported to
neighbouring countries. The company claims to have
one of the best employee training schemes in Africa.
It is aiming to make all of its operations in Nigeria
sustainable with the target of zero carbon emissions. *  Why do many businesses, such as Nestlé,
operate in more than one country rather than
export products from their home country?

Discuss in pairs or a group:

As with all other MNCs, Nestlé’s operations have
come in for criticism. The company has been accused

of using aggressive marketing tactics in selling tinned e On balance, should the Nigerian government
baby milk products to mothers in emerging market encourage further investment by MNCs in
economies. This was despite the scientific evidence its economy?

that natural mothers’ milk is safer for babies. Also, it

is claimed that the company’s demand for water has KEY TERMS
led to droughts and water shortages in some of the

countries it operates in. According to some reports, multinational company or business: business
the supply of cocoa used by Nestlé and other MNC organisation that has its headquarters in one
food manufacturers is still dependent on child labour. country, but with operating branches, factories
In addition, it is alleged that the efficiency of Nestlé’s and assembly plants in other countries
operations makes it increasingly difficult for locally .
based food producers and processors to survive. As emerging market economy: a country with
with the majority of other subsidiary operations of an economic system which results in low to
MNCs in host countries, most profits are sent back to middle income per head of population

the company’s home country.

KEY CONCEPT LINK

Ethics has no protection from being offered very low pay
that cannot cover their basic needs. It is an ethical
obligation for MNCs to protect the right of workers,
even in countries where labour laws are weak.

X ) Similar considerations apply in countries where

still countries around the world that have a very environmental laws are weak. Multinationals should

low minimum wage, or even 0 (Al T fre) still operate in sustainable ways to demonstrate
support workers. Under such circumstances, labour high ethical standards

One of the main reasons why multinational
companies (MNCs) are attracted to developing
countries is the low production cost. There are
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

6.1 Multinational
companies (MNCs)

Multinational companies have benefited greatly from
the freedoms offered by globalisation. They are more
than just importers and exporters; they actually produce
goods and services in more than one country. The
biggest multinationals have annual sales turnovers
exceeding the size of many countries’ entire economies.
This sheer size — and the power and influence it can
bring — can lead to numerous problems for nations that
deal with such companies. Many multinationals have
their head offices in Western European countries or

in the USA, but they have several of their operating
bases in less-developed countries with much smaller
economies. If the companies need to save costs by
reducing the size of their workforces, often the last
countries to lose jobs will be the ones where the head
offices are based.

LEARNER PROFILE

Principled

The Organisation for Economic Co-operation
and Development (OECD) has issued guidelines
for multinational enterprises, in the form of
recommended principles to enhance responsible
business conduct in the host countries. These
recommendations reflect the shared values

of most governments involved in foreign

direct investment transactions. The goal of

the guidelines is to make the contribution

of MNCs as positive as possible for the
economic and social global welfare. There are
15 general recommended policies, including
the responsibility of multinational companies

for sustainable development, recognition of
human rights, creation of employment and
training opportunities and development of good
corporate governance principles.

Why do you think the OECD decided to create
specific guiding principles for multinational
enterprises? To what extent do you believe such
recommended principles help host countries to
avoid the potential negative effects of foreign
direct investment? Discuss in class.

globalisation: the growing interaction and
integration between markets, businesses, people
and governments worldwide

Why become a multinational?

There are several reasons why businesses start to operate
in countries other than their main base.

e  They are closer to main markets — this will have
a number of advantages:

e lower transport costs for the finished goods

e  Dbetter market information about consumer
tastes as a result of operating closer to them

e may be viewed as a local company and gain
customer loyalty as a result.

e  Lower costs of production — apart from lower
transport costs for the completed items, there are
likely to be other cost savings:

e lower labour rates, e.g., much lower demand
for local labour in developing countries
compared to developed economies which keeps
wage rates low

e cheaper rent and site costs, again resulting
from lower demand for commercial property —
these cost savings can make the ‘local’
production very efficient in terms of the
market in the rest of the world and can lead
to substantial exports

e government grants and tax incentives
designed to encourage the industrialisation
of such countries.

e  Avoidance of import restrictions — items produced
in the local country are not subject to import duties
or import restrictions.

e Access to local natural resources — these might not be
available in the company’s main operating country.

When defining a multinational business, it is
not enough to state that such businesses ‘sell
products in more than one country’.
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6 Multinational companies (MNCs)

Potential problems
for multinationals

Setting up operating plants in foreign countries is not
without risks. Communication links with headquarters
may be poor. Language, legal and cultural differences
with local workers and government officials could lead
to misunderstandings. Coordination with other plants
in the multinational group will need to be monitored
carefully to ensure that products that might compete
with each other on world markets are not produced
and that conflicting policies are not adopted. Finally,
it is likely that the skill levels of the local employees
will be low and this could require substantial
investment in training programmes.

The impact on 'host’ countries
of multinational companies

The potential benefits to a host country of inward
investment by multinationals are:

e The investment will bring in foreign currency and,
if output from the plant is exported, further foreign
exchange can be earned.

e  Employment opportunities will be created and
training programmes will improve the quality and
efficiency of the local workforce.

e Local businesses are likely to benefit from supplying
services and components to the new factory and
this will generate additional jobs and incomes.

e Local businesses will be forced to bring their
quality and productivity up to international
standards either to compete with the multinational
or to supply to it.

e  Tax revenues to the government will be boosted
from any profits made by the multinational and
by taxing the incomes of local workers employed
by the MNC

e  Management expertise in the community will slowly
improve when and if the ‘foreign’ supervisors and
managers are replaced by local staff (once they are
suitably qualified).

e  The total output of the economy will be increased
and this will raise gross domestic product.

However, there are potential disadvantages to a country
of allowing multinational expansion. The expansion of
multinational companies into a country could lead to
the following drawbacks:

e  Exploitation of the local workforce might
take place. Due to the absence of strict labour
and health and safety rules in some countries
(particularly some emerging market economies),
multinationals or their suppliers can employ cheap
labour for long hours with few of the benefits
that the employees in their ‘home’ country would
demand. There is also a risk that child workers will
be employed by unethical MNCs. For example,
recent research has established that children work
in all stages of the supply chain in the international
fashion industry, from production of cotton in
Benin, harvesting in Uzbekistan, yarn spinning in
India and garment making in Bangladesh. How
many large multinational clothing chains care
about these practices, especially as the child workers
and producers are so far removed from Western
media investigation?

e  Pollution from plants might be at higher levels than
allowed in other countries. This could be ecause
of slack rules or because the ‘host’ government is
afraid of driving the multinational away if it insists
on environmentally acceptable practices. This is a
sign of the huge influence multinationals can have.

e  Local competing businesses may be squeezed out
of business if they are unable to compete effectively.
This might be due to lower levels of efficiency as
a result of inferior equipment and much smaller
resources than large multinationals.

¢  Some large Western-based businesses, such as
McDonald’s and Coca-Cola, have been accused of
imposing ‘Western’ culture on other societies by the
power of advertising and promotion. This could
lead to a reduction in cultural identity.

e Profits may be sent back to the country where the
head office of the company is based, rather than
kept for reinvestment in the host nation.

e  Extensive depletion of the limited natural resources
of some countries has been blamed on some
large multinational corporations. The argument
is that they have little incentive to conserve these
resources, as they are able to relocate quickly to
other countries once resources have run out.
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

THEORY OF KNOWLEDGE

Knowledge question: How can we
decide whether the activities of multinational
companies are ethical or not?

Samsung, the Korean electronics manufacturer,
started investing in Vietnam in 2009. Ten years
later, Shim Won Hwan, The President of Samsung
Electronics Vietnam Complex stated that ‘we have
fulfilled all our promises to Vietnam’. Indeed,
Samsung’s sales in 2019 accounted for 28% of
Vietnam’s GDP. The MNC created thousands of
jobs in the country and helped Vietnam to achieve
a sectoral change towards high technology.

However, the Vietnamese government has also
supported Samsung with tax breaks and other
financial benefits, such as a rent exemption for the
site of their factory. The four major subsidiaries

of Samsung in the country earned a revenue of

$63.25 billion in 2020 and a profit of $3.8 billion.
But 2020 revenues fell for the second year in a row.

Samsung also faced supply issues due to the
Covid-19 pandemic restrictions along with an
increasing labour cost in Vietnam. As result, it
reduced its reliance on the country for smartphone
manufacture by moving some of the production to
other countries such as Indonesia. Analysts have
commented about the ethics of this decision, as it
will lead to job losses in Vietnam.

Is it ethical for a business such as Samsung, that
has contributed so much to the growth of Vietnam,
to eventually change its growth strategy? Does
the decision to shift part of the investment to
other countries contradict Samsung’s President’s
statement that it has fulfilled its promises to
Vietnam? Discuss in class.

Foreign investment in Mozambique

Mozambique is a key destination country for
Foreign Direct Investment (FDI) in South-East
Africa. Multinational companies are primarily
interested in Mozambique's mining, hydrocarbon
and energy sectors. The country has abundant
natural resources and offers access to the sea,
which gives it an advantage in transportation
compared to neighbouring countries.

The Mozambican government has tried to attract
FDI by facilitating visas for investment purposes. It
also offers fiscal incentives to businesses interested
in investing in geographical areas with rich
resources but poor infrastructure. The young and
growing population offers is a pool of labour for
businesses interested in employing them.

Investors from many countries have decided to take
the risk despite the fragile political situation in the
country. They have had to overcome problems such
as the lack of land property rights in Mozambique.
However, the level of FDI has been falling since
2013 due to a drop in global commodity prices.
Local officials hope that the relative economic
stability of the country through the Covid-19 crisis

CASE STUDY 6.1

and the abundance of liquified natural gas (LNG)
will bring a new increase in foreign investments in
the near future.

1 Define the term ‘multinational company’. [2]

2 Suggest two reasons why foreign firms
are interested in investing in Mozambique. [4]

3 Suggest two problems that foreign firms
face when investing in Mozambique. (4]

4  Evaluate the impact of FDI in the mining
sector on the host country (Mozambique). [10]
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6 Multinational companies (MNCs)

In case study questions on multinational business activity, you may have the opportunity to use examples
from your own country as well as from the case study to support your answers.

ACTIVITY 6.1

LATIN AMERICA

Flows, by range

B Above $10 bn
0 $5.0t0 $9.9 bn
) $1t0$4.9bn
$0.1 to $0.9 bn
@ Below $0.1 bn

Top 5 host economies

Economy
$ Value of inflows
2019 % change

Source: UNCTAD.

AND THE CARIBBEAN

FDI flows, top 5 host economies, 2019 value and change)

Brazil
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CONTINUED

The picture of Latin American and the Caribbean have attracted multinational corporations
comes from the World Investment Report 2020, to invest in these countries?

published by the United Nations Conference on )

Trade and Development (UNCTAD). It illustrates ¢ Grqup 2: Research th.e major reasons
the flows of Foreign Direct Investment (FDI) in behlnd the dgcregse in FDI'in l\./IeX|co..
Latin America and the Caribbean in 2019. Why did multinational companies decide

to invest less in this country?

1 Splitintot :
PIE Into TWo grolps 2 What are the main possible positive and

*  Group 1: Research the major reasons negative effects of the increasing levels
behind the increase in FDI in Brazil, Chile, of FDI on the overall geographical area?
Peru and Colombia. Which factors seem to Discuss in class.

SELF-EVALUATION CHECKLIST

Needs Almost Ready to

| am able to synthesise and evaluate:
more work there move on

the impact of multinational companies (MNCs) on the host
countries (AO3)

Assume you are a government minister responsible  allow a large food processing multinational to

for industry. What would be the most important set up in the country? Explain your answer
factor you would consider in deciding whether to to another learner.

PROJECT

Engine No. 1 is an “activist investor’ group. Split into two groups.

This small hedge fund believes that businesses
should invest for social good and that this would
eventually translate to higher profits for the
shareholders. In June 2021, Engine No. 1 managed
to get three directors onto the elected board of
directors of Exxon Mobil, the multinational oil
giant. Analysts suggest that the activist investors
may help Exxon to change the way it works. This

is important, given the increasing pressure on the
business to become more ecologically sustainable.

*  Group 1: Research the concept of activist
investors. Prepare a presentation showing
the main aims of shareholder activist groups.
Include one or two examples of activist
investors that have social, cultural and
environmental goals for the firms in which
they invest.
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6 Multinational companies (MNCs)

CONTINUED

e  Group 2: Research NGOs that conflict Discuss in class:
with MNCs on issues of social, cultural or
environmental impact in the host countries.
Identify one to two examples of such NGOs
and present their goals and methods to

achieve them. *  How much power do NGOs have to affect the
long-term strategy of MNCs and to reduce
the negative impact of multinationals on the
host countries?

EXAM-STYLE QUESTIONS

Should Indonesia attract more FDI?

*  Why do activist investors such as Engine No. 1
emphasise social good? Isn't this detrimental
to the profits of multinational corporations?

Indonesia is one of the most attractive destinations in the world for FDI. Many multinationals are attracted to
the country, which is the largest economy in Southeast Asia. The climate of political stability and the availability
of young workers in the country with the fourth biggest population in the world are also important reasons why
foreign producers choose Indonesia to open factories. Finally, investments seem highly rewarding in Indonesia
because it is rich in natural resources, including natural gas, petroleum and minerals. It is also the world’s biggest
producer and exporter of palm oil, a basic commodity used in food manufacturing, personal care and cosmetics,
biofuel and energy, and many more industries.

But investments in Indonesia entail certain risks. Corruption is still a problem for MNCs that want to invest in
the country, even though it is gradually improving. Infrastructure is insufficient, and the country is located on the
Pacific Ring of Fire so it often suffers from natural disasters such as earthquakes and tsunamis. Moreover, the
business environment is complex and there are many entry requirements for foreign businesses that want to invest.

The Covid-19 pandemic restrictions reduced FDI in the country from 2019 and onwards. This is a problem for
Indonesia, which depends heavily on FDI for growth. According to OECD Policy Reviews 2020, FDI in Indonesia
played a key role in increasing employment, productivity and exports. However, rapid growth (from investments in
manufacturing) has created sustainability problems in Indonesia. The country is one of the biggest global emitters
of greenhouse gases, 60% of which are caused by forest degradation, deforestation and peatland conversion.
According to the International Energy Agency, Indonesia’s share of renewable energy sources is still low.

In 2019, the country announced a deductible tax of up to 200% for businesses investing in research and
development (R&D) to attract FDI and to improve the productivity of capital in the country. Many policymakers
in Indonesia stress the need for the country to deregulate its complex business environment to attract more
investors and to increase FDI to pre-pandemic levels. However, not all agree. Opponents of FDI claim that the
negative effects of multinationals in the country outweigh the advantages. They believe that the government
should focus on policies to support domestic production and consumption for further economic growth.

1 Define the term ‘foreign direct investment’. [2]
2 By applying a STEEPLE framework, identify two reasons why MNCs are attracted in Indonesia. [4]
3 By applying a STEEPLE framework, analyse two risks for businesses interested in investing

in Indonesia. [4]
4 Explain two reasons why the government of Indonesia depends on FDI for growth. [4]
5 Evaluate whether or not Indonesia should continue relying on MNCs for economic growth. [10]
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BUSINESS IN CONTEXT

The management of human resources

Sharon Yam, managing director of TMF Malaysia,
has this to say about TMF employees:

Our biggest competitive advantage, our best
product and our Unique Selling Proposition are
definitely our employees. We invest in them,
we engage them and we nurture them. These
are our utmost priorities.

The Huawei company website says:

We have launched many diversity initiatives
focusing on nationality, gender, age, race, and
religion. For example, we emphasize gender
equality in employment and prohibit gender
bias, in strict compliance with all applicable
international conventions as well as local laws
and regulations.

And from Shell.com we have:

Employee Health and Welfare: Keeping our
employees safe and well is our top priority,
no matter where they are working. Thousands
of our employees work on construction sites
away from home — good working and living

conditions help to bring about a safer and
more productive working environment.

Discuss in pairs or a group:

e Why is the ‘management of human resources’
important to these three businesses?

*  Should all businesses aim to ‘nurture
employees’, emphasise ‘gender equality’ and
'keep their employees safe’ — or should they
aim to keep labour costs as low as possible?

KEY CONCEPT LINK

Ethics

Human resource management is very sensitive to
ethical issues, as the organisation tries to achieve
its objectives by increasing the productivity of
employees. If we take the example of human
resource planning as part of human resource
management, we can identify many ethical
dimensions in the efforts of businesses to ensure
the availability of employees in the short and long
term. One such issue is the decision to declare
people redundant when new technology replaces
expensive labour with cost-efficient capital. In the
USA alone, it is estimated that 100000 positions

could be lost from the banking sector between
2022 and 2027, as banks invest more and more

in e-banking technology. If the employees who
lose these jobs are not provided with redundancy
payments and support to find other work, could
the banks be considered to be acting unethically?

Ethical businesses must take measures to support
employees through redundancy, for example by
helping them to find new jobs within or outside
the business organisation through training or
upskilling opportunities.
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7 Introduction to human resource management

7.1 The role of human
resource management

Human resource management (HRM) aims to recruit
capable, flexible and committed people, managing and
rewarding their performance and developing their key
skills to the benefit of the organisation.

This suggests that HRM is of crucial importance to the
long-term performance and success of businesses and is
not just about ‘hiring, paying and firing’ workers. This
list of HRM functions give an indication of the range
and significance of the role of HRM:

e Human resource planning (see 7.2).

e Talent management — recruiting and retaining
high-quality employees, developing their skills,
and continuously motivating them to improve
their performance. The primary objective of talent
management is to create a workforce who are
highly motivated to perform well and stay with the
business in the long term.

e  Training and development of employees — this
involves identifying the skills needs of the business
and resourcing training courses for employees that
will give them these skills. This is also an important
aspect of motivating workers as when they are
offered opportunities for developing their own skills
it will be seen as a recognition of their important
role in the business.

e  Reward and performance management — paying
employees an appropriate level of remuneration
using a payment system which stimulates and
motivates them to perform well is a key HRM
role. Benefits in addition to pay are frequently
expected by many employees. Monitoring employee
performance, perhaps through a regular appraisal
system, provides clear objectives for employees to
work towards.

e Employee relations (see Chapter 13).

e  Employee welfare — this means providing facilities
which allow employees to perform their work
in a healthy environment. It includes providing
sanitation, drinking water, access to a canteen
and first aid in the event of a work accident.
These facilities are for the benefit of workers but
they can result in improved employee morale and
motivation which will have positive outcomes for

employers too. One aspect of employee welfare that
is receiving much attention at present is work—life
balance, and many employers are offering more
flexi-time contracts and the opportunities to work
from home to attempt to improve the welfare

of employees who may be over-stressed in their
current roles.

e Human resource compliance — this involves HRM
in developing policies and practices to ensure
that the employment and work practices of the
organisation meet all legal controls and regulations
such as minimum wage law and health and safety at
work laws.

The starting point for effective HRM is to stablish
what the employees need from the business now and
what they are likely to need in the future. This requires
detailed human resource planning.

7.2 Factors that
influence human

resource planning

What is human resource
planning?

Effective HRM requires careful planning of the number
and skills of people needed by the organisation. Human

resource planning aims to get the right number of people
with the right skills, experience and competencies in the

right jobs at the right time at the right cost.

KEY TERM

human resource management (HRM): the
strategic approach to the effective management
of an organisation’s workers so that they help
the business achieve its objectives and gain a
competitive advantage

human resource planning: also known as
workforce planning — analysing and forecasting
the numbers of workers and the skills of those
workers that will be required by the organisation
to achieve its objectives
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HR departments need to assess the future labour
resource needs of the business to try to avoid having too
few or too many employees or employees with the wrong
skills. HR departments must respond to the corporate
plan of the business and the objectives this contains. If
the overall business plan is to expand production and
develop products for foreign markets, then this must be
reflected in the workforce plan. The starting point for
HR planning is always a workforce audit.

Human resource planning involves two main stages.

1  Forecasting the number of employees required.
This will depend on several internal factors:

a  Forecasting demand for the product — this will
be influenced by market conditions, seasonal
factors, competitors’ actions and trends in
consumer tastes. It could be a mistake to
replace a worker who decides to leave the firm
if consumer demand is falling or if there is
likely to be a seasonal downturn in demand.
Demand forecasts may be necessary to help
establish workforce planning needs.

b  The productivity levels of employees — if
productivity (output per worker) is forecast to
increase, perhaps as a result of more efficient
machinery, then fewer workers will be needed
to produce the same level of output.

c  The objectives of the business — these could
influence future workforce numbers in two
main ways. First, if the business plans to
expand over the coming years, then employee
numbers will have to increase to accommodate
this growth. Secondly, if the business intends
to increase customer service levels, possibly
at the expense of short-term profits, then
more workers might need to be recruited.

A workforce plan cannot be devised without
consideration of business objectives.

d  Changes in the law regarding workers’ rights —
if the government of a country decides to
pass laws which establish a shorter maximum
working week or introduce a minimum wage
level, then there will be a considerable impact
on the workforce plan. A shorter working
week might lead to a greater demand for
employees to ensure that all the available work
is completed on time. A minimum wage might
encourage businesses to employ fewer workers
and to substitute them with machines.

e Labour turnover and absenteeism rate — the
higher the rate at which employees leave a
business, the greater will be the need for the
business to recruit replacement workers. If the
level of employee absenteeism is high then a
greater number of employees will be needed to
ensure that adequate numbers of workers are
available at any one time.

2  Forecasting the skills required. The need for
better-qualified employees or for employees with
different skills is a constant factor in the minds of
HR managers. The importance of these issues will
depend upon on the following:

a  The pace of technological change in the
business, e.g., production methods and the
complexity of the machinery used. The
application of IT in offices has meant that
traditional typists or clerks are now rarely
required — skilled computer operators and web
designers are in greater demand than ever.

b  The need for flexible or multi-skilled employees
in the operations of the business. Workers can
become over-specialised, finding it difficult
to adapt when demand conditions change.
Most businesses need to recruit employees or
train them with more than one skill that can
be applied in a variety of different ways. This
gives the firm greater adaptability when market
conditions change — and it makes the workers’
jobs more rewarding.

External factors

Demographic change

The potential supply of labour to any organisation is
affected by demographic changes. Table 7.1 summarises
three of these changes and their potential opportunities
and constraints supply

KEY TERMS

workforce plan: numbers of workers and skills of
those workers required over a future time period

workforce audit: a check on the skills and
qualifications of all existing employees

labour turnover: measures the rate at which
employees are leaving an organisation
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7 Introduction to human resource management

Natural population growth (or
decline) — birth rate exceeds death
rate (or vice versa)

May be easier to recruit effective
employees as the working
population increases

Increased birth rates may take
years before they impact on the
working population

Net migration (immigration
compared with emigration)

May be easier to recruit effective
employees from other countries at
lower rates of pay

Highly qualified employees might
be recruited from other countries

Some qualified and experienced
employees may move to other
countries, which will reduce the
competitiveness of the business

Immigrants may need more
training, e.g., in language and
cultural issues

Ageing population (the average
age of the population increases as
a result of rising life expectancy)

It is often claimed that older
employees are more loyal and
reliable than younger workers

Older employees may have
experience and ‘people’ skills that
younger employees may have not
yet developed

Older employees may be less
flexible and adaptable, e.g.,
to the introduction of new
workplace technologies

Table 7.1: The effect of demographic change on labour supply

Changes in labour mobility

High occupational mobility of labour helps a country
to achieve economic efficiency. A mobile workforce
means that if jobs are lost in one industry or region,
workers are willing and able to move to other jobs and/
or other occupations. This helps to keep structural
unemployment low.

In developed economies, labour tends to be relatively
immobile because:

e high levels of home ownership mean that workers
are reluctant to pay the cost in time and money
of arranging a house sale and purchase in
another region

e  high skill levels in one occupation may mean that
workers are not equipped to deal with machines,
processes and technologies in other industries
and occupations.

In emerging market countries, despite strong family
or ethnic ties to one area, mobility tends to be
higher because:

®  home ownership is low

e Jow skill levels mean that workers can undertake
low-skilled jobs in many different industries.

However, a high degree of geographical mobility of
labour, especially between rural and urban areas, can
lead to overcrowding and poor living conditions in
towns and cities.

Many governments pursue policies to attempt to
increase labour mobility. These include:

e relocation grants for key public sector workers

e  job centres and other government offices to
advertise job vacancies nationally

* training and retraining programmes for
the unemployed.

KEY TERMS

occupational mobility of labour: extent to which
workers are willing and able to move to different
jobs requiring different skills

geographical mobility of labour: extent to
which workers are willing and able to move
geographical region to take up new jobs
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CASE STUDY 7.1

Global labour mobility

One of the consequences of globalisation has

been a shift in the global demand for labour. Since
the beginning of the 21st century, many richer
economies have suffered declining birth rates

and shifts in types of industry creating new work
opportunities. At the same time, development and
increasingly open borders in emerging economies
have created a labour force more eager to migrate
to take advantage of these opportunities. The result
has been a significant expansion of global labour
mobility. Governments in both origin and destination
countries have encouraged this trend. Temporary
work visas in both the USA and Germany have
opened the door to increasing numbers of skilled
non-permanent residents. Several origin countries
in Asia, including India and the Philippines, actively
seek labour markets for their workers overseas.

The benefits of these policies to businesses and to
the world economy are becoming clearer. Research
conducted in 2021 estimated that an increase of 3%
in the workforce in high-income countries through
migration by 2027 could increase global real income
by $386 billion.

2 Outline two benefits to businesses

3 Explain two ways a developed country

4  Examine the advantages and disadvantages

Define the term ‘labour mobility’. [2]

in a developed country like Germany
of migrant labour entering the German
labour market. [4]

like Germany might attract migrant
workers with appropriate skills. (4]

to a country like the Philippines of migrant
workers leaving the Philippines to find
employment abroad. [10]

Internal factors

Flexi-time

Flexi-time is a way of working which allows employees
to fit their working hours around their individual needs,
and accommodate other commitments outside of work.

This flexibility is achieved by asking the employer to
create an adaptable work schedule that is different to the
set timings of the standard working day (e.g., 9 to 5).
Flexi-time may involve working from home, or adjusting
starting and finishing times around the core hours (e.g.,
10 to 4).

It would then be up to the employee to choose when
they work, with their employer’s permission, provided
the total hours worked add up to the amount required
by their contract.

The use of flexi-time by employers impacts on the
workforce plan because:

e there must always be sufficient employees available
at key times of the day

e flexi-time is more successful if employees are multi-
skilled and able to provide cover for those workers
who are undertaking commitments outside of work.

flexi-time: a flexible way of working that allows
employees to fit their working hours around their
individual needs to allow for other commitments
outside of work
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7 Introduction to human resource management

ACTIVITY 7.1

Google is one of the many big multinational
firms that have embraced flexi-time by allowing
employees to decide on their own working hours.

1 Splitinto two groups.

*  Group 1: Prepare a brief presentation
on how Google applies flexi-time, along
with the advantages and disadvantages
for the business from this decision.

*  Group 2: Prepare a brief presentation
with the main advantages and
disadvantages of flexi-time for the
employees of Google.

2 Overall, does Google benefit from applying
flexi-time? Why is it typical for businesses in
the quaternary sector to allow flexi-time to
their employees? Discuss in class.

Gig economy

A gig economy exists when employers not only have
workers who are on permanent or temporary employment
contracts, but also use the services of individuals as
independent contractors or freelance workers. These
freelance workers — sometimes referred to as ‘contract
labour’ — are only required to fulfil a particular task, will
not be guaranteed employment after the task is completed
and have no formal contract of employment.

The impact of the gig economy on human resource
planning includes:

e  The use of freelance contractors can reduce overall
labour costs as they are only contracted when
specifically required.

e  Accurate scheduling of work is essential if freelance
workers are to be available exactly when required
and for their contract to end as soon as the task
finished, e.g., wall plasterers in the construction
of a new house.

gig economy: a labour market characterised
by the widespread use of short-term contracts
or freelance work rather than jobs with
permanent contracts

e  Motivation levels may be low as the workers do not
have secure, permanent jobs; but on the other hand,
they will be incentivised by the need to gain further
freelance contracts in the future.

e  The lack of permanent contracts means that a
business might find it difficult to recruit gig workers
as and when needed if demand for their services
is high.

ACTIVITY 7.2

1 Splitinto three groups. Prepare a brief
presentation for the following gig
economy applications:

®  Uber (transportation services)

*  Amazon Flex (pick-up and
delivery services)

* 99 Designs (graphic design services)

Each presentation should include a
description of the business activity and the
reasons why these three businesses choose
the gig economy model.

2 Why is the gig economy often chosen by
businesses that rely on big data and internet
applications? What are the limitations
for these businesses from using the gig
economy? Discuss in class.
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7.3 Resistance
to change in the
workforce

The dynamic nature of business activity means that
nearly all businesses will have to change over time

in order to be competitive and to survive and thrive.
Change within business organisations can be necessary
for many reasons including:

e relocation

e change of ownership, e.g., takeover

e change of senior management

e new working practices and employment contracts

e changes in technology and the workplace
skills required.

Most changes can create as many opportunities as
threats, but there will nearly always be some resistance
to changes which affect employees directly. This
resistance can be one of the biggest problems any
organisation will face when it attempts to respond to the
dynamic business environment. The managers and other
employees of a business may resent and resist change for
any of the following reasons:

e  Fear of the unknown Change means uncertainty and
this is uncomfortable for some people. Not knowing
what may happen to their job or what the future of
the business might be leads to increased anxiety —
this results in resistance.

¢  Fear of failure The changes may require new skills
and abilities that, despite training, may be beyond a
worker’s capabilities. People know how the current
system works — but will they be able to cope with
the new one?

e  Self-interest — losing something of value Workers
could lose status or job security as a result of
change and they want to know precisely how the
change will affect them.

e  Misinformation — false beliefs about the need for
change To put themselves at ease and to avoid the
risks of change, some people fool themselves into
believing that the existing system will ‘work out
someday’ without the need for radical change.

e Low tolerance — lack of trust Perhaps because
of past experiences there may be a lack of trust
between workers and managers who are introducing
the change. Workers may not believe the reasons

given to them for change or the reassurances from
managers about its impact.

e Inertia Many people suffer from inertia or
reluctance to change and try to maintain the status
quo. Change often requires considerable effort, so
the fear of having to work harder to introduce it
may cause resistance.

When discussing the possible resistance to
changes proposed by management, try to think
of the leadership style being used to implement
the change. This could be a major contributory
factor in determining the degree of resistance.

The importance of these ‘resistance factors’ will vary from
business to business. In those organisations where previous
change has gone well, where workers are kept informed
and even consulted about change, and where managers
offer support and training to the workforce involved,
resistance to change is likely to be low. In contrast to this
is the likely resistance to change in businesses where there
is a lack of trust and little communication.

/.4 Human resource
strategies for reducing
the impact of change

An important role of HRM is to reduce employees’
resistance to change and encourage them to embrace it
positively. The following strategies might be used by HRM
to convince the workforce that change will potentially be
beneficial for the business and the employees.

Understand what
change means

Change is the continuous adoption of business strategies
and structures in response to changing internal pressures
or external forces. Change happens whether we encourage
and welcome it or not. To take control of it and to

ensure that it is a positive process and not a negative one,
businesses must have a vision, a strategy, and a proven
and adaptable process for managing change.

1 d&IB 9781009053570

© Stimpson et al. 2022

Cambridge University Press

copying is restricted under law and this material must not be transferred to another party.



7 Introduction to human resource management

Change in business is no longer the exception but

the rule — it has become an accelerating and ongoing
process. Table 7.2 gives some common causes of
change. ‘Business as usual’ will become increasingly
rare as global, economic and technological upheavals
necessitate a business response. Change management
requires firms to be able to cope with dramatic one-off
changes as well as more gradual evolutionary change.

Evolutionary or incremental change occurs quite
slowly over time — for example, the swing towards
more fuel-efficient cars has been happening for
several years. These changes can be anticipated or
unexpected — the decision to increase the London
congestion charge was announced months in
advance, but a sudden oil-price increase may not
have been expected. Obviously, incremental changes
that are easy to anticipate tend to be the easiest

to manage.

Dramatic or revolutionary change, especially if
unanticipated, causes many more problems. The
Covid-19 pandemic forced many holiday companies
to re-establish themselves in new markets or
countries which were less affected by this health
crisis. In extreme cases, these dramatic changes
might lead to totally rethinking the operation of

an organisation. This is called business process
re-engineering.

change management: planning, implementing,
controlling and reviewing the movement of an
organisation from its current state to a new one

Recognise major causes of change

When discussing how change will affect a
business and its strategies, try to analyse
whether the change is incremental or dramatic,
anticipated or unanticipated.

LEARNER PROFILE

Open-minded

Leaders who manage change need to help
people to become less resistant to changes.
To achieve that, they need to be open-minded
and ready to accept change themselves.

A leader who has been famous for his open-
mindedness and ability to drive change is
Howard Schultz, the heart and soul of the modern
Starbucks organisation and its CEO until 2017.
Inspired by the Italian coffee culture, Schultz led
the organisation through the globalisation era,
transforming it from a local Seattle coffee shop
to a world-leading multinational coffee chain.
Moreover, he guided the organisation through
technological changes, such as the shift from
physical to mobile order and pay systems.

Do you think Howard Schultz faced resistance to
change from Starbucks employees when trying
to implement changes such as innovative mobile
order and pay systems in the stores? If yes, why?
In what way does the open-mindedness of the
leader help an organisation to implement such
changes successfully?

Nature of change Examples of change

Managing change

Technological innovation —
leading to new products
and new processes

for inventory control

Products — new computer
games, the latest iPhone,
hydrogen-powered cars

Processes — Al and robots in
production; CAD in design
offices and computer systems

Need for employee retraining

Purchase of new equipment — any necessary
redundancies must be explained and
managed sensitively

Need for quicker product development,
which may need new organisational
structures and teams — social needs of
workers should be recognised
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Nature of change

Examples of change

Managing change

Macroeconomic changes
— fiscal policy, interest
rates, fluctuations in the
business cycle

Changes in consumers’
disposable incomes — and
demand patterns that result
from this

Boom or recession conditions —
need for extra capacity
or rationalisation

Need for flexible production systems —
including employee flexibility — to cope with
demand changes.

Training should be offered to allow multi-
skills to be learned

Explain the need for extra capacity or the
need to rationalise

Deal with workforce cutbacks in a way that
encourages employees who remain to
accept change

Takeover by another
business

New leadership style
Different management culture

Might be employee
rationalisation, e.g.,
competing for jobs which are
now duplicated

May need to relocate

Inform employees of reasons for takeover

Reassure employees, as far as possible
on issues such as job security and
remuneration levels

Meetings with new management team to
discuss its future plans

Training and guidance on new
corporate culture

Financial assistance for relocation,
if necessary

Table 7.2: Examples of change impact on employees.

Understand the stages of the
change process

Here is a checklist of essential points that managers
should consider before attempting to introduce
significant changes in an organisation:

e Where are we now and why is change necessary?
It is important to recognise why a business needs
to introduce change from its current situation.

e New vision and objectives For substantial changes,
a new vision for the business may be needed — and

this must be communicated to those affected by
the change.

e  Ensure resources are in place to enable change to
happen Starting a change and then finding that
there is too little finance to complete it could be
disastrous.

e Plan the timing of the change Workers in particular

should not be taken by surprise by change — this
will increase their resistance to it.

Involve workers in the plan for change and its
implementation This will encourage them to accept
change and develop a sense of ‘ownership’ of it.
This may also lead to proposals from them to
improve the change process.

Communicate The vital importance of
communication with the workforce runs through
all of these other stages — unless employees are kept
up to date with the pace and scope of change then
resistance will build against it.

Introduce initial changes that bring quick results
This will help all involved in the change to see the
point of it.

Focus on training This will allow staff to feel that

they are able to make a real contribution to the
changed organisation.

Sell the benefits Staff and other stakeholders may
benefit directly from changes — these need to be
explained to them.
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7 Introduction to human resource management

e Always remember the effects on individuals A ‘soft’
human resource approach will often bring future
rewards in terms of staff loyalty when they have
been supported and communicated with during the
change process.

®  Check how individuals are coping and remember
to support them Some people will need more
support than others — a ‘sink or swim’
philosophy will damage the business if it leads
to low-quality output or poor customer service
because staff were poorly supported during the
change period.

Lead change, do not just
manage it

All business change — especially significant strategic
changes — must be ‘managed’. This means that:

e New objectives need to be established that recognise
the need for change.

e  Resources — finance and employees — need to be
made available for the change to be implemented.

e  Appropriate action needs to be taken — and
checked on — to ensure that the planned changes
are introduced.

CASE STUDY 7.2

LB handbags and accessories must change

Chiara and Giovanni are siblings and have inherited
LB, their family business that produces leather
handbags and accessories in Italy.

LB used to be a recognisable brand name, but

the business is now facing declining sales and
profits. The vegan leather industry is growing

fast, as consumers increasingly favour sustainable
products. Moreover, LB has not invested in modern
technology in the production process and is still very
dependent on expensive manual labour.

Giovanni believes that radical changes need to

be implemented at LB to allow the business to
survive the competition. He is trying to get a big
bank loan to buy automated machines which would
produce many items through the help of 3D printing
technology. He thinks that some of the existing
employees could be trained on the new production
methods, but many would have to be declared
redundant. He wants the change to be implemented
within the following three months.

Chiara agrees with Giovanni that changes should
be made to make the business more competitive,
but she is worried about the employees’ resistance
to change. Many workers have been with LB for
more than 20 years and are not expected to react
positively to the new technology. Those people
believe that only hand-made work can offer high
quality to the business. Moreover, the redundancies
could seriously demotivate the personnel and have
a big impact on the local community. Chiara wants

to avoid stakeholder conflicts. The business has

always been socially responsible, and she does not
want to risk their image. Giovanni’s plans could push
the trade union into industrial action. She believes
that change management is needed to support the
organisation through such a big change. This would
not be possible within just three months.

1  Explain what ‘change
management’ means. [2]

2 Explain two reasons why employees at LB
are resistant to technological change. [4]

3 Identify two possible areas for stakeholder
conflict that could result from Giovanni’s plan. [4]

4  Evaluate the significance of change
management in LB to support the
organisation in the process of introducing

new production methods. [10]
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THEORY OF KNOWLEDGE

Knowledge question: To what extent is reason
more important than emotion when managing
dramatic changes?

The Covid-19 pandemic led to dramatic changes
in education. It is estimated that in 2020 more than
1.2 billion children in the world were out of the
classroom due to lockdowns.

The management of schools and colleges around
the world had to adjust fast to e-learning through
digital platforms. Even before the pandemic,
many organisations were slowly preparing for the
technological evolution in education. But due to
the crisis, many educational bodies had no time
to manage the change on an incremental basis.
To avoid students losing a whole academic year,
organisations had to adapt to the new reality
without adequate training and with little time for
preparation. Effective change management required

that teachers and students were supported on an
emotional basis, given the social and psychological
impact of the crisis. Some of the strategies used

to support students and teachers throughout

the change process were the creation of online
professional learning communities for teachers

and the provision of online social and emotional
support for students by professional counsellors
and psychologists.

In your class consider the following questions:

1 Why may the workforce of a school be
resistant to the change brought about by
e-learning technology?

2 The stages of change management are
planning, implementing, controlling and
reviewing. In which of these stages could
emotion be more important than reason
and why?

Managing change effectively is important to successful
implementation. However, managing change is not

the same as leading change. Leading strategic change

is much more than just managing resources. Change
leadership involves having a much greater vision than
just making sure the right resources are available to deal
with change. Leading change means:

¢  dynamic leaders who will shake an organisation
out of its complacency and away from resistance to
change (‘corporate inertia’)

e motivation of staff at all levels of the organisation
so that change is looked upon as a positive force
that could improve people’s lives — this motivation
will lead to significant changes in the behaviour
of workers

e ensuring that acceptance of change is part of the
culture of the organisation

e visible support of all senior managers who will help
the change process to be accepted at all levels and
within all departments of the business.

Use project champions

A project champion is often appointed by senior
management to help drive a programme of change
through a business.

A project champion will come from within the
organisation and be appointed from middle to senior
management — they need to have enough influence within
the organisation to make sure that ‘things get done’. They
are like ‘cheerleaders’ for the project, but they will not
necessarily be involved in the day-to-day planning and
implementation of the new scheme. They will smooth
the path of the project team investigating and planning
the change, and they will remove as many obstacles as
possible. For example, at board or other meetings of
senior managers they will speak up for the changes being
suggested, they will try to ensure that sufficient resources
are put in place and they will try to make sure that
everyone understands the project’s goals and objectives.

project champion: a person assigned to support
and drive a project forward and who explains the
benefits of change and assists and supports the
team putting change into practice
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CASE STUDY 7.3

Project champions

Zhan is the operations director within the
restaurant business Dining Group. She has acted
as a project champion for the implementation
of an electronic ordering process that will allow
the business to place orders for raw materials
with suppliers online. ‘Being a project champion
allows you to get involved in high-value-added
activities. Project champions organise efficient
teams, and that will help the whole organisation
to embrace change and to become more
productive,” she said. ‘But it's a demanding role,
requiring certain skills and most importantly the
ability to motivate project team members while
getting all stakeholders on board’, she added.

Not all the restaurant managers of the Dining
Group chain saw the value of the project, which
was supposed to make the ordering process faster
and to allow the business to reduce excessive
stock levels. Moreover, the group’s finance director
was not sure if the business had to prioritise this
project over other initiatives that also required the
investment of scarce financial resources.

1 Define the term ‘project champion’. [2]

2 With reference to the case study,
outline two roles of a project champion. [4]

3 Analyse two factors that would make
Zhan a successful project champion. (4]

Use project groups or teams

‘Problem-solving through team-building’ is a structured
way of making a breakthrough on a difficult change
situation by using the power of a team.

When a difficult problem arises regarding a major
change in a business’s strategy or structure, one of the
most common ways to analyse it and suggest solutions
is to organise a project group. Project groups should
work with the manager responsible for introducing the
change. A team meeting of experts should provide a
rigorous exchange of views that may well lead to an
appropriate action plan being developed and agreed.
The responsibility for carrying out the plan still lies
with the original manager. Now, though, the manager
will be better equipped to solve the problem that was
preventing change from being implemented effectively.

project groups: these are created by an
organisation to address a problem that requires
input from different specialists

Planning and promoting
change

Planning and promoting change are important strategies
for HRM. The timing of change is important in order
to gain acceptance for it. Introducing big changes too
quickly in response to a crisis within the business —

such as a collapse in sales and profit — will lead to
greater resistance than change which is planned for and
explained in good time to all those affected by it.

Gaining acceptance of change — by both the workforce
and other stakeholders — will be much more likely to
lead to a positive outcome than imposing change on
unwilling groups. According to John Kotter, a leading
writer on organisational change, the best way to
promote it in any organisation is to adopt the following
eight-stage process:

1 establish a sense of urgency

2 create an effective project team to lead the change
3 develop a vision and a strategy for change

4  communicate this change vision

5 empower people to take action
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6 generate short-term gains from change that benefit
as many people as possible

7  consolidate these gains and produce even
more changes

8 build change into the culture of the organisation
so that it becomes a natural process.

If change is not ‘sold’ or promoted to the people most
affected by it so that they develop a sense of ownership
of it, then there will almost certainly be damaging
resistance that could increase the chances of failure.

Effective management of change should, where
possible, focus on the positive benefits of
change to the stakeholders most affected by it.

7.5 Business
management tools —
force field analysis
Lewin’s force field analysis

Force field analysis, first developed by Kurt Lewin,
provides a framework for looking at the factors (forces)
that influence change. These forces can either be ‘driving
forces for change’ that help the organisation towards a
goal or ‘restraining forces against change’ that might
prevent an organisation reaching its goal.

force field analysis: an analytical process used to
map the opposing forces within a business where
change is taking place

Steps in force field analysis
1 Outline the proposal for change — insert in the middle
of a force field diagram, as shown in Figure 7.1.

2  List forces for change in one column and forces
against change in the other.

3 Assign an estimated score for each force, with 1
being weak and 5 being strong.

Figure 7.1 shows a proposal for installing IT-controlled
manufacturing equipment in a factory. The numerical
scores indicate whether the forces are weak (e.g., 1) or
strong (e.g., 5).

Forces for change
(driving forces)

Forces against
(restraining forces)

Increased
administrative —»| Cost Of_ |T system
efficiency (3) and training (4)
Improved
customer — <«— Staff losses (3)
service (3) New
IT
system

Staff concern
«— about new
technology (2)

Improved internal
communications (2)

Environmental
l«— impact of new
technology (2)

Improved supplier
communication (2)

Total 10 Total 11

Figure 7.1: Force field analysis of an IT-controlled
machinery proposal

Once the analysis has been carried out, the process can
help management improve the probability of success of
this major change. For example, by training staff
(which might increase cost by +1) their concern about
new technology could be reduced (reducing staff
concern by —2).

Usefulness of Lewin’s model

e The force field diagram helps managers weigh up
the importance of these two types of forces.

e It helps identify the people most likely to be
affected by the change.

e [tencourages an examination of how to strengthen
the forces supporting the decision and reduce the
forces opposed to it.

e The use of a leadership style that reduces
opposition and resistance to change is highlighted
as being more effective than forcing through
unpopular changes in an autocratic manner.
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7 Introduction to human resource management

Force field analysis — possible limitations

Force field analysis requires the full participation of
everyone involved to provide the accurate information
required for an effective analysis. This can be a
disadvantage when full participation is not possible,
resulting in an analysis that does not provide a realistic
picture of the supporting and opposing forces. Another
disadvantage is the possibility that the analysis will not
result in a consensus among the group. In fact, a force
field analysis may actually cause a division in the group
between those who support the decision and those who
oppose it.

One of the key things to keep in mind when using force
field analysis is that the analysis developed is entirely
dependent upon the skill level and knowledge of the
group working on the analysis. In most cases, force field
analysis is based on assumptions, not facts. Even if the

assumptions are based on experience, the interpretation
of the evidence should not necessarily be seen as being
objective within the overall process of evaluating the
driving and restraining forces.

Force field analysis as a business
management tool

The technique of force field analysis can be integrated
into any functional area of business which is planning
a significant change. For example, in operations
management, the driving and restraining forces of a
plan to relocate the business could be analysed. If one
of the main restraining forces is employee resistance
to relocation, then this factor could be made less
influential by offering work-from-home contracts

to some workers or financial assistance with the
removal costs.

Evaluate the usefulness of force field analysis for
planning and managing a major change within your
school or college. For example, the introduction

of IT-based lessons with students working from
home on one day per week, downloading lecturers’
video lessons.

SELF-EVALUATION CHECKLIST

| am able to analyse and apply:

the role of human resource management (AO2)

Ready to
move on

Almost
there

Needs
more work

internal and external factors that influence human resource

planning (AO2)

reasons for resistance to change in the workplace (AO2)

| am able to synthesise and evaluate:

human resource strategies for reducing the impact of change and

resistance to change (AO3)

| am able to select and apply:

Force Field Analysis (AO4)
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REFLECTION

°  How do you think HR management might be
affected by increasing use of flexi-time and
gig contracts?

*  Are these effects likely to be positive or
negative for employees?

°  How would you justify your answers to these
questions to another learner?

PROJECT

You are managing a for-profit employment agency
which is also a social enterprise interested in
reducing unemployment amongst young people.
Your customers are big business organisations
across many different sectors of the economy,
which use your services to recruit employees. You
have set a goal to find jobs for at least 30 young
homeless people, who have just graduated from
school and have no work experience.

Split into three groups:

*  Group 1: Your task is to help young people
to improve their CVs by offering to pay for
training programmes. You need to decide on
the exact types of training that could help the
candidates become attractive to employers
who are offering sales positions in retail.

e  Group 2: Create a letter to be sent to the
customers of your business to promote your
initiative. Your goal is to positively affect the
potential employers so that they give the

candidates the opportunity of an interview
after they conclude their training programme.

e  Group 3: Do some internet research to
identify two potential employers that could
hire the graduates as gig workers. Prepare a
presentation for the graduates on the possible
advantages and limitations of the gig economy.

Thinking about your project:

®  Group 1: When you design the training
programme, have you thought about how to
help the candidates improve a wide range
of skills?

e Group 2: When writing a letter, have you
thought about the needs of employers in retail
in terms of employee skills and qualifications?

*  Group 3: When creating the presentation
for the graduates, have you taken into
consideration both their short-term and their
long-term career needs?

EXAM-STYLE QUESTIONS

Extract 1: Things top employers do to attract and retain their employees

A study performed by a research centre on a global scale and across many industries in the secondary and tertiary
economic sectors, suggests that only about 13% of employees feel engaged at work. The other 87% seems to suffer
from a lower level of motivation and productivity. This phenomenon typically leads to high labour turnover and,
as a result, businesses need to be constantly searching for new employees.

Are businesses that cannot engage employees ‘bad’ employers? Not necessarily. Sometimes, the problem is created
because of inefficient human resource planning. The same research identified the things that ‘top employers’ do in
terms of human resource planning to increase labour retention and improve employee engagement at work:

e  They offer valuable training to employees, addressing both personal and professional needs, and spend time
and resources to appraise their employees professionally. They use appraisal not only to spot any areas of
improvement for employees but also to reward them for excellent performance.
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7 Introduction to human resource management

CONTINUED

e They adopt flexible employment patterns not only to benefit the business with cost savings, but also to
improve the ability of employees to achieve work-life balance.

Extract 2: Changes in the restaurant industry

Research on the impact of the Covid-19 pandemic in business activity identified the various changes it brought to
the restaurant industry:

¢  Dining in restaurants declined, especially in indoor settings. Businesses relying solely on indoor dining as a
source of revenue need to proceed to business process re-engineering by completely changing the way they work.

e  There are opportunities in takeaway and drive-through methods of distribution.

e Contactless online food ordering and delivery services are increasing and taking advantage of the gig
economy. However, the gig economy is restricted in many countries around the world where the occupational
mobility of labour is limited by laws that do not allow flexible employment patterns. Such laws force
businesses to hire delivery workers instead of contracting them as freelancers. In countries where laws
allow the gig economy, delivery workers are often resisting the change of their employment contracts from
permanent to temporary or freelance arrangements.

Even though big restaurant chains such as McDonald’s employee many people, they are sometimes more effective
in terms of change management compared to small restaurants. This happens mainly because of their ability to
recognise the need for change faster, to plan for it and to engage resources for it to happen successfully. They are
also able to hire project champions to support the organisation through the required changes. But most of all,
these organisations are led by managers who embrace change, so the workforce is more flexible and less resistant
to changes compared to smaller organisations that are not accustomed to change.

When asked how the multinational fast-food chain managed to adjust to the pandemic reality, Nitin Chaturvedi,
chief digital and technology officer at KFC Global, stated the following:

‘In terms of business model shifts, we went from having no delivery, click-and-collect or curb-side
pick-up in many parts of the world, to standing up all these channels overnight, or at most, in a few
months. In terms of [the] business and operating model, it was a very, very big shift’.

On the other hand, small restaurants rarely apply professional change management principles and tools such

as the force field analysis to plan for a change. The extent to which they adapt to the pandemic challenges relies
heavily on the change leadership skills of their owner.

1 Define the term ‘gig economy’. [2]
2  Define the term ‘human resource planning’. [2]

3  With reference to extract 1, explain two reasons why human resource planning is an important
part of human resource management [4]

4  Explain one advantage and one limitation for the restaurant industry from the evolution of the
gig economy. [4]

5 Suggest two reasons why bigger restaurant chains may be more effective in change management
than small restaurants. [4]

6  Analyse two reasons why employees in the food delivery service may resist the evolution of the
gig economy. [4]

7  Suggest two ways in which a project champion may help a big restaurant chain to upgrade its online
order and delivery system. [4]

8 Discuss the usefulness of the force field analysis as a tool for small restaurants when managing
changes brought about by the Covid-19 pandemic. [10]
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LEARNING OBJECTIVES

On completing this chapter you should be able to:

N
» 2 Apply and analyse:
| 8 e« The terminology in relation to different types of organisational structures: delegation, span of control, levels of
Q, hierarchy, chain of command, bureaucracy, centralisation, decentralisation, delayering, matrix structure (AO2)
< The following types of organisation charts:
e Flat/horizontal
*  Tall/vertical
* By product, by function or by region (AO2)

Synthesise and evaluate:
*  Appropriateness of different organisational structures given a change in external factors (AO3)

> Changes in organisational structures (for example, Charles Handy’s Shamrock Organisation and Project-
N based organisation) (AO3)

Use and apply:

*  The following types of organisation charts:
*  Flat/horizontal
e Tall/vertical
* By product, by function or by region (AO4)




8 Organisational structure

BUSINESS IN CONTEXT

Tata's organisational structure

Tata Motors has adopted a new, flat organisational
structure. The change is being made to:

* improve communications between different
levels of the organisation

e develop faster and more flexible
decision-making

* improve customer focus of decisions.

The structural changes eliminate several layers of
middle management so that employees in each
business unit are empowered and have clear
accountability. The company is already organised
on a product division basis with separate structures
for passenger vehicles and commercial vehicles.
Tata Motors is one of India’s largest automobile
manufacturers by revenue, but its market shares
have fallen: passenger vehicles are down 5% from
as high as 16%, and commercial vehicles are down
to 46%, the lowest in decades. The company has
set itself a target of breaking into the top three car
makers in the country and top three commercial
vehicles makers globally in three years. The new
organisational structure is designed to help the
business achieve these new objectives.

Discuss in pairs or a group:

e Why does Tata need an organisational structure
at all?

* How can a change to the structure of a business
help it achieve its objectives?

Tata trucks and Tata cars are two separate divisions of
Tata Motors

KEY TERM

organisational structure: the internal, formal
framework of a business that shows the way
in which management is organised and linked
together and how authority is passed through
the organisation

Change

These days, multinational businesses trying to
become as adaptable to change as possible create
the ‘network’ organisational structure. Such a
structure relates to businesses that do not have all
their operations under one roof but operate as a
complicated network of retailers, subcontractors,

KEY CONCEPT LINK

freelancers, etc. In practice, in a network structure a
core company creates networks with other peripheral
companies through outsourcing or partnerships. H&M
is an example of a network organisational structure,
as it distributes its functions to different companies in
different countries, such as a product development
company in Australia, a call centre in New Zealand,

a manufacturing company in Malaysia.
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8.1 Organisational
structures

A sole trader with no employees needs no organisational
structure. Even if this sole owner were to take on just
one worker or one partner, a sense of formal structure
would become necessary. Who is to do what job? Who
is responsible to whom and for which decisions? If

the business expanded further with more workers —
including supervisory staff, different departments or
divisions — then the need for a structure would be even
greater. This would allow the division of tasks and
responsibilities to be made clear to everyone. So what

is meant by ‘organisational structure’? What would
happen if it was confused or misunderstood? How does
the structure impact on workers and managers? What
are the key principles of designing and analysing an
organisation’s structure?

Delegation

This is a very important concept which can have far-
reaching effects on both the organisational structure
and the motivation levels of subordinate employees.
As Herzberg and other researchers have pointed out,
the process of delegation, requiring workers to be
accountable for their work, can be very beneficial

to motivation. Generally, the flatter and wider the
organisation structure, the greater is the degree of
delegation. Figure 8.1, which shows a wide span of
control of eight, is likely to encourage delegation,
whereas Figure 8.2, which shows a narrow span of
control of three, is likely to lead to close control

A
\
AA888866

Figure 8.1: Wide span of control of eight — high level of
delegation likely

Figure 8.2: Narrow span of control of three — likely to be
limited delegation

Imagine a manager with a span of control of 15
subordinates. It might be impossible to closely supervise
the work of each of these every day — the manager
would have no time for more important ‘strategic’
matters. Thus, the manager will delegate authority to
their subordinate employees, and will trust them to
perform well. Clearly, the subordinate employees are
accountable to the manager for good performance; but
the manager retains ultimate responsibility for the work
done in the department whether it was delegated to
others or not. Table 8.1 summarises the advantages and
limitations of delegation.

KEY TERMS

delegation: passing authority down the
organisational hierarchy

accountability: the obligation of an individual to
account for his or her activities and to disclose
results in a transparent way
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8 Organisational structure

Gives senior managers | If the task is not well
more time to focus defined or if inadequate
on important, training is given, then
strategic roles delegation will be

) unlikely to succeed
Shows trust in y

subordinates, and
this can motivate and
challenge them

Delegation will

be unsuccessful if
insufficient authority
(power) is given to the
subordinate who is
performing the tasks

Develops and trains
employees for more
senior positions
Managers may only
delegate the boring
jobs that they do not
want to do - this will
not be motivating

Helps empoyees to
achieve fulfilment
through their work
(self-actualisation)

Encourages employees
to be accountable

for their work-based
activities

Delegation requires
managers to exercise
less control over the
work of subordinates
and some find this
difficult to accept

Table 8.1: The advantages and limitations of delegation

Span of control

Spans of control can be wide (with a manager being
directly responsible for many subordinates) or

narrow (a manager has direct responsibility for a few
subordinates). The wider the average span of control,
the fewer the levels of hierarchy, other things being
equal. This concept is clearly linked to the degree of
delegation within the organisation. A small or narrow
span of control suggests that managers want to keep
close control over their subordinates by not taking the
opportunity to delegate many tasks.

KEY TERMS

span of control: the number of subordinates
reporting directly to a manager

level of hierarchy: a stage of the organisational
structure at which the personnel on it have equal
status and authority

Levels of hierarchy

Each level in the hierarchy represents a grade or rank
of staff. Lower ranks are subordinate to superiors of

a higher rank. The more levels, the greater the number
of different grades or ranks in the organisation is. A
tall organisational structure has a large number of levels
of hierarchy and this creates three main problems:

e  Communication through the organisation can
become slow with messages becoming distorted
or ‘filtered’ in some way.

e  Spans of control are likely to be narrow.

e There is likely to be a greater sense of remoteness,
among those on lower levels, from the decision-
making power at the top.

In contrast, a flat organisational structure will have few
levels of hierarchy but will tend to have wider spans

of control. This will encourage managers/supervisors

to delegate more extensively as they cannot effectively
control the work of a large number of employees. It will
also have a short chain of command and, potentially,
better communication between the top of the hierarchy
and the lower levels.

Chain of command

Typically, instructions are passed down the hierarchy;
information, for example about sales or output levels,
is sent upwards. The taller the organisational structure,
the longer the chain of command will be and this can
potentially slow down communications.

KEY TERMS

tall (vertical) organisational structure: one with
many levels of hierarchy and, usually, narrow
spans of control

flat (horizontal) organisational structure: one
with few levels of hierarchy and wide spans
of control

chain of command: this is the route through
which authority is passed down an organisation —
from the chief executive and the board

of directors
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Bureaucracy

Bureaucracy is a system that is most commonly found
in government organisations. It discourages initiative
and enterprise as decisions are taken centrally and
then put into effect by staff following set procedures
and protocols. Max Weber, the sociologist, identified
the main attributes of bureaucracy as rationality

and efficiency. However, he also recognised its
impersonality and ineffectiveness when a decision
needed to be adapted to suit an individual case.

Centralisation and
decentralisation

Centralised businesses want to maintain exactly the
same image and product range in all areas — perhaps
because of cost savings or to retain a carefully
created business identity in all markets. Examples of
decentralised businesses are those multinationals that
allow regional and cultural differences to be reflected
in the products and services they provide. Clothing
retailers with operations in several countries often
allow local managers to decide on the exact range

of clothing to be sold in each country — it could be
disastrous for a business to sell European winter
clothes in Singapore for example. See Table 8.2 for the
advantages of centralisation and decentralisation.

KEY TERMS

bureaucracy: an organisational system with
standardised procedures and rules

centralisation: keeping all of the important
decision-making powers within head office or the
centre of the organisation

decentralisation: decision-making powers are
passed down the organisation to empower
subordinates and regional/product managers

Advantages of
centralisation

Advantages of
decentralisation

A fixed set of rules

and procedures in all
areas of the firm should
lead to rapid decision-
making — there is little
scope for discussion

The business has
consistent policies
throughout the
organisation. This
prevents any conflicts
between the divisions
and avoids confusion in
the minds of consumers

Senior managers take
decisions in the interest
of the whole business —
not just one division

of it

Central buying should
allow for greater
economies of scale

Senior managers at
head office will be
experienced decision-
makers

More local decisions can
be made which reflect
different conditions —
the managers who take
the decisions will have
local knowledge and
are likely to have closer
contact with consumers

More junior managers
can develop skills

and this prepares them
for more challenging
roles.

Delegation and
empowerment are made
easier and these will
have positive effects

on motivation

Decision-making in
response to changes,
e.g., in local market
conditions, should

be quicker and more
flexible as head office
will not have to be
involved every time

Table 8.2: The advantages of centralisation

and decentralisation

CASE STUDY 8.1

Should all big businesses decentralise the
decision-making process?

Centralisation is a common phenomenon in

small business organisations that are typically
managed by one or a few individuals. However,
there are also big business organisations that are
quite centralised. In Apple, much of the decision-
making rests in the hands of CEO Tim Cook.

In fact, many businesses in the fast-changing
information technology industry centralise
decisions to streamline policies across the
organisation and to enhance clarity and simplicity
in the decision-making process.

9781009053570
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CONTINUED

However, often centralisation does not work

for multinational organisations operating in
consumer markets where localisation is essential
to better satisfy consumers’ wants at a country
level. Starbucks maintains a fairly decentralised
management approach, where CEO Kevin
Johnson sets the tone and the vision of the
organisation, but many decisions (especially

the operational ones) are taken even at a local
store level. The decentralisation approach
within Starbucks has helped to create motivated
employees who contribute to the success of the
giant coffee chain.

1 Define the term ‘centralisation’. [2]

2 Suggest two reasons why centralisation
is more common in small rather than in
big businesses. [4]

3 Explain one advantage and one
disadvantage from decentralisation for
multinational organisations. [4]

the performance of junior staff and widely dispersed
departments. This has had the effect of diminishing the
importance of the role of middle managers.

Advantages of
delayering

Disadvantages of
delayering

Reduces business costs

Shortens the chain of
command and should
improve communication
through the organisation

Increases spans of
control and opportunities
for delegation

May increase workforce
motivation due to

less remoteness from
top management and
greater chance of having
more responsible work

Could be one-off costs
of making managers
redundant, e.g.,
redundancy payments

Increased workloads
for managers who
remain — this could
lead to overwork
and stress

Fear that redundancies
might be used to cut

costs could reduce the
sense of security of the
whole workforce — one
of Maslow’s needs (see

Delayering

Many businesses aim for a flatter organisational
structure to reduce the costs of management salaries.
This process is known as delayering (see Table 8.3). It
leads to wider spans of control and increased delegation
to subordinates. This development in organisational
structures has been assisted by improvements in IT

and communication technology, which better enable
senior managers to communicate with and monitor

to perform

Chapter 10)

Table 8.3: The advantages and disadvantages of delayering

The matrix structure

The matrix structure approach to organising businesses
aims to eliminate many of the problems associated with
the hierarchical structure. This type of structure cuts
across the departmental lines of a hierarchical chart
and creates project teams made up of people from all
departments or divisions. The basic idea is shown in
Figure 8.3.

This method of organising a business is task or project
focused. Instead of highlighting the role or status of
individuals it gathers together a team of specialists
with the objective of completing a task or a project
successfully. Emphasis is placed on an individual’s

KEY TERMS

delayering: removal of one or more of the levels
of hierarchy from an organisational structure

matrix structure: an organisational structure
that creates project teams from across traditional
functional departments
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Production
Dept

Finance
Dept

Research &
Development

Human
Resources

Marketing
Dept

Project

Team 1

Project
Team 2

Project
Team 3 Y

Figure 8.3: A matrix organisational structure

ability to contribute to the team rather than their
position in the hierarchy. The use of matrix project
teams has been championed by Tom Peters, one of the
best-known writers on organisational structure. In his
book In Search of Excellence (1982) he suggested that:

e  organisations need flexible structures that remove as
much bureaucracy as possible by getting rid of as
many rigid rules and regulations as possible

e the use of project teams should lead to more
innovative and creative ideas as employees will be
more motivated to contribute.

Advantages:

e [t allows total communication between all members
of the team, cutting across traditional boundaries
between departments in a hierarchy where only
senior managers are designed to link with and talk
to each other.

e  There is less chance of people focusing on just what
is good for their department. This is replaced with
a feeling of what is good for the project and the
business as a whole.

e The crossover of ideas between people with
specialist knowledge in different areas tends to
create more successful solutions.

e Asnew project teams can be created quickly, this
system is well designed to respond to changing
markets or technological conditions.

Disadvantages:

e  There is less direct control from the ‘top’ as the
teams may be empowered to undertake and
complete a project. This passing down of authority
to more junior employees could be difficult for
some managers to come to terms with.

e The benefit of faster reaction to new situations is,
therefore, at the expense of reduced bureaucratic
control, and this trend may be resisted by some
senior managers.

e In effect, team members may have two leaders if the
business retains levels of hierarchy for departments
but allows cross-departmental teams to be created.
This could cause a conflict of interests.

8.2 Organisation

charts
The hierarchical structure

Many businesses are still organised in a traditional
hierarchical structure, as decision-making power starts

at the top but may be passed down to lower levels. The
rungs on the career ladder for an ambitious employee are
illustrated by the different levels of hierarchy. The role of
each individual will be clear and well defined, and there is
a clearly identifiable chain of command. This traditional
hierarchy is most frequently used by organisations based
on a ‘role culture’, where the importance of the role
determines the position in the hierarchy.

hierarchical structure: a structure in which

power and responsibility are clearly specified
and allocated to individuals according to their
standing or position in the hierarchy
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8 Organisational structure

This structure has different layers of the organisation
with fewer and fewer people on each higher level. Figure
8.4 shows an example of this, organised by function

or department.

In general terms, it is often presented as a pyramid, as
shown in Figure 8.5.

The organisational structure chart displays a number of
important points about the formal organisation of any
business. It indicates:

e who has overall responsibility for decision-making

e the number of levels of hierarchy on which people
have similar degrees of decision-making power

the formal relationships between people and
departments — workers can identify their position
in the business and who is their immediate

‘line’ manager

how accountability and authority are passed down
the organisation — the chain of command

the number of subordinates reporting to each more
senior manager — the span of control

formal channels of communication, both vertical
and horizontal

the identity of the supervisor or manager to whom
each worker is answerable and should report.

Chairperson

\
Chief Executive

l

{ I
Marketing Operations
Director Management Director

!—‘—\ ( % \

Sales Market Factory Quality Research and
Manager Research Manager control Development

Manager engineers  Manager
[

Regional Factory

managers supervisors
Sales Line
staff workers

I |
Finance Human
Director Resources Director

!—‘—\

Financial Admin. Staff Appraisal Training
Accountant Manager Manager Manager
\ [ \ \ ( \ [T \ \
Credit Office Assistants Training
controllers supervisors supervisors
|
Assistants

Figure 8.4: An example of an organisational structure organised by function

Figure 8.5: A typical hierarchical pyramid

Chief

executive

Directors

Middle managers

Supervisors

Line workers
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Flat and tall structures

As already discussed, the traditional organisation
structure can be either flat (horizontal) or tall (vertical).
The key features of these two versions of the pyramid
structure are outlined in Table 8.4.

Structure by product, function
or region

The traditional pyramid-based organisational structure
can be based on product, function or region.

Product-based structure

An organisational structure based on products usually
consists of several parallel teams focusing on a single
product or service line. Examples of a product line

are the different car brands under General Motors

or Microsoft’s software platforms. One example of a
service line is Bank of America’s retail, commercial,

Few levels of hierarchy | Many levels of hierarchy

Short chain
of command

Long chain of command

Narrow spans of control

Wide spans of control o
Delegation likely to
Delegation likely to be | be limited

widely used

Table 8.4: Key features of tall and flat structures

investing and asset management arms. An example of a
product-based structure is shown in Figure 8.6.

An organisational structure based on product divisions
gives a larger business the ability to segregate large
sections of the company into semi-autonomous groups.
These groups are often mostly self-managed and focus
on a narrow aspect of the company’s products or
services. As with any organisational structure, divisions
have both strengths and weaknesses.

Unlike functional departments, product divisions

tend to be more autonomous, each with its own top
executive. They typically manage their own recruitment,
budgeting and advertising. Though small businesses
rarely use a product divisional structure, it can work
for such firms as advertising agencies which have
dedicated staff and budgets that focus on major clients
or industries.

Advantages:

e  Product divisions can work well because they allow
a team to focus on a single product or service, with
an appropriate leadership structure.

e  Having a senior executive — often a member of
the board of directors — makes it more likely the
division will receive the resources it needs from
the company.

e A product division’s focus allows it to build
a common culture and team spirit that
contributes both to higher morale and a better
knowledge of the division’s range of products.
This is preferable to having its product or service
managed by multiple departments through
the organisation.

Figure 8.6: Organisational structure by product division
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8 Organisational structure

Disadvantages:

e Product divisions may compete with each other for
available financial resources and this might reduce
cooperation between them.

e  Divisions can result in compartmentalisation that
results in lack of coordination or even duplication
of developments. For example, Microsoft’s
business-software division developed the Social
Connector in Microsoft Office Outlook. It was
unable to integrate Microsoft SharePoint and
Windows Live until several months after Social
Connector could interface with MySpace and
LinkedIn. Some experts suggested that Microsoft’s
divisional structure contributed to a situation where
its own products were incompatible across internal
business units.

Functional-based structure

This form of organisational structure is illustrated in
Figure 8.4.

Advantages:

¢ Grouping employees by functional skills, e.g.,
marketing, can improve efficiency. Specialists are
clustered together, which promotes collaboration
and the opportunity for the further development of
professional expertise.

e Employees can capitalise on their specialised skills
as a means to progress in a given department.

e Ascach department specialises in a specific
function, managers train and develop employees
within their unit to be proficient in their given role.

Disadvantages:

e Such a structure tends to suggest that one-way (top
downwards) communication is the norm — this is
rarely the most efficient form.

e There are few horizontal links between the
departments, and this can lead to lack of
coordination between them.

e  Managers are often accused of tunnel vision
because they are not encouraged to look at
problems in any way other than through the eyes
of their own department. They can become too
focused on departmental objectives and not overall
corporate aims.

e  This type of structure is very inflexible and often
leads to change resistance. This is because all
managers tend to be defending both their own
position in the hierarchy and the importance of
their own department.

Regional-based structure

Multinational businesses are often structured using
regional divisions. Large businesses that only operate
in one country might also divide the structure into
different regions of that country.

Advantages:

¢ Communication between representatives can
be very direct and personal in a geographical
organisational structure — rather than having to
establish working relationships with people on the
other side of the world via email and telephone.

e  Grouping employees into regional sections can
encourage the formation of strong, collaborative
teams that work effectively together and engage in
planning and decision-making together.

e The ability to recruit local management offers
companies the advantage of having leaders who
are completely familiar with the local business
environment, culture and legal climate.

e  Better decisions can result from relying on the
knowledge and experience of regional managers
who are aware of specific cultural factors.
Recruiting a mix of local and head-office managers
to lead a geographical unit has the advantage
of linking local culture with company culture.
Customers can feel more at ease when speaking
with local representatives who fully understand
their language and forms of expression.

North America South America

Europe Asia Africa

Figure 8.7: Organisational structure by region
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e  Tracking the performance of individual regional
markets is simplified under this structure, as
measures such as revenues, profit margins, costs
and performance improvements can be tracked to
specific regions.

Disadvantages:

e Some disadvantages of the regional/geographical
structure may include the duplication of personnel
between head office and regional offices.

e  There may be conflict and unhealthy competition
between different regional divisions of the business.
e It could make it more difficult to be consistent in

core company beliefs, e.g., applying the same ethical
code of practice from one region to the next.

Inconsistent company strategies might be adopted
in different regions as a result of poor coordination
between regional offices.

ACTIVITY 8.1

Starbucks’ organisation maintains a hybrid
organisational structure, which combines traditional
hierarchy ‘by function’, ‘by geographical division’
and ’ by product’, as well as the matrix structure.

Do some research on the organisational structure
of Starbucks. Why do you think the business needs
to combine all these types in a unique hybrid
organisational structure? What are the advantages
and disadvantages of such a hierarchy?

CASE STUDY 8.2

How will the Covid-19 related teleworking
policies affect middle management?

Middle managers have been under ‘attack’ since tall
organisations started valuing the role of delayering

to make organisations more agile and efficient in
decision-making, to enhance delegation and to
reduce the cost of labour. Middle managers have
even been blamed for obstructing both top-down and
bottom-up communication.

But the Covid-19 crisis and the subsequent shift
to new employment patterns such as teleworking
affected the role of managers as well. In many
organisations, middle managers became more
critical than ever in supervising and coaching
employees when working away from the office.
The smooth transition of the labour force to the
teleworking era has relied heavily on their support
and guidance. Thus, many businesses had to
postpone or even reverse their delayering plans.

However, as communication becomes more and
more 'electronic’, the notion of ‘chain of command’
becomes less and less important. Middle managers
become just names among the many recipients of
top-management emails addressed to all personnel.

Information technology allows senior managers
to communicate directly with the ‘shop-floor’
employees, who become increasingly trained and
accustomed to teleworking methods. The exact

effect of the changing work patterns on middle
management, in the long run, is yet to be seen.

1
2

Define the term ‘delayering’. [2]

With reference to the case study,

suggest two reasons why firms often

remove middle-management levels from

the organisation. [4]

Explain why the notion of the ‘chain of
command’ becomes less and less

important in the era of teleworking,

where communication becomes ‘electronic’.  [4]

‘The delayering of tall organisations is
vital to improving their efficiency’.
Discuss this statement.

[10]
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8 Organisational structure

8.3 External
factors influencing
organisational structure

Changes in the external environment in which a business
operates can lead to the present organisational structure
being less appropriate than it once was. Most business
leaders recognise that to never change the structure

of their organisation would be a mistake. Changes

in the economy, competitors’ actions, legal controls

and globalisation could all contribute to a decision to
adapt the internal structure of a business to a more
appropriate one. Here are some examples:

Economic changes

A long-term downturn or recession in the economy
of the country or countries in which a business
operates could make the following changes to
structure appropriate:

e Delayering of the organisation — perhaps as part of
a larger retrenchment programme — would take out
one or more levels of hierarchy and would reduce
overhead salary and other labour-related costs.
This revised and ‘leaner’ structure would give the
business a better chance of remaining profitable
during a period of difficult trading conditions.

e Adopting a regional structure to allow for
expansion in other countries that might be less
affected by an economic recession. This revised
structure might allow the business to revise its
marketing mix quickly to successfully exploit
foreign markets which might still be expanding.

Technological changes

When rapid and significant technological change occurs —
such as in electric vehicle production or mobile phone
capabilities — senior management could consider the
following changes to organisation structure:

e  Greater use of research and development requiring,
perhaps, the creation of a separate department for
the scientific research and technical development
of new products which would help to restore
business competitiveness.

e Employment of more specialist employees
experienced in IT and other developments to

advise senior management on how the business
could respond to technological changes. These
specialists might report directly to senior
management, in which case they become ‘staff
managers’ and will not be assigned to the existing
functional departments.

e A matrix or project-based structure to focus teams
of specialists from different functional areas tasked
with developing new products which embrace
the latest technology. The aim of this change to
structure would be to make the business more
flexible and fluid in response to technological
change and to speed up the organisation’s response
to it.

Legal changes

Most governments are making legal changes that impact
on how businesses operate. Many of these legal changes
affect the environmental responsibilities of businesses
and their responsibility to their employees on matters

of equality and inclusion. Appropriate changes to the
organisation could include:

e  The creation of a compliance unit to monitor and
oversee whether all departments and employees of
the business are aware of their legal responsibilities.
The work of a typical compliance unit is to identify
risks that an organisation faces resulting from leal
regulations and advise on how to avoid or address
these risks. Compliance officers provide an in-house
service that effectively supports other business
departments in their duty to comply with relevant
laws and regulations and internal procedures.

Competitors’ actions

Some markets are relatively stable with few external
changes occurring, e.g., the domestic furniture

market or washing detergent market. The structure of
businesses that operate in markets such as these does
not have to be very flexible or adaptable to rapid change.
In contrast, some markets are unstable. For example,
new competitors frequently enter the market with new
ideas, such as digital technology and online retailing.
An appropriate organisation structure could be a
decentralised one because:

e  Businesses operating in these markets need to be
able to introduce rapid and significant changes in
strategy. Rapid strategic changes such as decisions
to diversify product lines or markets require
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decentralised structures as decision-making is

done at a level of the organisation closer to the
market and the customers. Some businesses are also
adopting the project-based approach to provide
solutions to particular aspects of market change.

In contrast, businesses that do not often need to
diversify their operations could justify the use of
a centralised organisational structure.

LEARNER PROFILE

Principled

Hierarchical structures serve the principles of
authority, responsibility and accountability.

Through organising people in a traditional
hierarchy, businesses aim to maintain
managerial integrity. When a person becomes

a manager, they must follow the principles of
professional management as underlined by their
position in the structure, to be competent in
their roles and to avoid high employee turnover.

On the other hand, a clear hierarchy enables
managers to keep employees accountable

for errors or omissions in a fair manner, in the
sense that roles and responsibilities are clearly
and explicitly defined. Therefore, businesses
usually maintain the traditional hierarchy, even
when the focus is shifted towards a matrix
structure. Yet, it must be said that even in the
most rigidly structured organisations, fairness
and accountability is not guaranteed if it is not
reflected by the personal principles of managers
and employees.

In small organisations with an informal hierarchy
in place, accountability depends solely on
personal integrity, as roles and responsibilities
are not so clear.

Take the example of a small business offering
computer technical services, owned by

five partners, and maintaining an informal
organisational structure. What kind of problems
do you think may arise in this case if one owner
is not a principled person? Discuss in class.

Globalisation

The growing trend towards international marketing
brought about by globalisation is having the following
impact on organisational structure:

e  To become a successful global business operating
in several national or regional markets, the
organisational structure needs to be flexible enough
to allow for decisions to be taken locally that
reflect market conditions and local cultures. Many
multinational companies have adopted a regional
structure with decentralised decision-making.

This should allow local differences in market
conditions, culture and consumer preferences to be
accurately reflected in the marketing mix adopted
by the business.

8.4 Changes in
organisational
structures

There are alternative organisational structures, other
than the hierarchical type.

Handy’s Shamrock organisation

Charles Handy is a well-known writer on organisational
structure who has focused on the changes being
introduced into many business organisations as a result of
greater cost pressures and the need for greater flexibility.

He first used the term the ‘Shamrock organisation’ (see
Figure 8.8) with the three leaves made up of the following:

e  Core managerial and technical staff, who must
be offered full-time, permanent contracts with
competitive salaries and benefits. These workers
are central to the survival and growth of the
organisation. In return for high rewards they are
expected to be loyal and work long hours when
needed. As core workers are expensive, their
numbers are being reduced in most organisations.

e Outsourced functions by independent providers,
who may once have been employed by the company.
Also known as the ‘contractual fringe’, these
workers provide specific services that do not have to
be kept within the core. These may include payroll
services, transport, catering and IT.
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8 Organisational structure

e  Flexible workers on temporary and part-time
contracts, who are called on when the situation
demands their labour. As the organisation
demonstrates little concern or loyalty towards
these workers, they often respond in kind. These
workers are most likely to lose their jobs in an
economic downturn.

Core workers
(strategists,

knowledge and
core processes)

Outsourced work
(IT or MIS
(management
information system),
marketing, payroll,
training,
franchising)

Flexible workers
(part-timers,
contractors,
consultants)

Figure 8.8: Charles Handy's Shamrock organisation

ACTIVITY 8.2

How did the Covid-19 pandemic affect the
organisational structure of businesses?

The Covid-19 pandemic forced many businesses
to quickly change the way they operated.

Organisations suddenly realised they needed

to speed up decision-making to adapt to the
fast-changing reality resulting from Covid-19.
Urgent changes that had to be made ranged from
adopting new technologies fast to producing new
goods and services, often within just a few days.

What kind of changes do you think the pandemic
brought to organisational structures of big,
hierarchical organisations? Discuss in class.

Project-based organisation

Some businesses have always adopted a project-based
structure. For example, advertising agencies will use a
team of creative employees for each major promotion

campaign contract, and events-organising firms will use
a group of people to organise and manage a major event
such as an international conference. The project-based
organisation (PBO) has become a more widely adopted
form of structure as an alternative to traditional
organisational structures. It is claimed that it better
allows businesses to deal with demands that are often
quite short term and one-off, within a dynamic market.
As a consequence of the trend towards increased
globalisation, application of new technologies, rapid
changes in the economic environment and unstable
markets, organisations must be flexible enough to adapt
to continual transformational process.

project based organisation (PBO): undertake
most of their activities through temporary project
teams, often with a small central administrative
department overseeing them.

Project-based structures often use a matrix organisation
with several distinct project teams, but essential
company functions are maintained by a central core

of managers. As was noted when discussing matrix
structures, an employee can have one manager for
project-related work but another for issues such as pay
and working conditions. Senior managers could have
several project groups reporting to them on specific
tasks, such as a strategy to enter a new market or a plan
to reduce operating costs by 10%. At the same time, the
business would maintain core functions (such as human
resources) outside the project groups.

One of the key benefits of a project-based organisation
is its flexibility. Employees best suited to a particular
project are assigned to it and there will be a mix of
people from different functional areas. Within each
project team there is likely to be a hierarchical structure
but, typically, with very few levels of hierarchy.

Another benefit is that the focus of the organisation
changes compared to traditional structures. Instead

of being concerned with department responsibilities,
projects are focused on solving problems and devising
new strategies. It is argued that solution and strategies
are arrived at more quickly using a project manager and
a team of people most suited to each job.

Critics of the project-based organisation suggest that
each project team might feel isolated from others.
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They become task focused and do not concentrate

of coordinating with other teams or the rest of the
organisation. Continuity and loyalty to the company
could become a problem too. Employees might change
project teams quite frequently as their role ends, reporting

to different managers all the time. In addition, specialist
employees might be more loyal to their team than the
overall business organisation, and when their project ends
they could look for challenges in other organisations.

THEORY OF KNOWLEDGE

Knowledge question: How do we know what
makes teams work?

When managers organise people in a matrix
structure, they hope that such a decision will work
miracles in enabling horizontal communication
and making the organisation much faster to solve
problems and respond to fast-changing market
conditions. However, this is not always true.

Based on research performed in the USA in 2018,
more than 40% of the managers surveyed on the
effectiveness of matrix organisations stated that
they believed the matrix ‘made the organisational
hierarchy more complex’ and the decision-making
‘more difficult’. According to the same research, the

degree of success in a matrix does not depend only
on project management effectiveness. Two common
problems when people work in teams are the quality
of communication and the clarity of accountability

of the members, which depend on leadership and
culture and not on planning. Moreover, in businesses
where people have received training on working in
teams, the matrix seemed to work better. Employees
felt less stressed about collaborating with other
people on shared targets.

What is the role of employees’ attitudes when a
business tries to embed the matrix? What can leaders
do to improve the effectiveness of teamwork, other
than training their employees? Discuss in class.

CASE STUDY 8.3

New organisational structure for the
pharmaceutical company

Riaz has been appointed as the HR director of

a pharmaceutical company employing about

2000 people. The business has a very traditional
organisational structure by function. The grouping

of employees by functional skills has enabled
specialisation and has created the advantage of clarity
and simplicity in the chain of command.

However, Riaz wants to change the way the
organisation is organised. The business is growing by
opening a second factory abroad. Riaz is considering
the option of creating a regional organisational
structure to facilitate communication and decision-
making under the new environment. Riaz is also
worried about the bureaucracy that has been created
in the home country. Horizontal communication is
practically non-existent in the company, as employees
focus mostly on the goals of their department and
do not have many opportunities to collaborate with
other functions. The business needs innovation in
order to remain competitive in a dynamic market

where rivals come up with creative ideas, especially in
the 'non-prescription’ category with products such as
medication for the common cold.

Riaz is thinking of embedding the matrix structure in
the business. However, his predecessor failed when
he tried to apply the matrix in the organisation.
Some senior managers resisted the change, which
required training of employees and the shift of focus
away from the departmental objectives.
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8 Organisational structure

CONTINUED

Define the term ‘matrix structure’.

Suggest one advantage and one
disadvantage from the traditional
hierarchy by function currently maintained

in the business.

Explain two possible reasons why Riaz
wants to create a regional structure in
the business.

Evaluate Riaz's plan to embed a matrix
structure in the pharmaceutical company.

[4]

[10]

ACTIVITY 8.3

1

2

Match the business problems shown in the left column with the possible solutions in the right column.

Problem

Possible solution

The managing director
cannot communicate
effectively with the shop-floor
employees in a traditional
hierarchy that has five layers

Delegation of responsibilities

Managers concentrate
decisions and employees
feel left out of the decision-
making process

Delayering

Horizontal communication is
weak and the organisation
is slow in responding to
changing consumer wants
with new products

Centralisation of the strategic
decision-making process

The regional offices of a

big multinational business
are not aligned with each
another in terms of corporate
strategy. The business

loses the opportunity to

get the maximum possible
economies of scale from
ordering supplies centrally

for all subsidiary businesses

Forming a matrix structure

How likely is it that the above problems would be seen in small businesses with few employees?

Discuss in class.
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SELF-EVALUATION CHECKLIST

Needs Almost Ready to

| am able to apply and analyse:
PRy y more work there move on

terminology in relation to different types of organisational
structures (AO2)

the following types of organisational charts:
e flat/horizontal
e tall/vertical

e by product, by function or by region (AO2)

| am able to synthesise and evaluate:

appropriateness of different organisational structures given a
change in external factors (AO3)

changes in organisational structures (for example, Charles Handy’s
Shamrock Organisation and Project-based organisation) (AO3)

| am able to use and apply:

the following types of organisation charts:
e flat/horizontal
e tall/vertical

e by product, by function or by region (AO4)

To what extent should a multinational business How would you justify your answer to
have different organisational structures for its another learner?

operations in different countries which have

important cultural distinctions?
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PROJECT

Electra and Penelope started LittlePaws in 2015

as a social enterprise producing and selling pet
food, toys and accessories for the very competitive
domestic market. The entrepreneurs keep 40% of
the profit, while 60% is used on activities related
to stray animals. Figure 8.9 demonstrates the
organisational structure of LittlePaws.

The Covid-19 pandemic brought significant changes
in consumer demand due to reducing household
income, which forced pet owners to cut their
spending. On the other hand, the number of stray
dogs increased dramatically. Electra and Penelope
found themselves with marginal profit, unable to
serve their social goals.

Ben, a friend of the owners who specialises in
organisational structure, has suggested that the
business should undertake a radical restructuring
from a traditional hierarchy to a flexible form such as
the Shamrock organisation. In his opinion, only two
core employees (decision-makers) should remain in

the business, i.e., Electra and Penelope. The owners
should subcontract the production to third parties.

Electra and Penelope are not very open to the
radical change proposed by Ben. They believe that
in order to improve organisational structure the
business should delayer, to cut costs.

Split into three groups:

*  Group 1: Debate in favour of restructuring the
business into a Shamrock organisation.

*  Group 2: Debate against the restructuring of
the business into a Shamrock organisation.

*  Group 3: Decide which of the two groups
wins the debate. Select some specific
criteria for your decision (e.g., quality of
arguments regarding short-term and long-
term consequences, recognition of impact on
stakeholders, identification of the implications
on the competitiveness of the business,
recognition of the ethical dimensions of
the decision).

| Electra Markos President and CEO |

Penelope Pappas
Vice President

j

Marketing Director

Operations Director

Marketing Marketing Financial Financial Planning
Manager - Food| | Manager - Toys Accounting and Controlling
Products and Accessories Manager Manager

Recruitment and
Training Manager

Compensation &
personal relationships
manager

Operations
Manager - Food
Products

Operations
manager — Toys
and accessories

|

|

Figure 8.9: LittlePaws organisational chart
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EXAM-STYLE QUESTIONS

Nassim was recruited as an HR consultant for Chocolate Flavors (CF) Plc, a multinational business producing
chocolates. Nassim has ten years’ experience in the soft-drinks industry, and his responsibility is to guide CF to
improve its organisational structure.

CF grew significantly because of globalisation between 1990 and 2010. It has gradually developed across

60 countries, and along its growth process it became taller and taller by adding more middle management levels in
its traditional hierarchy. The narrow span of control allows managers to specialise in their area of focus. There are
processes for everything, and new recruits quickly become familiar with the clear chain of command. The lines of
promotion are also clear, which motivates the employees interested in climbing the hierarchy ladder.

The chocolate market is becoming very competitive. Rivals are quick to produce new flavours and innovative
products such as sugarless chocolates. CF is slow to respond. The bureaucracy created through the hierarchical
structure blocks the creativity of employees. Horizontal communication is almost non-existent, and employees
have never worked in teams. Most decisions are centralised in the hands of the senior managers, while middle
managers hesitate to take the initiative. Such an environment does not promote change in the organisation.

CF faces financial problems as well. The finance director complains that the many layers in the hierarchy are the
main reason the net profit margin is lower than the industry average. Most of CF’s main competitors maintain
flatter hierarchies and respond to market changes faster, while they have lower indirect costs. A few competitive
rivals operate as Shamrock organisations. According to the finance director, such businesses tend to be cost-
effective mainly because they outsource their production processes.

CF’s board of directors asked Nessim to examine the two following options for the business:

e Delayer the organisation by removing one level from the traditional hierarchy. This layer consists of
experienced middle managers with years of service in CF who are not very productive and are close to
retirement. The finance director suggests offering those managers 50% higher compensation than the
minimum legal requirement if they decide to leave the business voluntarily.

e  Embed the matrix structure in the organisation without delayering. There are many projects that CF
needs to launch, including the development of two new products.

1  Define the term ‘traditional hierarchy’. [2]
2  Define the term ‘span of control’. [2]
3 Explain one advantage and one disadvantage for CF from maintaining a tall traditional hierarchy. [4]
4  Explain one advantage and one disadvantage from the narrow span of control prevailing at CE. [4]
5  Explain how the many levels of hierarchy in CF affect:

a the profit of the business, and

b the profitability of the business. [4]
6  Suggest one possible reason why Shamrock organisations are characterised by the finance director

as ‘cost-effective’. [2]
7  Suggest two possible disadvantages for CF from the centralisation of decisions by senior managers [4]

8  Suggest how the delayering of CF is likely to affect:
a the span of control, and

b the extent to which managers delegate responsibilities to subordinates. [4]
9 Suggest one reason why bureaucracy may not be desirable in CF. [2]
10 Advise Nassim which of the two restructuring options is the most appropriate for CF. [10]
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LEARNING OBJECTIVES

On completing this chapter you should be able to:
Apply and analyse:

Scientific and intuitive thinking/management (AO2)

* Management and leadership (AO2)

Synthesise and evaluate:
*  The following leadership styles:
Autocratic
Paternalistic
Democratic
Laissez-faire
Situational (AO3)
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BUSINESS IN CONTEXT

What makes a good leader?

The question is eternal: what makes a good leader?
There is no definitive answer, but here are four
quotes about leaders or leadership:

*  Seth Godin: 'The secret of leadership is simple:
Do what you believe in. Paint a picture of the
future. Go there. People will follow.’

e Ted Devine, CEO Insureon: ‘Having a
completely open plan office says this about
leadership: No walls, no barriers, no hierarchy.
Everybody can talk to everybody. Everybody
can participate in a decision. We work together,
and that's very important in leadership.’

e Zappos senior manager about CEO, Tony
Hsieh: ‘Our culture was inspired by how he does
business and the people he hires. He takes a
hands-off approach to leadership that requires
effective delegation. He is more of an architect;
he designs the big vision and then gets out
of the way so that everyone can make the
things happen.’

e Tom Peters: ‘Management is about arranging
and telling. Leadership is about nurturing
and enhancing.’

What do chief executive officers (CEOs) do?

CEQ's are the top managers of public companies.
A Harvard Business Review study of 27 CEOs
found that their work is varied: 25% of their time is
spent on people and relationships — guiding and
liaising with senior managers; 25% on controlling
departmental and business activities through
reviews; 16% on organisation and culture; and 21%
on strategic decision-making. Only 3% of their time
is spent on professional development, 1% on crisis
management, 4% on mergers and acquisitions, while
another 5% is spent planning.

Meetings make up much of a CEO’s day — 72% of
their time is spent in meetings. The study found that

Mahreen Rahman, CEO of Alfalah Investment

CEOs believe having direct contact with employees
is very important. Some 61% of their communication
with employees was face to face, 24% was
electronic, and 15% was by phone and letter.

Discuss in pairs or a group:

*  Select one of the four quotes which you think
best explains leadership. Justify your choice to
a friend or the class. After your discussion, write
down your own definition of leadership.

*  What do you think are the most important
functions of managers? Make a list.

*  What do you think are the differences
between ‘leadership’ and ‘management’?
Justify your answer.

KEY TERMS

leadership: the act of motivating a group of
people towards achieving a common objective

manager: responsible for setting objectives,
organising resources and motivating employees
so that the organisation’s aims are met
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9 Leadership and management

KEY CONCEPT LINK

Creativity

Creativity has always been a fundamental skill
for an effective leader, but during the Covid-19
pandemic it became a survival condition. Studies
have suggested that the companies which were
the most resilient to the impact of the pandemic
were those directed by creative leaders who
were not afraid to take bold decisions, such as
reallocating resources to growth areas fast and
restructuring their portfolios. Moreover, effective
leaders managed to inspire their employees
during the crisis and take full advantage

of flexible employment patterns, such as
homeworking and teleworking.

9.1 Scientific and
intuitive thinking/
management

There are two extreme approaches to management. One
is based on scientific management and the other is based
on intuitive management.

F.W. Taylor was the first management analyst to use the
term ‘scientific management’ when he proposed giving
workers clear tasks, matching workers to each task,
insisting on a set way of undertaking jobs and then
measuring workers’ performance against pre-set targets

KEY TERMS

management: directing and controlling a
group of people or an organisation to reach
a goal by using the resources available to
the organisation

scientific management: management of a
business which follows the principles of efficiency
derived from scientific experiments to improve
productivity, especially those based on time-and-
motion studies

intuitive management: decision-making based
on the hunches and subconscious expertise
of managers

(see Chapter 10). This scientific approach to using data,
measurement and problem-solving techniques to deal
with business problems (which Taylor usually narrowed
down to low productivity) has been widened to include
all business decision-making based on data analysis.

Decision-making is a key element of effective
management. Business decision-making requires

a manager to consider alternatives and use their

skills and judgement to choose an appropriate, cost-
effective course of action. Making effective decisions
as a manager is a significant challenge. The business
environment is changing fast and managers have to
make decisions under conditions of uncertainty or
limited information, which have a big impact at every
stage of the decision-making process. Managers have
to apply their skills and experience to select the most
appropriate course of action for the problem they are
trying to overcome and for the context the business is
operating in. Usually this will involve finding a balance
between the two extremes of scientific decision-making
and intuitive decision-making.

Scientific management and
decision-making

This approach to taking business decisions uses a logical
process that is heavily dependent on data. Figure 9.1
shows a typical decision-making cycle or process.
Information is needed at each stage of this cycle to allow
logical and data driven decisions to be made.

The stages of the scientific decision-
making process

Business objectives

Scientific management is based on setting and
attempting to achieve clear business objectives. These
are the starting point for scientific decision-making as
the courses of action which are selected should be those
which have the best chance of helping the business to
achieve its objectives.

Define the problem

What is the issue that senior managers want to find

a solution to? Is business growth slowing down? Are
profits below forecasts? Has a new competitor entered
the market with a technically advanced rival product?
The exact nature of the problem that needs to be
resolved must be identified and defined by management
considering relevant data.
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Process of scientific decision-making

Figure 9.1: The process of scientific decision-making

Problem analysis

Data will be needed by managers in order to assess the
scale, importance and duration of the problem or issue
that requires a corrective decision to be made. Have
sales been falling over the short or long term? Are sales
falling for all products or just some product ranges? Are
sales falling in all of the countries and regions that the
business operates in? These are just some of the detailed
questions that managers need answers to before they are
able to analyse, in detail, what problem has to be solved
by the decision that they are about to make.

Generate possible solutions

There is nearly always more than one approach that can
be used to solve a business problem. Managers need to
consider as many realistic options for action as possible.
Information about possible solutions might be obtained
from previous decisions or from decisions taken by
comparable businesses when confronted with similar
issues. Information about these previous situations and
decisions will need to be considered.

Analyse options

Once the range of options for solving the problem have
been identified then the likely impact of pursuing each
course of action needs to be analysed. This stage with

be heavily data dependent and might involve techniques
such as different costing approaches, decision trees,
investment appraisal and force field analysis.

Select the best solution

The final decision will be based on the results of the
data analysis. If one of the options clearly performs
better when its likely outcome has been analysed
quantitatively, then this should be chosen. The decision
will need to be implemented effectively and this

might require careful management of change within
the business.

Monitor progress and plan the next course
of action

This stage is vital as the decision-making process does
not end once the decision has been made. Data needs
to be gathered constantly and analysed to measure
the effectiveness of the decision. Are the objectives
for the decision being met? Is the original problem
being solved? Are some parts of the new course of
action proving to be more successful than others? By
monitoring performance through the analysis of data,
managers can start to plan the next course of action —
because the process of decision-making is usually a
continuous one.
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9 Leadership and management

Potential advantages of scientific
management

e By setting objectives there is a clear sense of
direction and a way to assess performance.

e Decisions are based on business logic and analysis
of data.

e It is probable that more than one manager will
be involved in the process, which will reduce the
possibility of bias.

e [t requires decisions, and their outcomes to be
monitored continually and reviewed.

e When decisions are based on rational thinking,
overall business success should be more likely.

Scientific management is most likely to be used when:

e  Strategic decisions are required which
have long-term consequences and involve
substantial resources.

e  The consequences of failure could be significant.

e The business has the management and other
resources to gather and analyse quantities of data.

e The business is controlled by professional managers
and not the owner. Investors will expect to see
evidence that major decisions are supported by
data analysis.

Intuitive management and
decision-making

In some business situations, most decisions are not
taken on the basis of data analysis and the application
of decision-making techniques. Instead, decisions are
taken using managers’ ‘sixth sense’ or ‘gut instincts’.
Intuitive management and decision-making refers to the
use of a manager’s feelings or hunches to make decisions
rather than rely on a scientific approach using data.

The scientific approach relies on quantitative evidence,
supported by logical, rational decision-making models.

Potential advantages of
intuitive management:

e Decisions can be taken very quickly and this might
be important when managers have to react fast,
perhaps following a decision by a competitor to
reduce prices by 10%.

e Decisions are often based on the personal
experience of managers. This might be more
effective than using just the results of data analysis
if the hunch of an experienced manager appears to
contradict data results.

Intuitive management is most likely to be used when:

e the business owner still controls major decisions and
has great experience of the business environment

e  the business is a family owned and controlled
organisation and qualitative factors such as
customer relations or employee welfare and job
security might be more significant factors in some
decisions than analysis of numerical data

e the data is out of date, unreliable or not available

e the business environment is changing rapidly and
a situation has arisen — perhaps a pandemic — for
which there is no data.

In many business situations, intuition and hunches

are combined with scientific approaches to reach the

most effective decision. A good example of this is when
deciding between two investment projects for expansion of
the business. The scientific approach will use investment
appraisal, involving identifying and quantifying the costs
and revenues from each investment. Intuition will be

used to weigh up the importance of qualitative factors,
such as the impact on the local environment and the
community’s welfare. Also management intuition will be
used to help determine the appropriate discount factors
(see Chapter 21) and judgement will be needed to interpret
the quantitative results.

9.2 Management
and leadership

A good manager does not always make an effective
leader. According to John Kotter, former Konosuke
Matsushita professor of leadership at Harvard
University, there is often a problem understanding the
difference between management and leadership. He
fears that too often the terms are used synonymously.

Management is a set of processes that keep an
organisation functioning. They make it work today —
they make it hit this quarter’s numbers. The processes
are about planning, budgeting, staffing, clarifying jobs,
measuring performance and problem-solving when
results did not go to plan.
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CASE STUDY 9.1

Big coffee chain is hiring a store manager

Indah has worked in retailing for three years
and she is now looking for a job. She just saw a
job advertisement from a multinational coffee
chain operating in Indonesia which is hiring a
store manager.

According to the job description, the position
requires the store manager to take responsibility
for hiring and directing six employees, under the
guiding principles of the parent company. The
ideal candidate will have good organisational and
communication skills so that their staff receive
clear and concise guidance on their priorities. The
store manager will be responsible for the financial
performance of the store and will have to establish
measurable sales targets for the group.

According to the person specification, the manager
should have a university degree, at least three years
of experience in a similar position, and adequate
leadership skills to inspire and motivate their staff.

Indah feels confident that she fits the role. She holds
a business degree, and she is a hard worker and

a sociable young person. Her previous employer
praised her for her communication skills and her
professionalism. However, she has not managed
other people before and she is not sure if she could

handle the store’s financial management. The job
description states that the store manager should
plan the store’s financial forecast and present it to
the chain’s regional head.

1 Define the term ‘manager’. [2]

2  Explain two managerial roles for Indah
if she gets the job at the coffee chain. [4]

3 Explain why financial budgeting is typically
one of the roles of a store manager. [2]

4 |s Indah the ideal candidate for the

position of store manager? Discuss. [10]

LEARNER PROFILE
Risk-takers

'‘Our history is about taking risks,’ said Jeff Bezos in his
final shareholder meeting before stepping down from
the position of Amazon’s CEO to give his position

to Andy Jassy. As one of the most powerful and
influential leaders in the world, Bezos always believed
in the power of taking risks despite the possibility of
failing. The e-commerce global leader is moving into
areas such as telehealth, after facing challenges in
many diverse markets with products such as Alexa,
Kindle, Fire TV, Amazon Fresh, Amazon Prime, etc.

‘Let me assure you, | can guarantee you that none
of these ideas are guaranteed to work,’ Bezos said.

In the past Amazon has had many successes, but
not all of its goods and services managed to survive
in the market. For example, in 2014 Amazon’s

Fire Phone (which was an attempt by the business
to enter the smartphone market) failed, forcing
Amazon to report a $170 million write off in its
financial accounts.

How important for the success of Amazon was Jeff
Bezos's willingness to take risks? Do you think the
business would have been as successful as it is today
without its leader taking risks? How do you think
leaders such as Bezos overcome failure in order to
remain focused on their vision? Discuss in class.
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9 Leadership and management

Leadership is very different, Kotter believes. He
considers it to be about aligning people to the vision of
the business which means communication, motivation

and inspiration.

Table 9.1 summarises some of the key differences

between leaders and managers.

Leaders

Managers

Motivate and inspire
others

Direct and monitor
others

They are innovators who
encourage others to
accept change

They are problem-
solvers

Leadership stems from
personal qualities
or traits

They have an
official position of
responsibility in
the organisation

They have natural
abilities and instincts

They are skilled and
qualified to perform
arole

They believe in doing the
right thing

They believes in doing
things right

They are respected and
trusted by followers —
they want to follow
because of leader’s
personality

They are listened to
by others because

of their status — not
necessarily because of
their personality

They create and develop
a culture of change

They accept and
conform to the ‘norms’
of the organisation

Table 9.1: Differences between leaders and managers

The key functions of management are common
to all managers in any size of organisation. Henri
Fayol, a management theorist, analysed the following

management functions:

e  Setting objectives and planning — all good managers

think ahead. Senior management will establish
overall strategic objectives and these will be

translated into tactical objectives for the less senior
managerial employees. The planning needed to put
these objectives into effect is also important. A new

production or marketing objective will require the
planning and preparation of sufficient resources.

e  Organising resources to meet the objectives — this
is not just about giving instructions. People
throughout the business need to be carefully
recruited and encouraged to take some authority

and to accept some accountability via delegation.
Senior managers will ensure that the structure of
the business allows for a clear division of tasks and
that each department is organised to allow them to
work towards the common objectives.

e  Directing and motivating employees — this involves
guiding, leading and overseeing employees to
ensure that organisational goals are met. The
significance of developing employees so that
they are motivated to employ all of their abilities
at work is now widely recognised. This will
make it more likely that organisational aims
are achieved.

¢  Coordinating activities — as the average size
of business units increases, especially in
multinationals, so the need to ensure consistency
and coordination between different parts of the
organisation increases. The goals of each branch,
division, region and even all of the employees
must be welded together to achieve a common
sense of purpose. At a practical level this means,
for example, preventing two divisions of the same
company spending money on research into similar
new products, resulting in wasteful duplication
of effort.

¢  Controlling and measuring performance against
targets — it is management’s responsibility to
appraise performance against targets and to
take action if underperformance occurs. As the
motivational theorist Herzberg pointed out, it is
just as important to provide positive feedback when
things are going right.

All of these functions are performed by managers at all
levels of an organisation. Senior managers will also be
involved in strategic decision-making. Once important
decisions have been taken, these managers and their
more junior colleagues, will need to undertake the
functions listed above to try to ensure that the strategy
achieves the objectives set for it.

Leadership, in contrast, involves setting a clear
direction and vision for an organisation that others will
be prepared to follow. Employees will want to follow a
good leader and will respond positively to them.

A poor leader will fail to win over employees and will
have problems communicating with and organising
workers effectively. Many good managers are also good
leaders — but some managers are not. Managers who
focus on control of people and allocation of resources
can fail to provide a sense of purpose or focus that
others will understand and be prepared to follow.
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ACTIVITY 9.1

1 Quiz: Leaders or managers?

Which option, a or b, best describes what a
successful leader does?

a i Setsavision
ii  Sets goals
b i  Asks 'why'
i Asks 'how’
¢ i Maintains and administers

ii  Develops and innovates
d i Hasemployees

i Has followers
e i Shapes the organisation’s culture

ii  Shapes the organisation’s procedures
f i Aligns people

ii  Arranges people

2 'A good leader must have managerial
abilities, and a good manager must have
leadership skills.” Do you agree with this
statement? Explain your answer.

Without clear and charismatic leadership workers may
be very well ‘managed’, but will they be inspired to help
the leader and the business take a fresh direction and
achieve new goals?

What makes a good leader?

Many studies have been conducted on this point —
some argue that leaders are ‘born’ with natural
assets that create an aura or charisma that others
will find appealing. This is the essential idea behind
trait theory, which suggests that effective leaders
are in some ways naturally different from other
people. A number of personal characteristics have
been identified as being common among effective
leaders, including:

e A desire to succeed and natural self-confidence that
they will succeed.

e The ability to think beyond the obvious — to be
creative — and to encourage others to do the same.

e  Being multitalented, enabling them to understand
discussions about a wide range of issues affecting
their business.

e An incisive mind that enables the heart of an issue
to be identified rather than unnecessary details.

Not all leaders or managers will have all of these
important characteristics. Other research is more
inclined to support the view that leaders can be trained
to adopt the key attributes of good leadership. Indeed,
critics of trait theory argue that it ignores the impact of
life’s experiences on the quality of leadership.

9.3 Leadership styles

There are five distinct leadership (or management)
styles.

Autocratic leaders

Autocratic leaders will take decisions on their own with
no discussion. They set business objectives themselves,
issue instructions to workers and check to ensure

that they are carried out. Workers can become so
accustomed to this style that they are dependent on their
leaders for all guidance and will not show any initiative.
Motivation levels are likely to be low, so supervision of
employees will be essential. Managers using this style
are likely to use only one-way communication — that is,
they will issue instructions but will not encourage any
feedback from the workforce.

This style of management does have some
applications. Armed forces and the police are likely to
adopt this approach, as orders may need to be issued
quickly with immediate response. Also, in crises, such
as an oil tanker disaster or a railway accident, leaders
may have to take full charge and issue orders to
reduce the unfortunate consequences of the incident.
It would be inappropriate to discuss these instructions
with the employees concerned before they are put

into effect.

autocratic leadership: a style of leadership
that keeps all decision-making at the centre of
the organisation
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9 Leadership and management

Paternalistic leaders

A paternalistic leadership style is a form of management
whereby managers pay more attention to the social
aspects of their employees; they are concerned with
keeping them happy and motivated, and act as a sort of
parental figure to the employees. With this leadership
style, decisions are made with the best interests of the
workers at heart — as perceived by the management.
Feedback is invited, improving morale, but the final
decisions are still taken by senior management.
Employee loyalty and motivation might be higher

than in cases where autocratic leadership is adopted.
However, there is no true participation in management
decisions and this could lead to a sense of frustration
in employees especially if their feedback seems to have
been ignored when important decisions are made.

Democratic leaders

Democratic leaders will engage in discussion with
workers before taking decisions. Communication links
will be established on the two-way principle, with every
opportunity for employees to respond to and initiate
discussion. Managers using this approach need good
communication skills themselves to be able to explain
issues clearly and to understand responses from the
workforce. Full participation in the decision-making
process is encouraged. This may lead to better final
decisions, as the employees have much to contribute and
can offer valuable work experience to new situations. In
light of research by Herzberg, this style of management
should improve employee motivation, as they are being
given some responsibility for the objectives and strategy
of the business. Workers should feel more committed

to ensuring that decisions that they have influenced are
put into effect successfully. However, employing the
democratic approach can be a slow process, and this
could make it unsuitable in certain situations.

Democratic — or participative — leadership is increasingly
common for a number of reasons. Working people

are better educated than ever before and have higher
expectations of their experience from work — they expect
complex human needs to be partly satisfied at work.
Many managers have realised that the rapid pace of
change at work, as a result of technological and other
factors, has increased the need to consult and involve
workers in the process of change. People find change
less threatening and more acceptable if they have

been involved in some meaningful way in managing it.
Despite these factors many managers will still avoid

consultation and employee participation, perhaps
because they find it very difficult to adapt to these ways.
Others may so doubt their own ability to discuss and
persuade that they would rather issue instructions that
do not allow for any feedback from employees.

Laissez-faire leadership

Laissez-faire literally means ‘let them do it’ — or allow
workers to carry out tasks and take decisions themselves
within very broad limits. This is an extreme version of
democratic management. There will be very little input
from management into the work to be undertaken by
subordinates. This style could be particularly effective in
the case of research or design teams where creativity is
an important element in success. Experts in these fields
often work best when they are not tightly supervised
and when they are given the freedom to work on an
original project. Many scientific discoveries would

have been prevented if the researchers concerned had
been restricted in their work by senior management. In
other cases, a laissez-faire management style could be

a disaster. Leaving workers to their own devices with
little direction or supervision might lead to a lack of
confidence, poor decisions and poor motivation as they
are never sure if what they are doing is right.

Situational leaders

Situational leaders will adapt their style of leadership
to the task or job that needs to be undertaken and the

KEY TERMS

paternalistic leadership: a type of fatherly/
motherly style typically used by dominant leaders
where their power is used to control and protect
subordinate employees who are expected to be
loyal and obedient

democratic leadership: a leadership style that
promotes the active participation of workers in
taking decisions

laissez-faire leadership: a leadership style that
leaves much of the business decision-making to
the workforce — a "hands-off’ approach and the
reverse of the autocratic style

situational leadership: effective leadership varies
with the task in hand and situational leaders
adapt their leadership style to each situation
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Leadership styles at Fast Nuggets

Fast Nuggets, a large fast-food chain in Asia, has a
reputation for cheap meals of consistent quality with
rapid customer service. Surveys suggest that the
public appreciate that, no matter which restaurant
they are in, they can always depend on finding
exactly the same range of dishes, at similar prices
with the same quality standards. This reputation is
built on a detailed training programme for staff —
failure to pass the end-of-course test or failure to
observe the methods and practices taught leads to
demotion or dismissal. Every activity of the workers
is laid down in company regulations. For example:

e all customers to be greeted with the
same welcome

e chicken nuggets to be cooked for exactly
two minutes in oil at 100°C

e a portion of French fries to contain 150 grams,
to be salted with 4 grams of salt and to be kept
for no more than 5 minutes before sale — after
5 minutes they would have to be disposed of

* staff to be trained to specialise in undertaking
two tasks within the restaurant.

The managers at Fast Nuggets believe they have
‘thought of everything’ and that workers do not have
to show initiative — there is a set procedure to deal
with any problem.

Workers are well looked after. The pay rate per hour
is competitive, there are free uniforms and staff
meals, and bonus systems are paid to staff who, in
the manager’s view, have given the best customer
service each month.

Regular meetings with staff discuss information
about branch performance. They are encouraged to

CASE STUDY 9.2

air their views but are told that they cannot, under
any circumstances, change the method of working
laid down by Fast Nuggets’ head office.

Despite what the managers consider to be good
working conditions, staff turnover is high, and
absenteeism is a problem. Fast Nuggets’ HR
director has started thinking of ways to change the
leadership style used in the business, especially
given the opening of stores in Europe where
employees in a big competitive fast-food chain
are involved in the decision-making process.

1  Explain the leadership style that most
closely fits Fast Nuggets. [2]

2 Analyse one advantage and one
problem for Fast Nuggets of using this
leadership style. [4]

3 Suggest two consequences for Fast
Nuggets of changing its leadership style. [4]

4  To what extent might Fast Nuggets have
to adapt its leadership style if it opens

branches in Europe? [10]

skills and experience of the group being led. If the
group contains workers who lack specific skills and are
unable or unwilling to accept responsibility for the task,
then a high level of directive leadership will be needed.
If, however, the workers are experienced and willing and

able to perform a task and take responsibility for it, then
a more participative or democratic style of leadership
will be appropriate.

Table 9.2 provides a summary of these five
leadership styles.
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9 Leadership and management

Leadership style

Main features

Drawbacks

Possible applications

Autocratic

Leader takes all decisions

Gives little information
to employees

Supervises workers closely
Only one-way communication

Workers are only given
limited information about
the business

Demotivates employees
who want to contribute and
accept responsibility

Decisions do not benefit
from employee input

Defence forces and police
where quick decisions are
needed and the scope for
‘discussion’ must be limited

In times of crisis when
decisive action might be
needed to limit damage
to the business or danger
to others

Paternalistic

Strong ‘parent-like’ figure
takes key decisions but in
interests of employees

Some feedback and
consultation encouraged —
but not participative
decision-making

Low employee motivation if
loyal connection to leader is
not established

Increasing dependency of
employees on the leader,
leading to more supervision
being required

Employee dissatisfaction if
bad decisions are made

Family-owned businesses
where leaders still want to
take decisions themselves
but value employee loyalty
and low labour turnover

In a business with a formal
and hierarchical structure
where creative thinking is
not required of employees

Democratic

Participation encouraged

Two-way communication
used, which allows feedback
from employees

Workers given information
about the business to allow
full employee involvement

Consultation with
employees can be
time-consuming

On occasions, quick
decision-making will
be required

Level of involvement —
some issues might be
too sensitive, e.g., job
losses, or too secret,
e.g., development of
new products

Most likely to be useful

in businesses that expect
workers to contribute fully
to the production and
decision-making processes,
thereby satisfying their
complex human needs

An experienced and flexible
workforce will be likely to
benefit most from this style

In situations that demand

a new way of thinking or a
new solution, then workforce
input can be very valuable

Laissez-faire

Managers delegate virtually
all authority and decision-
making powers

Very broad criteria or limits
might be established for the
employees to work within

Workers may not appreciate
the lack of structure and
direction in their work —

this could lead to a loss

of security

Lack of feedback — as
managers will not be closely
monitoring progress — may
be demotivating

When managers are
too busy (or too lazy)
to intervene

May be appropriate in
research institutions where
experts are more likely to
arrive at solutions when not
constrained by narrow rules
or management controls
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Situational Style of leadership used will
depend on the nature of the
task and the work group’s
skills and willingness to

accept responsibility

Varying the style of
leadership may be difficult
for some workers to accept
and they may become
uncertain of how they will
be led in different situations

By allowing flexibility of
leadership style, different
leadership approaches

can be used in different
situations and with different
groups of people

Table 9.2: Summary of leadership styles

Effectiveness of
leadership styles

There is no single leadership style which is best
in all circumstances and for all businesses. The
most appropriate style used will depend on many
factors, including:

e the training and experience of the workforce and
the degree of responsibility that they are prepared

to take on

e the amount of time available for consultation
and participation

e the management culture and business background
of the managers, e.g., whether they have always

worked in an autocratically run organisation
e  personality of managers — do they have the

confidence and strength of character to lead by
persuading and motivating people to follow them
or must they hide behind the authority of their role

to dictate what needs to be done?

e the importance of the issue — different styles may
be used in the same business in different situations;
if there is great risk to the business when a poor

or slow decision is taken, then it is more likely
that management will make the choice in an
autocratic way.

ACTIVITY 9.2

1 Identify all the roles of your business teacher
as a manager in your IB Business class.
Prepare a poster with these roles.

2 How important are leadership skills for
teachers? Discuss in class.

ACTIVITY 9.3

Mary Barra is Chair and Chief Executive Officer of
General Motors. She was elected Chair of the
GM Board of Directors on Jan. 4, 2016, and has
served as CEO of GM since Jan. 15, 2014.

She is focused on improving the customer
experience and strengthening GM’s core vehicle
and services business, while also working to

lead the transformation of personal mobility
through advanced technologies like connectivity,
electrification and autonomous driving.

Mary Barra is described as an ‘inclusive’ leader.
Do your own research about ‘inclusive leadership’
and how Mary Barra applies this leadership

style in GM. Do you think this leadership style is
effective in a huge car manufacturing company
like GM? Discuss in class.
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9 Leadership and management

CASE STUDY 9.3

Waves nonprofit needs a new CEO

Waves is a philanthropic non-profit organisation
dedicated to building a fair world for everyone.

by solving society’s biggest problems’.

Waves is currently dealing with the recruitment of a
new CEO to bring strategic and inspiring leadership.
As a champion of social justice, philanthropy,
inclusion and innovation this individual will ensure
that the staff and partners are guided with respect
and support and are encouraged to participate in
the decision-making process. The CEO reports to
the board of directors and has overall responsibility
for managing strategic, financial and management
operations. As a senior manager, the new CEO
must ensure that Waves will have enough income
from donations to cover both its costs and its
philanthropic goals. They will also be responsible
for organising meetings across all departments to
ensure enough resources are available to guarantee
operations and will coordinate activities to embed a
‘common sense of purpose’.

The new CEO is expected to manage a change
within the organisation to improve efficiency in
communication. Waves has become quite tall and

The mission of Waves is to ‘accelerate social change,

ot v
L AMATION= m

bureaucratic, and the organisational structure is
characterised by various stakeholders as being
‘too hierarchical’.

1 Define the term ‘recruitment’. [2]

2 |dentify the leadership style that the new
CEO is expected to adopt. [2]

3 Suggest two methods that the new CEO
could implement to improve efficiency in
communication at Waves. [2]

4 Compare and contrast the role of the
new CEO as a leader and their role as a

manager at Waves. [10]

THEORY OF KNOWLEDGE

Knowledge question: Is leadership without ethics
really leadership?

Leaders set a vision in their organisations and inspire
people towards a given direction. But do leaders
need to apply ethics in their effort to motivate
employees to reach goals? Is ‘morality’ a necessary
element of leadership?

For example, a leader in a top car manufacturing
business is excellent at promoting strategic
thinking and innovation at the workplace. They
have set a clear vision for global market leadership
for their organisation and take action to make

this a reality by investing in electric mobility and

self-driving technology. Their team is inspired by
their commitment to success. But the leader is
not prioritising ethics in their agenda. They do
not recognise the emotions of their subordinates
and they are not open and honest in their
communication. Employees who struggle with
personal problems and underperform are typically
degraded, or even dismissed. Productivity has
been prioritised in the business over the welfare
of employees.

Is the person described above a real leader or just
a person in a position of power, manipulating and
exploiting employees to accomplish a set of goals?
Discuss in class.

ISBN 9781009053570

© Stimpson et al. 2022
Photocopying is restricted under law and this material must not be transferred to another party.

Cambridge University ?Tas>



> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

SELF-EVALUATION CHECKLIST

| am able to analyse and apply the:

scientific and intuitive thinking/management (AO2)

NEE
more work

Almost
there

Ready to
move on

management and leadership (AO2)

| am able to synthesise and evaluate:

the following leadership styles:

autocratic
paternalistic
democratic
laissez-faire

situational (AO3)

Suggest five qualities that you think effective
managers should have. To what extent do you think
you have these qualities?

How do you know that you have them? Ask another
learner whether they agree with your assessment of
your management qualities.

PROJECT

entrepreneurs above, including the following:

*  a brief presentation of their goals and how
they try to achieve them

* the leadership traits, skills and approaches
that help them to pursue their goals

* an evaluation of their social impact.

1 Split into four groups. Each group 3 After watching all four presentations in class,
should research one of the following discuss the following:
social entrepreneurs: *  Are there any similarities in the leadership
e Muhammad Yunus characteristics of the four social
s Jaysmine Raine entrepreneurs? What motivates them
to pursue social goals? Do you think
o Blake Mycoskie that social leaders are different from the
leaders of for-profit businesses and, if yes,
e Trinity Heavenz. in what way?
2  Prepare a presentation for each of the social Thinking about your project:

When evaluating the social impact of the
social entrepreneurs, did you search for any
criticism about their activities or leadership
approaches?
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9 Leadership and management

EXAM-STYLE QUESTIONS

Catering at Le Menu

Le Menu is a catering company that was founded by brothers Oscar and Pierre Decaux. The business specialises
in providing high-quality catering for corporate hospitality and private clients. This is a high-pressure operation.
A client company will, for example, hire Le Menu to cater for 200 guests at a race meeting. This will involve
setting up a mobile kitchen at the racecourse the day before the event and then producing 200 five-course meals,
along with canapés and drinks on the day.

Apart from Oscar and Pierre, the business has four other permanent staff including a head chef, an assistant chef;,
an administrative assistant and a driver. When Le Menu is catering a large function, such as the racecourse event,
it hires temporary staff from an agency. Some of the temporary staff will have worked for Le Menu regularly, but
often there will be new staff as well.

Oscar is a tough, direct manager, who believes in scientific thinking and collects data on the productivity of
workers before making decisions related to human resource planning. He tells workers exactly what he wants
and then expects them always to meet his high standards. If they do not, he is quick to let them know; he has
a reputation for dismissing temporary workers part-way through an event.

Pierre is much calmer, prefers to consult with his staff and tends to make decisions based on intuition. While
Oscar takes the lead during events, Pierre is more involved with strategy. Pierre will, for example, work with
Le Menu’s chefs on the type of food to prepare for an event. He often allows chefs to make decisions without
consulting him. He knows that in some cases chefs know better than him what to do, as they have a great deal
of experience in the market.

Le Menu currently faces two major problems:

e [t struggles to recruit agency staff because temporary workers do not like Oscar’s management.
e  Some customers have commented that employees seem too distant, too stressed and too overworked.

Le Menu has never received complaints about the quality of the food. On the contrary, in a consumer survey
organised by Oscar, the menu was rated as ‘superior and creative’.

Pierre suggested that Oscar should adopt a more democratic approach in leadership to solve the problems

of Le Menu. Oscar disagrees. He believes democratic leadership is not suitable when employing temporary
workers.

1 Define the term ‘scientific thinking’. [2]
2  Define the term ‘human resource planning’. [2]

3 Suggest one advantage and one disadvantage for Le Menu of the fact that Oscar takes decisions in HR
planning based on scientific thinking. [4]

4  Identify the leadership style that describes Oscar’s leadership approach. [2]
5 Identify the leadership style that describes Pierre’s leadership approach. [2]
6  Suggest one advantage and one disadvantage of the leadership approach applied by Pierre with his chefs.  [4]
7 Using appropriate motivation theory, suggest one positive and one negative effect on the motivation of

workers at Le Menu, resulting from the leadership approach of the two owners. [4]
8  Explain two reasons why Oscar thinks that democratic leadership might not be appropriate when

employing temporary workers. [4]
9  Suggest one advantage and one disadvantage from intuitive decision-making applied by Pierre. [4]
10 Discuss Pierre’s suggestion to Oscar as a solution for the problems of Le Menu. [10]
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LEARNING OBJECT

IVES
On completing this chapter you should be able to:
Apply and analyse:

Labour turnover (AO2)
The following types of appraisal: formative; summative; 360-degree feedback; self-appraisal (AO2)

Methods of recruitment (AO2)

The following types of financial rewards: salary, wages (time and piece rates), commission, performance-
related pay (PRP), profit-related pay, employee share ownership schemes (AO2)

The following types of non-financial rewards: job enrichment, job rotation, job enlargement,
empowerment, purpose/the opportunity to make a difference, teamwork (AO2)

The following types of training: induction, on the job, off the job (AO2)
Synthesise and evaluate:

The following motivation theories: Taylor; Maslow; Herzberg (motivation-hygiene theory) (AO3)

The following motivation theories: McClelland’s acquired needs theory; Deci and Ryan'’s
self-determination theory; equity and expectancy theory (AO3)

Internal and external recruitment (AO3)



10 Motivation and demotivation

CONTINUED

Use and apply:

> Labour turnover (AO4)

Motivating employees in different countries

What encourages people to work hard and be
happy to stay with their existing employer? Is giving
higher pay the best way to motivate?

Many studies have been undertaken to try to explain
what motivates workers. Most agree that ‘just paying
workers more' is not necessarily the best way of
motivating them. Researchers have established

that workers from different countries have different
needs and respond to different motivational factors.
Understanding these different needs is vital for
businesses such as multinational corporations that
employ ethnically and culturally diverse workers.

Employees from different countries have different

It has been claimed that workers in Thailand will

not respond to bonus systems based on a worker’s
own achievements as this reduces the strength of
the team. Some researchers have suggested that
Chinese, Israeli and Korean employees believe

that ‘a sense of achievement at work’ is the most
important factor as it can bring great ‘self-fulfilment’.
However, for employees from a German, Dutch or
American cultural background, ‘the fun of work’ is
the most important motivating factor.

Japanese enterprises tend to show their recognition
of employees through medals, attention and
applause. Some Japanese employees may even be

BUSINESS IN CONTEXT
— s " '.‘wm—

views on what is needed to achieve ‘job satisfaction’.

Jolamo S s

angry when they receive financial bonuses. This kind
of reward means that they have to work harder to
get material rewards in future. Japanese companies
focus on overall goals of the team or the enterprise,
while US-owned businesses usually focus on
individual goals, achievements and material rewards.

Even with these cultural differences, researchers
agree that all business managers can improve
worker motivation by showing more recognition
for the work and achievements of their employees
— and not just through higher pay.

Discuss in pairs or in a group:

*  What needs do people try to satisfy from work?

*  Why is it important for businesses with
employees from many different countries to be
aware of their different needs?

*  Why do you think ‘recognition’ is important to
employees? Is it important to you?

KEY CONCEPT LINK

Creativity

Creativity is affected greatly by motivation.
Research across different industries shows the
level of interest and satisfaction that people get
from work determines their ability to innovate.
Challenging work may lead to higher levels of

creativity than a well-paying but repetitive and
boring job. However, is it ethical for a business to
reduce the financial rewards offered to an employee
in exchange for a more challenging work?
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10.1 Motivation
theories

Well-motivated workers will help an organisation

to achieve its objectives as cost-effectively as possible.
Motivated workers will also try to reach their own
personal goals by satisfying their own needs. Employers
need to be aware of extrinsic motivation and needs,
such as pay, which can provide motivation even if the
job itself does not. Intrinsic motivation stems from the
nature of the job itself, but this does not mean that
employers can pay workers doing interesting work
nothing at all! Some rewards will be needed even for
workers driven by the fulfilment of intrinsic needs.

Unmotivated or demotivated employees will not perform
effectively, offering only the minimum of what is expected.
Motivation levels have a direct impact on productivity
levels and the competitiveness of the business — highly
motivated workers have high productivity and this reduces
unit costs. Motivated employees will be keen to stay with
the firm, reducing the costs of labour turnover. They will
be more likely to offer useful suggestions and to contribute
in ways other than their contractual obligations. They

will often actively seek promotion and responsibility. In
contrast, some indicators of poor employee motivation
are shown in Table 10.1.

Many social psychologists and behavourial scientists have

developed theories, as a result of research, into the factors
most likely to lead to motivated employees or — in contrast
—most likely to demotivate them if they are not present.

KEY TERMS

extrinsic motivation: comes from external
rewards associated with working on a task,
for example pay and other benefits

motivation: the factors that stimulate people
to take actions that lead to the achievement of
a goal

intrinsic motivation: comes from the satisfaction
derived from working on and completing a task

labour turnover: measures the rate at which
employees are leaving an organisation

training: work-related education to increase
workforce skills and efficiency

Indicator Explanation

Absenteeism | Deliberate absence for which there
is not a satisfactory explanation;
often follows a pattern

Lateness Often becomes habitual

Poor Poor-quality work; low levels of

performance | work or greater waste of materials

Accidents Poorly motivated workers are
often more careless, concentrate
less on their work or distract
others, and this increases the
likelihood of accidents

Labour People leave for reasons that are

turnover not positive; even if they do not
get other jobs, they spend time
trying to do so

Grievances There are more complaints raised
within the workforce and there
might be more union disputes

Poor Workers do not respond well

response rate | to orders or leadership and any
response is often slow

Table 10.1: Some indicators of poor employee motivation

F. W. Taylor and scientific
management

Taylor made the first serious attempt to analyse worker
motivation. He aimed to advise management on the best
ways to increase worker performance and productivity.
The techniques he used — of establishing an idea or
hypothesis, studying and recording performance at work,
altering working methods and re-recording performance
— are still used in modern industry. This approach has
become known as ‘scientific management’ due to the
detailed recording and analysis of results that it involves.

Taylor’s main aim was to reduce the level of inefficiency
that existed in the US manufacturing industry. Any
productivity gains could then, he argued, be shared
between business owners and workers. The scope for
efficiency gains in early 20th-century manufacturing
plants was huge. Most workers were untrained and non-
specialised. They were poorly led by supervisors and
managers with little or no formal training in dealing with
people. There was usually no formal selection or appraisal
system of employees and many were recruited on a daily
or weekly basis with no security of employment.
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10 Motivation and demotivation

How to improve worker productivity

Taylor’s scientific approach identified seven steps to
improving worker productivity:
1 Select workers to perform a task.

2  Observe them performing the task and note the key
elements of it.

3 Record the time taken to do each part of the task.
Identify the quickest method recorded.

IS

5  Train all workers in the quickest method and do not
allow them to make any changes to it.

6  Supervise workers to ensure that this ‘best way’ is
being carried out and time them to check that the
set time is not being exceeded.

7  Pay workers on the basis of results — based on the
theory of ‘economic man’.

Taylor believed in the theory of ‘economic man’, which

stated that humans were driven or motivated by money

alone and the only factor that could stimulate further
effort was the chance of earning extra money. This formed
the basis of Taylor’s main motivational suggestion —

wage levels based on output. He always maintained that
workers should be paid a ‘fair day’s pay for a fair day’s
work’ and that the amount should be directly linked to
output through a system known as ‘piece rate’. This means
paying workers a certain amount for each unit produced.
To encourage high output a low rate per unit can be

set for the first units produced and then higher rates
become payable if output targets are exceeded. Table 10.2
summarises the relevance of Taylor’s approach to modern
industry and identifies its limitations.

piece rate: a payment to a worker for each
unit produced

Taylor’s approach

Relevance to modern industry

Limitations

Economic man

Some managers still believe that money
is the only way to motivate employees.

Workers have a wide range of needs, not
just extrinsic needs of money, which can
be met, in part at least, from work.

Select the right
people for each job

Before Taylor, there had been few
attempts to identify the principles of
employee selection. The importance
he gave to this is still reflected in the
significance given to careful employee
selection in nearly all businesses.

This requires an appropriate
selection procedure.

Observe and record
the performance
of employees

This was widely adopted and became
known as ‘time and motion study’. It is still
employed but often with the cooperation
and involvement of employees.

Taylor's autocratic use of this technique
was regarded with suspicion among
workers who saw it as a way of making
them work harder.

Establish the best
method of doing a

job — method study | working being adopted.

This is still accepted as being important
as efficiency depends on the best ways of

The Taylor approach, which involved giving
instructions to workers with no discussion
or feedback, is considered undesirable.
Worker participation in devising best work
practices is now encouraged.

Piece-rate payment
systems — to
maximise output
through motivating
workers to

produce more

each worker.

This is often of limited relevance as it has
become difficult to identify the output of

This is not now widely used. Quality may
be sacrificed in the pursuit of quantity

— workers will vary output according to
their financial needs and it discourages
them from accepting changes at work

in case they lose pay. In most modern
industries, especially service industries, it
has become very difficult to identify the
output of individual workers.

Table 10.2: Evaluation of how relevant Taylor's views and methods are today
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Maslow'’s hierarchy of
human needs

Abraham Maslow’s research was not based solely on
people in the work environment and his findings have
significance for students of psychology and sociology
too. He was concerned with trying to identify and
classify the main needs that humans have. Our needs
determine our actions — we will always try to satisfy
them and we will be motivated to do so. If work can

be organised so that we can satisfy some or all of our
needs at work, then we will become more productive and
satisfied. Maslow summarised these human needs in the
form of a hierarchy — see Figure 10.1 and Table 10.3.

This hierarchy was interpreted by Maslow as follows:

e Individuals’ needs start on the lowest level.

e Once one level of need has been satisfied, humans
will strive to achieve the next level.

e  Self-actualisation is not reached by many people,
but everyone is capable of reaching their potential.

e Once a need has been satisfied, it will no longer
motivate individuals to action — thus, when material
needs have been satisfied, the offer of more money
will not increase productivity.

e Reversion is possible — it is possible for satisfaction
at one level to be withdrawn, e.g., a loss of job
security, and for individuals to move down a level.

Limitations of Maslow’s approach
Criticism of Maslow’s hierarchy includes:

e Not everyone has the same needs as are assumed by
the hierarchy.

e In practice it can be very difficult to identify the
degree to which each need has been met and which
level a worker is at.

e Money is necessary to satisfy physical needs, yet it
might also play a role in satisfying the other levels
of needs, such as status and esteem.

e Self-actualisation is never permanently achieved — as
some observers of the hierarchy have suggested. Jobs
must continually offer challenges and opportunities
for fulfilment, otherwise regression will occur.

self-actualisation: a sense of self-fulfilment
reached by feeling enriched and developed by
what a person has learnt and achieved

actualisation
Reaching one’s
full potential

Esteem needs
Respect from others; status;
recognition of achievement

Social needs
Trust; acceptance; friendship;
belonging to a group; social facilities

Safety needs
Protection from threats; job security; health and
safety at work

Physical needs
Food; shelter; water; rest

Figure 10.1: Maslow’s hierarchy of needs
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10 Motivation and demotivation

Level of need Business conditions which could allow for the needs to be met

Self-actualisation — Challenging work that stretches the individual - this will give a sense of achievement.
fulfilment of potential | Opportunities to develop and apply new skills will increase potential.

Esteem needs Recognition for work done well - status, advancement and responsibility will gain the
respect of others.

Social needs Working in teams or groups and ensuring good communication to make workers
feel involved.

Safety needs A contract of employment with some job security — a structured organisation that gives
clear lines of authority to reduce uncertainty. Ensuring health and safety conditions
are met.

Physical needs Income from employment high enough to meet essential needs.

Table 10.3: Significance of the hierarchy of needs to business

CASE STUDY 10.1

Piece rates at FreshF

Eva and Mary have set up FreshF Ltd, producing and
selling organic food products and beverages in Brazil.
With the industry sales being at least 55% higher than
other countries in Latin America and growing fast, the
market outlook for FreshF is excellent.

FreshF employs many manual workers who produce
handmade food products, and offers them piece
rate pay. This payment system allows the business
to observe and reward the employees based on
their performance. According to Eva's perspective,
which is in line with Taylor's approach to motivation,
workers are expected to work hard in their effort to
maximise their daily pay. This is very important for
FreshF, which faces increasing demand.

But Mary has observed some quality problems.
Some workers, in their effort to increase the quantity
produced sacrifice the quality of the meals prepared.
Moreover, she is worried by the fact that two of
FreshF's best employees recently resigned. They
complained that Eva had an autocratic approach

in the way she supervised them and showed them
no respect.

Define the term ‘piece rate’. [2]

|dentify one advantage and one
disadvantage for FreshF adopting
Taylor's approach to motivation. (4]

Use Maslows’ motivation theory to
suggest one reason why FreshF's
employees resigned. [4]

Discuss the appropriateness of Taylor’s
approach to motivation for a
contemporary business such as FreshF. [10]
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Herzberg and the
‘two-factor theory’

Despite basing his research on just 200 professionally
qualified workers, Herzberg’s conclusions and famous
two-factor theory have had the greatest impact on
motivational practices since Taylor’s work almost

60 years earlier. Herzberg used worker questionnaires
to discover:

e those factors that led to them having very good
feelings about their jobs

e those factors that led to them having very negative
feelings about their jobs.

These were his conclusions:

e Job satisfaction resulted from five main factors —
achievement, recognition for achievement, the work
itself, responsibility and advancement. He called
these factors the ‘motivators’. He considered the last
three to be the most significant.

e Job dissatisfaction also resulted from five main
factors — company policy and administration,
supervision, salary, relationships with others and
working conditions. He termed these ‘hygiene
factors’. These factors surround the job itself
(extrinsic factors) rather than the work (intrinsic
factors). Herzberg considered that the hygiene
factors had to be addressed by management to

\

Hygiene factors

Clear company policy

Fair financial remuneration

Quality of supervision

Decent treatment by the

management

e Quality of interpersonal
relations

e Good working conditions

e Feelings of job security

Figure 10.2: Herzberg's hygiene and motivator factors

prevent dissatisfaction, but even if they were in
place, they would not, by themselves, create a
well-motivated workforce. (see Figure 10.2).

Consequences of Herzberg's theory

e  Pay and working conditions can be improved and
these will help to remove dissatisfaction about
work; but they will not, on their own, provide
conditions for motivation to exist. Herzberg
argued that it was possible to encourage someone
to do a job by paying them — he called this
‘movement’. However, movement does not mean
that someone wants to do the job — that would
require motivation. Motivation to do the job, and
to do it well, would only exist if the motivators were

KEY TERMS

motivating factors (motivators): aspects of

a worker's job that can lead to positive job
satisfaction, such as achievement, recognition,
meaningful and interesting work and
advancement at work

hygiene factors: aspects of a worker’s job that
have the potential to cause dissatisfaction, such
as pay, working conditions, status and over-
supervision by managers

Motivator factors

Status

Opportunity for
advancement
Gaining recognition
Responsibility
Challenging/stimulating work
Sense of personal
achievement and

personal growth
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10 Motivation and demotivation

in place. Herzberg did not claim that pay did not These complete units of work could be whole
matter, but that it moves people to do a job and sub-assemblies of manufactured goods, such
does not motivate them to do it well. as a complete engine assembly in a car plant.

In service industries it could mean that a small
team of multi-skilled people, such as waiters,
chefs and technicians for IT/video equipment,
provide all of the conference facilities in a hotel
for a business conference rather than many
people doing just one small and relatively
unimportant task before moving on to another

e The motivators need to be in place for workers to
be prepared to work willingly and always to give
their best. Herzberg suggested that motivators
could be provided by adopting the principles of
‘job enrichment’. There are three main features of
job enrichment:

e Assign workers complete units of work — part of the hotel. ‘If you want people motivated
typical mass-production methods leave workers to do a good job, give them a good job to do,’
to assemble one small part of the finished said Herzberg.

product. This is not rewarding, can be boring
and repetitive and prevents the worker from
appreciating the importance of what they

are doing as part of the overall production job enrichment: aims to use the full capabilities
system. Herzberg argued that complete and of workers by giving them the opportunity to do
identifiable units of work should be assigned to more challenging and fulfilling work

workers, and that this might involve teams of
workers rather than individuals on their own.

CASE STUDY 10.2

High labour turnover in trucking and warehousing

We live in an e-commerce world. People order a
huge variety of goods online, and these must be
transported and delivered on time. While engineers
are looking for automation solutions to increase
efficiency in the trucking and warehousing industry,
employees suffer from job insecurity. Companies in
this industry are facing increasing competition and
try hard to cut costs. Workers around the globe are
complaining about bad working conditions, as the
industry adopts an ‘expendable workforce’ mindset.
Workers are typically offered only part-time or
temporary employment contracts and low wages.
This has led to high labour turnover in the industry
in most countries around the world. 2

1 Define the term 'motivation’. [2]

Using Herzberg's theory of motivation,

explain two hygiene factors that lead to

job dissatisfaction and high labour turnover

in the trucking and warehousing industries.  [4]

CleverlLog is a startup business in Singapore, offering
trucking and warehousing services to big customers.
Cheng, the founder and CEO of CleverLog, wants
to keep the labour turnover low in his business. He

’ TV ; i 3 Suggest one advantage and one
tries to boost motivation in the .busmess by offering disadvantage of using job rotation as a
wages that are higher than the industry average. He method to increase motivation at CleverLog. [4]
also tries to make the manual jobs more interesting,
mainly through job rotation. However, he is worried 4  Discuss the importance of employee
about the effect of his decision on the profitability motivation for a business such
and competitiveness of his business. as CleverlLog. [10]
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ACTIVITY 10.1

Having studied computer science at university, Carla
could not wait to find her first full-time job. She

was recruited by a software developing business.
Initially, she was very excited. Her first salary allowed
her to share an apartment with a friend and to pay
most of her bills. She met many other computer
professionals and enjoyed the social life around

her new job. However, her manager was rather
autocratic and unappreciative. She instructed Carla
to do her work exactly as told and was not open to
new ideas. Carla found the job to be repetitive and
boring. The lack of challenge and the bad treatment
by the management made Carla want to leave her
job just two years after she got it.

1 Splitin two groups.

*  Group 1: Apply Maslow’s Theory to explain
Carla's demotivation two years after she
was recruited.

*  Group 2: Apply Herzberg's Theory to
explain Carla’s job dissatisfaction two years
after she was recruited.

2 What are the similarities and what are the
differences between the two approaches to
motivation observed by the two groups? Discuss.

Reflection

*  Group 1: While answering question 1, have you
clearly identified the level of Maslow’s hierarchy
on which Carla seems to be standing?

*  Group 2: While answering question 1, have
you clearly distinguished the 'hygiene’ factors
from the ‘motivator’ factors affecting Carla’s
job satisfaction?

CASE STUDY 10.3

Teamwork at Puerto Rico’s Fantasy

Alondra is a young entrepreneur and chef who

has opened Puerto Rico’s Fantasy, a new luxury
restaurant in a business area in Puerto Rico. Her
start-up was a big success. Consumers enjoy the
quality of food and the excellent service. Alondra
believes that her success is the result of strong
teamworking among her employees. Her ten
employees have become close friends and enjoy
working together. This improves their productivity
and creativity, leading to excellent customer ratings.

As Puerto Rico's Fantasy enjoys increasing demand,
Alondra is ready to buy the premises next to her
current business to increase her capacity. But

she is worried about how new employees would

fit the established team, as they might feel left

out. Also, she knows that teamworking might not
be enough to motivate her employees after the

business grows. She is now thinking of possibilities
for job enrichment for at least four of her most
talented workers.

1 Define the term ‘job enrichment’. [2]

2 Suggest one advantage and one
disadvantage of teamworking as a
method used to motivate employees at
Puerto Rico's Fantasy. [4]

3 Suggest two methods of intrinsic motivation,
other than job enrichment and team working,
that could be used to motivate employees
at Puerto Rico’s Fantasy. [4]

4  Evaluate ‘job enrichment’ as a method to
motivate employees at a restaurant such

as Puerto Rico’s Fantasy. [10]
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10 Motivation and demotivation

e  Provide feedback on performance — this type
of communication could give recognition for
work well done and could provide incentives to
achieve even more.

e Give workers a range of tasks — to challenge
and stretch the individual, a range of tasks
should be given, some of which may be, at least
initially, beyond the workers’ current experience.
This, in quite a large measure, ties in with the
‘self-actualisation’ level in Maslow’s hierarchy.

A business could offer higher pay, improved
working conditions and less heavy-handed
supervision of work. These would all help to
remove dissatisfaction, but they would all be
quickly taken for granted. If work is not interesting,

Work is unpleasant
Workers are rational

Managers need to only
supervise workers who
should not be trusted

rewarding or challenging, then workers will not be
satisfied or will not be motivated to offer their full
potential whatever the pay level offered to them.

Evaluation of Herzberg's work

Human needs are classified
in a pyramid containing:
physiological needs; safety
needs; social needs; esteem
needs; self-actualisation.

Team working is now much more widespread as
a consequence of Herzberg’s findings, with whole
units of work being delegated to these groups.

Workers tend to be made much more responsible
for the quality of their own work rather than
being closely supervised by a quality-controlling
inspectorate.

Most firms are continually looking for ways to
improve effective communication, and group
meetings allowing two-way communication are
often favoured.

Factors affecting the morale
of the employees are
classified in two factors:

a) hygiene factors

b) motivator factors

Financial rewards

Fulfilling each level of needs
according to the pyramid

Provide adequate hygiene
factors so that employees
are not dissatisfied. Offer
motivator factors to
motivate them

Differences among individuals
are not recognised

Money is not the only
motivator

The role of the managers as
cold-hearted supervisors

It is complicated to apply

Employees needs differ
(may be on different ‘levels’)
so trying to satisfy all
workers is difficult

Each individual responds
differently to different needs

Assumes that increasing job
satisfaction of employees
will always lead to
increased productivity

All types of financial rewards,
primarily piece rates but

also time rates, commission,
profit-related pay,
performance-related pay,
share ownership schemes
and fringe benefits

Managers should focus on
identifying the needs of
each employee and make
appropriate opportunities
for them to satisfy these
needs at work; adequate
pay and job security
essential starting points

Non-financial rewards such
as job enlargement, job
enrichment, job rotation,
promotion, recognition,
empowerment, team
working training

Table 10.4: Summary of the key motivation theories (SL and HL)
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10.2 Further motivation

theories

McClelland and acquired
needs theory

David McClelland pioneered workplace motivational
thinking, developed an achievement-based motivational
theory and promoted improvements in employee
assessment methods. He is best known for describing
three types of acquired motivational need, which he
identified in his book The Achieving Society (1961).

e Achievement motivation: A person with the strong
motivational need for achievement will seek to
reach realistic and challenging goals and job
advancement. There is a constant need for feedback
regarding progress and achievement. This helps
to provide a sense of accomplishment. Research
suggests that this result-driven attitude is almost
always a common characteristic of successful
business people and entrepreneurs.

¢ Authority/power motivation: A person with this
dominant need is motivated by having authority.
The desire to control others is a powerful
motivating force. This includes the need to be
influential, to be effective and to make an impact.
Such a person has a strong leadership instinct, and
when they have authority over others they value the
personal status and prestige gained.

e  Affiliation motivation: A person whose strongest
motivator is the need for affiliation has a need
for friendly relationships and is motivated by
interaction with other people. These people tend
to be good team members as they need to be liked,
popular and held in high regard.

McClelland stated that these three motivational needs are
found to varying degrees in all workers and managers.
The mix of needs characterises a worker’s or manager’s
behaviour, both in terms of what motivates them and
how they believe other people should be motivated.

The acquired-needs theory does not claim that people
can be precisely classified into one of three types.
Instead, an individual’s balance of these needs forms

a psychological profile that can be useful in creating a
tailored motivational strategy for them. McClelland
stressed that it is important to note that needs do not
necessarily correlate with an individual’s competencies.
It is possible, for example, for an employee to be

strongly affiliation motivated but still be successful in a
situation in which affiliation needs are not met.

McClelland suggested that those in top management
positions generally have a high need for power and a
low need for affiliation. He also believed that although
individuals with a need for achievement can make good
managers, they are not generally suited to being in top
management positions. He believed that achievement-
motivated people are generally the ones who make
things happen and get results. However, they can
demand too much of their subordinate employees in
the achievement of targets and prioritise this above the
many and varied needs of their workers.

Deci and Ryan'’s self-
determination theory

Self-determination is a theory of human motivation
developed by psychologists Edward Deci and Richard
Ryan. The theory looks at the inherent, positive human
tendency to move towards self-development and
growth. It outlines three core needs which facilitate
that growth. Those needs are competence, autonomy
and relatedness.

e  Competence: The need to experience that our
behaviour and performance at work are of a
high standard.

e Autonomy: The need to experience behaviour as
voluntary and to feel that we have control over
what tasks we perform.

e Relatedness: The need to interact and be connected
to others. This could involve having meaningful
relationships and interactions with other people.

Self-determination outlines the two types of motivation
(intrinsic and extrinsic) that were considered in

section 10.1. The three needs promote intrinsic
motivation. This type of motivation encourages us to
behave in a certain way for its own sake because it is
inherently satisfying or inwardly rewarding. The natural
human tendency to move towards growth or self-
fulfilment is, essentially, intrinsic motivation.

There are two key assumptions of the self-determination
theory:

e  The need for personal growth drives behaviour.
People are naturally actively directed towards
growth. Gaining mastery over new challenges
and accepting new experiences are essential for
developing a sense of self-fulfilment.
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10 Motivation and demotivation

e Autonomous motivation is important. While people
are often motivated to act by external rewards
such as money, bonuses and fringe benefits, self-
determination theory focuses primarily on internal
sources of motivation such as a need to gain
knowledge or independence, i.e., intrinsic motivation.

Deci and Ryan stress that it is important to realise
that the psychological growth described by self-
determination theory does not happen automatically.
While people might be oriented toward such growth,
it requires continual support in a business context by
appropriate reward systems. For example:

e  Extrinsic motivators can lead to reduced self-
determination. According to Deci and Ryan,
if managers continually focus on giving
employees extrinsic rewards for intrinsically
motivated behaviour, then autonomy can be
undermined. As the behaviour becomes increasingly
controlled by external rewards, employees may
consider that they are less in control of their own
behaviour and intrinsic motivation is reduced.

®  Positive feedback can boost self-determination. Deci
and Ryan also suggest that offering unexpected
positive encouragement and feedback on an
employee’s performance can increase intrinsic
motivation. This type of feedback helps workers to
feel more competent, which is one of the key needs
for personal growth.

Vroom and expectancy theory

Victor Vroom suggested that individuals choose to
behave in ways which they believe will lead to results
that they value. His expectancy theory states that
individuals have different sets of goals. They can be
motivated if they believe that:

e there is a positive link between effort
and performance

e favourable performance will result in a
desirable reward
e the reward will satisfy an important need

e the desire to satisfy the need is strong enough to
make the work effort worthwhile.

His expectancy theory is based on the following
three beliefs:

e  Valence: the depth of the desire of an employee for
an extrinsic reward, such as money, or an intrinsic
reward, such as satisfaction.

e  Expectancy: the degree to which people believe that
putting effort into work will lead to a given level
of performance.

e Instrumentality: the confidence of employees that
they will actually get what they desire, even if it has
been promised by the manager.

Vroom argued that if even one of these conditions or
beliefs is missing, workers will not have the motivation
to do the job well. Therefore, according to Vroom,
managers should try to ensure that employees believe
that increased work effort will improve performance and
that this performance will lead to valued rewards.

if you are answering a question about
motivational theorists, try to do more than just
list their main findings. It is much better to apply
their ideas to the business situation given.

John Adams and equity theory

John Adams’ equity theory is built on the belief that
employees become demotivated towards their jobs and
employer if they feel that their inputs are greater than
their outputs. Inputs include effort, loyalty, commitment
and skill. Outputs include financial rewards, recognition,
security and sense of achievement.

While many of these factors cannot be quantified,
Adams argued that employers should attempt to achieve
a fair balance between what the employee gives an
organisation and what they receive in return. If workers
consider that their inputs are greater than the outputs
received, they will move to try to redress this imbalance.
When a balance is reached, then employees will consider
their treatment to be fair and will respond with positive
attitudes and high levels of motivation (see Figure 10.3).

The key difference between expectancy
theory and equity theory

According to expectancy theory, employees may perform
effectively at work in exchange for rewards based on
their clear expectations. So, the argument goes, an
employee will exert more effort when they believe that
their increased effort will result in a positive reward.

For instance, if an employee believes they will receive

a pay raise or a promotion if they have a very good
performance appraisal, they will be motivated to improve
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Outputs

Financial rewards,
responsibility,
recognition, etc.

Figure 10.3: Adam'’s equity theory of motivation

their overall job performance. However, if the employee
receives no reward following a positive appraisal, they
will be demotivated to continue working at a higher level.

Equity theory suggests that employees are more likely
to derive job satisfaction by comparing their effort and
reward ratio with that of others and analysing whether
equity exists. It recognises that individuals are concerned
with both the absolute amount of rewards and the
relationship of that amount to what others receive.
Employees compare their own job inputs and outcomes
with those of others, and any inequities impact on

the effort that employees put into their work. If the
income : output ratios between themselves and other
workers are unequal, inequity exists and employees

will perceive themselves as either under-rewarded or
over-rewarded.

10.3 Labour turnover

If a business employed, on average, 200 employees last
year and 30 left during the year, then the labour turnover
rate would be 15%. If this result is high and increasing
over time, then it is a good indicator of employee
discontent, low morale and, possibly, a recruitment
policy that leads to the wrong people being employed.
High labour turnover is more likely in areas of low
unemployment too, as there may be many better-paid

and more attractive jobs available in the local area. It is
also true that some industries typically have higher labour
turnover rates than others. The fact that so many students,
looking for part-time and temporary employment, find
jobs in fast-food restaurants leads to labour turnover rates
that can exceed 100% in one year. In other organisations,
labour turnover rates can be very low; this is typical in law
practices and in scientific research.

Table 10.5 summarises the potential problems from both
high and low labour turnover.

KEY TERM

recruitment: the process of identifying the need
for a new employee, defining the job to be filled
and the type of person needed to fill it, attracting
suitable candidates for the job and selecting the
best one

Labour turnover is measured by:

number of employees leaving in 1 year

x 100

average number of people employed
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10 Motivation and demotivation

CASE STUDY 10.4

What people want from work

‘| was asked by the principal of my university

to form a committee of ten lecturers to discuss
holiday dates, student enrolment and ways to
check on the quality of lectures. He told us it was
a very important committee; we would receive
recognition and our views would influence future
decisions. We had many meetings, agreed a
written report, and sent it to the principal. We
heard nothing back — no feedback, no thanks and
no decisions made on our recommendations.

| would not do it again if | was asked.’

Many motivation theorists believe that giving
people what they want from work is quite easy,
although it depends on the type of work situation
and on the individual person. A research performed
across several industries at a global scale identified
the following factors as important motivators for
most individuals:

®  Some control of their work, including control
over job enrichment; the responsibility for a
well-defined task, the need for achievement and
recognition from others.

*  Good communication from management and
some participation opportunities.

*  The opportunity for growth and development
to help employees to gain ‘mastery’, including
education, career paths and team working.
Employees need to believe that if they try harder,
they will have what it takes to perform better.

® Leadership providing clear targets and
appropriate rewards if these targets are met.

Of course, money is important, because if
employees do not receive remuneration that is
perceived by them as ‘fair’ based on what other
people get in similar positions, they become
demotivated. But once workers are satisfied with
fair financial rewards, they look for other things
from work. Most employees want involvement

in decisions that affect their work. Those who
contribute ideas should be recognised and

—

rewarded. Effective employee participation assumes
that workers are very competent and experienced to
be able to make decisions about their work.

For some employees, especially in managerial
levels, the desire to control and lead their teams
could be a strong motivator as it gives the sense of
personal status. For others, the sense of belonging
in a team and the creation of friendly relationships
is @ more important motivator.

Lastly, many employees are motivated through
autonomy and the desire to control their own
working environment as much as possible.

1 With reference to the case study and by
applying McClelland’s motivation theory,
explain two factors affecting motivation
at work. [4]

2 With reference to the case study and
by applying Deci and Ryan’s motivation
theory, explain two factors affecting
motivation at work. [4]

3 With reference to the case study and
by applying Vroom's motivation theory,
explain two factors affecting motivation
at work. [4]

4  With reference to the case study and by
applying Adam'’s motivation theory, explain
one factor affecting motivation at work. [2]
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CASE STUDY 10.5

High labour turnover at Electro plc

Advika is the HR director of Electro plc which
produces home appliances. The business has been
dealing with the problem of high labour turnover in
its factory. Employees complain about bad working
conditions and low wages.

Devansh, the operations director, is worried about
the consequences of high labour turnover on the
production unit. Retailers have recently informed
him about delays in the delivery of orders. However,
Advika sees an opportunity in the fact that workers
leave the factory. She is considering the recruitment
of younger employees as she thinks they are

more motivated and happier to accept part-time
employment contracts.

Devansh disagrees. He is worried that the
recruits would need a lot of on-the-job training,
which would then make them attractive to
competitive businesses offering better wages. In the
last meeting held by the board of directors,
Devansh came with suggestions about how to
reduce labour turnover in the factory, including
better pay and benefits for manual workers.

Jaya, the CEO of Electro plc., said that before
taking any decisions regarding the solution of the
problem, the board of directors should discuss the
implications of high labour turnover on the financial
performance and the overall image of the business.

1 Define the term ‘labour turnover’. [2]

2  Suggest two disadvantages of high
labour turnover for Electro plc. (4]

3 Suggest two benefits of high labour
turnover for Electro plec. [4]

4  Evaluate Devansh'’s suggestion to reduce
labour turnover in Electro plc by offering
better pay and benefits to manual workers. [10]

Drawbacks of high
labour turnover

Potential benefits of
high labour turnover

Costs of recruiting,
selecting and training
new staff

Poor output levels

and customer service
due to staff vacancies
before new recruits are

appointed

Difficult to establish
loyalty and regular,
familiar contact
with customers

Difficult to establish
team spirit and stable
work groups

Low-skilled and less-
productive staff might

be leaving — they could
be replaced with more
carefully selected workers

New ideas and
practices are brought
into an organisation by
new workers

A business that plans

to reduce staff numbers
anyway — due to
rationalisation — will find
that high labour turnover
will do this, as leaving
staff will not be replaced

Table 10.5: Drawbacks and potential benefits of high

labour turnover

10.4 Appraisal of
employees

Employee appraisal is often undertaken annually. It is
an essential component of an employee development
programme. The analysis of performance against preset
and agreed targets combined with the setting of new
targets allows the future performance of the worker to be
linked to the objectives of the business. Both appraisal
and employee development are important features of
Herzberg’s motivators — those intrinsic factors that

can provide the conditions for effective motivation

at work. An appraisal form is often used which will
comment on the worker’s ability to meet certain criteria

employee appraisal: the process of assessing
the effectiveness of an employee judged against
preset objectives
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10 Motivation and demotivation

and may suggest areas for action and improvement or
recommendations for training or promotion. Figure 10.4
shows some examples of questions from appraisal forms.

Formative appraisal

Formative appraisal is based on a range of formal and
informal assessment methods employed by supervisors
not only to monitor an employee’s progress but also

to support and provide guidance for improvement.

It typically involves qualitative feedback (rather than
scores or grades for achievement) that focuses on

the details of performance and ways of improving

it. Formative appraisal — if done well — should be a
supportive learning process for the employee and there
should be no sense of overall failure or success.

In essence, the goal of formative assessment is to gather
feedback that can be used by the instructor/supervisors
and the employees to guide improvements in the
ongoing work being undertaken by the workers.

Summative appraisal

In contrast, the goal of summative assessment is to
measure the level of an employee’s success or proficiency
in meeting predetermined benchmarks. To be effective,

these benchmarks should have been discussed and agreed
with each employee before the time period over which
assessment is to be made. The outcome of a summative
assessment could be used to influence an employee’s pay
grade, annual bonus or chances of internal promotion.

360-degree feedback

Performance-appraisal summative assessments are
collected from ‘all around’ an employee. The key feature
of this form of appraisal is not to use a supervisor as the
sole means of providing appraisal feedback, but to use
many people who come into contact with the employee
as sources of appraisal feedback information. These
people often include:

e the employee’s ‘line” work colleagues and peers

e subordinates

®  supervisors

e internal and external customers.

The main objective of 360-degree appraisal is usually to
assess training and development needs and to provide

competence-related information for succession planning,
not promotion or pay increases.

It is also known as multi-source assessment or multi-
source feedback.

A1 Score your own capability or knowledge in the following areas in terms of your current role requirements
(1-3 = poor, 4-6 = satisfactory, 7-9 = good, 10 = excellent). If appropriate, bring evidence with you to the
appraisal to support your assessment. The second section can be used if working towards new role requirements.

commercial judgement
product/technical knowledge
time management

planning, budgeting and forecasting

1

2

3

4

5 reporting and administration
6 communication skills

7 delegation skills

8 IT/equipment/machinery skills
9

meeting deadlines/commitments

10 creativity

11 problem-solving and decision-making
12 team-working and developing others
13 energy, determination and work rate
14 steadiness under pressure

15 leadership and integrity

16 adaptability, flexibility and mobility

17 personal appearance and image.

A2 In light of your current capabilities, your performance against past objectives, and your future personal growth
and/or job aspirations, what activities and tasks would you like to focus on during the next year? Again, also think
of development and experiences outside job skills — related to personal aims, fulfilment, passions.

Figure 10.4: Examples of questions from appraisal forms
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Self-appraisal

Employee self-appraisal, within a performance
management or annual performance review system,
involves asking the employee to self-evaluate his or
her job performance. Typically, prior to meeting with
an employee, the supervisor will ask the employee to
complete an evaluation form. This will be used as a
basis for discussion during the annual performance
review meeting. Then at the meeting, the manager
and employee discuss the self-appraisal results,

and negotiate final evaluations based on both the
manager’s perceptions and those of the employee.
Self-appraisal or self-evaluation results should be
used after discussion and negotiation. Actual self-
evaluation as part of performance management

can take the form of evaluating progress towards
predefined annual objectives and performance
standards. The employee may be asked to rate
themself using the same rating form the manager uses,
or even undertake self-ranking against a preset scale
of attainment levels.

10.5 Recruitment

Organisations need to obtain the best workforce
available if they are to meet their objectives and be
competitive. Workers need to be chosen so that they
meet the needs of the organisation exactly, in order
to reduce the risk of conflict between their personal
objectives and those of the business. The recruitment
and selection process involves the following steps:

1  Establish the exact nature of the job vacancy and
draw up a job description. The job description

provides a complete picture of the job and includes:

job title

details of the tasks to be performed
responsibilities involved

place in the hierarchical structure
working conditions

-~ 0o O N T O

how the job will be assessed and
performance measured.

The advantage of the job description is that it
should attract the right type of people to apply for
the job, as potential recruits will have an idea of
whether they are suited to the position or not.

2  Draw up a person specification. This analyses the
qualities and skills being looked for in suitable
applicants. It is clearly based on the job description
because these skills can only be assessed once the
nature and complexity of the job have been identified.
The person specification is like a “person profile’ and
helps in the selection process by eliminating applicants
who do not match up to the necessary requirements.

KEY TERMS

job description: a detailed list of the key points
about the job to be filled, stating all the key tasks
and responsibilities of it

person specification: a detailed list of the
qualities, skills and qualifications that a successful
applicant will need to have

3 Prepare a job advertisement reflecting the
requirements of the job and the personal qualities
desired. The job advertisement can be displayed
within the business premises — particularly if
an internal appointment is being sought — on
the firm’s website or in government job centres,
recruitment agencies and/or newspapers. Care
must be taken to ensure that there is no element
of discrimination implied by the advertisement as
nearly all countries outlaw unfair selection on the
basis of race, gender or religion.

Do not confuse the job description and the
person specification.

4  Draw up a shortlist of applicants. A few applicants

are chosen based on their application forms
and personal details, often contained in a CV
(curriculum vitae). References may have been
obtained in order to check on the character and
previous work performance of the applicants.

The disadvantages of each method of recruitment
are the reverse of the advantages of the other
method. For example, a drawback of external
recruitment is that it does not give internal staff

a career structure or a chance to progress.
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10 Motivation and demotivation

5 Conduct interviews. Interviews are designed to
question the applicant on their skills, experience and
character to see if they are likely to perform well and
fit into the organisation. Some interviewers use a
seven-point plan to carry out a methodical interview.
Candidates are assessed according to achievements,
intelligence, skills, interests, personal manner,
physical appearance and personal circumstances.

10.6 Internal and
external recruitment

An important decision that HR managers often have

to make is whether to go down the route of internal
recruitment (i.e. recruiting a person to a post who

is already working in the organisation) or external
recruitment (recruiting an external candidate). Some
businesses will nearly always try to recruit internally as
this can provide a career ladder for employees and a real
chance of advancement. Other businesses, perhaps more
focused on rapidly developing technology or involved in

advanced research, will nearly always appoint external
candidates to fill vacant posts.

It might be unwise for a business to adopt a very
inflexible rule as to which type of recruitment to use.

A business that normally uses internal recruitment
might be unwise to not appoint a truly outstanding
candidate from another organisation. Similarly, a
business that usually focuses on external recruitment
might be advised to appoint a very deserving, capable
and ambitious internal candidate if they were well suited
to the vacant post. Table 10.6 outlines some of the
advantages of these two approaches to recruitment.

KEY TERMS

internal recruitment: filling vacant posts by
appointing existing employees

external recruitment: filling vacant posts
by appointing candidates from outside
the organisation

Applicants may already be well known to the selection
team and there might be less risk than appointing
someone with unknown qualities and skills

Applicant will already know the organisation and its
internal methods. There should be little need for
induction training

The culture of the organisation will be well
understood by the applicant and this avoids the risk
of a culture clash with the views and beliefs of an
external candidate

Often it is quicker than external recruitment as outside
agencies and advertising might not be necessary

Likely to be lower cost than using external advertising
and recruitment agencies

Gives internal employees a career structure and a
chance to progress, and this encourages high levels
of motivation amongst those keen to advance in
the organisation

Employees may be less likely to have to get used to a
new style of management approach if the vacancy is
a senior post

External applicants will bring new ideas and
practices to the business — this helps to keep existing
employees focused on the future rather than ‘the
ways things have always been done’

New ideas and practices can be particularly
important for businesses operating in fast-changing
markets or in technologically advanced industries

There should be a wide choice of potential applicants —
not limited to internal employees — so the overall
quality of applicants might be high

It avoids resentment sometimes felt by existing
employees if one of their former colleagues is
promoted above them

If a business or a department within it has not been
performing well, selecting an external candidate for a
senior management post is likely to lead to new ways
of working which might reverse this disappointing
performance. Internal candidates might be too
closely associated with existing under-performance

Table 10.6: The advantages of internal and external recruitment
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ACTIVITY 10.2

1 Draw up a job description for the head teacher
or principal’s post at your school or college.

2  Draw up a detailed person specification for
this post.

3 Produce an eye-catching and effective
newspaper advertisement for this post (use IT
if you can) including key features from the job
description and person specification.

Reflection

When designing the person specification, did
you ensure that it would appeal to a diverse pool
of candidates from different age, gender and/or
ethnic groups? Why would diversity be important
among the faculty of a school or college?
Discuss in class.

LEARNER PROFILE

Knowledgeable

Spanx founder and CEO Sara Blakely takes a step
back and lets candidates ask the questions

As the founder of Spanx and one of the world’s most
influential businesswomen, Sara Blakely . . . knows

a thing or two about what it takes to make a great
hire, especially when it comes to hiring executives
for her own company. One of her favourite
interviewing strategies is to step back and see how
the candidate fills moments of silence — including
what questions they ask.

You can learn the most about a person by
the questions he or she asks or doesn't ask,’

Sara explains. . . . Sara also has another piece of
advice that has inspired the likes of Richard Branson:
Great leaders should hire ‘for their weaknesses.’

In other words, to create a well-rounded

company, business leaders need to recognize and
communicate their own strengths and shortcomings
so their recruiters can find talent to fill those gaps.

‘| surround myself with people who have knowledge
and talents in areas where | might not be so well
versed,’ Richard adds.

Do you think that becoming knowledgeable will be
important for you and your classmates in your future
careers? Discuss in class.

THEORY OF KNOWLEDGE

Knowledge question: How important are reason,
emotion and intuition when evaluating someone
in an interview?

You are preparing to interview a new graduate for
a management trainee job with your multinational
media organisation.

The first candidate enters the interview room. They
have a superb academic background that includes
a first-class degree from a top university; they have
completed plenty of relevant work experience,
speak three languages fluently and have a wide
range of other interests including high-level sports.
On paper, they are the best candidate for the job.
The trouble is you do not really like them and
would not want to work with them. Even though
they have a polite smile on their face, you sense

they might be arrogant and not a good fit for the
company’s culture.

The second candidate is less qualified and
experienced for the job. Yet, they seem friendly and
open-minded, and you love their sense of humour.
You feel that they must be offered the position.

For some reason, you trust that they would fit the
organisation fast and that they will prove to be an
asset for the business.

In your class consider the following questions:

1 Which candidate would you offer the job to
and why?

2 Should professional recruiters trust their
intuition and emotion, or should they just hire
employees based on reason?
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10 Motivation and demotivation

10.7 Payment or
financial reward systems

The most common payment systems are:

e salary

e  wage: time-based wage rate and piece rate
e commission

e  performance-related pay

e  profit-related pay

e employee share-ownership schemes

e fringe payments (perks).

Salary

A salary is the most common form of payment for
professional, supervisory and management employees
The salary level is fixed each year and it is not dependent
on the number of hours worked or the number of units
produced. The fixing of the salary level for each job is a
very important process because it helps to determine the
status of that post in the whole organisation.

Job evaluation techniques may be used to assist in
deciding the salary bands and the differences between
them. In most organisations, all jobs will be put into
one of a number of salary bands and the precise income
earned within each band will depend upon experience
and progress. It is always possible to gain promotion

to another job in a higher salary band. Firms that

are interested in creating a ‘single status’ within their
organisation are now increasingly putting all staff —
manual and managerial — on to annual salaries to give
the benefits of security and status to all employees. The
advantages and disadvantages of a salary system are
outlined in Table 10.8.

E, e.g., regional heads $50000-$75900

D, e.g., departmental $30000-$49 900

heads
$20000-$29 900
$10000-$19900
$5000-$9 900

C, e.g., office managers

B, e.g., secretaries

A, e.g., junior clerical staff

Table 10.7: Salary bands — typical example

Salary gives security Income is not related
of income to effort levels

) or productivity
It gives status compared

to time-rate or piece-rate
payment systems

It may lead to
complacency of the

o ) salary earner
It aids in costing — the Y

salaries will not vary for
one year

Regular appraisal may
be needed to assess
whether an individual
should move up

a salary band,
although this could
be an advantage

if this becomes a
positive form of
worker appraisal

It is suitable for jobs
where output is
not measurable

It is suitable for
management positions
where staff are expected
to put in extra time

to complete a task

or assignment

Table 10.8: Advantages and disadvantages of salary system

Wage

Time-based wage rate

An hourly wage rate or ‘time rate’ is set for the job —
perhaps by comparing with other firms or similar jobs.
The wage level is determined by multiplying this by the
number of hours worked and is usually paid weekly.
Although there is more income security than with piece
rate, speed of work is not rewarded with this payment
system — indeed, the opportunity to earn overtime might
encourage workers to stretch work out unproductively.

salary: annual income that is usually paid on
a monthly basis

hourly wage rate: payment to a worker made
for each hour worked
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Piece rate

A rate is fixed for the production of each unit, and the
workers’ wages therefore depend on the quantity of
output produced. The piece rate can be adjusted to reflect
the difficulty of the job and the ‘standard’ time needed to
complete it. The level of the rate can be very important.
If set too low, it could demotivate the workers, but if it is
too high, it could reduce the incentives because workers
will be able to meet their target wage level by producing
relatively few units (see Table 10.9).

Advantages

Disadvantages

[t encourages
greater effort and
faster working

The labour cost

for each unit is
determined in advance
and this helps to set a
price for the product

It requires output to
be measurable and
standardised - if each
product is different,
then piece work

is inappropriate

It may lead to falling
quality and safety levels
as workers rush to
complete units

Workers may settle for

a certain pay level and
will therefore not be
motivated to produce
more than a certain level

It provides little security
over pay level, e.g.,

in the event of a
production breakdown

Table 10.9: Advantages and disadvantages of the piece rate

Commission

Commission can make up 100% of the total income
of direct sales employees — it reduces security as
there is no ‘basic’ or flat-rate payment if nothing is
sold during a particular period — or it can be paid in
addition to a basic salary. It has the same advantages
and disadvantages as the piece rate used in production
industries, except that the potential drawback of low
quality of production may be replaced by the risk of
high-pressure selling, where sales staff try so hard to
convince a customer to buy a product or service that
they simply create a bad impression of the company.
Commission-based pay also does not encourage

teamwork — each individual sales person will be keen
to hold on to each new customer for themselves to earn
more commission!

Performance-related pay (PRP)

Performance-related pay is usually in the form of a
bonus payable in addition to the basic salary. It is widely
used for those workers whose ‘output’ is not measurable
in quantitative terms, such as management, supervisory
and clerical posts. It requires the following procedure:

e regular target setting, establishing specific objectives
for the individual

annual appraisals of the worker’s performance
against the preset targets

paying each worker a bonus according to the degree
to which the targets have been exceeded.

The main aim is to provide further financial incentives
and to encourage staff to meet agreed targets. Bonuses
are usually paid on an individual basis, but they can also
be calculated and awarded on the basis of teams or even
whole departments.

There are problems with PRP schemes (see Table 10.10).
The main issue is one that Herzberg would recognise —
does the chance of additional pay ‘motivate’ or just
temporarily ‘move’ a worker to perform better? As there
is no change in the nature of the work being undertaken
most of the ‘motivators’ recognised by Herzberg would
not be satisfied by PRP. In addition, the concentration on
individual performance can create divisions within teams
and groups. There is also a widely held view that PRP
bonuses are often inadequate, even to achieve short-term
productivity gains or improvements in effort. The last
problem concerns the style of management that PRP can
lead to. By giving senior managers the power to decide
which subordinates have achieved performances above
target, it can lead to claims of favouritism and the ability
to control staff by means of the ‘carrot’ of extra rewards.

KEY TERMS

piece rate: a payment to a worker for each
unit produced

commission: a payment to a sales person for
each sale made

performance-related pay: a bonus scheme to
reward staff for above-average work performance
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10 Motivation and demotivation

Employees are
motivated to improve
performance if they are
seeking increases in
financial rewards

Target setting can help
to give purpose and
direction to the work of
an individual

Annual appraisal

offers the opportunity
for feedback on the
performance of an
individual, but as it
tends to occur only
once a year this is not
usually sufficient to
achieve a key feature of
job enrichment

It can fail to motivate
if employees are not
driven by the need
to earn additional
financial rewards

Team spirit can be
damaged by the
rivalry generated by
the competitive nature
of PRP

Claims of manager
favouritism can harm
manager-subordinate
relationships

It may lead to
increased control over
workers by managers
because of the danger
that bonuses may not
be awarded if workers
do not ‘conform’

Table 10.10: Advantages and disadvantages of

performance-related pay

Profit-related pay

The essential idea behind profit-sharing arrangements
(and profit-related pay) is that staff will feel more
committed to the success of the business and will strive
to achieve higher performances and cost savings (see
Table 10.11). Some shareholder groups, however, claim
that profits should only be considered as being the
return to the owners of the business and are a reward to
them for taking risks with their own capital.

profit-related pay: a bonus for employees based
on the profits of the business — usually paid as a
proportion of basic salary

Employee share-ownership

schemes

Some profit-sharing schemes do not offer cash but instead
offer shares in the business to each worker when the firm
declares a profit. This is designed to establish the workers
as part-owners of the business and reduce the conflict that
might exist between ‘them’ (the owners and managers)
and ‘us’ (the workers). In practice, many of the shares

in such schemes are quickly sold by the workers, thus
reducing the hoped-for long-term impact on motivation

(see Table 10.11).

Potential conflict
between owners and
workers is reduced as
everyone now has an
interest in higher profits

They are designed

to lead to increased
effort by workers and

a greater willingness

to accept cost-
reduction measures and
changes that benefit
the business

The business is likely to
attract better recruits
drawn by the chance of
sharing profits or owning
shares in the firm

As the bonuses are
paid out of profits, the
scheme does not add
to business costs, unlike
a normal increase in
pay levels

If successful in
improving motivation,
then the schemes
could lead to an
increase in overall
business profitability

The reward offered is
not closely related to
individual effort — why
should one worker
put in greater effort
when everyone will
be benefiting?

The schemes can be
costly to set up and
operate, especially
in large firms with
many employees

Small profit shares

paid at the end of the
financial year are unlikely
to promote motivation
throughout the year

Profit-sharing
schemes will reduce
profits available to
be paid to owners
(reducing dividends)
and to be reinvested
in the business
(retained profits)

Worker share-ownership
schemes can increase
the total number of
shares issued and

dilute the value of
existing shares

Table 10.11: Advantages and disadvantages of profit
sharing and employee share ownership
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Fringe payments (benefits)

These are non-cash forms of reward — and there are
many alternatives that can be used. They include
company cars, free insurance and pension schemes,
private health insurance, discounts on company
products and low-interest rate loans. These are
sometimes referred to as ‘perks’. They are used by

businesses in addition to normal payment systems in
order to give status to higher-level employees and to
recruit and retain the best staff. Some of these fringe
benefits are taxed, but others are not. That gives the
employees an added benefit, because to purchase these
perks from after-tax income would be very expensive.
It is difficult to assess the impact of these benefits

on productivity.

ACTIVITY 10.3

Different jobs, different pay systems

Look at the job adverts and then answer the
questions that follow.

\,\/_——\,\/V—\_f_\—\_,_/\_/\

Human resources director — Singapore
Diverse Portfolio of International Businesses

Our client is an undisputed leader in the private
equity market. It has financed the acquisition
of a wide variety of businesses with a presence
in more than 50 countries, an annual turnover
in excess of $3.5 billion and 50000 employees.
Key to the group’s success has been its close
financial management and the assistance it
has given portfolio companies in areas such

as human resources and IT. Due to continuing
growth, an HR director is now sought to add
value across the group.

The position

*  Optimise the deployment of HR to add
value within the portfolio businesses and
support the group’s overall objectives.

*  Provide business and HR support to
operating company management teams.
Emphasis on management development,
leadership teams and compensation.

*  Active involvement in evaluation of potential
acquisition targets. Provide critical analysis of
management strengths and weaknesses.

Qualifications

e Outstanding HR professional with a
minimum of 15 years’ experience, a
demonstrable record at group and
divisional levels in an international business.

N~ — —— "\
*  Practical understanding of business
drivers and HR issues within large and
small organisations. Highly influential with
outstanding business management toolkit.

*  Specific experience in Asia is required,
with fluency in an Asian language a
distinct advantage.

Please send full CV and current salary details to
S. Amm at the address below.

Alternatively email: samm@partnership.com

THE PACIFIC RECRUITMENT AGENCY
M

\_,\/_——\,\/v—\_/—\—\_,_/\/\

Driver wanted

*  Must have clean driving licence
e Light removal work
*  Overalls provided

e Ring: 0837 5108 if interested

3 Explain the possible reasons why the second

C~r—m

~—

1 Suggest which of the two job positions above is
likely to be paid with an hourly wage and which
with a yearly salary. Justify your answer.

2 One of the job positions above offers fringe
benefits, such as a company car and private
health insurance. Suggest which one and why.

job position pays for overtime work, but the first
does not.
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10 Motivation and demotivation

10.8 Non-financial
rewards

It is now widely recognised that businesses cannot use
money alone to create the necessary motivation for
employees to complete jobs efficiently. Non-financial
motivators include:

e  job enlargement

e jobenrichment

e job rotation

e team work

® empowerment

e purpose (the opportunity to make a difference).

Job enlargement

Job enlargement can include both job rotation and

job enrichment, but it also refers to increasing the
‘loading’ of tasks on existing workers, perhaps as a
result of a shortage of staff or redundancies. It is
unlikely to lead to long-term job satisfaction unless the
principles of job enrichment are adopted.

Job enrichment

This involves the principle of organising work so that
employees are encouraged and allowed to use their
full abilities — not just physical effort. The process
often involves a slackening of direct supervision as
workers take more responsibility for their own work
and are allowed some degree of decision-making
authority. Herzberg’s findings formed the basis of the
job enrichment principle. Its three key features are not
always easy to apply in practice, but employers are
increasingly recognising the benefits to be gained by
attempting to implement them:

e complete units of work so that the contribution of
the worker can be identified and more challenging
work offered, e.g., cell production

e direct feedback on performance to allow each
worker to have an awareness of their own progress,
e.g., two-way communication

e challenging tasks offered as part of a range of
activities, some of which are beyond the worker’s
recent experience — these tasks will require training
and the learning of new skills. Gaining further

skills and qualifications is a form of gaining status
and recognition — see Maslow’s hierarchy of
human needs.

S8 &
ST

Figure 10.5: Traditional mass production — each worker
performs a single task

O~

Flow
line

e

(Car engine)

Figure 10.6: Team production allowing for job enrichment

™~

— all workers contribute to producing the completed unit

Job rotation

The practice of job rotation is widespread in businesses
that have production processes where several different
jobs — of similar degrees of difficulty and challenge —

KEY TERMS

job enlargement: attempting to increase the
scope of a job by broadening or deepening the
tasks undertaken

job enrichment: attempting to motivate
employees by giving them opportunities to use
the full range of their abilities

cell production: flow production split into
self-contained work groups that are responsible
for a complete unit of work

job rotation: the practice of moving employees
between different tasks to promote experience
and variety

ISBN 9781009053570

© Stimpson et al. 2022
Photocopying is restricted under law and this material must not be transferred to another party.

Cambridge University ﬁ’ﬁs>



> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

exist. It is argued that workers are less likely to become
bored if they are given a range of different tasks
to undertake.

Although this approach can increase variety and,
possibly, the number of skills workers are required to
use, it does not offer true challenge or enrichment from
the work experience.

Do not confuse job enlargement with job
rotation. Job rotation offers variety but does
not necessarily provide more stimulating or
challenging work.

Team working

The team working approach to work places each
member of staff into a small team of employees. Some
traditionalists argue that moving away from ‘pure
division of labour’, where one worker performs just one
simple task all the time, will result in lower productivity
and time-wasting team meetings. Supporters of job
enrichment would respond by claiming that more

challenging and interesting work, as allowed by team
working or ‘cell’ production, will lead to:
e Jower labour turnover

e more and better ideas from the workforce
on improving the product and the
manufacturing process

e  consistently higher quality, especially when total
quality management (TQM) is incorporated.

Table 10.12 summarises the advantages and
disadvantages of team working.

There are a number of benefits to the organisation from

team working:

e  Team spirit should improve motivation of staff

e  Teams are more flexible than hierarchical systems

e New teams can be formed and redundant teams
disbanded as the needs of the organisation change

e  Management costs may be reduced as fewer middle
managers and supervisory staff are required.

team working: production is organised so that
groups of workers undertake complete units
of work

Workers are likely to be better motivated as social
and esteem needs (see Maslow) are more likely to
be met. By empowering workers within teams, job
enrichment can be achieved (see Herzberg).

Better-motivated employees should increase
productivity and reduce labour turnover — both will
help to reduce business costs.

Team working makes fuller use of all of the talents of
the workforce. Better solutions to problems will be
found as those most closely connected with the work
participate in suggesting answers.

Team working can reduce management costs as it is
often associated with delayering of the organisation —
fewer middle managers will be required.

Complete units of work can be given to teams - a
key feature of job enrichment.

Not everyone is a team player — some individuals
are more effective working alone. When teams are
formed, this point must be considered and training
may need to be offered to team members who are
not used to working collaboratively in groups. Some
workers may feel ‘left out’ of the team meetings
unless efforts are made to involve and encourage all
team members.

Teams can develop a set of values and attitudes
which may contrast or conflict with those of the
organisation itself, particularly if there is a dominant
personality in the group. Teams will need clear goals
and assessment procedures to ensure that they are
working towards the objectives of the organisation at
all times.

The introduction of team working will incur training
costs and there may be some disruption to
production as the teams establish themselves.

Table 10.12: Advantages and disadvantages of working in teams
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10 Motivation and demotivation

Team working might not always be a suitable way
of organising a workforce — remember to relate
any suggestions made to the business featured

in the case study.

Making a difference

If employees are allocated roles and given the
appropriate authority to perform them, they can
make a significant difference to certain aspects of the
operation of a business. The areas of business activity
where the ‘making a difference’ idea has been most
effective include:

e  customer service — dealing with issues without
always having to consult with supervisor
or manager

e  quality improvements — as with quality circles
(see Chapter 30)

e  productivity improvements — by having direct
experience of the operations process, employees can
often make effective suggestions for improvements.

Giving employees these opportunities relates effectively
to Herzberg’s motivator factors and the Deci and Ryan
concept of intrinsic motivation.

Empowerment

Empowerment is closely linked to delegation (see
Chapter 9) as it allows employees s some degree of
control over how a particular task should be undertaken
and the resources needed to complete it.

empowerment: delegating to an employee or
group of employees the authority to perform a
task and to take appropriate decisions to be able
to complete it

In a customer-focused business, customers often prefer
having their questions and needs met immediately by
the first employee they contact. The customer should
not be turned away if a manager is not available. From a
motivational point of view, the reasoning is that front-
line employees become more committed and motivated
when their role includes showing initiative, creative
thinking and decision-making.

Evaluation of financial and non-
financial motivational methods

If it is accepted that pay is not the only motivating factor
for people to work effectively and to be satisfied in their
jobs, then managers need to take a critical look at all of
the payment and non-financial methods of motivating
staff. What works for some groups of workers will not be
effective with others. Managers need to be flexible and
adapt the methods and approaches that are available to
motivate employees to the particular circumstances of
their business and their workforce. The main factors that
influence the different degrees of emphasis on pay and
non-pay motivational methods include the leadership
style of management and the culture of the organisation.

If managers have the attitude that workers are naturally
lazy and cannot be trusted, then a ‘piece rate or payment
by results’ system with close supervision will be adopted.
If the culture views workers as partners or associates

in the business, then production will be organised to
encourage intrinsic motivation and give workers a chance
to accept responsibility and to participate. A monthly
salary payment system is likely under these circumstances.
As with so many important decisions made within a
business, a great deal depends on the attitudes and beliefs
of senior managers — and the business culture they adopt.

10.9 Training

Having recruited and selected the right staff, the HR
department must ensure that they are well equipped to
perform the duties and undertake the responsibilities
expected of them. This will nearly always involve training
in order to develop the full abilities of the worker.
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There are three main types of training:

e Induction training: this should be given to all
new recruits although those appointed to a
new post internally may require less of it than
external recruits.
Induction training aims to introduce new recruits to
the people they will be working with most closely,
to explain the organisational structure, outline the
layout of the premises and make clear the essential
health and safety issues, such as procedures during
a fire emergency.
When it is done well, induction training makes
a new recruit feel part of the organisation
quickly and it allows them to make an effective
contribution earlier than if they had to find out
these important details for themselves in the first
few weeks of employment.

¢ On-the-job training: this involves instruction at
the place of work. This is often conducted by
either the HR managers or departmental training
officers. Watching or working closely with existing
experienced members of staff is a frequent
component of this form of training. It is cheaper
than sending recruits on external training courses
and the content is controlled by the business itself.

e Off-the-job training: this entails any course of
instruction away from the place of work. This could
be a specialist training centre belonging to the firm
itself or a course organised by an outside body,
such as a university or computer manufacturer, to
introduce new ideas that no-one in the firm currently
has knowledge of. These courses can be expensive,
yet they may be indispensable if the firm lacks
anyone with this degree of technical knowledge.

KEY TERMS

induction training: introductory training
programme to familiarise new recruits with the
systems used in the business and the layout of
the business site; this form of training is usually
on the job

on-the-job training: instruction at the place of
work on how a job should be carried out

off-the-job training: all training undertaken
away from the business, e.g., work-related
college courses

Training evaluation

Training can be expensive. It can also lead to well-
qualified staff leaving for a better-paid job once they
have gained qualifications from a business with a
good training structure. This is sometimes referred

to as ‘poaching’ of well-trained staff and it can
discourage some businesses from setting up expensive
training programmes.

The costs of not training are also substantial. Untrained
staff will be less productive, less able to do a variety of
tasks (inflexible) and will give less satisfactory customer
service. Without being pushed to achieve a higher
standard or other skills, workers may become bored and
demotivated. Training and a sense of achievement can
lead to what were identified by both Maslow and Herzberg
as important motivators. Finally, accidents are likely to
result from staff who are not trained on safety matters.

When discussing the costs and benefits of
training remember that the risk of ‘poaching’ is a
reason often given by firms for not training their
employees well. Perhaps they ought to do more
to keep their well-trained employees.

CASE STUDY 10.6

Fresh Food (FF) social enterprise needs a chef

Fresh Food is a chain of ‘avant-garde’ restaurants,
serving only locally sourced food and training

a new generation of chefs who cannot pay for
their own professional training. Some 80% of FF's
profits are donated to charities, and customers
can even decide where the money goes.
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10 Motivation and demotivation

CONTINUED

FF urgently needs to recruit a chef for its biggest
restaurant in the heart of the city. This specific
venue generates 25% of the profits of the whole
restaurant chain. Many business executives have
become loyal customers of the restaurant and
word has spread regarding the excellent food
and the social purpose of FF.

Inessa, the restaurant’s manager, does not know
what the best way is to recruit a new chef for the
position. One choice is to offer the position to one
of the three sous chefs working for the restaurant.
All three employees would love to be promoted
to head chef, but none is ready for the position.
They all need off-the-job training to get the skills
required to meet FF’s high-quality standards.
Even though the training of employees is one of
the main aims of FF as a social enterprise, Inessa
believes that at this point the business should
recruit a professional chef externally.

1 Define the term ‘off-the-job training'. [2]

2 With reference to the case study,
identify the difference between internal
and external recruitment. [4]

3 Suggest two steps in the recruitment
process to be followed by Inessa for the
chef’s position. [4]

4  Suggest whether Inessa should promote
one of the sous chefs or whether she
should hire a chef externally.
Justify your answer. [10]

10.10 Business
management tools
Hofstede’s cultural dimensions

Hofstede’s cultural dimensions theory was developed
by Geert Hofstede. It is a model that can be used to
understand the differences in culture between countries
and to compare and contrast the ways that business is
conducted in different cultures. Hofstede’s framework
can therefore be used to distinguish between different
national cultures and assess the impact these differences

might have on business activities such as employee
motivation and forms of marketing promotion.

Hofstede identified and analysed six dimensions in
which cultures vary.

These are:

e power distance index

e  collectivism vs individualism

e uncertainty avoidance index

e femininity vs masculinity

e short-term orientation vs long-term orientation
e  restraint vs indulgence.

e Power distance index: The power distance
index assesses the extent to which inequality
and power are tolerated in national society.

A high power distance index indicates that a
nation’s culture accepts inequalities and power
differences, encourages bureaucracy, and shows
high respect for rank and authority. A low
power distance index indicates that a culture
encourages organisational structures that

are flat and feature decentralised decision-
making responsibility, participative style of
management, and stress the importance of
the distribution of power. Saudi Arabia is a
country with a high power distance index.

e Collectivism vs individualism: The individualism
vs collectivism dimension assesses the extent to
which societies are integrated into groups and
the obligations to and dependence on groups.
A society which features a high degree of
individualism indicates that greater importance
is placed on attaining personal goals.
Collectivism indicates that greater importance
is placed on the goals and well-being of the
group. The USA is considered one of the most
individualistic countries in the world.

¢ Uncertainty avoidance index: The uncertainty
avoidance index assesses whether uncertainty
and ambiguity are tolerated. This dimension
considers how unknown situations and
unexpected events are dealt with by a nation’s
population. A high uncertainty avoidance
index indicates a low tolerance for uncertainty,
ambiguity and risk-taking. In this culture there
are likely to be rules and regulations to reduce
uncertainty. A low uncertainty avoidance index
indicates a high tolerance for uncertainty,
ambiguity and risk-taking. The unknown is
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more widely and willingly accepted, so there
may be much less emphasis on rules and
regulations. South American countries such as
Chile, Peru and Argentina are countries that
score high on the uncertainty avoidance index

Femininity vs masculinity: The masculinity

vs femininity dimension is also referred to as
‘tough vs tender’. It attempts to assess the
preference of society for achievement, and
attitudes towards sexuality equality, According
to Hofstede, masculinity is associated with
distinct gender roles and assertiveness, and

it is focused on material achievements and
wealth building. Femininity is associated with
the following characteristics: fluid gender
roles, modesty, nurturing and concern for the
quality of life. Japan is considered to be a
very masculine country, whereas Scandinavian
countries such as Norway and Sweden are
considered highly feminine.

Short-term orientation vs long-term orientation:
The long-term orientation vs short-term
orientation dimension analyses whether society
focuses on short-term or long-term issues.
Long-term orientation suggests a focus on the
future. This is associated with delaying short-

term success or gratification in order to achieve
long-term success. Long-term orientation
emphasises persistence, perseverance and
long-term growth. Short-term orientation
emphasises the near future, and society prefers
short-term success and gratification. Short-term
orientation emphasises quick results and respect
for tradition. Asian countries such as Japan are
known for their long-term orientation. Morocco
is a short-term oriented country.

Restraint vs indulgence: The indulgence vs
restraint dimension assesses the inclination of
a society to fulfil its desires. This dimension
analyses how societies can control their
impulses and desires. Indulgence indicates that
a society allows relatively free gratification
related to enjoying life and having fun.
Restraint indicates that a society suppresses
gratification of needs and wants and tends to
regulate it through norms of social behaviour.
According to Hofstede, most East Asian
countries have low scores on the ‘indulgence’
cultural dimension. For example,with a low
score of 29, the South Korean society is shown
to be one of the most ‘restrained countries’.

Low <€

Egalitarian

Collectivist

Comfortable with
uncertainty

Nurture important

Traditional and
short-term

Normative repression

\/

High

Embraces hierarchy

Individualist

Uncomfortable with
uncertainty

Power important

Futuristic and
long-term

Satisfication is good

Figure 10.7: A visual representation of Hofstede's six cultural dimensions
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10 Motivation and demotivation

Country comparisons

Figure 10.8 compares the cultural dimension scores of two countries: Argentina and New Zealand.

Argentina 86
62
56
49 46
20
Power Individualism Masculinity Uncertainty Long-term Indulgence
distance avoidance orientation
New Zealand 79 75
58
49
33
22
Power Individualism Masculinity Uncertainty Long-term Indulgence
distance avoidance orientation

Figure 10.8: Hofstede's cultural dimensions for Argentina and New Zealand

Cultural differences and HRM

An awareness of these cultural dimensions is very
important for effective HRM, especially in a multinational
corporation. Even a business based only in one country

is likely to employ people from many different cultural
backgrounds, and understanding national differences in
culture is important for effective leadership of employees
and for deciding on appropriate reward systems.

Is it appropriate to use the same reward systems in
divisions of a business that operate in different countries
around the world? Do employees everywhere respond in
the same way to changes in financial and non-financial
reward systems? Do people from every culture respond
in the same way to a particular style of leadership?

Hofstede’s work helps managers to answer these
questions in the negative. Managers of any business
that has a multicultural workforce need to be prepared
to adapt their systems to those which are most likely to
be effective within the different cultures represented by

their workers. Here are some examples of how HRM
may need to adapt to different cultures:

e  ‘Masculine’ performance orientation: the extent to
which performance improvement, innovation and
striving for excellence is encouraged. This cultural
feature is strongest in Germanic Europe and the
UK but weakest in Latin America. In the countries
where ‘masculine performance orientation’ is
strongest, there is likely to be much greater
emphasis on performance-related pay, bonus
payments and share purchase schemes. In Sweden,
where there is a feminine focus to the culture, the
use of supportive appraisal techniques to help
mentor subordinates is likely to be more effective
than a harsh ‘hire and fire’ approach.

¢  Future orientation: the degree to which individuals
are focused on delaying immediate reward and
engaging in future-oriented behaviour such as
planning and investing for the future. In countries
with a long-term orientation, the use of individual
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incentive schemes based on future business
performance such as share ownership schemes
of management might be effective methods of
reward. In countries with short-term orientation,
recruitment is often based on merit, but in long-
term orientation societies it might be based more
on loyalty of long-serving employees.

Collectivism: this cultural feature was found to be
strongest in Nordic Europe and Germanic Europe
and weakest in Asia. In the countries where this is
a powerful cultural force, the use of team-based
incentives and employee profit-sharing schemes
has been found to be particularly significant. In
individualistic societies, teamworking may be less
effective than ways of working which focus on
individual performance.

Uncertainty avoidance: in societies that have a high
tendency to avoid uncertainty and risk, such as

take advice and suggestions from employees as this
country has a low power distance culture. In Saudi
Arabia managers may have real problems coping
with informal relationships with employees because
of high power distance.

Links between business management
tools and other units of the IB syllabus

Hofstede’s cultural dimensions analysis can also be
linked to other units of the IB syllabus. For example:

e  Unit 4 Marketing — different cultures will respond
in different ways to product names and promotion
campaigns. Failure to recognise these cultural
differences could mean that a product does not sell
well in certain countries unless the marketing is
localised towards different countries’ cultures.

e  Unit 5 Operations management — international

Peru, the use of temporary employment contracts location decisions might be influenced by a
would be demotivating and a financial reward country’s prevailing culture. If it seems likely
system relying heavily on irregular bonus payments that a national culture may clash with the way
might be unpopular. the business operates, organises production and

manages employees, then locating in that country

e Power distance: a Danish manager may willingly ‘
might be unsuccessful.

accept working in a cross-functional team and

SELF-EVALUATION CHECKLIST

Needs Almost Ready to
more work there move on

| am able to apply and analyse:

the nature of business (AO1)

labour turnover (AO2)
appraisal (AO2)

methods of recruitment (AO2)

The following types of financial rewards: salary, wages (time and
piece rates), commission, performance-related pay (PRP), profit-
related pay, employee share ownership schemes (AO2)

The following types of non-financial rewards: job enrichment, job
rotation, job enlargement, empowerment, purpose/the opportunity
to make a difference, teamwork

The following types of training: induction, on the job, off the
job (AO2)
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CONTINUED

| am able to synthesies and evaluate:

the following motivation theories:
e  Taylor
e  Maslow

e Herzberg (motivation-hygiene theory) (AO3)

the following motivation theories:

McClelland’s acquired needs theory; Deci and Ryan’s
self-determination theory; Equity and expectancy theory (AO3)

internal and external recruitment (AO3)

| am able to use and apply:

labour turnover (AO4)

Assume you are in full-time employment, earning will determine your level of motivation?
what you consider to be an appropriate income Compare your ideas with those of another learner.
from your work. What are the key factors that

PROJECT

What motivates social entrepreneurs? 400 participants. The research indicated that a

big proportion of start-up social enterprises are
attracted by extrinsic motivators, such as grants.
Social entrepreneurs that are attracted by extrinsic
motivators to start a business activity, often start with
excellent business ideas. But most of them were
found to be less successful one year later compared
to social entrepreneurs who are less money oriented.

When Jeff Bezos of Amazon speaks with
entrepreneurs interested in working with his business,
he tells them that he is looking for ‘missionaries’
rather than ‘mercenaries’. According to his point of
view, successful start-ups are the ones which try to
make excellent products and to ‘change the world
for the better’. Then, profit will ‘take care of itself'.

1 Splitinto two groups. The first group should
present a social enterprise of their own choice
to the second group. The second group should
create a poster with the extrinsic and intrinsic
factors that seem to have motivated the social
entrepreneur to set up the business activity.

If intrinsic motivation is important for entrepreneurs
of for-profit business organisations, then one
would assume that it is absolutely vital for

social entrepreneurs. This assumption can be
made because of the very definition of social
entrepreneurship, which is about contributing to
the society before making any pl’Oﬁt. However, is 2  Which factors were the most important to
this supposition true? motivate the social entrepreneur in your

. . example social enterprise? Discuss as a class.
Research has examined what motivates P P

social entrepreneurs by involving more than
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EXAM-STYLE QUESTIONS

Extract 1: Why women are happier in their work than men

The world of work is a better experience for women than it is for men, according to a survey. Asked to rate their
job satisfaction on a scale of one to seven, they scored an average of 5.56, while males scored 5.22. Experts appear
divided over the reasons why women appear to get more out of their work than men do. Many women work part
time and have job-sharing schemes, which, the survey found, increased job satisfaction as they could pursue other
interests too. In addition, older workers get the greatest satisfaction from their jobs, while university graduates are
the most dissatisfied of all, according to the survey of 30000 employees. Employees generally enjoy their first years
at work, but then job satisfaction falls between the ages of 30 and 40. However, employees over 60 gain the greatest
satisfaction from their work.

Professor Andrew Oswald of Warwick University, who conducted the survey, said, ‘“The young are just happy to
have a job. As they grow older they realise that ambitions and needs may not be so easily fulfilled.” It seems that
we all begin thinking we will reach the top in our careers, but most of us are forced to adjust. “The older we get,
the more settled and content with our role at work we get,” he added. Graduates are often frustrated by the lack of
challenging work on offer. They are often forced to take low-skilled jobs for which they are over-qualified in order
to pay off debts.

Employees of small businesses were more motivated and happier at work than those working for big companies.
David Hands, of the Federation of Small Businesses, said, “There is a greater camaraderie (friendship) in

small firms than in big companies.” Workers feel less involved and less secure in bigger firms. He added, ‘It is
more relaxed in small firms and people enjoy it more. Many also get more responsibility which adds to their
satisfaction.” Moreover, employees of charities and other non-for-profit organisations are usually more motivated
than employees of big for-profit businesses. This can be explained by the strong purpose behind these business
activities, which makes people feel that they work for something higher than the profit of shareholders or their
personal financial gain. For many people, this is a matter of self-actualisation.

1  Define what you understand by the terms:
a  motivation

b responsibility [4]
2  Identify two factors that seem to influence job satisfaction and explain them in terms of Maslow’s

hierarchy of needs. [4]
3 Explain in terms of the features of job enrichment why it might be easier for small firms to motivate

staff than big businesses. [4]
4 By applying Adams’ equity theory, explain why graduates are often demotivated at the workplace. [4]

5 Discuss the extent to which it might be possible for large firms to use Herzberg’s motivators to improve
the level of worker motivation. [10]

Extract 2: Things top employers do to attract and retain their employees

A study performed by a research centre at a global scale and across many industries in the secondary and tertiary
economic sectors, suggests that only about 13% of employees feel engaged at work. The other 87% seems to suffer
from a lower level of motivation and productivity. This phenomenon typically leads to high labour turnover, and
as a result businesses need to be constantly searching for new employees.
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CONTINUED

The same research identified the things that ‘top employers’ do in terms of human resource planning to increase
labour retention and improve employee engagement at work:

Top employers have advanced recruitment methods. They use internal recruitment, when possible, to show
appreciation to existing employees and to motivate them with new responsibilities. When the business needs
new ideas and know-how, they use external recruitment. They produce detailed and clear job descriptions,
and they inform the candidate if the business expects them to accept flexible employment patterns. In the
selection process, top employers value the candidates’ personality equally if not more than the hard skills
written on the CV. This way, they avoid the problem of recruits leaving the business because of not fitting the
business culture. They also make sure that ethics are followed across the recruitment process, for example by
ensuring adequate diversity among the shortlisted candidates.

Top employers offer valuable training to employees, on the job and off the job, addressing both personal
and professional needs. This way they attract the most talented employees, while they help their existing staff
to stay competent and productive. They also understand the value of organised induction training to engage
recruits as soon as possible and to help them to integrate with the rest of the organisation quickly.

Top employers spend time and resources to appraise their employees professionally. They combine informal
methods with formal appraisal methods, and they make sure that employees are always appraised fairly.
They use appraisal not only to spot any areas of improvement for employees but also to reward them for
excellent performance.

Excellent human resource planning does not come without disadvantages. Recruitment involves many steps,
while businesses might be in a hurry to fill vacant positions. The cost of recruitment and training can be high

and there is always a risk that well-trained employees will become attractive to competitive firms. Small business
organisations cannot spend as many resources as big firms to recruit, train and formally appraise their employees.

1
2

»

Define the term ‘induction training’. [2]
Explain two problems associated with high labour turnover, other than the business having to find and

recruit new employees. [4]
With reference to the case study, explain why firms cannot always rely on internal recruitment. [4]
Suggest two reasons why appraisal is considered a very important process by top employers. [4]

Evaluate the advantages and disadvantages for businesses of spending resources on the recruitment,
training and appraisal of employees. [10]
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" LEARNING OBJECTIVES

On completing this chapter you should be able to:

Know and understand:

, > Organisational culture (AO1)

Apply and analyse:

> Types of organisational culture, e.g., Charles Handy's ‘Gods of management’ (AO2)

Synthesise and evaluate:

Cultural clashes when organisations change, including but not limited to, when organisations grow and
merge and when leadership styles change (AO3)
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11 Organisational (corporate) culture (HL only)

BUSINESS IN CONTEXT

Changing organisational (corporate) culture at
Microsoft helps achieve rapid growth

Several studies have identified a direct correlation
between a company'’s culture and its business
performance. High-performing corporations — those
that have higher revenue growth, market share and
customer satisfaction than competitors — are more
likely to exhibit cultural traits which bring out the
best in employees, nurture innovation, encourage
collaboration and support diversity and inclusion.
Many companies adapt their organisational
(corporate) culture to reflect the changing norms

However, it is not easy to change the culture of

a corporation the size of Microsoft. When Satya
Nadella was appointed as CEO in 2014 he told
employees that renewing the company’s culture was
his highest priority. Nadella has been credited with a
virtual reinvention of Microsoft. Its market value now
exceeds $1.7 trillion. When Nadella first took over,
its market value was around $300 billion.

Before Nadella’s appointment, Microsoft's culture
featured fierce internal competition between
different teams and departments and an aggressive
employee performance review system. The rivalry
between teams was intended to promote the best
creative ideas, and the review system aimed to
identify the strongest and weakest employees.

and standards of the societies in which they operate.

Nadella analysed the consequences of internal
rivalry at Microsoft in his 2017 memoir manifesto,
"Hit Refresh: Innovation was being replaced by
bureaucracy. Teamwork was being replaced by
internal politics. We were falling behind.’

He introduced a much more supportive and
collaborative approach, provided more positive
feedback to product development teams, and
introduced a ‘learn-it-all’ rather than ‘know-it-all’
philosophy within the company.

Discuss in pairs or a group:

* Explain why a new CEO might need to change
the culture of an organisation.

e |s collaboration between teams and
departments always likely to achieve better
results than internal rivalry? Justify your answer.

e How can the culture of an organisation influence
its performance?

KEY TERM

organisational (corporate) culture: the shared
values, attitudes and beliefs of the people
working in an organisation that influence how
they interact with each other and with external
stakeholder groups

KEY CONCEPT LINK

Creativity

Creativity in an organisation is a matter of culture.
In tall bureaucratic businesses, creativity is not
rewarded. In such organisations ‘success’ is
measured in terms of compliance to procedures.
Businesses that enhance creativity embrace
diversity and teamwork among people who feel

free to express different points of view. They value
disagreement as a source of power for continuous
improvement. They encourage risk-taking
behaviour and are not afraid of failure; if things go
wrong after an innovative decision is implemented,
they value the learning opportunity this provides.
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11.1 Organisational
culture

A commonly used definition of organisational culture
is ‘the way we do things around here’. This means,
how people within the organisation view the world and
respond to it in trying to achieve certain goals.

It is widely understood that different organisations have
distinctive cultures. This is true of businesses as well

as other organisations such as schools and colleges.

The culture of a steel company will be very different
from that of a nursing home, for example. Similarly,
some schools’ culture is driven by the need for better
examination results while others maintain that educating
the ‘complete person’ is more important. The culture of
an organisation gives it a sense of identity and is based
on the values, attitudes and beliefs of the people who
work in it, especially senior management.

Values, attitudes and beliefs have a very powerful
influence on the way staff in a business will act, take
decisions and relate to others in the organisation.
They define what is ‘normal’ in an organisation, so it is
possible for the same person to act in different ways in
different organisations. What we do and how we
behave — in society in general and in business in
particular — are largely determined by our culture.

Culture is such a powerful force in any organisation
that you should take every opportunity in your
answers to refer to it as a factor that helps explain
managers’ decisions and behaviour.

Elements of organisational
culture

An understanding of the culture of an organisation can
be gained through:

e mission and vision statements — these inform
employees and other stakeholders about what the
business is trying to achieve

e the record of senior managers, e.g., in handling
ethical issues — the directors and other senior
managers will be one of the main influencing
factors in an organisation’s culture

e the organisation’s ethical code of conduct — this
lists the dos and don’ts that must be observed by
employees when dealing with external stakeholders

e  strategies on social and environmental issues — these
will provide a clear guide to the organisation’s
social and environmental values and beliefs

e the example set by senior managers, e.g., how they
treat subordinates, how they take decisions and how
these are announced and introduced.

The industry that the business operates in will also
influence the values and beliefs of the organisation. For
instance, the culture of a weapons manufacturer or a
tobacco company is likely to be very different from that
of a workers’ cooperative or a business operating homes
for the elderly.

The legal constraints, social norms and cultural values
of countries vary markedly, and these are likely to

be reflected in the culture of organisations that are
based there.

11.2 Types of
organisational culture

Many management writers have used different ways to
identify and classify different types of organisational
culture, especially Charles Handy. Here are the most
widely identified classifications of corporate culture.

Power culture

Power culture is associated with autocratic leadership.
Power is concentrated at the centre of the organisation.
Decisions can be made swiftly as so few people are
involved in making them. Managers are judged by
results rather than the means they used to obtain them.
Autocratic leadership and hierarchical structures are
features of organisations with a power culture.

Charles Handy uses the analogy of a spider’s web — the
spider at the centre of the web has all the power, and the
web has little purpose without the spider. Motivational
methods are likely to focus on financial incentives

power culture: concentrating power among
a few people
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11 Organisational (corporate) culture (HL only)

and bonuses to reward exceptional performance —
and this can encourage risky and, in the longer term,
inappropriate decisions.

Role culture

Role culture is usually associated with bureaucratic
organisations. Employees operate within the rules and
show little creativity. The structure of the organisation
is well defined and each individual has clear delegated
authority. Power and influence come from a person’s
position within the organisation. Decision-making is
often slow and risk-taking is frowned upon.

Tall hierarchical structures are used in organisations
with a powerful role culture. Handy uses the image of a
substantial building to represent this form of culture —
solid and dependable but not going anywhere fast.

Task culture

Organisations adopting this culture are likely to use
groups to solve particular problems, and lines of
communication are similar to a matrix structure (see
Chapter 8). Such teams often develop a distinctive
culture because they have been empowered to take
decisions. Team members are encouraged to be creative
and there may be a strong team spirit, which can lead
to a very motivating environment — based on meeting
workers’ intrinsic needs.

Handy uses the image of a net to represent task culture —
the net’s strength is derived from the many strands.

Person culture

There may be some conflict between individual goals
and those of the whole organisation, but person culture
is the most creative type of culture. There is no emphasis
on teamwork as each individual is focused on their

own tasks and projects. This type of culture might

be found in a scientific research environment or in a
professional partnership such as lawyers and architects.
Individuals who thrive in this type of environment

will often find it difficult to work effectively in a more
structured organisation.

Handy depicts this type of culture as a constellation of
stars — each person is different from everyone else and
operates alone.

KEY TERMS

role culture: each member of staff has a clearly
defined job title and role

task culture: based on cooperation and teamwork

person culture: when individuals are given
the freedom to express themselves and
make decisions

ACTIVITY 111

Look at the two images showing people in
business meetings. Just by looking at these
pictures, can you identify possible differences
in the organisational culture between the
organisations? Discuss in class.
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CASE STUDY 11.1

Marks & Spencer reinvents itself

Marks & Spencer (M&S) group plc is a major British
retailer with a long heritage dating back to 1884.
It sells clothing, home and food products globally.
By 2021, M&S operated more than 1500 stores
and employed more than 78000 people around
the world.

In 2018, after a year of declining profits, M&S
announced a ‘radical plan’ to reshape the company’s
organisational culture, to become more agile

and faster to respond to the changing consumer
patterns. This plan would also help the business to
compete online.

M&S's chief executive Steve Rowe admitted that the
business had become too bureaucratic and slow,
with a very tall organisational structure which made
it too ‘corporate’ and hierarchical. Before the cultural
change, many managers within M&S maintained
roles with no true accountability. The new culture
would be shaped across a simpler organisational
structure, in which people would work in effective
teams to accelerate change.

The culture change attempted by M&S is a difficult
task and a long-term process. Part of it involves the
closing of stores and redundancies in managerial
positions. In May 2020, the business announced it
was cutting 7000 jobs as the Covid-19 crisis forced

eossmEm, =L EDE

MARKS & SPENCER

M&S to accelerate its turnaround. CEO Steve Rowe
labelled the effort of M&S to reinvent itself as the
‘never the same again’ programme.

1 Define the term ‘organisational culture’. [2]

2 Using Handy's theory on types of culture,
suggest the type of culture that best
described M&S until 2018. [4]

3 Suggest two reasons why CEO Steve
Rowe wants to change the organisational
culture at M&S. [4]

4  Explain two problems that CEO Steve
Rowe might encounter in his effort to
change M&S's culture. [4]

Entrepreneurial culture

In this culture, success is rewarded, but failure is not
necessarily criticised since it is considered a consequence
of enterprise and risk-taking. Although Handy did

not specifically identify entrepreneurial culture, other
theorists consider it to be important for certain types of
organisations. This type of culture is usually found in
flexible organisational structures. Motivation levels are
likely to be high among people who enjoy the challenge
of innovative risk-taking.

entrepreneurial culture: encourages management
and workers to take risks, to come up with new
ideas and test out new business ventures

As with leadership styles, there is no one
right or wrong culture for a business. The
appropriate culture will depend on the
objectives of the organisation, the type of
market it operates in, and the values and
expectations of managers and employees.

Do not expect all departments in a business
to have the same culture. They may be very
different. A team working with IT all day will
be unlikely to have the same jargon, patterns
of behaviour, values and beliefs as HR staff
or marketing teams.
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LEARNER PROFILE

Balanced

CB Insights creates a culture that helps people
to grow both on a personal and a professional
level. The business competes in data analytics,
and it offers services to companies that want

to understand industry trends before taking
important marketing decisions. CB Insights has
created a learning culture, prioritising not only
the technical training of employees but also any
aspect of individual development and personal
success. The employees within the business are
encouraged to be hungry for knowledge and to
work hard for success, but always with humility
and by helping one another.

Managers in CB Insights have regular discussions
with employees about their future career paths,
personal passion and areas for development.
They encourage employees to work on projects
that interest them, hosting a quarterly ‘Hack Day’
in which employees focus on any type of work
they want. Moreover, CB Insights has launched

a 'culture for service’ programme, through which
its employees are given the opportunity to serve
the local community with meaningful initiatives,
such as technology education for children.

Why do you think CB Insights creates a culture that
emphasises both the professional and the personal
growth of its employees? How can a business in
technology benefit from employing mentally and
emotionally balanced people? Discuss in class.

‘Gods of management’

Management thinker Charles Handy wrote a very
influential book called Gods of Management (1978). In
it, he argued that organisations and the culture of their
managers can be classified by referring to Greek gods as
metaphors: Zeus, Apollo, Athena and Dionysus.

According to Handy, Zeus represents leadership by
trust. ‘Zeus’ managers can be dynamic entrepreneurs
who make snap, intuitive decisions. This culture often
arises under a dominant and successful business
founder. Apollo manages through bureaucracy and a
role culture. Managers who can be classified as ‘Apollo
like’ demand consistency, order and employees who keep
to their job descriptions. Individuality and personality

will not be strong qualities of these managers. Athena
is the goddess of problem-solving, so managers who
conform to this style will recognise expertise amongst
subordinates and will create a task culture. Dionysus

is the god of individualism, and using this approach
will lead managers to create an organisation that serves
the individual, not the other way round. There may

be no clearly identified ‘leader’. Employees will be
unlikely to owe much allegiance to any one manager.
This culture can lead to managers encouraging creative
freedom, but it can also lead to internal conflicts and
unproductive competition.

Handy continued his analysis by arguing that each
organisation and each manager is guided by one of
these gods. For example, a charity that favours processes
and systems is influenced by Apollo. A Dionysian
organisation, perhaps an advertising agency, might focus
on creativity as each person is left to do their own thing.
Employees might only join together to share resources.

Handy believes that many organisations are influenced
by more than one of these classifications. In fact,

he suggests it is important to realise that the most
effective organisations are the ones that create a
balance of power between each of the classifications.
The manager they place in the prime leadership role
should have the characteristics required for the task
that needs to be done. For example, there would be
little point in putting a charismatic Zeus leader in
charge of the accounts department as the scope for
original thinking is so limited. In contrast, it would
be unwise to put a bureaucracy-loving Apollo in
charge of developing original new product ideas.

Handy advocates a ‘best fit” approach to organisational
culture. According to him, most effective organisations
have an appropriate fit between employees, the type

of work, the business environment and the culture.
This implies that changes in the work or the business
environment may lead to a requirement for culture
change as well.

11.3 Reasons for and
consequences of
cultural clashes

In most organisations it is likely that not all employees
will share exactly the same values, attitudes and
beliefs. These differences only become a problem if
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they lead to clashes between employees that result in
demotivation, disaffection, and serious and unresolvable
disagreements. Culture conflicts — or clashes — are most
likely to arise when:

e A business changes rapidly and there is conflict
between the established employees and the new
managers and other employees who are recruited.
This can be a particular problem for family
businesses when they start to recruit external
professional managers, and for loss-making
businesses when a new CEO is appointed with the
aim of cutting costs rapidly.

* A business merges with or acquires another
business and the prevailing cultures of the two
organisations cause such serious conflicts that
synergy is unlikely to be achieved (see the examples
that follow).

e A new leader is appointed or the existing leaders
adopt a new style of leadership — the values and
beliefs of a new leader may differ from those of
the former ‘boss’.

Here are some examples:

e A traditional family firm, which has favoured
members of the family for promotion into senior
posts, converts to a public limited company.

New investors demand more transparency and
recognition of natural talent from recruited
employees. A different leadership style may

lead to a clash with the existing culture of the
business — hence the need to change existing values
and beliefs.

e A product-led business needs to respond to
changing market conditions by encouraging more
employee involvement. A team or task culture may
need to be adopted which some employees might
find it difficult to adapt to.

e A recently privatised business, formerly managed
on bureaucratic principles, needs to become
more profit orientated and customer focused.
An entrepreneurial culture may need to be
introduced for the first time and existing managers
and other employees may find this difficult to
cope with.

e A merger or takeover may result in one of the
businesses having to adapt its culture to ensure
consistency within the newly created larger business
unit. The danger of culture clashes as a result of
mergers and takeovers is very real and Activity 11.2
gives an example of this between Amazon and

Whole Foods. The problem of culture clashes
resulting from a merger or takeover involving
businesses based in different countries can be

even more acute. The culture clash between the
management team at Mercedes (Germany) and
Chrysler (USA) is often used as an example of how
cross-border integration sometimes fails.

e Declining profits and market share may be the
consequences of poorly motivated employees and a
lack of interest in quality and customer service. A
person culture may help to transform the prospects
of this business, but existing employees may resist
this unless they are trained in taking responsibility
and in participating in decision-making.

culture clash: a conflict arising from the
interaction of people with different values,
attitude and beliefs

Consequences of
culture clashes

The consequences of not responding to these and
other examples of culture clashes can be very serious.
Disagreements over business objectives, the most
appropriate strategies, ways of taking decisions and the
very nature of those decisions will result from culture
clashes between senior managers or between managers
and other employees. The consequences of culture
conflicts can be reduced or eliminated by encouraging
all members of an organisation to adapt to and accept
the same cultural values.

It could take several years before all employees and
processes have fully adapted to the new culture and

the values that senior management want to introduce.
It means changing the way people think and react to
problem situations. It can mean directly challenging the
way things have been done for years. It can also involve
substantial changes of personnel, job descriptions,
communication methods and working practices.

The key common elements in effective cultural change
to minimise clashes are:

e  Concentrate on the positive aspects of the business
and how it currently operates, and grow and adapt
these. This will be much easier and more popular
with employees than focusing on, and trying to
change, negative aspects.

1 qu 9781009053570

© Stimpson et al. 2022

Cambridge University Press

copying is restricted under law and this material must not be transferred to another party.



11 Organisational (corporate) culture (HL only)

e Obtain the full commitment of people at the top
of the business and all key personnel. These can
become the ‘influencers’ during the change process.
However, if they cannot or will not change, it might
be easier to replace them altogether. Unless the key
personnel model the behaviour they expect to see in
others, change will be very difficult to achieve.

e  Establish new objectives and a mission statement that
accurately reflect the new values and attitudes that are
to be adopted — then communicate these to all staff.

e Encourage ‘bottom-up’ participation of workers
when culture clashes occur or when developing a
new set of values or beliefs. The biggest mistake
could be to try to impose a new culture on workers

CASE STUDY 11.2

Amazon'’s acquisition of Whole Foods ‘killed’ by
cultural clash

Amazon’s Whole Foods deal in 2017 was an
example of integration which was supposed to
allow Amazon to go beyond e-commerce by selling
groceries in physical stores. Amazon was always
interested in becoming a bigger player in food and
beverages, given the sheer size of the market. The
acquisition, which was worth $13.4 billion, also gave
Amazon an advantage over Walmart, the largest
grocery retailer in the USA, which is struggling to
enter the e-commerce distribution channel.

However, market analysts have identified a cultural
clash between the two businesses. Amazon is about
low cost, efficiency and technology, it does not
maintain a personalised culture, and it enforces
strict employee discipline. Whole Foods was driven
by idealistic values and approaches. It maintained
high standards for quality and it decentralised
decisions so that employees were empowered to
build relationships and to offer creative health-food
offerings at a local store level.

The cultural clash meant that decisions taken by
Amazon’s management were not compatible with
the way things were done at Whole Foods.

In Amazon, success means standardisation of
processes for low cost, and data analysis for optimum
performance measurement. So a new inventory
system was implemented on Whole Foods.

without explaining the need for change or without
giving them the opportunity to propose alternative
ways of working.

e  Train employees in new procedures and new ways
of working to reflect the changed value system of
the business. If people believe in the change and
understand the benefits of it, then it will become
more acceptable to them.

e  Change the employee reward system to avoid
rewarding success in the ‘old ways’ and ensure that
appropriate behaviour that should be encouraged
receives recognition. People need to be reassured
that if they adjust to the new approach they will
gain from it.

OLE
FOODS.

MARKET

This system centralised product selection decisions
and forced prices down on many items. Employees
started complaining about loads of paperwork and
the fact that they no longer had time to provide
good customer service. Whole Foods dropped from
‘Fortune’s best companies to work for’ list for the
first time in 20 years.

1  Explain what a "cultural clash” is. [2]

2 Explain two advantages for Amazon of
growing by acquiring Whole Foods. [4]

3 Suggest two opposing elements of
organisational culture which created a
cultural clash between Amazon and
Whole Foods. [4]

4  Discuss the significance of the cultural clash
in the Amazon-Whole Foods integration

as a determinant of its long-term success. [10]
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ACTIVITY 11.2

This is the first sign language Starbucks shop

in China. There are more similar stores around

the world. This store is an example of the practical
application of the ‘inclusion and diversity culture’
that prevails at Starbucks.

STARBUCKS
F¥dhvoke

1 Do your own research to find out what ‘inclusion
and diversity’ mean from the perspective of the
Starbucks organisation.

2 Find more examples of Starbucks’ strategic
decisions which reflect its ‘inclusion and
diversity’ culture.

3 Find out what the mission of Starbucks is.
Does ‘inclusion and diversity’ fit the mission
of the business? Discuss in class.

ACTIVITY 11.3

The statements in the table reflect elements of organisational culture that may affect employee motivation.
Use appropriate motivation theory to explain the possible positive or negative effects. The first one has
been completed for you.

In a fast-food restaurant, employees do not smile
at customers because of a strong power culture in
place. Their supervisor, who controls everything his
subordinates do, talks down to them and does not
allow them to connect with consumers.

Dissatisfaction according to Herzberg's theory,
because decent treatment by management is
a hygiene factor.

In a digital marketing agency, all employees are free
to decide their own work schedule. There is no dress
code, and people occasionally take the initiative to
rearrange their seating arrangements.

In a factory, when new employees are recruited the
supervisor organises a lunch to introduce them to
the rest of the workers. Teamwork is embedded

in the production unit and many employees become
best friends for life.

In a big business selling clothes, all employees are
treated as junior assistants. Supervisors are always

They know that the slightest mistake will mean that
their temporary contracts will not be renewed.

polite, but no employee feels that their job is secure.
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THEORY OF KNOWLEDGE

Knowledge question: How important are reason,
emotion and ethics in the creation of a successful
business culture?

Which tech business has the best organisational
culture in the world? Comparably has been awarding
Google for many years as a ‘Best Company’ in terms
of performing culture, based on real feedback from
its employees. In 2021, Google won 14 Comparably
awards, including the award for ‘Best Company —
Perks & Benefits’, ‘Best Company — Happiness' and
‘Best Company — Leadership’.

Google embraces maximum flexibility at work,
with people able to work in any way they wish,
e.g., from home, or outside of usual working
hours. Google's offices feature video games,
ping-pong and nap pods, and such culture

enhances creativity. Many micro-kitchens are
found around the Google campus to bring people
together, and employees are free to behave how
they feel — they can even bring their dogs to work.
Google aims to create a culture of inclusion with a
clear set of values, emphasising ethics. The goal is
to create an environment of constant innovation,
which is key to the success and market leadership
of the tech giant.

How do ethics and emotion shape the distinct
organisational culture within Google? What

role does reason play in the way culture is
developed at Google? Are all three elements
(reason, emotion and ethics) equally important to
determine the culture which has been rated by
employees as the best organisational culture in
high technology? Discuss in class.

CASE STUDY 11.3

Can Bandile change the corporate culture
of PEarth50?

PEarth50 is an NGO, the mission of which is ‘a
sustainable future for all creatures on earth’. The
organisation was first established in South Africa but
grew to become a multinational corporation, with
offices around the world. To raise funds, PEarth50
sells toys, stationery and accessories produced by
subcontractors. However, since 2018 the NGO has
been failing to reach its strategic goals, and this led
the CEO to resign.

Bandile Shosi took over as the new CEO of
PEarth50. On the day he joined the organisation
he observed a power culture, shaped around

a few managers who had positions of authority
in the business. The autocratic approach was
even implemented in the marketing department,
where the marketing director made all decisions
and expected obedience from his subordinates.
PEarth50 was not attracting enough volunteers, and
this meant that the NGO had to employ several
people at a high cost.

Bandile understood the need to change the
organisational culture into one that would be task-
oriented. He realised that an NGO dealing with

hard-to-solve environmental problems needed

the creativity that results from motivated and
effective self-managed teams. As a first step,

he communicated the following set of values,
common for all employees and volunteers working
for PEarth50:

e collaboration: finding solutions to environmental
problems through teamworking

e ethics: acting with integrity, transparency
and accountability

® inclusion: everyone is given an opportunity to
contribute to PEarth50’s effort and high purpose
to serve the planet.
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CONTINUED

1  State two characteristics of the 3 Suggest two reasons why Bandile
‘power culture’. [2] believed that PEarth50 needed a
] ] common set of values. (4]
2 Explain one possible advantage
and one disadvantage of the power 4  To what extent can the new chief executive
culture prevailing at PEarth50. [4] influence the culture of PEarth50? [10]

SELF-EVALUATION CHECKLIST

Needs Almost Ready to
more work there move on

| know and understand:

organisational culture (AO1)

| am able to apply and analyse:

types of organisational culture, e.g., Charles Handy’s ‘Gods of
management’ (AO2)

| am able to synthesise and evaluate:

the reasons for and consequences of cultural clashes (AO3)

How would you explain the culture of your school Compare your view of its culture with another
or college to someone who does not attend it? student’s view.

PROJECT

Split into two groups. 4  Compare and contrast the two cultures. Are

there any similarities? If yes, does this have to
do with the fact that both businesses are social
enterprises? Discuss in class.

1 Each group needs to choose a for-profit
social enterprise.

2 Find evidence of the prevailing culture in your Thinking about your project:
chosen organisation.
*  When researching the corporate culture,
did you research the mission and/or vision
statements and stated values to see how these

reflect the organisational culture?

3 Prepare a presentation to describe the culture
of your chosen organisation, using Handy’s
types of organisational culture.
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EXAM-STYLE QUESTIONS

Prestige Supermarkets — a case study in cultural change

As one of the country’s largest family-owned chain of supermarket stores, Prestige Supermarkets had established
a culture amongst its staff that had contributed to its success and growth. Loyalty to the family managers was
high. Staff often commented on the whole business being like a ‘big family’. Promotion was based on long service
and loyalty. Relationships with suppliers had been built up over many years and long-term supply contracts were
in place. Customer service was a priority and as Prestige never intended to be the cheapest shop in the towns it
operated in. Its mission statement was: ‘Always caring about our customers by offering excellent services and
products’ and it reflected the company’s culture. Employees received both on-the-job and off-the-job training.
However, profits were low, and the younger members of the owning family lacked the skills to take over.

It was clear to some industry experts that some of these values and attitudes had to change once it was sold and
converted into a public limited company. The new chief executive, Josefina Dominquez, had experience as an
operations manager for the biggest supermarket competitor in the market. On the first day of her appointment,
she announced to the press: “There is a lot of potential to unlock within Prestige. I intend to improve the
shareholders’ value and to increase dividends starting from this year, by finding ways to cut costs and to boost
the efficiency of the business. There are also many opportunities for us to capture in the growing online grocery
sales channel.’

Within five weeks, half of the directors and key managers had been replaced. Suppliers’ terms were changed, on
Josefina’s insistence, to ‘5% below the cheapest’. Suppliers not complying with this requirement were dropped.
Staff salary and pension schemes were replaced for new recruits with flexible pay and temporary employment
contracts. All employees had to follow the rules determined by Josefina. Labour turnover increased sharply.

Josefina had not predicted the adverse media coverage of these changes. She said, ‘I am only trying to change
our corporate culture to one which is more efficient and flexible. Competition is intense and consumers
demand good quality at low prices.’

1  Define the term ‘corporate culture’. [2]
2 Explain one possible reason why Josefina thought it necessary to change the organisational culture

of Prestige Supermarkets. [2]
3 Outline the type of culture that Josefina seems to be introducing at Prestige Supermarkets. [2]
4  Explain one possible advantage and one disadvantage for Prestige Supermarkets of offering training

to their employees. [4]
5 By using appropriate motivation theory, explain why labour turnover increased in prestige supermarkets

after Josefina was appointed as the new CEO. [4]
6  Suggest one possible advantage and one disadvantage for Prestige Supermarkets of the increase in

labour turnover. [4]
7 Identify and outline two areas of stakeholder conflict in Prestige Supermarkets, resulting from Josefina’s

effort to change the organisational culture. [4]
8 Explain one advantage and one disadvantage for Prestige Supermarkets of Josefina’s decision to focus

on protecting the shareholders’ value. [4]
9 Explain two reasons why the mission statement of a business such as Prestige Supermarket should

reflect its organisational culture. [4]
10 To what extent can Josefina, as a new chief executive, influence the culture of the organisation? [10]
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On completing this chapter you should be able to:
Apply and analyse:

e  Barriers to communication (AO2)

Synthesise and evaluate:

Formal and informal methods of communication for an organisation in a given situation (AO3)




12 Communication

BUSINESS IN CONTEXT

Technology and business communication

The latest technological advances have had an
immense impact on how a business communicates
with its stakeholders. Smartphones, iPads, tablets,
networks, cloud computing, VR (virtual reality),

Zoom and Microsoft Teams are some of the
developments that allow businesses to communicate
in ways that, even in the early 2000s, would have
been unimaginable.

Networking promotes collaboration on reports,
programming and other document production.
Cloud computing allows businesses to operate
globally without sacrificing security or limiting user
access. Some businesses — such as LinkedIn and

Kaplan - give employees iPads to allow easier With all of this technology, perhaps a stage will be

internal communication and constant web access. reached when we never have to meet with people
at work in order to communicate with them. But this

Intranets are helping to drastically reduce many could have serious human and social consequences.

administrative jobs. Once online, employees Zoom's chief financial officer, Kelly Steckelberg,

can take training courses, communicate with has said: ‘We certainly understand that being on

colleagues, find out how much holiday they have video all day long can be challenging’. She said that

or check internal job vacancies. M2M (machine to Zoom encourages its employees to take some calls

machine) technology provides the ability to collect while out walking and to shorten scheduled online

important business data on a continual basis. VR is meetings to prevent burnout.

used in many business applications. For example, . ) i

construction businesses use VR produce a virtual Discuss in pairs or a group:

3D tour of a property that has not yet been built

in order to show potential clients what it will look

like. The ‘work from home’ trend, boosted by the

global pandemic, has led to most meetings in some

businesses being conducted online. e What would be the disadvantages of never
having to meet with people at work in order
to communicate with them?

KEY CONCEPT LINK

Creativity distinguishes people from machines and it is the
only way to build relationships. Communication can
create strong teams, able to generate ideas through
collaboration. Good communicators often link
together to share expertise, which can generate
new products and solutions to problems.

e Do you think technologically advanced
methods of communication are always the
best ones to use?

Effective communication enables the transparent
transmission of instructions and facts within an
organisation, but it also enhances creativity. This is
especially important in businesses that increasingly
rely on technology. Effective communication is what
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12.1 Business
communication

All businesses need to communicate with stakeholders.
Some communication is internal (between managers
and other employees for example) and some is external,
such as between the business and customers or suppliers.
Business efficiency depends greatly on effective
communication with all of these groups. Communication
is only effective if the message has been received and
understood by the receiver, and the sender knows that it
has been understood. Figure 12.1 shows the key stages
of effective communication:

e sender (or transmitter) of the message
e clear message

e  appropriate medium (way in which the
message is sent)

®  receiver
e feedback to confirm receipt and understanding.

If the message has been sent, but there has been no
feedback, then the effectiveness of the communication
cannot be judged.

KEY TERMS

effective communication: the exchange
of information between people or groups,
with feedback

feedback: information given by the receiver in
response to a message

Transmitter/sender

Importance of effective
business communication

The effectiveness of internal communication can have an
impact on many areas of business.

e Employee motivation and labour productivity — if
employees are encouraged to participate through
group discussion, for example, then effective
communication will aid motivation.

e The number and quality of ideas generated by
the workforce — if employees are asked for their
ideas this can assist with problem-solving and
management decision-making.

e Speed of decision-making — the more people who
have to be communicated with, the slower the
decision-making system, so directing messages
just to those who ‘need to know’ will speed up
this process.

e Speed of response to market changes — if
changes in consumer tastes take a long time to
be communicated to the main decision-makers,
then the business will be slow to respond with
appropriate products.

e  Reducing errors — incorrect understanding of a
poorly expressed message will lead to potentially
serious errors. This could lead to many internal
problems, such as the wrong products being made
or incorrect prices being set.

e  Effective coordination between departments —
this will be helped by good communication links
between them.

Poor communication will lead to demotivated workers,
uncoordinated departments, poor customer service
and a lack of overall direction for the organisation.

Receiver

. Appropriate Understanding
Aim of } message message , } Response/
communication language/ the message's a(F:)tion
medium meaning
Feedback
to sender

Figure 12.1: Effective communication — barriers must be reduced or eliminated
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12 Communication

LEARNER PROFILE

Communicators We aren’t getting and sharing information the
same way we used to. Understanding the various
tools we have to communicate as well as how to
communicate across different channels is essential,
and as the number of ways to communicate
increases, this skill will only become more valuable.’

The best leaders are great communicators

David Nelms is the former CEO of Discover
Financial with 17000 employees. Communication is
a hallmark of David’s leadership style and played a

huge role in growing his company and creating an ‘A leader who doesn’t adapt to the new ways of
engaged and productive workforce. He realises that  communication will never be heard.’ Discuss this
the importance of communication will only grow as quote in class. Do you agree that leaders should
how we communicate changes. always find new ways to communicate? If yes, why?

Are there any disadvantages for leaders when they

David said: ‘A leader who doesn’t adapt to the _ o
change their methods of communication?

new ways of communication will never be heard.

CASE STUDY 12.1

Why is communication in Gldea ineffective?

Vicente is the CEO of Gldea Inc., a medium-sized
business organisation producing home decoration
and accessories sold through premium concept stores
and Gldea’s online store. The business employs

120 people, organised in a traditional, by-function
hierarchy. Vicente always believed in the power of
formal communication and asked his subordinates
to put everything in writing. ‘Sending emails helps
us reduce errors and misunderstandings,’ he said in
a meeting. ‘What is discussed in the corridor is easily
forgotten. If you have an idea for a new product

to add to our portfolio, please do not just come to
me to discuss it in person. First, send me an email

with all the details: product description, photos, 1 Define the term formal communication”. 2]
cost of production, suggested price and any other 2 With reference to the case study,

information related to it.’ explain the difference between formal and

Even though communication in Gldea is primarily informal communication. 4]
electronic, Vicente is still not happy with its 3 Suggest two reasons why the

effectiveness. He cannot understand why he is effectiveness of communication is

gradually receiving fewer and fewer ideas for new essential for Gldea. [4]

products, even though he wants to motivate people
and encourage employees’ participation in the
decision-making process. He is also afraid that the
business is becoming slower in responding to market
changes, which is a big problem because Gldea
competes with many small and big competitors.

4  Evaluate the effectiveness of formal
communication through emails in Gldea.  [10]

formal communication: information that flows
through well-defined official channels
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Methods of formal
communication

Formal communication is used when people in an
organisation need to communicate with others through
official channels. Much formal communication is initiated
by managers or supervisors with the aim of giving
information to other employees, perhaps in a subordinate
position. Some formal communication can be in the other
direction, still vertical within the organisational structure,
but from employees to managers, such as a daily report on
production levels or customer numbers. Communication
can also be horizontal, e.g., between managers in different
functional departments.

The choice of the method used to communicate a
message can have a significant impact on effectiveness.
The range of formal communication methods available
can be classified as follows.

Spoken communication

This can be undertaken by one-to-one conversations,
interviews, appraisal sessions, group meetings or
team briefings.

Strengths:

e It allows for two-way communication and feedback
and this should encourage good motivation.
Herzberg considered that frequent feedback
was a powerful motivational factor. Spoken
communication is instantaneous — there is no delay
between sending and receiving the message.

e  Evidence of who attended the meeting, and
therefore who received the message, can be kept for
future reference.

e If any points are not made clearly, then the receiver(s)
should be able to ask for immediate clarification.

e [t allows the sender or the transmitter to reinforce
the message with an appropriate tone of voice or, if
visible to the receiver, with body language.

Weaknesses:

e Some spoken communication can be ambiguous,
and in a large group some receivers may be
reluctant to ask for further detail.

e  There may be no written record of what was said.

e [t might not be appropriate for complicated and
technical matters, which would be better sent in a
written format.

e  Spoken communication, especially on a one-to-one
basis, can be time consuming.

communication methods: the media used to
convey a message

spoken communication: oral way of sending
information between two or more people

Written communication

Many managers still like everything to be in writing. So
they will tend to use letters, memos, notices on boards,
reports, minutes of meetings, and diagrams for technical
matters such as house plans. Many written messages are
sent electronically.

Strengths:

e  Written messages can be referred to more than once
to aid the understanding of the receiver.

e Written communication allows detailed
information, figures and diagrams to be sent.

e [t provides a permanent record which might be
useful legally e.g., with employment contracts.

Weaknesses:

e Non-verbal communication, such as body language,
cannot be used to support the message.

e ]t does not allow for immediate feedback,
and clarification of the message cannot be
obtained quickly.

e There is evidence that the message has been sent but
not that it has been received and/or understood.

IT — electronic communication

Electronic communication includes email, instant
messaging, websites, blogs, text messaging, voicemail,
videoconferencing and video messaging. Electronic
communication has changed the way businesses
communicate with each other and the way

they communicate internally.

Strengths:

e  Message are transmitted rapidly as it requires
only a few seconds to communicate via
electronic media.
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e  Global coverage is possible as the internet allows
communication with, potentially, millions of
‘receivers’ all over the world.

e Once the hardware and training costs have
been covered, electronic communication is low
cost. It can save time and money compared to
more traditional methods. For example, text
SMS is cheaper than a traditional letter, and a
videoconference can save thousands of dollars
in transport costs transporting delegates to one
geographical location.

e  Electronic communication allows for instant
exchange of feedback.

e It increases information so that managers can
control a large, perhaps global, business. Business
managers can now control operations more easily
around the world.

e  Most countries’ legal systems now allow emails to
be used as evidence and legal proof of contracts
and transactions.

e Online videoconferences allow employees to work
from home, potentially reducing the need for costly
office space. Employees can spend less time and
money on travelling to work too.

Weaknesses:

e  The various methods may require employees to
be trained, and the young are usually much more
proficient in their use than older employees.

e They reduce social contact and can create a
sense of isolation. An important social need may
go unsatisfied.

e Employees may send personal messages during
company time.

e  Direct interpersonal contact is lost and most
of these media do not facilitate the use of body
language to help convey messages.

e There are security and technical issues with computer
technology, and hard copies of important messages
are often kept too in case of a computer virus.

e  There is increasing evidence that IT can lead
to information overload as a result of the speed
and low usage cost of these methods. Too many
messages can prevent the really important
communication from being noticed and acted upon.
For example, the sheer volume of email messages
can take some workers several hours to reply to
each day. Too much information can also cause
stress and a feeling of overwork.

e  Online videoconferences can lead to excess time
spent in front of computer screens. The social
interactions between employees are fewer than
when they meet in person, and this can reduce the
creativity and interaction between work groups.

KEY TERM

information overload: so much information
and so many messages are received that the
most important ones cannot be easily identified
and quickly acted on — most likely to occur with
electronic media

Visual communication

This form of communication makes an impact on the
receiver by presenting information in a non-verbal form.
This method includes: maps, charts, posters graphic
design, animation, short films, diagrams, pictures, charts
and other computer images.

Strengths:

e [tiseffective for receivers who do not speak the
same language as the communicator — at least, in
the language being used for communication. Visual
communication may be more effective to exchange
information when communicating with people from
several different countries.

e [t supports oral communication which becomes
more meaningful if graphs, pictures and diagrams
are used with it. They can create a real impact to
support the sender’s message.

e [tisa simple way of presenting complex
information — such as an organisational chart.

e  The receiver can understand messages presented
in this form more quickly than if they were
transmitted in pages of text.

Weaknesses:

¢  Visual methods of communication can be more
costly and time consuming to produce, for example
a video to be used in training.

e  They cannot be the only method used when
detailed technical data or accounting information
needs to be transmitted.

e  They do not allow for non-verbal communication
such as body language.
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e  The visual images used might be so dramatic that
they take the receiver’s attention away for the
information they are meant to transmit.

Interpersonal communication

Interpersonal communication can take place without a
single word being spoken. When two or more people
are in the same room, non-verbal communication
can send messages between them. The way people
stand or sit, their facial expressions and appearance
can send messages to others and allow them to form
an impression about that person’s role, personality,
intentions or even emotional state. Although there
might not be an intention to communicate, people
receive messages through these non-verbal indicators.

Once verbal communication begins, it is not just what
is said that impacts on communication. How it is said,
the emphasis put on certain words, the gestures that are
used and other forms of body language will all impact
on how effective the communication is.

Factors influencing choice of
communication method

Managers will consider these factors before deciding on
the best communication method:

e  The importance of a written record that the
message has been sent and received, for example an
important new legal contract.

e The advantages to be gained from employee input
or two-way communication. For example, a new
employee shift system proposal could be discussed
with workers before implementation.

¢  Cost. Electronic media often require expensive
capital resources, but once these are obtained,
electronic communication is cost-effective. The cost
of management time in meetings should not be
overlooked. For example, it would be quicker and
cheaper, but may be less effective, to email all of
those concerned instead. If videoconferences
were adopted in preference to meetings in person,
it could lead to reduced overhead costs as less office
space will be needed.

e  Speed. Electronic means of communication can
be quick, but is this more important than allowing
time for opinions to be discussed at a meeting?

Quantity of data to be communicated. The longer
and more detailed the message, the less likely it is
that oral communication will be effective.

Whether more than one method should be used
for clarity and to be sure that the message has been
received. A quick telephone call followed up by an
official letter or order form will achieve both speed
and accuracy.

Size and geographical spread of the business.
Regular and frequent meetings of senior regional
managers may be impossible in a multinational
business.

Health issues. The global pandemic meant that
many workers felt safer working from home using
online methods of communication.

Methods of informal
communication

Have you ever heard about important events in, or
decisions about, your school or college through the
‘grapevine’ before any official announcements? If so,
you have been part of an informal communication
channel. There is unofficial communication in every
organisation — it takes place in the rest room or at the
lunch table, in the queue next to the photocopier or in
meetings before the official agenda begins. Some of it
may be no more than gossip, but a lot of it can be well-
informed information about the organisation. In fact,
much informal communication is not necessarily about
work at all — it might just be social interactive chat.

Whatever managers might think about informal
communication, they will find it very hard to stop
people chatting in groups or with friends at work.
After all, communication is a natural human activity.

KEY TERMS

interpersonal communication: exchange of
information between two or more people

informal communication: the sending of
unofficial messages between informal groups
within an organisation
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Table 12.1 summarises alternative views of informal

communication.

Some managers restrict
informal communication
because:

Some managers
encourage informal
communication because:

It wastes valuable
working time

It spreads gossip and
rumours, and these can
be unsettling and lead
to feelings of insecurity

It may result in

informal groups
banding together to
resist management
decisions — even though
they may not have

been officially
communicated yet

The unofficial
information might

be inaccurate and

this could lead to
misunderstandings and
unnecessary conflicts
with management

Informal communication
can help create
important feelings of
belonging, teamwork
and social cohesion

Management can use
the grapevine to 'test
out’ new ideas and
see what the unofficial
reaction might be — if
it is too negative, they
might never make an
official announcement

It can help to reduce
barriers between
departments and
encourage development
of new ideas

Studies have shown
it can be faster than
formal communication

Table 12.1: Alternative views of informal communication

Informal communication networks do not exist
within the structure of the organisational hierarchy.
Informal meetings between two or more employees
can take place anywhere at the place of work, such
as the canteen or even the elevator! Often informal
communication networks have been referred to

as ‘grapevine communication’ or ‘water-cooler
communication’ or ‘photocopier communication.’
Some business analysts suggest that up to 70% of all

internal communication could be classified as informal.

Davis, K. (1969) has argued that there are four types
of informal communication methods or networks.

In a single channel (or strand) network, the process of
communication is linear and information travels from
one person to the next person. This approach means
that the message will take some time to reach a number
of people and it could become distorted along the way.

THEORY OF KNOWLEDGE

Knowledge question: Does emotion play
an equally important role to language in
business communication?

Language facilitates the effectiveness of
communication to a great extent, especially
in multicultural environments. In multinational
organisations, employees with exceptional
language skills are often offered opportunities
for cross-functional job rotations and careers
abroad in subsidiary businesses as ex-patriots.
On the other hand, the lack of language skills
often prevents workers from building relationships
with colleagues and customers, especially
when differences in culture act as a barrier to
communication in the first place.

Emotion affects communication as well.
Anxiety, anger, pride, frustration, depression
and trauma are examples of emotions that can
raise barriers to communication. Emotions also
affect non-verbal communication, the so-called
‘body language’, which is expressed through
body posture, gestures, eye contact and tone
of voice. Non-verbal communication is critical
in determining attitudes and, thus, the ability
of people to communicate with others.

Research suggests that communication gaps
between employees and their managers result
from problematic non-verbal communication and
the inability of people to control their emotions.
Therefore, leaders should receive training in
effective non-verbal communication.

‘Language barriers to communication are
more difficult to overcome compared to
emotional barriers.” To what extent is this true?
Discuss in class.

The second type of informal communication network
that Davis identified is the gossip communication
network. Using this approach, there is one individual
who acts as the source of the message and who
transmits the message to a number of people directly.

The third type of informal communication described by
Davis is referred to as the probability communication
network. In this system, there is one individual who acts
as the primary source of the information. They randomly
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select people within their work or social group to
communicate the message. These people then also
randomly pick other people to transmit the message.

As with an email ‘spam’ message, there is no way for the
source of the message to be tracked or the content to be
verified, as the message is communicated randomly.

The final form of informal communication network
identified by Davis is the cluster network. With this,

the transmitter of the message chooses a number of
pre-selected people to communicate a message to. The
secondary people then pass on the message to a group
of people who have also been pre-selected to receive
the message. This can lead to rapid communication to a
large number of people.

ACTIVITY 12.1

Microsoft's mission statement:

'Empower every person and every organisation
on the planet to achieve more.’

Discuss in class:

1 This mission statement appears on a wall
in one of Microsoft’s offices. What is the
business trying to achieve?

2 Why do mission and vision statements
typically appear first on the official web
pages of businesses?

12.2 Barriers to
effective communication

Any factor that prevents a message being received

or correctly understood is called a ‘barrier to
communication’. These communication barriers are
often much more of a problem for large businesses with
operations in more than one location and with several
levels of hierarchy.

communication barrier: something that gets in
the way of a message being received

There are four broad reasons why barriers to
communication occur.

1  Failure in one of the stages of the
communication process:

e The method chosen might be inappropriate.
If the message contained detailed technical
language and flow diagrams, trying to explain
these over a smartphone could lead to
incorrect understanding.

e If a receiver forgot part of a long message
given to them orally, then a written version
would have been more appropriate.

e A misleading or an incomplete message would
result in poor understanding — ‘send the goods
soon’ may be interpreted as being tomorrow
when in fact the sender meant ‘now’ or ‘as
soon as possible’.

e The excessive use of technical language
or jargon (terms that are understood by a
specific group but not by others) may prevent
the receiver from being able to comprehend
what is required. Messages sent to branches
or employees in another country may not be
understood unless they are translated into the
local language.

e If there is too much information — perhaps
more than is actually necessary for the receiver
to respond in the right way — the threat of
information overload leads to what is known
as ‘noise’. This is unnecessary information that
actually prevents the receiver from grasping the
important elements of the message.

e If the channel of communication is too long
from the sender to the receiver, messages will
be slow to reach their intended receiver and
they may become distorted or the meaning
may change along the way. This problem is
particularly significant in large organisations
with long chains of command.

2 Poor attitudes of either the sender or the receiver:

e If the sender is not trusted — perhaps
because of previous misleading messages
or unpopular decisions — then the receiver
may be unwilling to listen to or read the
message carefully.

¢ Unmotivated or alienated workers make poor
receivers. If workers have never been consulted
on important issues before, then they may
become very suspicious if the management
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style seems to be changing towards a more
participative one. Workers with little interest in
their work will not want to take the trouble to
ensure that communication is effective.

Intermediaries — people on the communication
channel — may decide not to pass on a message,
or to change it, if they are poorly motivated.
This could occur, for example, if there has
been a supplier query about an order or a
customer complaint.

The sender may have such a poor opinion

or perception of the receiver that no effort is
made to ensure clarity of message or to check
on understanding.

3 Physical reasons:

Noisy factories are not the best environment
for communication. This is an example

that shows that the poor quality of the
external environment can limit effective
communication.

Geographical distance can inhibit effective
communication — certainly interpersonal
communication will be very difficult. Modern
electronic methods, such as videoconferencing,
are designed to overcome some of these
problems, but these depend on reliable
internet links.

4  Failure to consider different cultures:

Ignoring culture in business communication
can lead to problems and communication
disruptions. Internal business

communication can be disrupted or
misinterpreted if workers do not share the

same understanding of goals, expectations

and processes as managers. Understanding a
culture can help businesses anticipate potential
challenges or barriers in the adoption of new
policies or processes before efforts break down.
For example, some business cultures such as in
Western Europe may thrive in an exchange- and
dialogue-based communication system while
other cultures (e.g., Japanese and Arab cultures)
rely more heavily on subtext. If new information
or ideas are suddenly imposed on employees
who are accustomed to a participative business
culture, there may be a deep-seated resistance
and the project could fail.

The impact of cultural differences on
communication methods can be huge,

and failure to recognise this can lead

to a significant barrier. The choice of
communication method can have cultural
overtones. The determining factor may not
be the degree of industrialisation, but rather
whether the country falls into a ‘high-
context’ or ‘low-context culture’.

e High-context cultures (Mediterranean,
Slav, Central European, Latin American,
African, Arab, Asian, American—Indian)
leave much of the message unspecified, to
be understood through context, non-verbal
cues, and between-the-lines interpretation
of what is actually said. By contrast, low-
context cultures (most Germanic and
English-speaking countries) expect messages
to be explicit and specific. Therefore, culture
directly affects verbal and non-verbal
business communication. Some cultures,
including Australia, the UK and Germany,
place high significance on the words
actually spoken. Other cultures, including
Japanese and Arab cultures, still place
significance on the spoken word, but also
place great significance on the context of
the conversation. Silence carries significance
in all cultures, and this might be interpreted
in different ways during cross-cultural
business meetings.

e In sequential cultures (like North America, the
UK, Germany, Sweden and the Netherlands),
business people give full attention to one
agenda item after another.

*  In synchronic cultures (including South
America, southern Europe and Asia) the flow
of time is viewed as a sort of circle, with the
past, present and future all interrelated. This
viewpoint influences how organisations in
those cultures approach deadlines, strategic
thinking, investments and the concept of ‘long-
term’ planning.

Reducing communication
barriers

One of the important roles of management

in facilitating communication is to minimise
communication barriers. If managers are successful in
reducing or eliminating barriers, then communication
will be improved in all situations.
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There are six steps managers should take to minimise the
impact of communication barriers:

e  Ensure the message is clear and precise but
adequately detailed.

e  Keep the communication channel short, for
example by having as few intermediaries as possible
between the original transmitter and the eventual
receiver of the message.

e Make sure that the method of communication used
is appropriate for the information to be transmitted
and the culture of the receiver.

e  Ensure feedback is part of the communication
process so that problems with receipt or
understanding of the message can be checked
quickly.

e  Establish trust between senders and receivers —
this could be most easily achieved in a business
where the culture is to accept all employees
as being important and as having useful
contributions to make.

e Ensure that physical conditions are appropriate so
that messages can be heard or received effectively.

CASE STUDY 12.2

The 'Zoom fatigue’ phenomenon: when
videoconferencing replaces physical interaction
and communication

Angelique works for a computer software company.
She manages a team of five computer engineers
who develop software for big multinational
companies. When the Covid-19 pandemic forced
everyone out of the office due to lockdown,
Angelique saw an opportunity to replace physical
meetings with Zoom calls. ‘We are computer
scientists,’” she said. ‘We do not need to have face-
to-face meetings in the office. Videoconferences
are much more effective. We can interact as we do
in person. And at the same time we can record our
meetings for future reference, as well as instantly
sharing documents and other resources online’.

However, two months later her team showed
signs of what researchers describe as "Zoom
fatigue': people started feeling exhausted

from overusing virtual work meetings as a

means of communication. One reason behind
this phenomenon is the information overload

in Zoom meetings. Another is that non-verbal
communication is very different behind the
camera, while the process is less natural and does
not help people bond as teams. Team building is
better achieved through informal communication
channels and face-to-face meetings.

When people communicate through Zoom,
they can get distracted by their environment,
especially when working from home. One of the
engineers has developed a negative attitude
towards video meetings. He has become
alienated and often fails to connect on time,
claiming technical problems. Angelique called
a meeting with her team to see if they should
continue relying on videoconferencing and how
they can improve communication efficiency in
the department.

1 Define the term ‘non-verbal communication’.
[2]

2 Explain one advantage and one disadvantage
of videoconferencing as a method of
communication for Angelique and her team. [4]

3 Identify two barriers to communication in
Angelique’s job environment. [4]

4  Suggest two methods to improve
communication effectiveness in
Angelique’s department. (4]
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ACTIVITY 12.2

Amazon'’s Alexa changes the way things are done in a business

Alexa for Business lets employees reserve meeting rooms and start conference calls using intuitive voice
commands. Employees do not need to use remote controls and manually dial in to meetings or look up
room availability on the calendar. Employees can just say: ‘Alexa, join the meeting’ to start their online
meeting, or: ‘Alexa, is this room booked?’ to check if the meeting room is free, or: ‘Alexa, who booked
the room?’ to find who made the booking, and: ‘Alexa, book the room’ to book a meeting room. Alexa
for Business also provides end-of-meeting reminders a few minutes prior to the start of the next meeting.
This encourages employees to end their meetings promptly and allows the next meeting to start on time.

How does it work?
2

) 9
Process Alexa for Business
% Alexa uses speech Alexa for Business provides

Request recognition to context and afiditional Take action
Users make requests interpret the request information Alexa responds and
from shared or performs the
personal devices requested actions

1 Find more information about Alexa For Business and identify how it can help businesses improve
communication efficiency and productivity at work.

2 Does technology such as Alexa For Business create any new type of communication problems at work?
Discuss in class.

SELF-EVALUATION CHECKLIST

Needs Almost Ready to

| am able to apply and analyse:
PRy y more work there move on

barriers to communication (AO2)

| am able to synthesise and evaluate:

formal and informal methods of communication for an
organisation in a given situation (AO3)
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REFLECTION

Your school or college is planning to allow some
teachers to work some days each week from home.
Your only contact with teachers during these days
will by online messaging and video lessons. Write
a report to the head teacher/principal, explaining

what you consider to be the advantages and
disadvantages of these methods of communication
between teachers and students. Compare your ideas
with those of another learner.

PROJECT

You are working for CFG, a big for-profit business
organisation producing cosmetics. The board of
directors has decided to turn the organisation

from one focused on shareholders and their profits
to a social enterprise, caring for the environment
and spending part of its profit to empower young
women with initiatives such as sourcing ingredients
from women's cooperatives in developing countries.

The change in the strategy is dramatic and is
reflected in the change of a mission statement from:
‘We make women beautiful by creating innovative
luxury cosmetics' to: ‘We exist to make the world
beautiful and fair'.

Split into two groups.

*  Group 1: Prepare a press conference to present
your business and its new corporate objectives.
Use a variety of communication media during
the conference (e.g., PowerPoint presentation,

Thinking about your project:

poster, etc.) to communicate the new mission
effectively to the representatives of the press.

*  Group 2: You are the audience at the press
conference. Be ready to ask questions about the
reasons for the change in the strategy and the
problems that the business is expected to face
during this change.

*  Group 1: When preparing for the press
conference, have you clearly presented the
current corporate objectives and how these
change as the business becomes a social
enterprise? Are your new objectives SMART?

Group 2: Are you equipped to keep notes
during the presentation to help you ask
effective questions and provide feedback to
CFG managers?

EXAM-STYLE QUESTIONS

Communication inefficiency within Trench plc

Trench plc is a multinational company producing heavy equipment for the construction industry. Its four main
markets are the USA, Australia, India and Nigeria. It employs 9000 employees, and it has more than 100000
industrial customers worldwide. The HR department in the head office, in the USA, surveyed regional offices to
identify the extent to which communication is effective in the organisation.

The main findings were as follows.

e  Horizontal communication across functions is relatively poor. People communicate more efficiently within

their departments.

e  Senior managers are not aware of any complaints or suggestions coming from the customers. The sales people
receive feedback from the market but do not effectively escalate the information upwards through the tall

organisational structure.

e In counties such as Nigeria, where the business culture is rather hierarchical, younger employees find it hard
to ‘open up’ and work in teams with older colleagues, especially with managers who are from other countries.
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CONTINUED

Trench fails to consider differences in culture and their effect on business communication. Both creativity and
productivity in such countries tend to be lower than average.

e Most office communication is done through emails. Employees complain of receiving hundreds of emails per
week making it difficult to separate the important and urgent messages from the less-significant ones.

e  Workers in the factories feel ‘left out of what is happening in the business’. More than 40% of people working
in the factory were unaware of the business’s mission statement.

To improve communication, the management decided to delayer by cutting one layer off the traditional hierarchy.
They also decided to train workers in the factory to use emails and videoconferences. So the CEO would share
with them important messages. However, according to the survey results, employees believed that the business
needed more informal communication, rather than formal — especially in the factory. They also complained
about other problems such as noise in the production unit, which is detrimental to the working conditions and
constitutes a barrier to communication. However, the management does not favour informal communication

on the premises.

1 Explain what is meant by ‘effective communication’. [2]
2 Identify two communication issues in Trench that are linked to problems in the organisational structure. [4]
3 Suggest one advantage and one disadvantage for Trench of relying on emails for office communication. [4]
4 Suggest two ways for Trench to correct the problem of factory workers feeling ‘left out of what happens

in the business’. [4]
5 Identify two problems for Trench as a result of ignoring the effect of cultural differences

in communication. [4]
6 Suggest two reasons why Trench needs to make communication more effective across the organisation. [4]
7 Discuss the decision of Trench’s managers not to encourage informal communication in the business. [10]

Exam-style Questions
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» Chapter 13

Industrial
employee
relations

Higher-level

On completing this chapter you should be able to:

Apply and analyse:
> Sources of conflict in the workplace (AO2)
Synthesise and evaluate:

> Approaches to conflict in the workplace by:

e employees - collective bargaining, work-to-rule and strike action

e employers - collective bargaining, threats of redundancies, changes of contract, closure
and lockouts (AO3)




13 Industrial/employee relations (HL only)

CONTINUED

> The following approaches to conflict resolution.

conciliation and arbitration

employee participation and industrial democracy

no-strike agreement

single-union agreement (AO3)

Conflict within Petrobas

In 2020, Petrobas, the state-owned Brazilian energy
business, closed some of its production facilities
and sold assets to raise finance. The redundancies
resulting from these actions were opposed by

the main trade union of energy workers, the Oil
Workers Federation or FUP. The FUP called a strike
to protest against the closure of a fertiliser plant
and organised groups of union members to try to
encourage all Petrobas workers to join the industrial
action. These groups are called ‘picket lines'.

Senior managers within Petrobas reported that the
strike action and picket lines had very little impact:
‘Our units are operating within normal safety
parameters, with contingency teams activated when
necessary,” was the news from one Petrobas press
release in 2020.

This strike came during a long-term conflict between
Petrobras and oil workers unions which had lost
much of their negotiating power. This was because
Petrobras had made many of its own contracted
workers redundant under cost-cutting measures and
outsourced much of the production to third-party
service companies such as SBM Offshore and Modec.

The industrial action followed similar action that
union officials referred to as ‘warning strikes'.

The warning strikes typically included a refusal to
report for shift changes at refineries, terminals and
platforms as well as work-to-rule actions at other
sites that maintained operational security.

The unions, however, faced increased legal challenges
to industrial action from Petrobras. A similar five-day

P i »

An FUP picket line outside a Petrobas production facility

strike was stopped early after Petrobras won a
legal ruling that blocked the walkout. According
to Petrobras, the 2020 industrial action was illegal
because oil workers agreed to a new collective
bargaining agreement the previous year.

KEY TERMS

trade union (labour union): an organisation

of working people with the objective of
improving the pay and working conditions of its
members and providing them with support and
legal services

strike: a form of industrial action in which
workers, often trade union members, withdraw
their labour services

industrial action: measures taken by the
workforce or trade union to put pressure on
management to settle an industrial dispute in
favour of employees
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CONTINUED
Discuss in pairs or a group:

e Should governments intervene in management-
labour relations with laws to protect employees
or prevent strikes?

Discuss how employee/management relations
could be improved within Petrobas or any other
business you have knowledge of.

KEY CONCEPT LINK

Change

Industrial relations have been changing rapidly
in the 21st century. One reason is the evolution
of new, flexible work patterns which make the
formation of trade unions very difficult. For
example, in industries such as catering that
depend on part-time or temporary workers,
labour unions are often weak or non-existent.
Moreover, many businesses increasingly adopt
socially responsible practices in favour of their
workforce, applying methods such as worker
participation and profit sharing, which help

to avoid stakeholder conflicts and reduce

the need for workers to form unions. On the
other hand, there are industries in which trade
unions are being born for the first time, such
as high technology. Such unions can protect
the employees of the quaternary sector from
practices that deprive them of basic worker
rights. The idea that labour unionism is relevant
only to unskilled workers or public-sector
employees is gradually being reversed.

13.1 Sources of conflict
in the workplace

It is often assumed that conflict at work is only between
employers and employees (or ‘management’ and ‘labour’).
Employers aim to achieve satisfactory profit levels

by keeping costs as low as possible, including labour

costs which can form a high proportion of total costs,.
However, workers will seek to obtain high pay, shorter
working hours and improvements in their working
conditions, often through unions acting on their behalf.

There are obvious potential conflicts of interest between
these two groups — employers and employees — and some
of the most common are explained in Table 13.1.

Conflict can also occur between employees or
between groups of employees. Here are four reasons
why potentially damaging conflict might exist in the
workplace between employees.

Poor communication

Poor communication can result in serious
misunderstandings. For example, a manager reallocated
an employee’s task to another worker but failed to
communicate this to the employee. This may cause the
employee to feel rejected, which can lead to bad feelings
between the two employees and between them and

the manager.

Difference in personalities

Employees come from different backgrounds and
experiences, which play a role in shaping their
personalities. When employees fail to understand or
accept the differences in each other’s personalities,
problems arise in the workplace. For example, an
employee may possess a confident personality that
leads to him speaking his mind directly and leading
discussions, even if the timing is poor. This employee
could offend other workers who prefer a more
cooperative and thoughtful approach to problem-
solving and communication. The co-workers may feel
that the employee is rude or they may feel they lack the
authority to deal with this personality.

Different values

One cause of different values amongst employees is
when a generational gap is present. Young workers may
possess different workplace values from those of older
workers. The difference in values is not necessarily the
cause of employee conflict in the workplace, but the
failure to accept the differences is. When employees

fail to accept the differences, co-workers may insult

9781009053570

213°

© Stimpson et al. 2022
copying is restricted under law and this material must not be transferred to another party.

Cambridge University Press




13

Industrial/employee relations (HL only)

Cause of conflict

Common management view

Common employee view

Business change, e.g.,
relocation or new
technology.

Change is necessary to remain competitive
and profitable.

Change can lead to job losses, may
result in retraining in new skills that
causes uncertainty over ability to cope.
Demands for increased ‘flexibility’ from
employees may reduce job security.

Rationalisation and
organisational change.

Business needs to cut costs and be flexible
and adaptable to compete effectively with
‘globalised’ low-cost rival businesses.

Cost cuts and rationalisation always
seem to fall on employees — not the
senior managers or owners of the
business. Reduced pay or job security
will damage employee motivation.

Pay levels and working
conditions.

The market determines what the
appropriate pay level should be.

An unjustified increase in pay or costly
improvements in working conditions might
make the business uncompetitive. This is

If profits and managers’ bonuses are
rising, then employees deserve pay
increases. At least, wages should rise in
line with inflation to maintain the real
value of incomes.

in productivity.

more likely when there is no increase

Table 13.1: Common causes of labour-management conflict

each other’s characters and experiences. This tends to
intensify the conflict until the right solution is offered
and accepted.

Internal rivalry

Excessive workplace competition is a cause of employee
conflict. Some businesses deliberately foster competitive
environments to encourage workers or teams to out-
perform each other. When salary is linked to employee
production, a workplace may experience strong
competition between employees. Competition that is not
properly managed for the good of the whole business
can result in employees sabotaging efforts by other
groups or not cooperating with them. This can create

a hostile work environment, discouraging teamwork
and promoting individualism.

These and other internal business conflicts can

lead to low productivity, high labour turnover and
demotivated employees. The following sections evaluate
how managers and employees might respond to
conflict and how these clashes can be resolved or their
impact reduced.

13.2 Approaches to
workplace conflict
Approaches by employees

What happens when a conflict between employees and
employers occurs? This depends greatly on whether

the employees belong to trade unions. If they do not,
then an individual worker will probably have little
influence over the employer. This assumes the employer
is meeting minimum legal standards for issues such as
pay and work health and safety. If this is not the case,
then the worker may be able to seek support through
legal channels such as taking their grievance to an
industrial tribunal, if these have been established by the
government in the country.

So, if minimum legal standards are being met by

the employer, a serious conflict is likely to lead to an
individual worker leaving the business — perhaps to seek
employment in another organisation offering higher pay,
better working conditions or both. When many employees
are involved in the conflict, if they are not organised

into trade unions, they are likely to have to either accept
the terms and conditions laid down by the employer or,
over time, seek other employment. Obviously in some
economic situations this could be difficult, and this would
strengthen the position of the employer.
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In most countries, workers are legally free to join trade
unions and if several employees in a business do this, the
approach to conflict is likely to change.

Union membership and collective
bargaining
Trade unions exist to allow workers to collectively

negotiate with their employer on issues such as pay,
working conditions and job security.

Why workers join trade unions

e ‘Power through solidarity’ has been the basis of
union influence and this is best illustrated by their

ability to engage in ‘collective bargaining’. This is
when trade unions negotiate on behalf of all of their
members in a business, putting workers in a stronger
position than if they negotiated individually to gain
higher pay deals and better working conditions.

e Individual industrial action — one worker going on
strike, for example, is not likely to be very effective.
Collective industrial action could result in much more
influence over employers during industrial disputes.

e Unions provide legal support to employees who
claim unfair dismissal or poor conditions of work.

Unions pressurise employers to ensure that all legal
requirements are met, such as health and safety rules
regarding the use of machinery.

CASE STUDY 13.1

Tech workers are interested in employee unions

In 2021 more than 400 engineers and other
employees at Google announced they were forming
a trade union in the USA. They called it the Alphabet
Workers Union.

Unions are rare in the tech industry, which is
normally averse to them. The Alphabet Workers
Union came about because workers wanted to make
management more accountable and ethical in its
dealings both inside and outside the organisation.

Over one hundred thousand full-time staff were
employed by Google at the time, and only a small
proportion of them joined the union. But the
development was watched with interest by labour
economists in India. Unions for blue-collar and public
sector workers have a long history in India, but
recently there has been more interest among white-
collar and service sector employees.

The developments at Google were followed by
members of the All India IT and ITES Employee’s
Union (AIITEU), which is based in Kolkata and has
around 1500 members across the country. The
AIITEU is particularly focused on discrimination and
issues with remote working.

Define the term ‘trade union’. [2]

Explain two reasons why tech workers in
Google decided to form a trade union. [4]

Suggest two possible reasons why
organisations in the tech industry are
‘averse’ to employee unions. [4]

Suggest two reasons why the blue-collar
workforce in India has been more active

in unionism compared to white-collar
employees. [4]

ACTIVITY 13.1

Investigate a recent industrial dispute in your country. Analyse the causes of the dispute, what actions were
taken by employees and employers to settle the dispute and how it ended.
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Collective bargaining

Collective bargaining is widely used by trade unions

to attempt to prevent conflicts from occurring with an
employer and, if a clash does exist, to try to resolve

it. It is the opposite of individual bargaining, where
each worker discusses separately with their employer
issues such as pay and conditions. This process becomes
impossibly time consuming in large organisations and
each worker has relatively little bargaining power.
Instead, many employees belong to trade unions and
these organisations bargain or negotiate on their
behalf. In some countries, employers also belong to
employers’ associations that negotiate with unions and
any agreements made will cover all firms that belong to
the association.

KEY TERM

collective bargaining: the negotiations between
employees’ representatives (trade unions) and
employers on issues of common interest such as
pay and conditions of work

The growing power and membership of trade unions

in the 20th century in the USA and Europe led to

the widespread development of national collective
bargaining. These collective negotiations can make
trade union leaders very powerful as they may be able to
threaten and actually call for industrial action from all
of their members, which could bring the entire industry
to a standstill.

This form of collective bargaining has never been used
in some countries where unions are weak or illegal. Even
in Europe and the USA, national collective bargaining
is now much less common as national agreements are
not always suitable or affordable for smaller or less-
profitable businesses. Agreements are now often made
by individual businesses or business units negotiating
with union representatives regionally or locally.

The benefits claimed for collective bargaining are:

e it leads to higher wages and better working
conditions than individual bargaining

e all workers in the business will benefit from the
results of collective bargaining

e itcan lead to long-term agreements between union
representatives and employers which will provide
some security and stability for both employees
and employers

e employers may be able to recruit better-qualified
workers if the collective bargaining deals lead to
better pay and conditions

e employers do not have to use managerial time in
negotiating separately with each employee.

Work to rule

If collective bargaining fails to achieve the specific
aims of the union representatives, then the union can
decide to encourage its members to take some form of
industrial action.

Work to rule is a form of industrial action in which
employees refuse to do any work outside the precise
terms of the employment contract. Overtime will not
be worked and all non-contractual cooperation will be
withdrawn. During busy times of year in particular,
this could lead to lost output and lost sales for the
employer. The lack of cooperation between workers and
employers, other than following the strict terms of the
employment contracts, can greatly reduce the level of
productivity and operational flexibility with a business.
The trade union’s aim is to create a situation where

the financial losses of this withdrawal of cooperation
encourage the employer to meet its demands.

Strike action

This is the most extreme form of industrial action that
employees can undertake. By totally withdrawing their
labour for a period of time, production is likely to stop
altogether, causing substantial disruption and financial
losses for the employer. Strike action can lead to the
business shutting down during the industrial action and,
if the business has limited financial resources, it may
never reopen. As strike action can have such serious
consequences, many governments have limited the
ability of trade unions to ask their members to refuse to
work. It is now a legal requirement in many countries
for unions to hold a secret ballot (vote) of all members
working for an employer. Only if a majority agree to
strike action will the union be able to instruct members
to withdraw their labour in that business.

Approaches by employers

Settling disputes with unions can increase the long-term
profitability of businesses. Industrial action by trade
unions can damage the long-term viability of a business.
Employers can adopt the following approaches in an
effort to resolve harmful industrial disputes.
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Collective bargaining

The potential benefits of reaching an agreement through
collective bargaining have already been outlined.
Individual businesses usually agree to negotiate with
union officials as they recognise the right of the trade
union to represent its members during negotiations.
Employers may belong to an industrywide organisation,
such as Gesamtmetall in Germany. This is the Federation
of German Employers’ Associations in the Metal

and Electrical Engineering Industries and it bargains
collectively, with union representatives, on behalf of
several thousand employers. The benefits to employers of
such an approach is that they do not have to spend time
negotiating with unions separately, and the agreements
reached will apply to all businesses in the same industry.

If agreements cannot be reached between unions and
employers during negotiations, then employers can
adopt the following approaches.

Threat of redundancies

If agreement cannot be reached an employer might
threaten to make some, perhaps a large number, of
workers redundant. The employer might claim that
without common agreement on key issues, the business
will become less competitive and so will need a smaller
workforce. These threats would put pressure on unions
to agree to a settlement of the dispute. However, the
threats might inflame opinions on the employees’ side; it
could be seen as ‘bullying’ and lead to poor publicity for
the employer.

Changes of employment contract

If employees are taking advantage of their employment
contracts to work to rule or ban overtime, when the
current contracts are due for renewal the new contracts
could insist on higher work rates or overtime working.
If unions are calling for strike action, then employers
might try to force workers to accept temporary and
more flexible contracts which would weaken their job
security. These new contracts would discourage workers
from taking strike action as their employment security
might be put at risk.

Closure

Closure of the business or the factory/office where
the industrial dispute takes place would certainly end
the dispute at that location, but it could create poor
industrial relations at other locations operated by the

business. Closure would lead to redundancy for all of
the workers and no output or profit for the business
owners. This is an extreme measure and would only be
threatened or used if the demands of the union were so
costly for the employer that they would lead to a large
loss being made by the business or factory.

Lockouts

A lockout is short-term closure of the business or
factory to prevent employees from working and being
paid. Some workers who are not keen on losing pay for
long periods may put pressure on their union leaders to
agree to a reasonable settlement of the dispute.

ACTIVITY 13.2

1 Splitinto two groups.

*  Group 1: Find examples of one major
trade union in your country. Prepare a
presentation showing its history and
main goals.

*  Group 2: Find an example of an
employers’ association in your country.
Prepare a presentation showing its
history and main goals.

2 After both groups have presented in class,
discuss the power of trade unions versus
employers’ associations in your country.

LEARNER PROFILE

Caring

Research on industrial relationships indicated
that employers in manufacturing who manage
to avoid the creation of conflicts with their
employees and have a lower possibility of
industrial action, practice two important things:
empathy and employee autonomy.

Empathy at the workplace means that managers
can sense the views and attitudes of the workers,
they are proactive in finding solutions to problems
and help employees to solve disputes before these
escalate. If trade unions feel that the management
simply does not care, they are more likely to adopt
a similar stance. Moreover, employees want to be
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CONTINUED

respected for their contribution to the business'’s
success, according to Wayne Ranick, director

of communications for United Steel Workers
(USW) International. Arrogant attitudes, whereby
workers are treated as a ‘bottom-line cost’, create
feelings of resentment and may lead to damaged
industrial relations.

The autonomy of workers is vital in creating

a healthy working environment. In the era of
advanced technology, it becomes gradually
easier for managers to trust employees with
autonomy without relying on ‘micromanagement’
which is considered disrespectful, especially by
experienced workers. By creating conditions

that allow workers to manage their own working
environment and to take initiatives at work,
employers show that they care about the need

of employees for ‘self-esteem’ or even ‘self-
actualisation” through work, as per Maslow’s
hierarchy of needs. To avoid conflicts with
employees, an employer needs to remember that
people do not work only for money.

*  Find big real-world businesses that prioritise
‘empathy’ or ‘autonomy’ of employees,
as reflected in their mission statements or
core values.

*  Try to find information about the status of
industrial relationships in these businesses.
Have they faced conflict with their
employees at any point? What else do these
businesses do to maintain good relationships
with their workers? Discuss in class.

Which factors influence the relative
strength of employers and unions?
The power and influence of employers and unions

during an industrial dispute will depend on a number
of factors, as outlined in Table 13.2.

Union/employee power
will be strong when:

Employer power will be
strong when:

Most workers in a
business belong to
one union

All workers agree to
take the industrial
action decided on

The business is
experiencing high
demand for its
products, operating
close to full capacity,
does not want to
disappoint customers
and profits are high

Industrial action rapidly
leads to substantial
reductions in output/
revenue/profits. There
is public support for
the union case, e.g., for
very low-paid workers

Inflation is high,

so a high wage
increase would seem
‘reasonable’ to maintain
living standards

Labour costs are a
low proportion of
total costs.

Unemployment is high —
there are few alternative
jobs for workers to take

The employer takes
rapid action, e.g.,
lock-out has a very
quick impact on
workers’ wages

There is public support
for the employer,

e.g., when unions are
asking for rises much
higher than other
workers receive

Profits are low and
threats of redundancies
and closure are

taken seriously

Threats of relocation to
low-cost countries are
taken seriously, e.g., the
business has already
closed other plants and
relocated them

Legal restrictions
exist which limit the
scope and extent of
industrial action

Table 13.2: The relative strength of unions and employers

THEORY OF KNOWLEDGE

Knowledge question: To what extent should
trade union recognition by employers rely
merely on business ethics?

The Malaysian constitution guarantees the rights
to all workers to form or join a trade union. But
in 2017, the Trade Union Affairs Department in
the country reported that only 6% of the roughly
14.5million workers in the country were union
members and that the union membership rates
in the private sector fell considerably between
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CONTINUED

2009 and 2017. With Malaysian trade union and
labour laws being rather weak compared to the
minimum international standards, workers in
Malaysia face problems when they ask for trade
union recognition, and even if there are reported
violations of worker rights, they rarely proceed to
industrial action.

Under such circumstances, trade union
recognition and the conduct of collective
bargaining in Malaysia depends heavily on the
ethical code of individual businesses operating
in the country. But this does not seem enough.
International organisations of human and labour
rights have called for a radical labour law reform
in the country. The low rate of unionisation has
left most workers unprotected, especially during
the Covid-19 pandemic, when the government
opened the way for employers to negotiate
wages with workers.

How important is the legal framework to protect
the rights of employees and to guarantee the
smooth operation of trade unions? Why are

there problems in trade union recognition and
participation in countries such as Malaysia, even
though the constitution protects the right of
workers to unionise? Could businesses with strong
business ethics help to improve worker rights in
such cases and if yes, how? Discuss in class.

13.3 Approaches to
conflict resolution

It is likely that many of the approaches referred to in
13.2 will lead to poor relations between employees and
employers, especially if a strike or lockout has lasted
for a long time. The following approaches are designed
to stop this problem from arising by preventing or
resolving conflicts before serious industrial action
takes place.

Conciliation and arbitration

In most countries the government encourages the
resolution of industrial disputes through conciliation

and arbitration. Governments may create a state-
funded department to offer these services to unions
and employers that are unable to resolve their own
disputes. Such a department would give advice to
employers and employees and their representatives
on issues likely to cause disputes between them.

A conciliator in industrial disputes will listen to both
sides of the argument — perhaps relating to pay or
working conditions — and attempt to find common
ground. This might be used as a basis for an eventual
compromise agreement.

Arbitration is different. An arbitrator will listen to both
sides of a dispute, but they will make a decision for
resolving the disagreement. This might be a compromise
between the opposing views of employers and union
officials. If both parties agree to accept this, then this
becomes a binding arbitration. The risk if the arbitrator
sets the compromise more in favour of one side than

the other is that both groups may establish extreme
negotiating positions. For example, in wage negotiations
a union might ask for a pay rise of 10% rather than a
more realistic figure of, say, 5%. This is in the hope that
the final decision of the arbitrator may be influenced

by the high pay claim, and they will set a ‘compromise’
figure of 7.5% — which is what the union was hoping to
achieve anyway.

An alternative form of arbitration, designed to
prevent this union strategy (and also to discourage
employers from offering a very low increase) is called
‘pendulum arbitration’. In this case, both sides must
accept the decision of the arbitrator and the arbitrator
is forced to accept either the union’s pay claim or

the employer’s pay offer because no compromise is
allowed. Thus, if a union submitted a very high claim
or if employers offered a very low pay rise, then the
arbitrator would be tempted to ‘swing’ the decision
towards the other side.

KEY TERMS

conciliation: the use of a third party in industrial
disputes to encourage both employer and union
to discuss an acceptable compromise solution

arbitration: resolving an industrial dispute by
using an independent third party to judge and
recommend an appropriate solution
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ACTIVITY 13.3

It has become increasingly common for
businesses to insert ‘'mandatory arbitration’
as a clause into contracts with employees and
customers. Such clauses prevent customers
and employees from going to court if there

is a dispute. If a conflict arises, the issue is
transferred to privatised organisations who
undertake arbitration.

1 Do your own research on ‘mandatory
arbitration’. Discuss in class the possible
advantages and disadvantages of such
clauses for employees.

2 The state of California in the USA banned
most mandatory arbitration agreements
for employees in 2019. Why do you
think that happened? Do you think trade
unions in the USA embraced this decision?
Justify your answer.

Employee participation and
industrial democracy

These are attempts to reduce industrial conflict

by building a closer working relationship between
employees and employers. This might lead to
commonly agreed objectives and it should mean that
workers and employers will be keen to avoid conflict
which would prevent these objectives from being
reached. Participation at work by employees can take
different forms:

e Industrial democracy, in its purest form, implies
workers’ control over industry, perhaps linked
to workers’ ownership of the business, e.g.,
producer cooperatives.

e  Employee or trade union directors on the

company’s board of directors represent the workers’

approach to major company issues at the highest
decision-making level. These ‘workers’ directors’
would have the same right to discuss and vote on
company policies as all other directors. They could
use this voting power to influence company policy
towards redundancies, employment contracts, pay
levels and working conditions.

e Works councils, e.g., European Works Councils,
discuss issues such as the employment situation,
major investment projects planned by the business,
major organisational changes and health and
safety. The councils are made up of representatives
from employers and employees, and often union
representatives too. The agreements of these
councils are rarely binding on either employers and
employees but the meetings are useful opportunities
to engage in discussion and frank exchanges of
views on important issues of common interest.

e Autonomous work groups and quality circles lead to
employee participation in decision-making and help
to avoid the ‘us and them’ environment. By involving
workers in everyday decisions that impact on their
working lives, such as work schedules, improvements
in work practices and how to plan team working,
the threat of industrial disputes is reduced.

Single-union agreement

Single-union agreements are a strategy to reduce conflict
at work. One cause of conflict can be between different
trade unions representing different groups of workers
within a business. In some countries it is possible for the
workforce of one business to have members in several
different unions. This makes collective bargaining much
more difficult and time-consuming. In addition, it can
lead to inter-union disputes over which skills or grades
of workers should get the highest pay rise. It can also
reduce the flexibility of a workforce if members of

one union are prevented from doing the work of other
workers belonging to another union. This is called a
demarcation dispute and it reduces total productivity.

Many employers now insist on signing recognition deals
with just one union. Two potential consequences of such
deals are that the newly united workforce and its union
representatives may be able to exert greater influence
during collective bargaining, and that just one union may
not effectively represent the range of skilled staff, and
their needs at work, that exist in most businesses. The
growth of single-union agreements has led to further
mergers between unions to prevent smaller unions being
gradually excluded from all such industrial deals.

single-union agreement: an employer
recognises just one union for purposes of
collective bargaining
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No-strike agreements

At first glance, it might seem strange for a union to sign
a no-strike agreement with an employer. Why should

it give up the most effective form of industrial action?
There are two main reasons:

e [timproves the image of the union as being a
responsible representative body, and this could
encourage employees to become members.

e  These deals are often agreed to in exchange for
greater union involvement in both decision-making
and in representing employees in important
negotiations. This has led to union-employer
agreements to change working methods and

CASE STUDY 13.2

ScotRail Passengers face service disruption as
engineering workers vote for strike action

Hundreds of Scotland’s railway engineering workers,
conductors, ticket examiners and cleaners voted to
take industrial action after the collective bargaining
process on pay terms collapsed. Abellio, the Dutch
state-owned transport firm which manages ScotRail,
said industrial action is ‘completely wrong’, especially
as services are being increasingly used by the public
with the easing of the lockdown due to the pandemic.
Pat Mcllvogue, Unite industrial officer, said: ‘The
reality is the working relationship between Unite,

and for that matter all trade unions, with Abellio

is virtually non-existent . . . Unite's members have
had their terms and conditions cut, while Abellio

also refuses to offer a decent pay rise . . ..

The ballot result is the inevitable outcome when
workers are treated with no respect.’

Abellio reported falling revenues in 2020 because of
the pandemic. However, rail operators receive heavy
government subsidies, and an EMA (emergency
measures agreement) has been put in place to
support the industry in September 2021. Abellio will
have access to part of these emergence payouts.

increase labour flexibility that leads to higher
productivity, higher profits and higher pay and
worker participation. This is sometimes referred
to as a win—win settlement as both employer and
employee will gain from this new partnership
approach to industrial relations.

no-strike agreement: unions sign an agreement
with employers not to strike in exchange for
greater involvement in decisions that affect

the workforce

1 Define the term ‘industrial action’. [2]

2 Explain two possible reasons why the
collective bargaining between ScotRail’s
trade union and Abellio’s management
collapsed. [4]

3 Suggest two reasons why ScotRail’s
employees decided to go on strike. [4]

4  Describe two possible methods to be
used by Abellio’s management to stop
the employees from going on strike. [4]
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SELF-EVALUATION CHECKLIST

Needs Almost Ready to
more work there move on

| am able to apply and analyse:

sources of conflict in the workplace (AO2)

| am able to synthesise and evaluate:

approaches to conflict resolution in the workplace by:
e employees — collective bargaining, work to rule, strike action

e employers — collective bargaining, threats of redundancies,
changes of contract, closure and lockouts (AO3)

the following approaches to conflict resolution: conciliation and
arbitration, employee participation and industrial democracy, no-
strike agreement, single-union agreement (AO3)

REFLECTION

To what extent do you think governments should limiting the power of trade unions or insisting that

be involved in industrial relations, for example by employers take industrial disputes to arbitration?

PROJECT

1 Asaclass, organise a workshop on the role e Handouts for your audience showing the
of the International Labour Organization (ILO) key functions of the ILO.

(the United Nations Agency responsible for
setting the international labour standards)
and its effectiveness in promoting women'’s
empowerment at work. Invite to your
workshop other IB students studying business
management at standard level and/or
economics or any other social science.

3 After your presentation, distribute to the
participants a summary of a paper published
by the ILO in 2020 called ‘Empowering
Women at work —Trade Union Policies and
Practices for Gender Equality’. After the
audience reads the summary, split into two
groups to debate the following statement:

2 As workshop leaders, split into teams to "The empowerment of women at work is better
prepare the following: achieved through trade union activities rather

than through government regulations’.
* A presentation on the ILO, its history, its gng 9

functions, and its significance in terms of Thinking about your project:
advancing social and economic justice
around the world. The presentation should
also include its role in promoting and
safeguarding trade unions at a global
level, as well as its limitations as a non-
profit organisation.

*  When preparing your presentation, did you
highlight the tripartite structure of the ILO,
by which all of its policies and standards
require the collaboration and the approval
of governments, employers and workers?
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EXAM-STYLE QUESTIONS

The workers of C-Real Company, one of the biggest makers of breakfast cereals in the country, go on strike

The trade union of workers in the National Food Manufacturing Industry said in a press release on Monday that
the worker’s council of C-Real, with 1000 members, is going on a strike. The workers complain that they have
been working long hours throughout the Covid-19 pandemic to produce the popular products of C-Real, to keep
up with the increased demand during the lockdown. However, instead of rewarding them for their hard work and
commitment, the management cancelled their health care and retirement benefits.

In a statement, Garry Barton, C-Real’s spokesperson characterised the demands of the employees as ‘outrageous’.
‘We are very disappointed by the union’s decision to proceed to industrial action. Our workers are getting a total
remuneration which is way higher than the industry average, including paid vacations. We have paid a bonus

in 2020 for the increased productivity of the workers during the difficult Covid-19 conditions, so we cannot
understand their decision to go on a strike. We believe that the trade union is simply taking advantage of the
shortage of available workers in the country this year, to push the business beyond its limits. A strike will disrupt
the production process and will create shortages in the supply chain. Under such conditions, we will be forced to
start thinking about relocating the production facility to another country.’

The conflict escalated after a full year of negotiations, but the collective bargaining failed to lead to a collective
agreement, while the proposal of the management of C-Real for a single-union agreement was rejected by the
workers. However, 12 months later and given the threat of redundancies, the trade union might now be willing to
cooperate. For this to happen the management must demonstrate interest in resolving the disagreement. However,
it is very unlikely that the management will continue the negotiations without a no-strike agreement in place.

1  Define the term ‘collective bargaining’. [2]
2  Define the term ‘single-union agreement’. [2]
3 Explain two negative consequences for C-Real, if the workers go on strike. [4]
4 Explain one more method of industrial action, other than the strike, available to the workers of C-Real. [2]
5 Explain one potential advantage and one disadvantage for the employees of C-Real from their decision

to go on strike. [4]
6  Explain one more method available to the management of C-real other than the threat of redundancies

to put pressure on the trade union not to strike. [2]
7  Explain one possible advantage and one disadvantage for the workers from accepting a

no-strike agreement. [4]
8 By using appropriate motivation theory, explain why workers feel dissatisfied and want to go on strike. [4]

9  Suggest two more methods to resolve the conflict, other than no-strike agreement and
single-union agreement. [4]

10 Discuss whether employees of C-Real should sign a no-strike agreement to continue the collective
bargaining with the management. [10]
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» Chapter 14
Introduction to
finance and sources
of finance
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BJECTIVE

On completing this chapter you should be able to:
Apply and analyse:

Role of finance for businesses: capital expenditure; revenue expenditure (AO2)

The following internal sources of finance: personal funds (for sole traders), retained profit,
sale of assets (AO2)

The following external sources of finance: share capital, loan capital, overdrafts, trade credit,
crowdfunding, leasing, microfinance providers, business angels (AO2)

Synthesise and evaluate:

* The appropriateness of short- or long-term sources of finance for a given situation (AO3)



14 Introduction to finance

BUSINESS IN CONTEXT

Finance needed - but the amount is not the same!

Interloop, a public limited company in Pakistan, has
raised $51m from the sale of additional shares to the
public. The company makes socks for some of the
biggest brands in sportwear, including Adidas and
Nike. Interloop needs the finance as it has ambitious
plans for organic growth. It aims to increase sock
manufacturing capacity by 20% and enter the denim
market for the first time.

Advanced Technologies Europe is a UK-based
private limited company that designs and
manufactures high technology lithium-ion battery
packs and fast rate chargers for medical respirators,
portable life saving devices and other applications.

The directors obtained a bank loan of $6m to
finance a management buy-out of the company from
the former owners. An additional loan was used to
finance expansion of the company’s manufacturing
facilities from 2000 to 8000 square metres.

Aala Aziz lives in Sahiwal, Pakistan. She decided to
start her own business when her husband became
unable to earn enough to support her and her
daughters. Aala is a skilled seamstress, so she
makes and repairs clothes. She borrowed $150 from
the local microfinance bank to buy material and a
sewing machine. She was surprised how quickly

she gained a large number of customers. She was

able to easily pay back the loan. She can now
earn essential income to help support her family.
Nearly 85% of microfinance loans are made to
women like Aala.

Discuss in pairs or a group:

e Why do all businesses, at different stages of
their development and growth, need finance?

e |s it advisable to take out a bank loan or sell
shares in the business to raise long-term
finance? Explain your answer.

e Why might a traditional commercial bank
have been unwilling to lend the finance
required to Aala?

KEY CONCEPT LINK

Change

Crowdfunding roots go back to the 1700s when
Jonah Swift established the Irish Loan Fund as a
method to collect funds from the wealthier ‘crowd’
in favour of the less-advantaged citizens. Modern-
day ‘crowdfunding’ started to emerge after the

big recession in 2008, when the collapse of the
real-estate market brought dramatic changes to

the finance industry and firms were forced to seek
funding through non-traditional ways. Banks became

less able or willing to take the risks associated
with lending money to small business ventures,
and the evolution of internet technology allowed
entrepreneurs with good business ideas to seek
finance from the crowd.

The growth of crowdfunding platforms has been
massive. In 2009, crowdfunding raised $530 million.
By 2015, global crowdfunding funds had reached
$24.4 billion.
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14.1 Why businesses
need finance

Finance is required for many business activities,
for example:

e  Setting up a business will require start-up capital
involving cash injections from the owner(s)
to purchase essential capital equipment and
possibly premises.

e  Businesses need to finance their working capital — the
day-to-day finance needed to pay bills and expenses
and to build up stocks.

e  Business expansion needs finance to increase the
capital assets held by the firm, and often expansion
will involve higher working capital needs.

e  Expansion can be achieved by taking over other
businesses. Finance is needed to buy out the owners
of the other business.

e When the management of a business decides
to purchase it from the existing owners in a
management buy-out, finance will be required.

e Special situations will often lead to a need for
greater finance. A decline in sales, possibly as a
result of economic recession, could lead to a need
for cash to keep the business stable. Or a large
customer could fail to pay for goods, and finance
may be needed quickly to pay essential expenses.

e  Apart from purchasing fixed assets, finance is often
used to pay for research and development into new
products or to invest in new marketing strategies,
such as expanding into overseas markets.

KEY TERMS

start-up capital: capital needed by an
entrepreneur to set up a business

working capital: the capital needed to pay for
raw materials, day-to-day running costs and credit
offered to customers. In accounting terms: working
capital = current assets — current liabilities

management buy-out: the existing managers
of a business purchase it from the owners to take
full control

Some of these situations will need investment in

the business for many years. Others will need only
short-term funding — for around one year or less. Some
finance requirements of the business are for between one
and five years — medium-term finance. The important
point to note about the list is that all of these situations
will need different types of finance. In practice, this
means that no one source or type of finance is likely

to be suitable in all cases.

Capital expenditure and
revenue expenditure

Capital expenditure is the purchase of assets that

are expected to last for more than one year, such as
buildings and machinery. Revenue expenditure is
spending on all costs and assets other than fixed assets,
and it includes wages and salaries, and materials bought
for stock. These two types of spending will be financed
in different ways as the length of time that the money is
required for will be very different.

14.2 Sources of
finance

Businesses are able to raise finance from a wide range of
sources. It is useful to classify these sources into internal
finance and external finance.

Another classification is also often made — that of
short-, medium- and long-term finance. The time period
refers to the length of time that the finance is needed/
used for. Short term is up to one year, medium term is
one to five years and long term is more than five years.
This distinction is made clearer in Figure 14.1.

KEY TERMS

internal finance: raised from the business’s
own assets or from profits left in the business
(ploughed-back or retained profits)

external finance: raised from sources outside
the business
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14 Introduction to finance

—| Retained profit |
Internal —| Sales of unwanted assets |
—| Reductions in working capital |
Sources of —| Sale and leaseback of non-current assets |
finance — ||
limited . Share capital
companies Debentures
_| Long term |_ Bank (long-term) loans
Business mortgage
External
Bank overdraft
—| Short term |— Trade credit
Leasing

Figure 14.1: Sources of finance for limited companies

14.3 Internal sources
of finance

Personal funds (for sole traders)

The owner’s savings are a commonly used as a source
of finance for sole-trader businesses — especially for
starting up new businesses. If the sole trader finances
the business from their own resources it adds to the
business risk for the entrepreneur. It also means that
the finances of the business, at least initially, are limited
to the amount the owner has in the form of savings.
Advantages of using this source include:

e the fact that no interest payments have to be made
to a lender (although interest might be given up as
an opportunity cost if the owner’s savings were held
in a bank account) and

e the control the owner has over the business, being
the sole or main source of finance, compared with
taking on new partners for example.

Profits retained in the business

If a company is trading profitably, some of these profits
will be used to pay tax to the government (corporation
tax) and some is nearly always paid out to the owners

or shareholders (dividends). If any profit remains, it

is kept in the business and this retained profit becomes
a source of finance for future activities. Clearly, a
newly formed company or one trading at a loss will
not have access to this source of finance. For other
companies, retained profits are a significant source of
funds for expansion, i.e. they are invested back into
the business. These retained profits will not be paid out
to shareholders, so they represent a permanent source
of finance.

Do not assume that a profitable business is
cash rich and that it can use all of its profits
as a source of finance for future projects. In
practice, profits are often tied up in money
owed to the business by debtors or have
been used to finance increased stocks or
replace equipment.

retained profit: the profit left after all
deductions, including dividends, have been
made; this is invested back into the company
as a source of finance
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Sale of assets

Established companies often find that they have assets
that are no longer fully used. These could be sold to
raise cash. In addition, some businesses will sell assets
that they still intend to use but which they do not need
to own. In these cases, the assets might be sold to a
leasing specialist and leased back by the company. This
will raise capital — but there will be an additional fixed
cost in the leasing and rental payment.

In 2021, Indian low-cost airline IndiGo signed a sale-
and-leaseback agreement with BOC Aviation for eight
new A320neos (a type of aircraft). Since many airlines
order hundreds of aircraft at a time, they usually receive
significant discounts on the list price. With a sale-and-
leaseback deal, an airline can make a profit from selling
the plane to lessors, who will then lease it back to the
airline. Airlines are able to operate many aircraft with
lower initial capital costs, and they can continue to grow.
These deals also help to keep the age of aircraft fleets
down as airlines can return their planes to the lessor
after a fixed period.

Managing working capital
more efficiently

When businesses increase inventory levels or sell goods
on credit to customers (debtors), they need to use a
source of finance. When companies reduce these assets
— by reducing their working capital — capital is released,
which acts as a source of finance for other uses. There
are risks in cutting down on working capital, however.
Managing working capital by cutting back on current
assets by selling stocks or reducing debts owed to the
business may reduce the firm’s liquidity debts — its ability
to pay short-term debts — to risky levels.

Internal sources of finance -
an evaluation

This type of capital has no direct cost to the business,
although there may be an opportunity cost, and if assets
are leased back after being sold, there will be leasing

liquidity: the ability of a firm to pay its
short-term debts

charges. Internal finance does not increase the liabilities
or debts of the business. There is no risk of loss of
control by the original owners as no shares are sold.
However, it is not available for all companies, for
example newly formed ones or unprofitable ones with
few spare assets. Depending solely on internal sources of
finance for expansion can slow down business growth as
the pace of development will be limited by the annual
profits or the value of assets to be sold. Thus, rapidly
expanding companies are often dependent on external
sources for much of their finance.

Do not make the mistake of suggesting that
selling shares is a form of internal finance

for companies. Although the shareholders
own the business, the company is a separate
legal unit and, therefore, the shareholders are
‘outside’ it.

CASE STUDY 14.1

Ernesto wants to grow Tasty Ltd

Ernesto is thinking about growing Tasty Ltd, the
online food ordering and delivery business in
which he owns 98% of the shares. The external
market conditions are excellent, and online
sales for all products including restaurant food
are growing fast, especially after the first wave
of lockdowns due to the Covid-19 pandemic.
Ernesto’s business is offering a different daily
menu to consumers. The food is prepared

by small local restaurants that will form a

joint venture with Tasty Ltd. Ernesto earns a
commission for every meal delivered. He now
wants to expand the services into one more
geographical location.

Ernesto needs finance for the capital expenditure
related to this growth option. He needs to set

up an office in the new town where he wants to
operate, and he will need to buy ten scooters
for the delivery drivers. He would need to hire
ten employees to drive the scooters (they will

be paid an hourly rate) and two office-based
assistants (who will be paid a yearly salary).
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14 Introduction to finance

CONTINUED

To finance the investment, Ernesto prefers
to use internal sources of finance. He is
thinking about using $50 000 from Tasty’s
retained profit.

1 Define the term ‘retained profit’. [2]

2 Identify two possible reasons why
Ernesto prefers to use internal sources
of finance to grow his business. [4]

3 With reference to Tasty Ltd,
distinguish between capital and
revenue expenditure. [4]

4  Suggest one advantage and one
disadvantage for Ernesto of using retained
profit to finance Tasty’s growth. [4]

14.4 Sources of

finance - external
Short-term finance

There are three main sources of short-term external finance:

e  Bank overdrafts
e Trade credit

e  Leasing.

Bank overdrafts

A bank overdraft is the most ‘flexible’ of all sources
of finance. The amount of finance can vary from day

to day, depending on the needs of the business. The
bank allows the business to overdraw on its account
at the bank by writing cheques to a greater value than
the balance in the account. This overdrawn amount
should always be agreed in advance and it always has a
limit beyond which the firm should not go. Businesses
may need to increase the overdraft for short periods
of time, e.g., if customers do not pay as quickly as
expected or if a large delivery of stock has to be paid
for. This form of finance often carries high interest
charges. In addition, if a bank becomes concerned
about the stability of one of its customers, it can ‘call
in’ the overdraft and force the business to pay it back.
In extreme cases, this may lead to the failure of the
business.

Trade credit

By delaying the payment of bills for goods or services
received, a business is, in effect, obtaining finance.

Its suppliers, or creditors, are providing goods and
services without receiving immediate payment. Many
businesses aim to pay their suppliers within one to two
months. Further lengthening of this trade credit period
effectively becomes a source of finance for the debtor
business. The downside to these periods of credit is that
they are not free — discounts for quick payment and
supplier confidence are often lost if the business takes
too long to pay its suppliers.

Leasing is used to acquire assets with a medium life
span — usually up to five years. It involves a contract
with a leasing or finance company to acquire, but

not necessarily to purchase, assets over the medium
term. A periodic payment is made over the life of the
agreement, but the business does not have to purchase
the asset at the end. This agreement allows the firm

to avoid purchasing the asset using cash. The risk of

KEY TERMS

overdraft: an arrangement with a bank that their
customer can withdraw up to an agreed limit
from their account as and when required; this is a
form of borrowing

leasing: obtaining the use of equipment or
vehicles and paying a rental or leasing charge
over a fixed period. This avoids the need for
the business to raise long-term capital to

buy the asset; ownership remains with the
leasing company
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having unreliable or outdated equipment is reduced as
the leasing company will repair and update the asset as
part of the agreement.

Leasing is not a low cost option but it does improve the
short-term cash-flow position of a business compared to
outright purchase of an asset for cash.

Long-term finance

The two main choices here are debt or equity finance.
Debt finance increases the liabilities of a company. Debt
finance can be raised in two main ways:

e Jong-term loans from banks

e  debentures (also known as loan stock or
corporate bonds).

Long-term loans from banks

These may be offered at either a variable or a fixed
interest rate. Fixed rates provide more certainty, but they
can turn out to be expensive if the loan is agreed at a
time of high interest rates. Companies borrowing from
banks will often have to provide security or collateral for
the loan. This means that if the company cannot repay
the debt the bank has the right to sell the asset that was
provided as security. Businesses that have few assets to
act as security may find it difficult to obtain loans —

or they may be asked to pay higher rates of interest.

KEY TERMS

equity finance: permanent finance raised by
companies through the sale of shares

long-term loans: loans that do not have to be
repaid for at least one year

debentures (or corporate bonds): bonds issued
by companies to raise debt finance, often with
a fixed rate of interest

Debentures

A company wishing to raise funds will issue or sell
debentures to interested investors. The company agrees
to pay a fixed rate of interest each year for the life of the
debenture, which can be up to 25 years. The buyers may
resell them to other investors if they do not wish to wait
until maturity before getting their original investment
back. Debentures are usually not ‘secured’ on a
particular asset. When they are secured, the debentures
are known as mortgage debentures.

Debentures can be an important source of long-term
finance. In 2021, Chilean lender Banco de Credito e
Inversiones issued $54 million of debentures in the
European market, which offer a rate of 2.365% for a
term of nine years.

LEARNER PROFILE

Risk-taker

Business angels take risks. They often provide
unsecured finance to start-ups or established
businesses that have a promising business idea but
no access to the traditional banking system. Even
though the beneficiaries of finance by business
angels are expected to have growth potential, the
projections can prove wrong for several reasons,
varying from internal factors such as lack of
management inexperience to external factors such
as unpredictable consumer wants.

So, is the risk worth it from the perspective of the
business angels? Many firms receiving support from

Which criteria would you consider when finding a

them eventually fail. However, if the companies
succeed the return is massive. Some of the most
successful businesses of all time, including tech
giants such as Meta (formerly Facebook) and
Google have returned extraordinary profits to the
business angels who have made it possible for them
to survive and grow.

If you were a business angel, your goal would be
to increase the possibility of a high return, while
reducing the risk of failure in your investments.

new start-up business to invest in? Discuss in class.
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14 Introduction to finance

CASE STUDY 14.2

Healing Ltd opens a new physical
therapy centre

Faizal and Fatima are best friends. They graduated
from university with degrees in physical therapy and
set up Healing Ltd, offering a variety of services such
as orthopaedic and sports physical therapy and
orthotics. The business was a success and gained the
trust of loyal customers. Fatima, who is the finance
director, is now looking for growth opportunities and
she is currently seeking the appropriate sources of
finance to cover the following expenses:

*  Opening one more fully equipped centre for
physical therapy, an investment of $60 000.

* Replacing two biofeedback machines in the
current premises, at a cost of $4,000 each.

equipment such as yoga straps and mattresses.
The supplier is due to be paid $3000 in four
days, but Healing does not have available cash
right now.

Fatima tries to convince Faizal to get a long-term
loan to finance the opening of the new physical
therapy centre. The bank through which Healing
does all of its transactions and pays its employees
and suppliers is already providing an overdraft and
is expected to be willing to offer loan capital for the
growth of the business.

* Paying a creditor who has provided Healing with

Faizal disagrees. He is worried about future interest
rates and possible problems repaying the loan in the
long run. He believes that they should try to attract
one more investor in the business to share the
capital expenditure with them.

1 Define the term ‘overdraft’. [2]

2 Suggest two appropriate external sources
of finance to replace the two biofeedback
machines. [4]

3 Suggest two appropriate external sources
of finance to pay the creditor. [4]

4 Discuss Fatima’s suggestion to finance the
opening of a new centre for physical

therapy through a long-term loan. [10]

If the borrower wishes, convertible debentures can
be switched into shares in the issuing company after
a certain period of time and this means that the
company issuing them will never have to pay the
debenture back.

Equity finance

Sale of shares

All limited companies issue shares when they are first
formed. The capital raised will be used to purchase
essential assets. Both private and public limited
companies are able to sell further shares — up to the
limit of their authorised share capital — in order to

raise additional permanent finance. This capital never
has to be repaid unless the company is completely
wound up as a result of ceasing to trade. Private
limited companies can sell further shares to existing
shareholders. This has the advantage of not changing
the control or ownership of the company — as long

as all shareholders buy shares in the same proportion
to those already owned. Owners of a private limited
company can also decide to ‘go public’ and obtain
the necessary authority to sell shares to the wider
public. This would have the potential to raise much
more capital than from just the existing shareholders,
but with the risk of some loss of control to the new
shareholders.
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In the UK (and many other countries), this can be done
in two ways:

1  Obtain a listing on the Alternative Investment
Market (AIM), which is that part of the London
Stock Exchange concerned with smaller companies
that want to raise only limited amounts of
additional capital. The strict requirements for a full
stock exchange listing are relaxed.

N

Apply for a full listing on the London Stock
Exchange by satisfying the criteria of:

a selling at least £50 000 worth of shares and

b  having a satisfactory trading record to give
investors some confidence in the security of
their investment.

This sale of shares can be undertaken in two main ways:

e  Public issue by prospectus — this advertises the
company and its share sale to the public and
invites them to apply for the new shares. This is
expensive, as the prospectus has to be prepared
and issued. The share issue is often underwritten
or guaranteed by a merchant bank, which charges
for its services.

Arranging a placing of shares with institutional
investors without the expense of a full public issue
— once a company has gained plc status, it is still
possible for it to raise further capital by selling
additional shares. This is often done by means of
a rights issue of shares.

By not introducing new shareholders, the ownership of
the business does not change and the company raises
capital relatively cheaply as no public promotion or
advertising of the share offer is necessary. However,

as the rights issue increases the supply of shares to the
stock exchange, the short-term effect is often to reduce
the existing share price. Existing shareholders could
lose confidence in the business if the share price falls
too sharply.

KEY TERM

rights issue: existing shareholders are
given the right to buy additional shares at a
discounted price

business angel: an individual, usually with
business experience, who directly invests part of
their wealth in new and growing businesses

Debt or equity finance — an evaluation

Which method of long-term finance should a company
choose? There is no easy answer to this question, and,
as seen above, some businesses will use both debt and
equity finance for very large projects.

Debt finance has the following advantages:

e Asno shares are sold, the ownership of the
company does not change and is not ‘diluted’ by
the issue of additional shares.

e  Loans will be repaid eventually (apart from
convertible debentures), so there is no permanent
increase in the liabilities of the business.

e  Lenders have no voting rights at annual
general meetings.

e Interest charges are an expense of the business and
are paid out before corporation tax is deducted,
while dividends on shares have to be paid from
profits after tax.

e  The gearing of the company increases and this
gives shareholders the chance of higher returns in
the future. This point is dealt with more fully in
Chapter 18.

Equity finance has the following advantages:

e It never has to be repaid — it is permanent capital.

e Dividends do not have to be paid every year.
In contrast, interest on loans must be paid in
accordance with the lender’s terms.

Other sources of
long-term finance

Business angels

Most of these are successful business people who would
like to help other entrepreneurs start their own business.
Generally they offer continuing support from the initial
stage of the business and carry on to the point at which
the business requires a greater level of funding than the
business angel investors can offer.

Advantages of business angel investors include:

e The business angel investor can easily make
an investment decision rapidly as they will be
experienced in assessing the likely chances of
success for a new venture. However, it will still
be necessary for the entrepreneur to draw up a
professional and tailored business plan.
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14 Introduction to finance

e The personal experience of these investors helps
the business when taking critical decisions. Their
prior knowledge of working in a small business or
running their own business establishments can be
used effectively.

e Angels usually concentrate their investments within
a small geographical area, hence they have better
local knowledge.

Disadvantages of business angel investors include:

e Angel investors will want to share ownership
and will require a certain part of the profit of the
business. While to most entrepreneurs, this is more
than compensated for by the finance and experience
of the angels, some entrepreneurs will strongly
resist any loss of ownership.

e Business owners still need to gain the angel
investors’ trust. They might have to pitch to get the
funding they need, i.e., present, in person, the plans
for the business and what benefits the angel is likely
to receive from the investment.

Crowdfunding

Entrepreneurs rarely have sufficient finance to set up
their business, banks may be unwilling to lend and
other external sources of finance may be expensive.
Crowdfunding websites, such as Kickstarter and
Crowdcube, are an increasingly significant source

of finance for new business start-ups. They allow an
individual to explain their business, its objectives and
why finance is needed. Investors can commit small
sums (such as $10) until the target is reached. The
publicity generated can also promote the new business
or product.

crowdfunding: the use of small sums of capital
from a large number of individuals to finance a
new business venture

THEORY OF KNOWLEDGE

Knowledge question: Are objective facts or
appeals to emotion more effective when applying
for an external source of finance?

In 2021, Cargill was the largest private company
in the USA.

The company was originally a grain storage
facility, founded by William Wallace Cargill at the
end of the American Civil War. His descendants
have held common equity in the firm for more
than 140 years. Cargill is now a producer and
international distributor of products including
chocolate, turkey, sugar and refined oil, as

well as providing transportation services, risk
management and commodities trading.

With a revenue of around $134.4 billion, it is
interesting to examine why Cargill remains a private
limited company. A world-famous business of this
size could have tried to raise huge amounts of
money through the stock market. Cargill's CEO

David MacLennan announced to the press that
the family owners are committed to keeping the
business private.

One reason why Cargill has averted pressures for an
IPO in the past is the massive size of its assets, which
make its valuation very difficult. Another reason

is that the business has focused on paying down
debt as per schedule, maintaining an excellent debt
rating, which allows it to have access to low-interest
bank loans. However, some analysts suggest that the
decision of Cargill to stay private is mostly the result
of the emotion of the family members who own
about 90% of the business, rather than a decision
based on objective facts.

How likely do you think is it for owners of a successful
family business to deny access to huge sources of
finance through the stock market? If they do deny

an IPO, is it purely a matter of emotion or are there
objective risks and disadvantages that they are not
willing to accept? Discuss in class.
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

Some businesses, such as not-for-profit social
enterprises, do not aim to make profits so investors
are, in effect, just making a donation. In other cases,
investors will expect a return on their investment.
However, the failure rate of new business start-ups is
high. If the business does succeed, the investors will
receive one of the following:

e their initial capital back, plus interest (called loan-
based crowdfunding)

e an equity stake in the business and a share of the
eventual profit (called equity-based crowdfunding)

e areward instead of a financial return, for example
a free product (called reward-based crowdfunding).

CASE STUDY 14.3

PopSocket successful Kickstarter
crowdfunding campaign

The first version of Popsocket was created in
2010 by David Barnett who was a professor

of philosophy in Colorado. David was looking

for a way to stop his earbud cord from getting
tangled. He achieved this by glueing two buttons
to the back of his phone and wrapping the
earbud cord around them.

Ideas such as the PopSocket have little chance
of attracting traditional sources of finance

such as bank loans. David decided to go for
crowdfunding. The campaign for PopSocket was
launched on Kickstarter in 2012, and raised $18
592 from 520 people, making it one of the most
successful crowdfunded businesses. PopSocket
is still one of the best-selling mobile phone
accessories on Amazon.

CONTINUED

1 Define the term ‘crowdfunding’. [2]

2  Suggest two possible reasons why
innovative products such as the
PopSocket have limited access to
traditional sources of finance. [4]

3 Explain one advantage and one
disadvantage for David using
crowdfunding as a source of finance
for PopSocket. (4]

ACTIVITY 14.1

Suggest one appropriate source of finance for
the following scenarios, based on the description
provided. Justify your suggestion.

1 The finance director of a family-owned limited
company producing shoes wants to increase
the productive capacity of the factory without
creating a liability to third parties.

2 Asole trader is starting up a business as a
private tutor teaching English to primary
school students. She needs a laptop, a
printer and some books.

3 Aplc producing food products needs 20 cars
for its sales force in Dubai. The CEO does not
see any reason why the firm should own the
assets and is against hiring an extra employee
for the administration of the car fleet.
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14 Introduction to finance

The entrepreneur should make clear which form of
crowdfunding is being used. Crowdfunding allows
small businesses to benefit from capital that might
otherwise be impossible to obtain, but they must
keep accurate records to pay back capital and interest
or a share of the profit to multiple investors. With
equity-based crowdfunding, the entrepreneur may
end up with only a small stake in their business.
Also, exposing a new product idea online means it
may be copied before the entrepreneur is able to start
the business.

When answering case study examination
questions, you should analyse what type of legal
structure the business has and what sources

of finance are available to it. Unincorporated
businesses — sole traders and partnerships —
cannot issue shares, for example.

Microfinance

Microfinance is an approach to providing small capital
sums to entrepreneurs that has grown in importance.
In 1974, an economics lecturer at the University of
Chittagong, Bangladesh, lent $27 to a group of very
poor villagers. They repaid this loan in full after

their business ideas became successful. The lecturer,
Muhammad Yunus, went on to win the Nobel Peace
Prize. He founded the Grameen Bank in 1983 to
make very small loans — perhaps $20 a time — to poor
people with no bank accounts and no chance of
obtaining finance through traditional means. Since
its foundation, the Grameen Bank has lent more than
$21 billion to over eight million Asian people, many
of whom have set up their own small enterprises with
the capital.

Many business entrepreneurs in Bangladesh and other
Asian countries have received microfinance to help start
their business.

ACTIVITY 14.2

Some celebrities act as business angels, with
significant activity across various industries. One
example is the tennis player Serena Williams.

1 Find examples of the activity of Serena
Williams as a business angel.

2 Find examples of other celebrities acting
as business angels.

3 Why do you think celebrities such as Serena
Williams become business angels? Are they
attracted to supporting businesses that are
not traditional “for profit’, such as social
enterprises, and if yes, why? What are the
risks that celebrities face when they decide
to finance business activities as business
angels? Discuss in class.

You should be able to recommend appropriate
sources of finance for businesses needing capital
in different situations.

microfinance: the provision of very small loans
by specialist finance businesses, usually not
traditional commercial banks
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14.5 Choosing appropriate finance sources

The size and profitability of the business are clearly key considerations when managers make a financing choice.
Small businesses are unlikely to be able to justify the costs of converting to plc status. They might also have limited
internal funds available if the existing profit levels are low. These and other factors that are considered before making
the appropriate financing choice are analysed in Tables 14.1 and 14.2.

provided as
security might be
repossessed and

sold by the bank

Sale of shares | Long Permanent Some loss of Long-term Buying inventories
capital control by original | expansion of the | (stocks)
) owners business
No interest Temporary
charges Dividends will Taking over increase in working
be expected by [ another business | capital needs
shareholders
Sale of Long Fixed interest Must be repaid at | Long-term uses Short-term
debentures paid end of term such as expansion | financing needs,
Interest rate or purc?hase e.g., paying
of equipment for unforeseen
payable has to be :
o expected to last maintenance
competitive
several years
Leasing Medium Gives business | Asset is never Vehicles Major expansion
full use of an owned/purchased Equi or takeover project
. quipment
asset without the .
' Expensive
need to finance Computers
the purchase
Bank overdraft | Short Flexible amount | High interest When the amount | Major expansion
can vary with . of finance needed | or takeover project
daily needs Bank can call in varies on a regular
y the overdraft if ) 9 Purchase of
o basis, e.g., daily :
it is concerned . equipment
.. | expenses might o
about the liquidity . (because it is too
: exceed daily cash .
of the business expensive)
revenue
Business angel | Long Provide finance | Some loss of To finance a A profitable family
when other ownership relatively risky business in which
sources m|ght Share of profits business start-up the family owners
not be available | or expansion of a | want to retain full
‘ is payable to
due to risk busi recently formed control
usiness angel .
business
Bank loan Medium or | Fixed interest Interest payments | Finance expansion | Purchasing
long (usually) must be made that is expected inventories to
on time or assets | to lead to higher | meet higher

revenue to allow
for the loan to be
repaid in the time
limit agreed with
the bank, e.g., a
new factory

expected demand
over a festival

period
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14 Introduction to finance

Trade credit

Short

Purchasing land on
which to build an
extension to the
factory or offices
of the business

To finance an

Possible loss of
discounts for
rapid payment of
invoices

Finances the
purchase of
inventories with
no interest costs

increase in
inventory held or
sales — especially
when the sales
are on credit and
cash will not be
received quickly

Table 14.1: An analysis of different sources of finance

Short-term or long-
term finance need

It is very risky and expensive to borrow long-term finance to pay for short-term needs.
Businesses should match the sources of finance to the requirement.

Permanent capital may be needed for long-term business expansion.

Short-term finance could finance a short-term need to increase stocks or pay creditors.

Cost

Obtaining finance is never ‘free’ — even internal finance may have an opportunity cost.
Loans may become very expensive during a period of rising interest rates.

A stock market flotation can cost millions of dollars in fees and promotion of the share sale.

Amount required

Share issues and sales of debentures, because of the administration and other costs,
would generally only be used for large capital sums.

Small bank loans or reducing debtors’ payment period could raise small sums.

Legal structure and
desire to retain
control

Share issues can only be used by limited companies — and only public limited companies
can sell shares directly to the public. Doing this runs the risk of the current owners losing
some control — except if a rights issue is used.

If the owners want to retain control of the business, a sale of shares may be unwise.

Size of existing

This is a key issue — the higher the existing debts of a business (compared to its size),

borrowing the greater the risk to the lender of lending more. Banks and other lenders will become
anxious about lending more finance.
This concept is referred to as gearing and is fully covered in Chapter 18.

Flexibility When a firm has a variable need for finance — for example, it has a seasonal pattern

of sales and cash receipts — a flexible form of finance is better than a long-term and
inflexible source.

Table 14.2: Factors to be considered in making the ‘source of finance’ decision
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ACTIVITY 14.3

CrowdCube is an example of an equity Reflection
crowdfunding platform.

When discussing the advantages and disadvantages
1 Research the concept of ‘equity crowdfunding’.  of businesses using equity crowdfunding, have you
first identified the profile of businesses that are likely
to turn to equity crowdfunding and their alternative
options to raise sources of finance?

2  Prepare a presentation about equity
crowdfunding to show in class.

3 What are the advantages and disadvantages
of businesses using equity crowdfunding to
finance their business activities? Discuss in class.

SELF-EVALUATION CHECKLIST

Needs Almost Ready to
more work there move on

| am able to apply and analyse:

role of finance for businesses: capital expenditure; revenue
expenditure (AO2)

the following external sources of finance: share capital,
loan capital, overdrafts, trade credit, crowdfunding, leasing,
microfinance providers, business angels (AO2)

| am able to synthesise and evaluate:

the appropriateness of short- or long-term sources of finance
for a given situation (AO3)

Personal finance decisions are often influenced by the same principles followed by businesses. For example,
do you think it would ever be a good idea to take out a long term loan to pay for a holiday?
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14 Introduction to finance

PROJECT

Crowdfunding has been a popular source of finance b other sources of finance that these
for social entrepreneurs. Some of the crowdfunding businesses could have used instead
online platforms used most by non-profit of crowdfunding.

organisations and for-profit social enterprises are ) L
Indiego, Chuffed, Mightycause and UpEffect. 2 Asa class, discuss the role and significance

of crowdfunding for social enterprises.

1 Splitinto th :
Pt Into three grotips Thinking about your project:

*  Group 1: Prepare a presentation for
your classmates on a for-profit social
enterprise successfully financed
through crowdfunding.

e Groups 1 and 2: Have you included a brief
description of the business activity, its mission
and/or vision and the main arguments in its
crowdfunding campaign to attract contributors?

*  Group 2: Prepare a presentation
for your classmates on a non-profit
organisation successfully financed
through crowdfunding.

*  Group 3: Are your posters well balanced
with the advantages and disadvantages of
both crowdfunding and alternative sources?
Have you made sure that the alternative sources
*  Group 3: Prepare two posters based on the proposed apply to the presented case studies?
presentations of groups 1 and 2, with:

a the possible advantages and
disadvantages of crowdfunding
as a source of finance for the two
organisations presented
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EXAM-STYLE QUESTIONS

Financing the Fitness Club

Murad and George work together as gym instructors. The friends decide to open their own fitness club by sharing
responsibilities and profits on an equal basis. Murad is certain that their business will soon become a success, as
both owners are professionals with an excellent reputation in the market. He thinks they should start the business
as a partnership financed through their personal savings and then change to a private limited company after
profits appear.

George disagrees. He is afraid of unlimited liability and difficulties in decision-making in partnerships, so he
wants the business to be incorporated from the very beginning. However, the two friends have limited personal
savings to invest. The capital expenditure associated with the investment is big, as they are dreaming of having
technologically advanced equipment, large and modern shower areas, and attractive changing rooms in their
facilities. He is thinking of two possible sources of finance: rewards-based crowdfunding or business angels.

Murad does not agree with rewards-based crowdfunding as a method to finance the new fitness club. He believes
that this source is more suitable for innovative business ideas. He also does not want business angels in the
business, as they tend to ask for a very high return for helping start-ups.

The friends decided to consult Andrea, a finance manager, to advise them on appropriate sources of finance.
Andrea agrees with George that the business should be incorporated because private limited companies have better
access to external sources of finance compared to partnerships. She also suggests that the best way to finance the
start-up fitness club is to find shareholders to invest in their private company. However, George and Murad are

not sure if they want to share the ownership of their new business with other people. Andrea advises them to
prepare a detailed business plan and to see if the bank would offer them a long-term loan but, she stresses that

this financing option is risky, especially for start-up businesses.

1  Define the term ‘long-term loan’. [2]
2  Outline the concept of ‘rewards-based crowdfunding’. [2]
3 State one feature of business angels as a source of finance. [2]
4  Suggest two possible reasons why Murad thinks a partnership is an appropriate business type

for the new fitness club. [4]
5 Explain one advantage and one disadvantage of financing the start-up business through the personal

savings of the owners. [4]

6  Explain one possible advantage and one disadvantage for the business by using rewards-based
crowdfunding as a source of finance. [4]

7 Explain one possible advantage and one disadvantage for the business by using business angels
as a source of finance. [4]

8  Analyse two reasons why incorporated businesses may attract sources of finance more easily
than partnerships. [4]

9 Explain two reasons why start-ups such as the business of Murad and George may have problems
attracting external sources of finance. [4]

10 Discuss loan capital and share capital as long-term sources of finance and recommend the best
option for the start-up fitness club. [10]

24:215 9781009053570 © Stimpson et al. 2022 Cambridge University Press
copying is restricted under law and this material must not be transferred to another party.



-
s »

N |
. - - > .
e Y SR e XN
5

> Chapter 1

Costs and
revenues

LEARNING OBJECTIVES

On completing this chapter you should be able to:

Apply and analyse:
*  The following types of costs, using examples:

o fixed
® e variable
- e direct

e indirect/overhead (AO2)

Total revenue and revenue streams, using examples (AO2)
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BUSINESS IN CONTEXT

Costs and revenues for Singapore-based
businesses

A report from the Singapore Ministry of Manpower
(MOM) stated that over 6000 businesses have

This is in response to an economic downturn which
has reduced revenue for businesses, particularly
those in the following sectors: hotel and catering;
construction and retail.

The cost-cutting measures include employee leave
without pay and shorter working weeks. Nearly
225 000 workers are thought to be affected.

In 2020, financial data from Dyson Holdings
included a 17% increase in profit. Despite the high
costs of discontinuing its electric car project, profit
increased due to a 23% increase in annual revenue
to $7.0billion. The home appliance maker has its
headquarters in Singapore. The founder and owner
of the company, James Dyson, was hoping that
electric vehicles would create an additional revenue
stream for the business but the fixed costs of
research and factory construction were considered
to be too high for the project to proceed.

Discuss in pairs or in a group:

e Why is it important for a business to be able to
identify and calculate its costs?

indicated that they are taking cost-cutting measures.

_——— .

James Dyson has expanded his business to achieve annual
revenue in excess of $8 billion

*  Why do you think it is important for businesses
to cut costs during periods of low sales?

e What are the benefits Dyson might have
received from developing an additional revenue
stream from electric vehicles?

revenue stream: a source of income received
over time from the sale of a product

fixed costs: costs that do not vary with output
or sales in the short term

KEY CONCEPT LINK

Sustainability

One of the dimensions of sustainability relates to
the ability of the business to operate in a way that
is profitable for its owners/shareholders. Economic
sustainability involves managing revenues and costs
in a way that their difference (which is the profit of
the business) is as high as possible. However, when

trying to maximise profit, firms must also make

sure their decisions would also be environmentally
and socially sustainable. This can explain why firms
often decide to bear a cost that is not the minimum
possible. For example by choosing expensive but
environmentally safe production methods or paying
their employees more than the minimum wage.
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15 Costs and revenues

LEARNER PROFILE

Caring

‘Certified B" Corporations are a new kind of
business, balancing purpose with profit. Such
businesses are a special type of social enterprise
as they have the legal obligation to consider their
impact on various social groups, such as their
employees and the community, as well as the
environment. Businesses that are Certified B
show a practical commitment to the creation of a
more equitable economy through the support of
appropriate legislative and regulatory changes.

Cotopaxi is a ‘Certified B' Corporation producing
outdoor clothing and accessories. It puts 1% of its

revenue ‘toward addressing poverty and supporting
community involvement'. It also chooses socially
responsible production practices, ranging from

the use of recycled raw materials to treating and
paying employees fairly. Thus, the business operates
in a way that prioritises caring for society over
maximising revenues and minimising costs.

Find examples of world-famous businesses that are
Certified B. How does their effort to do good in
the world affect their revenues and costs? Why do
you think an increasing number of businesses want
to become Certified B corporations? Discuss this
in class.

15.1 Different types
of costs

Management often require cost data for business
decision-making. These business decisions include
location of the operations, which method of production
to use, which products to continue to make and whether
to buy in components or make them within the business.
Such decisions would not be possible without cost data.
Here are some of the major uses of cost data:

e Business costs are a key factor in the ‘profit
equation’. Profits or losses cannot be calculated
without accurate cost data. If businesses do not
keep a record of their costs, then they will be unable
to take profitable decisions, such as where to locate.

e  Cost data are important to departments such as
marketing. Marketing managers will use cost data
to help inform their pricing decisions.

e  Keeping cost records also allows comparisons
to be made with past periods of time so that
the efficiency of a department or a product’s
profitability can be measured and assessed
over time.

e  Past cost data can help to set budgets for the future.
These will act as targets to work towards for the
departments concerned.

e  Cost variances can be calculated by comparing cost
budgets with actual data.

e  Comparing cost data can help a manager make
decisions about resource use. For example, if wage
rates are very low, then labour-intensive methods
of production may be preferred over capital-
intensive ones.

e  Calculating the costs of different options can
assist managers in their decision-making and help
improve business performance.

The financial costs incurred in making a product or
providing a service can be classified in several ways.
Cost classification is not always straightforward and
allocating costs to each product is not usually easy in a
business with more than one product.

The main types of costs are:

fixed costs
e  variable costs
e  (direct costs

¢ indirect costs.

KEY TERMS

variable costs: costs which vary with output

direct costs: costs that can be clearly identified
with each unit of production and can be traced
back or allocated to a cost centre

indirect costs: costs which cannot be identified
with a unit of production or allocated accurately
to a cost centre — also known as overhead costs
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Some costs are difficult to classify as they may have
both a fixed and a variable element to them. These are
referred to as semi-variable costs. Examples include
the electricity standing charge per month plus cost per
unit used; the sales person’s fixed basic wage plus a
commission that varies with sales.

Fixed costs

These remain fixed, in the short term, no matter what
the level of sales or output, such as the rent of premises.
If a retail shop sold no items at all in one trading day,
the costs of the shop (such as rent and property tax)
would still have to be paid for that day. If the shop sold
1000 items, these costs would not change.

In the long term, decisions can be made about changing
the size of the business, either growing it or cutting some
of its operations. This period of time will vary from
business to business. For example, it will take much longer
to expand the capacity of a steelworks than to open a new

CASE STUDY 15.1

Harry's coffee shop seeks to cost cuts

Coffee roasters and retailers around the world face
a significant problem as the price of coffee beans
is rising. One of the reasons why coffee beans are
becoming more expensive is that extreme weather
conditions destroyed crops in Brazil, the world’s
largest coffee exporter. Moreover, political protests
delayed Colombia’s coffee exports. The net result
was an increase in the price of beans by more

than 40%.

Harry, the owner of a small coffee shop in Chelsea,
London, is very worried about the increase in the
variable costs of his business. ‘We cannot afford to
pass the higher cost on to the consumers,” he said.
‘We have to compete with huge chains such as
Starbucks and Costa Coffee that have economies
of scale. In addition, such chains often buy their
coffee supplies far in advance. It's easier for our big
competitors to absorb the higher price of beans.
Small shops like mine have high overheads. Certain
indirect costs can be squeezed, but others cannot.
For example, our rent is fixed based on a contract
and we cannot change that for the next two years.’

4  With reference to the case study,

clothing store. Over this long period of time, costs that
were once fixed can be increased or reduced, for example
by renting an additional premises or closing down a
branch of the business. This is why, when the classification
of fixed costs is referred to, it is important to remember
that they are fixed and cannot change in the short term.

Variable costs

These vary as output changes, such as the direct cost

of materials used in making a washing machine or the
electricity used to cook a fast-food meal. If nothing is
produced or sold then variable costs will be zero. Some
costs increase as output increases — so they are variable —
but they do not increase directly (i.e., at exactly the same
rate as output). Costs such as machine maintenance or
the cost of employing production supervisors will rise if
output is increased, but they will not change at exactly
the same rate as output changes.

Define the term ‘variable cost'. [2]

Suggest two types of the direct cost for
a coffee shop like Harry’s. (4]

Explain two types of economies of scale
that huge coffee shops may enjoy. [4]

explain the difference between variable
and fixed costs. (4]
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15 Costs and revenues

Direct costs

These costs can be directly identified with each unit
of output and can be traced back to a cost centre.
They may be variable or they may be fixed, in the
short term. The two most common direct costs in a
manufacturing business are labour and materials. The
most important direct cost in a service business, such
as retailing, is the cost of the goods being sold. Here
are some examples:

e One of the direct costs of a hamburger in a fast-
food restaurant is the cost of the meat.

e One of the direct costs for a garage when servicing
a car is the labour cost of the mechanic.

e One of the direct costs of the business studies
department is the salary of the business
studies teacher.

Indirect costs

Indirect costs are often referred to as overheads.
Examples of indirect costs include:

e the purchase of a tractor for a farm

e promotional expenditure in a supermarket

e the rent paid for a garage

e the cost of cleaning a school.

So any cost which cannot be identified with each
product or traced back to a cost centre is referred
to as an indirect cost. Another example in a school

or college would the salaries of administration and
office employees.

Overheads are usually classified into four main groups:
e  Production overheads — these include factory rent
and rates, depreciation of equipment and power.

e  Selling and distribution overheads — these include
warehouse, packing and distribution costs, and
salaries of sales staff.

e Administration overheads — these include office rent
and rates, clerical and executive salaries.

e  Finance overheads — these include the interest paid
on loans.

15.2 Total revenue
and revenue streams

Revenue is not the same as cash in a cash flow forecast
unless all goods have been sold for cash. Revenue

is recorded on a firm’s accounts whether the cash

has been received from the customer/debtor or not.
Revenue is not the same as profit either. All costs

of operating the business during a time period have
to be subtracted from total revenue to obtain the
profit figure. The selling price of a product is the
revenue earnt from that product. Total revenue can be
calculated by multiplying the quantity of products sold
by the selling price.

A business may develop a range of trading activities
which can all result in revenue streams. For example,
internet-based businesses could develop the following
activities which could all lead to income:

e  services requiring a subscription

e advertisement

e transaction fees

e  syndication and franchise

e  sponsorship and co-marketing.

The benefits of having more than one source of
income include:

e it should lead to higher total revenue for the business

e jtisa form of diversification, so other incomes
could be a useful source of finance when one of the
business’s operations is struggling to gain customers.

The potential drawbacks to developing a range of
income-generating activities include:

e Each activity needs to be managed and controlled
and this makes more work — and this could be
a significant drawback for an entrepreneur or
sole trader.

KEY TERMS

revenue (or sales turnover): the value of sales
made during the trading period = selling price x
quantity sold

total revenue: total income from the sale of all
units of a product during a given time period
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A large number of activities can result in a business
losing focus and being less likely to make a success
of its central and original business activity.

Accounts need to be kept separate so that each
activity’s performance can be measured and
monitored — this means separate profit centres will
need to be established. An IT-based accounting
system is likely to be essential.

Businesses may receive income from revenue streams
other than their normal operating or trading activities,
for example from:

e rent from factory or office space that is rented to
another business

e  dividends on shares held in another business

e interest on deposits held in a bank.

ACTIVITY 15.1

Conglomerate businesses have the advantage of
generating many different revenue streams.

One of the most famous conglomerate businesses is
the Virgin Group.

1 Find information about the Virgin Group and
identify its main revenue streams.

2 What are the advantages of the group from
having so many revenue streams? What
disadvantages do you think the group is facing?

3 Since the turn of the century, many
conglomerates have decided to sell some of
their activities, focusing only on one or a few
main revenue streams. Why do you think this is?
Discuss in class.

CASE STUDY 15.2

Twitter’s new revenue streams look promising

When Twitter announced its proposals to sell shares
to the public (to ‘go public’) in 2013, analysts were
surprised not only by the forecast of the rising total
revenue of $200 million that it reported — but also
by the forecast loss it was expected to make. What
Twitter did not draw attention to was the surprise
that it had for new investors: new sources of income
that would grow hugely over the next few years.

By 2021, Twitter had revenues from the
following streams:

* Advertising services for promoted accounts,
trends and Tweets. This was Twitter’s original
revenue stream.

e Data licensing, as Twitter sells subscriptions to
public data to companies seeking to use and
analyse historic and real-time data.

e Fees from subscriptions to the MoPub, an
application helping mobile publishers to
manage their advertising inventory. The
acquisition of MoPub cost Twitter $350 million

To support its expanding revenue-earning
activities, Twitter massively increased its staff levels.

4  Evaluate Twitter’s decision to increase

In 2011 the business employed just 350 employees.
By the end of 2020, it employed 5500 people.

1 Define the term ‘total revenue’. [2]

2  Explain how Twitter can report an overall
loss when total revenue is rising. [4]

3  Analyse one advantage and one
limitation for Twitter of developing new
revenue streams. [4]

its scale of operations so quickly. [10]
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15 Costs and revenues

THEORY OF KNOWLEDGE

Knowledge question: What roles do ethics and
reason play when businesses try to control
their costs?

Famous businesses such as Nike, Burberry, H&M,
Amazon and many more have come under fire for
destroying their own products. The practice has
been widely used during the Covid-19 pandemic
when firms found themselves with lots of unsold
inventory. Amazon reportedly destroyed 130 000
items in a single week, including both returned and
unsold goods. But why do firms do this?

The answer is clear: the cost to destroy these
goods is smaller than the cost of warehousing them
in the hope of selling them in the future. Some
businesses such as Burberry recycle their clothes
into energy. But the energy spent to produce these
items far exceeds the energy produced through
their recycling.

Many ethical questions arise from the fact that
famous businesses destroy their own goods.

Why can’t these businesses donate their products
to charities or other non-profit organisations for
free? It seems that such a practice could destroy
the perceived value of the products, especially
luxury ones. Producers could have problems

in the future, pricing their goods in a way that
would generate enough revenue. In the long

term, advanced stock controlling methods could
help businesses to produce a smaller quantity of
unwanted stock. For the time being, the practice of
destroying goods creates a serious social backlash.
Environmental pressure groups also react against
this practice, which is not ecologically sustainable.

How significant are the ethical dimensions related
to the practice of destroying excessive stock of
products? What would you do if you were the
CEO of a business producing luxury goods if these
goods remained unsold? Would you consider the
possibility of donating them? Discuss in class.

ACTIVITY 15.2

Classifying costs

The management of a furniture-manufacturing business is trying to classify the costs of the business to help
with future decision-making. It makes a range of wooden tables and chairs. You have been asked to assist.

1 Classify these costs by ticking the appropriate boxes in the table.

2 Explain why you have classified these costs in the way you have.

Cost

Direct

Fixed Variable | Semi-

variable

Indirect

Rent of factory

Management salaries

Electricity

Piece-rate labour wages of production employees

Lease of company vehicles

Wood and other materials used in production

Maintenance cost of special machine used to make
one type of wooden chair
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

CASE STUDY 15.3

New revenue streams for Bliss Inn

Dajuan is the owner of Bliss Inn, a small hotel in
Negril, Jamaica, that offers bed and breakfast
services. Bliss Inn faces a lot of competition.

The price charged per room is $50 and the capacity
of the hotel is 20 rooms. However, Bliss Inn is rarely
fully booked, except for a few days per year during
the high season.

Dajuan is looking for new revenue streams. One
option is to organise guided walking tours. This
service seems to be popular among visitors, but
competitors are already offering similar tours to
their customers. To make a real difference and to

. L 1  Define the term ‘revenue streams’. 2
stand out from the competition, he is thinking of (21
opening a small concept shop in Bliss Inn, selling 2  Calculate the maximum revenue that
vintage Jamaican accessories and clothes. The Bliss Inn can earn per day. [2]

second option is possibly riskier, but it could help 3
Dajuan to significantly increase the total revenues
of his business.

Suggest two reasons why adding more
revenue streams might be important
for Bliss Inn. [4]

4  Explain two possible disadvantages of
adding new revenue streams to Bliss Inn. [4]

ACTIVITY 15.3

1 Suggest new revenue streams that could be considered by business activities, as per the
example provided.

Activity New revenue streams

A hotel offering accommodation only Include spa services, restaurant services, etc.

A popular burger restaurant chain

A beauty salon for ladies

An online store selling organic food products

A gym

2 What would be the possible advantages and disadvantages of the new revenue streams
that you propose in each case? Discuss in class.
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15 Costs and revenues

SELF-EVALUATION CHECKLIST

| am able to apply and analyse:

the following types of costs, using examples:
fixed
variable
direct
indirect/overhead (AO2)

Almost
there

Needs
more work

Ready to
move on

total revenue and revenue streams, using examples (AO2)

Dyson took the decision to stop the electric car
project in 2020. In light of developments since
then, do you think this was the right decision?

Explain your answer by referring to: revenue
streams; the costs of research; the high cost of
vehicle batteries.

PROJECT

You are setting up a for-profit social enterprise café
in your local town. Your goal is to reinvest most of
your profits to deliver community benefit.

Organise a workshop for your class to:

* Discuss examples of similar social enterprises

around the world.

Name your business and decide on your exact
social goals.

Decide on different revenue streams for

your café. Choose at least two, but no more
than three.

Identify the types of capital and revenue
expenditures for your café.

Categorise the costs of your business between
direct and indirect.

Create a workshop report and use it as a basis
to design a crowdfunding campaign to finance
your social enterprise.

Thinking about your project:

e When deciding about the revenue streams,

did you first discuss both their advantages and
their limitations?

EXAM-STYLE QUESTIONS

How will MyToys remain competitive in the market?

MyToys Ltd is a business producing toys. Parents trust MyToys for its excellent products that are safe for children,

innovative and environmentally friendly. The products of MyToys are premium priced.

The business is facing the problem of falling sales revenue. One reason is the fierce competition from low-cost
multinational companies, which experience big economies of scale. Another reason is changing consumer tastes.
Children over the age of six are increasingly more attracted by electronic games rather than physical toys.
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

CONTINUED

MyToys is also facing the problem of high production costs. One reason for this is that the business uses expensive,
environmentally friendly materials to build attractive and environmentally sustainable toys, and it promotes them
through social media. Being a socially responsible business, MyToys spends money on many activities that benefit
the local community around its factory. In 2021, it supported the construction of a school for children with special
needs and donated specially designed educational toys for the students. This activity cost $150 000, 15% of the
firm’s total indirect costs for the year. Moreover, MyToys does not employ part-time workers. All employees are
offered full-time employment contracts and receive a profit-related bonus each year.

MyToys hired Yichen as the new finance director to help them manage their financial performance. The
shareholders are worried about the falling revenues, which are now only just covering the increasing costs. Yichen
had worked for years for a big multinational toy company that has been returning high value to its shareholders.

In the meeting of the board of directors, Yichen proposed the following:

e  Replace wood, the raw material used to produce most products, with recyclable plastic.
e  Cut some indirect costs, such as the spending on CSR.

e  Reduce the fixed costs of the business by reducing the number of full-time employees working in the offices
of MyToys.

e  All new recruits in the factory should be offered temporary employment contracts and be paid by the hour
(time wages).

Yichen said that the efforts of the business to cut costs should be a priority, to help it to compete with the huge
toy producers and to free up resources to develop new revenue streams. More specifically, Yichen believes that
MyToys should:

e  open two fun parks for children, one close to the factory and one in a centre of the city

e create multiplayer video games and e-sports for children over six years of age and young adults.
The board of directors was not enthusiastic about the cost cuts proposed by Yichen. The marketing director
said that such cuts could cause the business to lose its identity. However, they agreed that the business needs

new revenue streams, and asked Yichen to propose appropriate external sources of finance to support his two
proposed investments.

1 Define the term ‘indirect cost’. [2]
2  With reference to the case study, identify two types of indirect costs for MyToys. [4]
3 With reference to the case study, explain the difference between variable and fixed costs. [2]
4 Suggest two possible reasons why multinational competitors of MyToys are experiencing lower

production costs. [4]
5 Explain two reasons why firms such as MyToys need to cut costs in periods of low sales. [4]
6  Analyse two problems MyToys might encounter when trying to reduce its direct production cost. [4]
7 Explain the impact that a reduction in corporate social responsibility (CSR) spending is likely to

have on a) the costs of MyToys, and b) the revenues of MyToys. [4]
8  Explain one advantage and one disadvantage for MyToys of adding new revenue streams in the business. [4]
9  Suggest two appropriate external sources of finance for the new revenue streams of MyToys. [4]

10 Evaluate Yichen’s proposal to cut costs and add new revenue streams as a method to improve
the financial performance of MyToys. [10]
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> Chapter 16

Final accounts

LEARNING OBJECTIVES

On completing this chapter you should be able to:
Apply and analyse:
*  The purpose of accounts to different stakeholders (AO2)
*  Final accounts:

*  profit and loss account

*  statement of financial position (AO2)
e Different types of intangible assets (AO2)

Depreciation using the following methods:

e straight line

* units of production (AO2)

Synthesise and evaluate:

> Appropriateness of each depreciation method (AO3)

Use and apply:
*  Final accounts: profit and loss account and statement of financial position (AO4)

> Depreciation methods: straight line and units of production (AO4)
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BUSINESS IN CONTEXT

Final accounts — what do they tell us about a business?

Nimir Industrial Chemicals is an important limited year. Table 16.1 and Figure 16.1 show important
company that operates in Pakistan’s chemical information from recent published accounts for
industry. As with all limited companies, Nimir hasto  Nimir Industrial Chemicals.

produce detailed published or final accounts each

Revenue 3663 5011 7369 12154 14850 17173
Gross profit 561 972 1065 1612 2030 2546
Profit before tax 294 603 701 887 1159 1349
Long-term loans and leases 166 348 354 480 592 1004
Equity 1681 1788 2144 2615 3035 3623
Earnings per share (rupees) 2.0 4.0 4.3 6.3 7.3 8.4

Table 16.1: Summary of Nimir Industrial Chemicals accounting data

Revenue Profit before taxation
19000 - o
Rupees (millions) 17173 Rupees (millions)

17000 - 1400 - 1349
15000 14850 1200 1150
13000 4 12154
11000 - 1000 1 887
9000 7369 800 1 03 O
7000 - i
5000 5011 600
1 3663 4004 o4
3000 J 200
1000 - i
o T T T T T 1
0+ - 2015 ' 2016 ' 2017 ' 2018 ' 2019 ' 2020

2015 ' 2016 ' 2017 ' 2018 ' 2019 ' 2020

40001  Equity & long-term loans

Rupees (millions)
3500 4 M Equity M Long term loans

Earning per share 3623

9.0 1

8.0 3000 1

7.0 1 2615
6.0 4 2500 |
5.0 2000 -
4.0 - 1500 -
3.0
1000 -
2.0
LO- 500 1
o- 04

2015 ' 2016 2017 = 2018 ' 2019 ' 2020

3035

Figure 16.1: Extract from Nimir Industrial Chemicals accounts
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16 Final accounts

CONTINUED

Discuss in pairs or in a group:
*  Why do you think public limited companies have

to produce and publish annual final accounts?

e Do you think the management of Nimir
Industrial Chemicals should be satisfied with the
financial performance of the business?

Explain why any two groups of stakeholders
would find this information useful.

final accounts: the end of year financial accounts
produced by a business

KEY CONCEPT LINK

Sustainability

The economic sustainability of a business depends
on its ability to generate profits in the long term.
Profit is a survival condition for ‘for-profit’ business
activities. It is also a valuable internal source of
finance that can be retained and accumulated to
cover the business’s long-term financial needs.
Non-profit entities are not aiming for profit,

but they need revenues to be economically
sustainable, as they also have costs and expenses
to cover in order to reach their social goals.

16.1 The purposes
of accounts to different
stakeholders

All businesses have to keep detailed records of
purchases, sales and other financial transactions.
Table 16.2 lists some problems that would immediately
arise if accounts were not kept. We can therefore

say that accounts are financial records of business
transactions, which are needed to provide essential
information to stakeholder groups both within and
outside the organisation.

How much did we buy Managers and
from our suppliers and | suppliers (creditors)
have they been paid yet?

How much profit did the
business make last year?

Managers, shareholders
and the tax authorities

Is the business able Managers and the bank
to repay the loan to

the bank?

Did we pay wages to the
workers last week?

What is the value of

the fixed assets and

by how much did they
depreciate last year?

Managers and workers

Managers and
shareholders

Table 16.2: Accounting data and the interests
of stakeholders

It is therefore important that both internal and
external stakeholder groups have access to accurate
and up-to- date accounts — or at least a summary of
them. The managers, as internal users, will have access
to much more detailed and current data than other
groups. External users include banks, government,
employees, shareholders and other stakeholders of
the business. These groups will have access to the
published accounts of the company. The following list
identifies the main stakeholders and the purposes of
accounts to these groups.
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> BUSINESS MANAGEMENT FOR THE IB DIPLOMA: COURSEBOOK

The main stakeholders and
the purposes of accounts
to these groups

Business managers

e  Measure the performance of the business to
compare against targets, previous time periods and
competitors.

e  Provide information for taking decisions such as
new investments, closing branches and launching
new products.

e  Control and monitor the operation of each
department and division of the business.

e  Set targets or budgets for the future and review
these against actual performance.

Workforce

e Assess whether the business is secure enough to pay
wages and salaries.

e  Determine whether the business is likely to expand
or be reduced in size.

e Determine whether jobs are secure.

¢  Find out whether, if profits are rising, a wage
increase can be afforded.

e  Find out how the average wage in the business
compares with the salaries of directors.

Banks

e Decide whether to lend money to the business.

e Assess whether to allow an increase in
overdraft facilities.

e Decide whether to continue an overdraft facility
or a loan.

Creditors such as suppliers

e Assess whether the business is secure and has
sufficient cash to pay off its debts.

e Assess whether the business is a good credit risk.

e  Decide whether to press for early repayment of
outstanding debts.

Customers

e Assess whether the business is secure.

e Determine whether they will be assured of future
supplies of the goods they are purchasing.

e  Establish whether there will be security of spare
parts and service facilities.

Government and tax authorities

e Calculate how much tax is due from the business.

e Determine whether the business is likely to expand
and create more jobs.

e Assess whether the business is in danger of closing
down, creating economic prob