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Getting the most from this book



This Need to Know guide is designed to help you throughout your course as a companion to your learning and a revision aid in the months or weeks leading up to the final exams.


The following features in each section will help you get the most from the book.
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You need to know


Each topic begins with a list summarising what you ‘need to know’ in this topic for the exam.
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Key terms


Definitions of highlighted terms in the text to make sure you know the essential terminology for your subject.
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Exam tip


Key knowledge you need to demonstrate in the exam, tips on exam technique, common misconceptions to avoid and important things to remember.
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Do you know?


Questions at the end of each topic to test you on some of its key points. Check your answers here: www.hoddereducation.co.uk/needtoknow/answers
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End of section questions


Questions at the end of each main section of the book to test your knowledge of the specification area covered. Check your answers here: www.hoddereducation.co.uk/needtoknow/answers
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1 What is business?



1.1 The nature and purpose of business
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You need to know




•  why businesses exist


•  the relationship between mission and objectives


•  the measurement of profit


•  the different forms of business and the reasons for choosing a particular form


•  the role of shareholders, why they invest and influences on share price


•  the effects of ownership on mission, objectives, decisions and performance


•  how the external environment can affect costs and demands


•  the effect of competition, market conditions, incomes, interest rates, demographic factors, environmental issues and fair trade
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Why businesses exist


Businesses exist in many shapes and sizes and for different purposes. These purposes are illustrated in Figure 1.
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A business’s mission statement:





•  is sometimes called the vision statement




•  tries to define what an organisation is, why it exists and its reason for being





The mission statement is a declaration of the business’s core purpose and focus, for example NIKE Inc.’s is to ‘Bring inspiration and innovation to every athlete in the world’.


The purpose of the mission statement is to bring focus and act as a guide when making critical decisions that may affect the direction of a business.
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Key terms


Mission statement A declaration of a business’s core purpose and focus.


Objectives Goals that are actionable and measurable, designed to help a business achieve its mission.
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Common business objectives


When looking at the objectives of a business it is important to remember:





•  they may be complex



•  they will vary according to circumstances and the type of organisation



•  a charity will have different objectives to a public limited company



•  they may change over time





Three key objectives of business are:





•  survival



•  growth



•  profit





The global nature of business and competition in many markets has meant other objectives have taken on increasing importance, including:





•  customer service



•  corporate social responsibility (CSR)





Each functional area of a business will also set objectives that hopefully will contribute to the business achieving its overall objectives. This is illustrated in Figure 2.
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Relationship between mission and objectives


The mission statement of a business outlines the bigger picture and perhaps establishes the core values and principles that help guide the conduct and actions of staff.


Objectives, however, are the goals that have been set to achieve the overall mission of the business.


Without the mission statement the objectives have no direction, but without the objectives the mission is unachievable. Together they provide a balance that helps shape a business’s operation and service.
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Exam tip


The relative importance of different objectives is likely to vary over time depending on circumstances, for example the economic and competitive environment.


[image: ]





Objectives should be SMART:





•  specific



•  measurable



•  achievable



•  realistic



•  time-based





Why businesses set objectives


Businesses set objectives:





•  to evaluate performance



•  to provide motivation for those who are responsible



•  to give meaning to planning and ensure that a business remains focused on its mission





Measurement and importance of profit


Profit is the incentive for setting up a business or is the reward owners receive for taking the risk of investing in the business. Profit is calculated using the formula:
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Revenue (also called turnover, sales turnover and sales revenue) is the money received from sales. Revenue is calculated using the formula:
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Costs are divided into the following categories:





•  variable costs




•  fixed costs






Fixed costs plus variable costs represent the total costs of production in a given time period.
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Key terms


Profit The amount of money remaining once all costs have been deducted from the revenue.


Revenue The money received from sales.


Variable costs Costs that vary directly with the level of output.


Fixed costs Costs that don’t vary as a result of changes in the level of output.


Total costs Fixed costs plus variable costs.
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Do you know?





1  Why do businesses exist?



2  Why do objectives need to be SMART?



3  What is profit and how is it measured?
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Exam tip


Profit is a measure of success but it does need to be put into context in terms of the state of the economy and compared to other similar businesses.
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1.2 Understanding different business forms


Private sector business


Businesses in the private sector fall into two broad categories, as shown in Table 1.


Table 1 Types of business






	Corporate businesses

	Non-corporate businesses






	


•  Private limited companies



•  Public limited companies





	


•  Sole traders (or sole proprietors)



•  Partnerships











Corporate businesses


The features of corporate businesses are:





•  they have a legal identity separate from that of their owners



•  owners benefit from limited liability
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Key terms


Private sector The section of the economy made up of businesses owned and controlled by individuals or groups of individuals.


Corporate businesses Businesses that have a legal identity separate from that of their owners.


Limited liability Restricts the financial responsibility of shareholders for a company’s debts to the amount they have individually invested.





Shareholders’ liability may be limited:





•  by the value of the shares that each shareholder has purchased



•  to the amount he or she has agreed to pay in the event of the business being wound up — more common with not-for-profit businesses





There are two main types of corporate company (see Table 2).


Table 2 The two main types of corporate company






	Private limited companies

	Public limited companies






	


•  Normally much smaller than public limited companies



•  Share capital must not exceed £50,000



•  ‘Ltd’ must be included after the company’s name



•  Often family businesses





	


•  Must have the term ‘plc’ after their name



•  Minimum capital of £50,000



•  Have to publish more details of their financial affairs than do Ltd companies
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Exam tips


•  Do not propose starting a new business as a public limited company in response to an examination question. The huge costs involved mean that this is most unlikely to happen.


•  Do not suggest that it is expensive and complicated to set up a private limited company. This is not true and these are not valid reasons to argue against the use of this legal form of business.
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Those forming a company must send two main documents to the Registrar of Companies:





•  Memorandum of Association



•  Articles of Association





Once these documents have been approved, the company receives a Certificate of Incorporation and can commence trading.


Non-corporate businesses


The features of non-corporate businesses are:





•  the owners and their business are not treated as separate elements



•  owners’ private possessions are at risk in the event of failure



•  sole traders and partners have unlimited liability





There are two main types of non-corporate business, sole traders and partnerships.


Sole traders (or proprietors) are:





•  owned by a single person



•  common in retailing and in services such as plumbing and hairdressing
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Exam tip


Remember that a social enterprise may have a financial target in the form of maximising income. This is true of many charities, which then use much of this income to support good causes.
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Partnerships:





•  comprise between two and twenty people



•  are usually based on a Deed of Partnership



•  some may include ‘sleeping partners’



•  are common in the professions, for example dentists and accountants





Other types of non-corporate business are not-for-profit businesses and mutuals.


Not-for-profit businesses’ objectives might include:





•  providing services to local communities



•  giving people job-related skills



•  fair-trading activities





Mutuals:





•  are a form of business organisation



•  are generally private businesses with an ownership base made up of clients and policyholders, for example insurance companies and some building societies







[image: ]


Key terms


Not-for-profit business An organisation that has business objectives other than making a profit.


Mutual A private company with an ownership base made up of its clients.
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Many of the biggest building societies and insurance companies, however, have become plc’s.



Public sector



Public sector organisations are services and businesses in the UK that are controlled and run by the government or local authorities, such as the police, fire service, BBC and NHS, as well as local council-run services such as rubbish collection.


As a result of privatisation, a number of key industries formerly in the public sector have been sold to the private sector, for example the steel, water and telephone industries.
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Key terms


Public sector That part of the economy that is owned and controlled by the government or local authorities.


Privatisation The process of converting government-owned and -controlled industries and businesses to the private sector.


Shareholders The owners of a limited company, including any person, company or other institution that owns at least one share.
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Reasons for choosing different forms of business


The key choice is that between unincorporated and incorporated status. A number of factors may be considered:





•  formalities and expenses — sole traders and partnerships are relatively easy to set up, with few formalities



•  size and risk — if a business is, and intends to remain, small and carries little in the way of risk then a sole trader or partnership may be the most appropriate form



•  the objectives of the owners — if the objectives of the owners involve growth then an incorporated business might be more appropriate as it may give greater access to capital and limited liability
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Exam tip


When deciding on the most appropriate legal structure for a business, always base any recommendation on the circumstances of the individual business, its objectives, size, product or service, and the risk involved.
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Reasons for changing business form include:





•  circumstances — due to the growth of a business, the owner(s) may wish to become incorporated in order to benefit from limited liability



•  capital — the owner(s) of a business may find it easier to raise capital by becoming incorporated, or if it is a private limited by changing to public limited



•  acquisition or takeover — this may cause a change of structure, for example a private limited may be taken over by a public limited
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Exam tip


We generally see businesses moving from Ltd to plc, but be aware that it is possible for a business to move from plc to Ltd, for example Richard Branson’s Virgin.
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Role of shareholders and why they invest


Share capital is the money given to a company by shareholders:





•  it is permanent and will never be paid back



•  shareholders can get their money back by selling their shares through the stock market



•  any private individual can become a shareholder



•  the biggest shareholders are financial institutions, pension funds and insurance companies
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Exam tip


Students often assume that when a shareholder sells shares, they are sold back to the company. This is not true; they are sold through the stock exchange to a new shareholder who wishes to buy. This works in the same way as buying and selling used cars.
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Shareholders have certain rights and a role to play in the running of a business:





•  major decisions are required to be approved by the shareholders at a general meeting called by the directors



•  their main role therefore is to attend this meeting and discuss whatever is on the agenda, and to ensure the directors do not go beyond their powers



•  there are also certain things that can only be done by shareholders, such as removing the directors or changing the name of a company





There are two reasons why private individuals and financial institutions invest in shares:





•  income, known as a dividend




•  capital growth
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Key term


Dividend A share of the after-tax profit of a company, distributed to its shareholders according to the number of shares held.
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Influences on share price and the significance of share price changes


The price of a share is determined by the market and the level of supply and demand. It is influenced by:





•  performance — better or worse than expected profits



•  expectation of better or worse profit performance



•  changes within the market or competitive environment



•  world uncertainty





The FT Small Cap Index tends to follow business confidence and economic cycle, as shown in Figure 3.
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Market capitalisation is calculated by the formula:
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•  it gives a valuation of a company



•  changes in the share price will affect the value of a business



•  falling share price might provide an opportunity for investment or even takeover



•  it might be an indication of a business in decline
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Key term


Market capitalisation Calculated as follows: share price × number of shares issued.


External environment All the factors outside the control of a business that may impact its operation.
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The effects of ownership on mission, objectives, decisions and performance:





•  profit is a key objective of many private sector businesses



•  public limited companies are owned by shareholders and will often be driven by profit



•  it may result in a very short-term approach to business decision making



•  the philosophy outlined in the mission statement may therefore take a back seat



•  sole traders and private limited companies will be less affected by the need to achieve profits
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Do you know?





1  What is the difference between corporate and non-corporate businesses?



2  What is meant by the ‘public sector’?



3  How is market capitalisation calculated?
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1.3 Businesses operate within an external environment


How the external environment can affect costs and demand


The external environment refers to factors that:





•  are outside the control of the business



•  are uncertain and unpredictable



•  may impact on strategic goals and objectives





These factors include:





•  competition



•  market conditions



•  economic factors



•  interest rates



•  demographic factors



•  environmental issues
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Exam tip


Don’t always assume that any change in the external environment will be negative. Sometimes changes can be positive for a business, and what is negative for one business might be positive for another.
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Competition



Almost all businesses operate within a competitive environment:





•  the strategies adopted by competitor firms therefore have an impact on a business



•  a competitor may come up with an innovative product or service



•  there is likely to be competition on price, which in turn puts pressure on costs
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Exam tip


Make sure you understand the difference between price and costs — price being what consumers pay for the finished product or service, while costs refer to the costs associated with producing a product or service.
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Market conditions


The characteristics of a particular market that will impact on demand and costs include:





•  size



•  growth rate



•  any barriers to entry



•  seasonal factors



•  amount and intensity of competiton





Economic factors


This covers a range of factors:





•  the stage of the economic cycle



•  interest rates



•  inflation



•  incomes



•  exchange rates





Interest rates


Interest rates can have a big impact both on the demand for goods and services provided by a business, and on their cost:





•  rising interest rates result in higher costs of borrowing for loans and mortgages



•  rising interest rates may encourage greater saving



•  as a result, demand is likely to be lower



•  not all businesses will be affected adversely, however



•  discount retailers (e.g. Lidl) and cheaper restaurants and takeaways may benefit



•  rising interest rates may also result in rising business costs, especially for high-geared businesses



•  investment decisions might also be postponed due to rising interest rates
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Key term


Interest rates The cost of borrowing money.
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Exam tip


Not all businesses will be affected in the same way — some may gain from rising interest rates.
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The above list deals with rising interest rates — the opposite is likely to occur with falling rates.



Demographic factors



Demography is the study of human populations, including:





•  age



•  sex



•  income



•  occupation



•  birth rates



•  death rates



•  level of public health



•  immigration





These affect:





•  the level of demand



•  the nature of the goods and services bought



•  the structure of the working population





It is therefore important for businesses to anticipate and recognise the demographic changes taking place.


Environmental issues such as fair trade


Table 3 shows environmental issues and impacts.


Table 3 Environmental issues and impacts






	Issue

	Resulting in

	Leading to






	Pollution

	Government legislation

	Increased cost






	Global warming

	Media attention

	Damaged reputations






	Exploitation

	Media attention

	


•  Impact on sales



•  Focus on more sustainable development



•  Concern for fair trade
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Key term


Fair trade Achieving better prices, decent working conditions and fair terms of trade for farmers and workers in developing countries.
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Exam tips


•  By focusing on environmental concerns a business may create a USP, enhance its reputation and generate greater sales.


•  The external factors affecting a business can be easily recalled using the following acronym: PESTLE — political, economic, social, technological, legal and environmental factors.
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Do you know?





1  What are the pressures on business of operating in a competitive environment?
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