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Introduction







How to use this book


This book will help you to plan your revision and work through it in a methodological way. It follows the IB Business Management syllabus topic by topic, with revision and exam practice questions to help you check your understanding.




Features to help you succeed
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EXPERT TIPS


These tips give advice that will help you boost your final grade, in some cases including identifying typical mistakes that students make, and explaining how you can avoid them.
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Key terms


Key terms appear in these boxes, and are highlighted and defined throughout the book. A glossary of essential terms is given at the end of the book.
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KEY CONCEPTS


The four key concepts will be discussed in these boxes: change, creativity, ethics and sustainability.
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WORKED EXAMPLES


Some parts of the course require you to carry out mathematical calculations, plot graphs, and so on. These worked examples show you how.
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EXAM PRACTICE QUESTIONS


Exam practice is given for the types of questions you might get. For the longer essay questions, sample sentences and paragraphs are given to show what examiners are looking for in your essay answers. Use these questions to consolidate your revision and to practise your exam skills. Answers are available at www.hoddereducation.com/ib-extras
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BUSINESS MANAGEMENT TOOLKIT


Guidance on the set of situational, planning and decision-making tools.
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You can keep track of your revision by ticking off each topic heading in the book.


Use this book as the cornerstone of your revision. Do not hesitate to write in it and personalize your notes. Use a highlighter to identify areas that need further work. You may find it helpful to add your own notes as you work through each topic. Good luck!










Getting to know the exam








	Exam paper

	Duration

	Format

	Topics

	Total marks










	Paper 1

	1 hr 30 mins

	Structured questions based on a pre-released statement

	All

	30






	Paper 2

	1 hr 30 mins (SL) 1 hr 45 mins (HL)

	Structured questions based on stimulus material

	All

	40 (SL) 50 (HL)






	Paper 3 (HL only)

	1 hr 15 mins

	Unseen stimulus material about a social enterprise

	All

	25









At the end of your IB Business Management course, SL students will sit two papers – Paper 1 and Paper 2. Paper 1 is worth 35 per cent of the final marks and Paper 2 is worth 35 per cent of the final marks. The other assessed part of the course (the remaining 30 per cent) is made up of the Internal Assessment, which is marked by your teacher and externally moderated.


HL students will sit an additional paper – Paper 3, worth 25 per cent. For HL students, Paper 1 is worth 25 per cent of the final marks and Paper 2 is worth 30 per cent of the final marks. The other assessed part of the course (the remaining 20 per cent) is the Internal Assessment (or IA), which is marked by your teacher and externally moderated.







Countdown to the exams




4–8 weeks to go




	
•  Start by looking at the syllabus and making sure you know exactly what you need to revise.


	
•  Look carefully at the contents list in this book and use it to help organize your class notes and to make sure you have covered everything.


	
•  Work out a realistic revision plan that breaks down the material you need to revise into manageable pieces. Each session should be around 25–40 minutes, with breaks in between. The plan should include time for some relaxation.


	
•  Read through the relevant chapters of this book and refer to the Expert tips, Key terms definitions, and Worked examples.


	
•  Tick off the topics that you feel confident about, and highlight the ones that need further work.


	
•  Look at past exam papers. They are one of the best ways to check your knowledge and practise exam skills. They will also help you identify areas that need further work.


	
•  Try different revision methods, for example summary notes, mind maps and flash cards.


	
•  Test your understanding of each topic by working through the Exam practice questions.


	
•  Make notes of any problem areas as you revise, and ask a teacher to go over them in class.










1 week to go




	
•  Aim to fit in at least one more timed practice of entire past papers, comparing your work closely with the mark scheme.


	
•  Examine the contents list of this book carefully to make sure you haven’t missed any of the topics.


	
•  Tackle any final problems by getting help from your teacher or talking them over with a friend.










The day before the examination




	
•  Look through this book one final time. Look carefully through the information about each exam paper to remind yourself what to expect, including timings and the number of questions to be answered in each section of the papers.


	
•  Check the time and place of the exams.



	
•  Make sure you have all the equipment you need (for example extra pens, a pencil and a ruler for diagrams, a watch, tissues and water).


	
•  Allow some time to relax and have an early night so you are rested and ready for the exams. There is a huge opportunity cost if you are not refreshed!













My exams




Paper 1


Date: …………………………….


Time: …………………………….


Location: …………………………







Paper 2


Date: …………………………….


Time: …………………………….


Location: …………………………







Paper 3 (HL only)


Date: …………………………….


Time: …………………………….


Location: …………………………


















1 Introduction to business management








1.1 What is a business?








	SL/HL content

	Depth of teaching










	The nature of business

	AO1






	Primary, secondary, tertiary, and quaternary sectors

	AO2






	Entrepreneurship

	AO2






	Challenges and opportunities for starting up a business

	AO2
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The nature of business (AO1)




	
•  A business is any organization set up to provide goods and/or supply services.


	
•  Businesses aim to satisfy the needs and desires of their customers by selling them a good or providing a service.


	
•  To produce goods and services, a business needs to combine human, physical, financial, and entrepreneurial resources. These resources are referred to as the factors of production, comprising land, labour, capital, and enterprise:



	
•  Land: natural resources used in the production process, for example wood, water, physical land, fish, metal ores, and minerals.


	
•  Labour: physical human effort and psychological intellect used in the production process.


	
•  Capital: non-natural (manufactured) resources used to further the production process, for example tools, equipment, machinery, vehicles, and buildings.


	
•  Enterprise: an individual with the necessary skills and ability to take risks in organizing the other factors of production to generate output in a profitable way.







	
•  The production process adds value to the final goods and services sold to customers. Value added is the process of creating a product that is worth more than the cost of the inputs used to produce it, for example bottled orange juice is worth more than the original oranges grown in a farm.


	
•  Value added is measured as the difference between the cost of the inputs in the production process and the price of the final output.


	
•  Businesses strive to add value to a good or service so that the product better meets the needs and wants of their customers.


	
•  The nature of business involves four distinct but interrelated functions: human resources, finance and accounts, marketing, and operations management.
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EXPERT TIP


Be sure to know the difference between consumers and customers. Consumers are the people who use a good or service. Customers are the people who buy a good or service. Buyers and users are not necessarily the same entities.
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Human resources




	
•  Human resource management (HRM) refers to the management of an organization’s staff (personnel).



	
•  This function handles human resource issues, for example recruitment, dismissal, training and development, redundancies, appraisals, performance management, career planning, and the general welfare (wellbeing) of the organization’s employees.


	
•  The HRM department of a business must comply with employment legislation (labour laws), for example minimum wage legislation, rules about working hours, equal opportunities laws, and anti-discrimination regulations.










Finance and accounts




	
•  The function of the finance department of an organization is to manage the firm’s money.


	
•  It processes payments for the organization’s bills (for example invoices owed to suppliers and payments to the tax authorities) and arranges the financial compensation for the organization’s employees.


	
•  The finance department prepares the final accounts, such as income statements and balance sheets (see Chapter 3.4), as well as the various budgets of the organization (see Chapter 3.9) in order to improve its financial control.










Marketing




	
•  The marketing department is responsible for identifying the needs and wants of its customers, and ensuring the organization’s goods and services meet these demands in a profitable way.


	
•  It conducts market research to identify the changing needs of the organization’s customers.


	
•  It arranges promotional activities to sell the firm’s products at appropriate prices, distributed to customers at the right time and place.










Operations management




	
•  Operations management, often referred to as production, is the process of making products from the available resources of the business.


	
•  The operations department is responsible for manufacturing finished goods or providing services to the organization’s customers.


	
•  It is responsible for production targets and deadlines, stock control management, research and development (innovation), and meeting quality standards.













Primary, secondary, tertiary, and quaternary sectors (AO2)




The primary sector




	
•  The primary sector is the first stage of production. It refers to businesses involved in the extraction of natural resources and raw materials, for example farming (agriculture), fishing, forestry, and mining.


	
•  In less economically developed (low income) economies, the majority of people are employed in the primary sector.


	
•  Value added in the primary sector is relatively low compared to the other sectors.











The secondary sector




	
•  The secondary sector refers to businesses engaged in manufacturing and construction, which create finished and usable products.


	
•  It involves businesses using and transforming primary products and components into finished goods for sale, for example car making, aerospace manufacturing, construction (road building and other forms of infrastructure), breweries and bottlers, engineering, and ship building.


	
•  In many parts of the world, the use of mechanization and automation have caused a decline in employment in the secondary sector.










The tertiary sector




	
•  The tertiary sector refers to businesses that focus on providing a service to consumers and other businesses, for example banking, insurance, security, catering, education, health care, retail, transportation, news media, law, leisure and tourism, and entertainment.


	
•  The tertiary sector accounts for the largest sector (in terms of employment and the value of output) in economically developed (high income) countries.









[image: ]


EXPERT TIP


It is wrong to assume that those working in the tertiary sector are paid more than those in the primary or secondary sectors. While value added is higher in the tertiary sector, plenty of people working in the tertiary sector, such as in the retail and fast food industries, earn minimum wages. Engineers in the secondary sector and fishermen or miners in the primary sector are often very well paid.
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The quaternary sector




	
•  The quaternary sector refers to businesses engaged in the creation or sharing of knowledge or information.


	
•  Value added is high in both the tertiary and quaternary sectors.


	
•  Sectoral change happens over time, because as a country develops, it shifts the majority of its output from the primary sector to manufacturing (the secondary sector), and then eventually to the tertiary and quaternary sectors.













Entrepreneurship (AO2)




	
•  Entrepreneurship is the term for individuals who take calculated risks and initiative in the start-up of a new business or commercial project.


	
•  An entrepreneur is someone who is willing to take financial risks by investing in a business idea. Entrepreneurs are usually self-employed, and they develop new products or services mainly for their own benefit.


	
•  The entrepreneur brings together the factors of production necessary to produce goods and services to meet the needs and desires of customers.


	
•  The economic success of countries worldwide is largely the result of encouraging and rewarding an entrepreneurial culture. It is entrepreneurs who take the risk of business management in search of profit. They provide employment opportunities, satisfy the needs of customers, and contribute to the overall prosperity of the economy.



	
•  Entrepreneurs are unique in that they are capable of bringing together the necessary finance, skilled labour and manufacturing, land and buildings facilities required in order to produce a good or service. They are also capable of planning, executing and managing the marketing of that particular good or service.


	
•  Entrepreneurs devise appropriate strategies to create new businesses and commercial ideas, as well as to rejuvenate existing ones. This can include identifying untapped markets, developing new goods or services, and/or creating new business processes.


	
•  Entrepreneurship is a rare trait that requires a profound skills set: time management, creativity, communications, leadership, teamwork, business planning, and risk management.


	
•  Effective management and leadership skills (see Chapter 2.3) are essential for the success of any entrepreneurial pursuit. Successful entrepreneurs must be able to effectively communicate their vision, motivate and manage teams, and make strategic decisions in order to survive and thrive.


	
•  An entrepreneurial mindset is important for generating a successful and sustainable business. This involves a combination of the skills of creativity and critical thinking, as well as the ability to adapt to changing business environments.
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KEY CONCEPTS


Discuss the role of creativity for the sustainability of a business organization.
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Opportunities for starting up a business (AO2)


The opportunities for starting up a business refer to the benefits of or reasons for business start-ups. These reasons or opportunities include, but are not limited to, the following:




	
•  To be your own boss. Wanting to work for themselves is a key reason many people start up their own business. Some people do not like working for others and natural-born entrepreneurs may feel that they are not able to work for someone else. They prefer the opportunity to be their own boss, along with enjoying the freedom to make independent decisions. This can help individuals to meet their self-actualization needs on Maslow’s hierarchy of needs (see Chapter 2.4).


	
•  Challenges. Setting up a business involves obstacles and opportunities that employees would not otherwise face if they worked for someone else. Some people are motivated by, and thrive on, personal challenges. They enjoy gaining knowledge and developing new skills.


	
•  Personal interests, engagement, and enjoyment. Some people have a desire to pursue their personal interest as a business opportunity. Doing something you are passionate about every day is a key motivation for entrepreneurs. The goal is not always primarily to make a profit. Many new businesses start from the innovative and creative ideas of entrepreneurs, as seen in the examples of Red Bull and The Walt Disney Company.


	
•  Niche-market opportunities. Some people identify business opportunities or gaps in the market, so start their own business to fill these gaps. Examples of entrepreneurs who identified such gaps include Stelios Haji-Ioannou (of easyJet) and Tony Ryan (of Ryanair). They both saw huge business opportunities in the low-budget European airline industry. Recognizing a niche in the market can help the business to gain a first-mover advantage.



	
•  Family tradition. Being entrepreneurial is often a family trait, as seen in the cases of the Walton family (Walmart), the Mars family (Mars Inc.), and the Hilton family (Hilton Hotels).


	
•  Flexibility. Setting up and running your own business often means you can set your own deadlines and get things done in your own way. This may be a major motivator for entrepreneurs.


	
•  Money. The key driving force for starting up a business or an enterprise can be the opportunity to earn a lot of money through hard work and determination.










Challenges for starting up a business (AO2)




	
•  Planning. Poor market research can result in a flawed business idea, and the product may fail to meet the needs and wants of customers. The set-up procedures can be time consuming, especially if there are complicated legal aspects to deal with.


	
•  Finance. Inability to raise sufficient start-up finance or to maintain liquidity in the business (see Chapter 3.7) can cause financial problems. Start-up businesses often struggle to secure external sources of finance from banks and other lenders to fund their operations. In some cases, set-up costs can prove to be unaffordable.


	
•  Marketing. Start-ups have a limited budget available for promotion and advertising. The product might lack differentiation or a distinctive selling point, thus failing to gain recognition and market share. A small customer base is likely to cause liquidity issues.


	
•  Human resources. New, unestablished businesses may struggle to recruit suitable and experienced employees.


	
•  Operations management. New businesses may lack the benefit of an established relationship with suppliers, which can cause delivery and distribution problems. Some new businesses lack the necessary finance to fund research and development, so are at a disadvantage against established businesses.


	
•  Strategic thinking. Entrepreneurs may lack experience in strategic decision making, which can cause major problems for a start-up business. Their business plans are often not convincing or detailed enough to secure the necessary finance to get the business started.
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BUSINESS MANAGEMENT TOOLKIT


Discuss the importance of business plans for business start-ups.
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1.2 Types of business entities








	SL/HL content

	Depth of teaching










	Distinction between the private and the public sectors

	AO2






	The main features of the following types of organizations: 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 co-operatives

	AO3






	The main features of the following types of non-profit social enterprise: non-governmental organizations (NGOs)

	AO3
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Distinction between the private and the public sectors (AO2)





	
•  The private sector is the commercial sector of the economy, and is mainly owned and run by private individuals and organizations that typically strive for a profit.


	
•  Examples of private sector businesses include sole traders, partnerships, limited liability companies, co-operatives, franchises (see Chapter 1.5), and multinational companies (see Chapter 1.6).


	
•  Organizations in the public sector are owned and controlled by regional and/or national governments.


	
•  The public sector provides goods and services deemed to be essential and of benefit to its citizens, including, for example, transportation and communications networks, health care services, education, social housing, and national defence.










The main features of the following types of for-profit organizations (AO3)




Sole traders




	
•  A sole trader (or sole proprietorship) is a commercial business owned by a single person (known as the sole trader). The sole trader can employ as many people as required, but remains the only owner of the business.


	
•  It is run as an unincorporated business, which means there is no legal distinction between the owner and the business organization itself. Hence, a sole trader has unlimited liability and is responsible (liable) for any debts of the business, which may need to be paid from the sole trader’s personal assets if necessary.


	
•  All or most of the finance needed to run the business is provided by the owner.


	
•  The individual owner of the business accepts all the risks of running the organization, including possible losses or business failure. However, the owner receives all of the profits if the business does succeed.
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Key term


Unlimited liability means that the owner(s) of a business are personally liable for any and all of the business’s debts. This means the owner(s) may need to pay for the debts by selling off their personal belongings and assets.
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Table 1.1 Advantages and disadvantages of sole traders








	Advantages of sole traders

	Disadvantages of sole traders










	



	•  A sole trader is quick to create, without long and expensive set-up procedures; it is the easiest form of business organization to set up.


	•  The owner has complete control and is free to make decisions without any consultation with others.


	•  Decision making is quick.


	•  The owner enjoys tax advantages as a small business.


	•  The owner enjoys privacy as the business does not need to publish its financial accounts to the general public (only the tax authorities need to see these).



	•  There is flexibility, as the sole trader can introduce new trading activities or change what the business does with relative ease.


	•  There are motivational impacts as the owner has a sense of achievement from running their own business.






	



	•  The sole trader bears all risks and has unlimited liability as the firm’s finances are not separate from the owner’s.


	•  Finance is limited as the main source is provided by the owner; access to external finance is difficult as the firm represents high risk, so expansion is difficult.


	•  There is no one else to share ideas, burdens or responsibilities with, limiting the extent to which sole traders can benefit from specialization and division of labour.


	•  Running a business as a sole owner often means having to work long hours due to high workload, and this can result in extra stress.


	•  If the owner is sick or wants to take a break, there can be a lack of continuity and the business may struggle as a result.


	•  A sole trader cannot exploit economies of scale, making it hard to gain cost advantages. This often means that sole traders have to charge higher prices for their products.



















Partnerships




	
•  A partnership is a commercial business owned by two or more people. In an ordinary partnership, there are usually between 2 and 20 owners (depending on the country’s laws on partnerships). These owners are called partners.


	
•  As an unincorporated business, at least one partner will have unlimited liability, although it is usual for all the partners to share responsibility for any losses incurred by the partnership.


	
•  It is possible for some businesses, such as law firms and health care clinics, to operate with more than 20 partners.


	
•  To prevent potential misunderstandings and conflict, most partnerships draw up a legal contract between the partners, known as a deed of partnership, stating their responsibilities, voting rights, and how profits are to be shared between the owners.


	
•  Partnerships are usually found in professional services (such as doctors, solicitors, dentists and accountants) and in family-run businesses.





Table 1.2 Advantages and disadvantages of partnerships








	Advantages of partnerships

	Disadvantages of partnerships










	



	•  With up to 20 owners (depending on the country), partners are able to raise more finance than sole traders.


	•  The partners can benefit from having more ideas and expertise between them, along with shared workloads and responsibilities.


	•  They can also benefit from specialization and the division of labour.


	•  Business affairs are kept confidential, so only the tax authorities need to know about the financial position of the partnership.


	•  There is improved continuity as the partnership can remain in business if a partner is ill or goes on holiday.


	•  Silent partners can provide additional sources of finance without having an active role in the running of the business.






	



	•  As there is more than one owner, there might be disagreements and conflict between the partners, which can undoubtedly harm the running of the firm.


	•  Any profits made must be shared between all the partners.


	•  The death or departure of a partner can cause the organization to cease operating until a new partnership agreement is legally created.


	•  In most cases, partners have unlimited liability (silent partners are exempt).


	•  There is limited ability to raise capital compared with limited liability companies; access to finance is limited by the number of partners in the business.




















Privately held companies and publicly held companies




	
•  Companies (or corporations) are commercial businesses with limited liability and are owned by their shareholders. Hence, any profits must be shared among the shareholders.


	
•  Being incorporated businesses, there is a divorce of ownership and control in privately and publicly held companies. This means there is a legal separation between the owners of a company and the business as an entity itself. Hence, shareholders enjoy the benefit of having limited liability.


	
•  Limited liability protects shareholders as, in the event of the company going bankrupt, they cannot lose more than the amount they invested in the company.


	
•  Typically, to set up a limited liability company, the owners must submit two important documents:



	
•  The Memorandum of Association – a relatively short document that records the name of the company, its registered business address, the amount of share capital and an outline of the company’s operations (what it does).


	
•  The Articles of Association – a longer document that contains information about:



	
•  the details and duties of the directors of the company


	
•  shareholders’ voting rights


	
•  the transferability of shares


	
•  details and procedures for the Annual General Meeting


	
•  how profits are to be distributed (dividend policy)


	
•  procedures for winding up (closing) the company.












	
•  Once the authorities are satisfied with the paperwork, a Certificate of Incorporation is issued to the limited liability company so that it can begin trading as a legal entity.


	
•  The shareholders elect a board of directors (BOD) to take charge of the strategic direction of the company on behalf of its owners.


	
•  There are two types of limited companies: privately held companies and publicly held companies (see Table 1.3).





Table 1.3 Features of privately held companies and publicly held companies








	Features of privately held companies










	



	•  Usually smaller businesses than publicly held companies.


	•  Shares can only be transferred (bought or sold) privately, and all shareholders must agree on the sale/transfer.


	•  Typically, shares are owned by family, relatives, and close friends.


	•  The shares cannot be advertised for sale nor be sold via a stock exchange.


	•  Examples include Mars and IKEA.











	Features of publicly held companies






	



	•  Shares in a publicly held company can be bought by and sold to any member of the public or institution.


	•  The first time that shares in a publicly held company are sold via a stock exchange is called the initial public offering (IPO).


	•  There is no legal maximum number of shareholders; the company can have as many shareholders as its share capital can accommodate.


	•  Publicly held companies tend to be the largest type of business organizations.


	•  They are strictly regulated and are required by law to publish their complete financial accounts (see Chapter 3.4) on a yearly basis.


	•  Examples include Apple, Toyota, and Samsung.


















[image: ]


Key term


A stock exchange (or stock market) is a place for buying and selling shares in publicly held companies. It oversees the IPO of new companies and subsequent share issues of existing companies. It is also the marketplace for buying and selling secondhand shares.
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Table 1.4 Advantages and disadvantages of privately held companies








	Advantages of privately held companies

	Disadvantages of privately held companies










	



	•  Control of the company cannot be lost as shares cannot be bought without the agreement of existing shareholders.


	•  More finance can be raised compared to a sole trader or a partnership business.


	•  Privately held companies tend to have more privacy than publicly held companies.


	•  There is continuity in the event of the departure or death of one of the key shareholders.


	•  Owners have limited liability so can only lose up to the sum of their investment.






	



	•  Shares cannot be sold to the general public, limiting finance compared with a publicly held company.


	•  Legal fees and auditing fees mean it is more expensive to set up compared to a sole trader or partnership business.


	•  The company can become vulnerable to a takeover offer by a larger company.


	•  There is a lack of privacy as the company’s financial accounts must be made available upon request.














Table 1.5 Advantages and disadvantages of publicly held companies








	Advantages of publicly held companies

	Disadvantages of publicly held companies










	



	•  It is relatively easy to obtain finance for growth and evolution (see Chapter 1.5) by selling additional share capital.


	•  It is also easier for large publicly held companies to secure external sources of finance from banks and other investors or lenders.


	•  They can enjoy the benefits of being large, e.g. economies of scale, market power, and market dominance.


	•  Owners enjoy limited liability.


	•  As with privately held companies, there is continuity even if one of the principal shareholders leaves or passes away.






	



	•  The financial information becomes public, as people have access to the financial information of a publicly held company.


	•  They are the most administratively difficult, time consuming, and expensive type of commercial business to set up.


	•  There are high costs to complying with the rules of the stock exchange.


	•  There is the potential threat of a hostile takeover by a rival company.


	•  There is the possibility of the firm becoming too large to manage efficiently, and so suffering from diseconomies of scale, i.e. higher average costs of production.






















Types of for-profit social enterprises (AO3)




	
•  A social enterprise is an organization that uses commercial business practices to improve communities, the environment, and human wellbeing, rather than focusing on profits for owners or shareholders.


	
•  Some social enterprises are run for profit (for example, co-operatives and microfinance providers), while others are run as non-profit organizations (for example, non-governmental organizations).


	
•  Non-profit organizations can earn a surplus from selling goods and services, but they reinvest this back into the business and/or local community (to meet their social objectives), rather than distributing the extra money to shareholders.








Private sector companies




	
•  Social enterprises can be operated in the private sector as sole traders, partnerships, or limited liability companies. Some social enterprises are run as private sector companies to give shareholders the protection of limited liability.


	
•  Social enterprises operated as private sector companies seek to earn a profit and succeed commercially, although they use any financial surplus to meet their social objectives.


	
•  They operate in all sectors of the economy, producing and selling a broad range of consumer goods and services such as cafés, cleaning services, discount food stores, health care providers, recycling projects, restaurants, and waste-management companies.


	
•  Creative agencies and arts organizations often operate as private sector companies. For example, film companies set up as social enterprises often focus on providing opportunities and training for young people to develop youth talent.


	
•  One example of a for-profit social enterprise organized as a private sector company is Change Please. The company sells coffee in multiple countries and strives for a world without homelessness. Change Please recruits and trains people experiencing homelessness as baristas at its coffee outlets, offering them full-time employment, accommodation, and support with mental health.










Public sector companies




	
•  As the term suggests, public sector companies are limited liability companies that are owned by, or have the majority of their shares owned by, the government. Being in the public sector, these organizations are more likely to have social objectives as well as financial ones.


	
•  Examples include the Indian Oil Corporation Limited, owned by the Indian government, and the Industrial and Commercial Bank of China (ICBC), owned by the Chinese government. Both are large and profitable companies owned by their respective governments.


	
•  Some companies may be jointly owned by the private and public sector, such as with public–private sector partnerships.


	
•  A public–private partnership (PPP) is an organization jointly established by the government and at least one private sector organization, for example the Hong Kong government owns 51 per cent of the stake in Hong Kong Disneyland, while The Walt Disney Company owns the other 49 per cent stake. A PPP is run as a public sector company.


	
•  A public–private sector company benefits from private sector expertise and investment, which is often needed to provide the necessary resources to get the joint project completed, such as constructing an airport or motorway (highway). The private sector company benefits from the revenues generated from the project, such as tolls on bridges and motorways, fees from the government, and/or charges for maintenance.


	
•  Public–private sector companies have been used for a wide range of projects that benefit local communities and societies, such as schools, hospitals and health care services, public transportation networks, prisons, parks, and convention centres.



	
•  Once a particular project is built or completed, it is usually maintained by the private sector contractor on a medium- to long-term basis (typically up to 30 years), after which time there is the option to renew the partnership, or the asset returns to public ownership.


	
•  According to the World Bank, more than half the countries around the world now operate public–private sector companies.
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EXPERT TIP


Do not confuse a publicly held company with a public sector company. The former is owned by shareholders and operates in the private sector, whereas the latter is wholly or predominantly owned by a government operating in the public sector.
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Co-operatives




	
•  Co-operatives are for-profit social enterprises owned and run by their members, such as employees, managers, and customers. They strive to provide a service and to create value for their members, rather than a financial return for their member-owners.


	
•  Like a limited liability company, a co-operative is run as a separate legal entity from the members. Shareholders, directors, managers, and employees have limited liability so are not personally liable for any debts incurred by the co-operative.


	
•  All members have equal voting rights, irrespective of their position in the organization or the amount they have invested in the co-operative.


	
•  All shareholders or members are expected to help run the business.


	
•  Co-operatives promote a democratic style of managing the organization, with a culture of promoting the concepts of sharing resources and delegation in order to increase the organization’s competitiveness.





Table 1.6 Advantages and disadvantages of co-operatives








	Advantages of co-operatives

	Disadvantages of co-operatives










	



	•  It is usually straightforward and inexpensive to set up a co-operative.


	•  All members and shareholders must be active stakeholders of the co-operative, making it more likely to succeed.


	•  Shareholders have equal voting rights (all members are equally important for the society), making the organization more democratic and harmonious.


	•  Members have limited liability.


	•  Members own and control the business rather than the business being governed by external investors.


	•  Any surplus is spent for the welfare of the members and a portion is kept for reserves as an internal source of finance.


	•  Governments often provide special financial assistance to help co-operatives.






	



	•  It can be difficult to attract potential members/shareholders, as co-operatives are not formed to generate a financial return on investment.


	•  There are limited resources, as the financial strength of co-operatives depends on the capital contributed by their members (membership fees are limited, so they are unable to raise a large amount of finance).


	•  Employees and managers may not be highly motivated, due to the lack of financial rewards and benefits.


	•  As co-operatives are managed by their members only, employees may not have any managerial skills, so inefficiencies can hinder the success of the business.


	•  Although some members have more responsibilities, they still only get one vote, which may be deemed unfair.























Types of non-profit social enterprises (AO3)





	
•  Social enterprises are organizations that generate revenue, but act with community objectives (for the wellbeing of others) at the core of their operations.


	
•  A non-profit social enterprise behaves in a commercial business-like way but does not distribute any profits (financial surplus) to its owners or shareholders. Instead, the organization uses the surplus to pursue its mission or vision.


	
•  Examples of non-profit social enterprises include non-government organizations such as UNICEF, World Vision, BRAC (formerly Bangladesh Rehabilitation Assistance Committee), Save the Children, and the UN’s World Food Programme (WFP).
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Figure 1.1 The UNICEF sign outside the social enterprise’s headquarters in New York








Table 1.7 Advantages and disadvantages of non-profit social enterprises








	Advantages of non-profit social enterprises

	Disadvantages of non-profit social enterprises










	



	•  They are exempt from paying income taxes and corporate taxes.


	•  They qualify for government grants and subsidies.


	•  They exist for the benefit of local communities and societies, such as through fundraising, donations, and humanitarian aid.


	•  As part of government incentives to encourage donors, non-profit social enterprises qualify for tax concessions on their donations.






	



	•  In order to protect the general public, there are restrictions and strict guidelines that must be followed, including on the types of trading activities allowed.


	•  Earnings of workers are often lower, as it would be regarded as unethical if they were paid similar to those in for-profit companies.


	•  They are often reliant on donations and external support in order to survive.


	•  Cost and financial control may not be stringent, as there is no expectation to earn a profit.
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EXPERT TIP


HL candidates must pay attention to this section of the syllabus, as Paper 3 focuses explicitly and exclusively on social enterprises.
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Non-governmental organizations (NGOs)




	
•  A non-governmental organization (NGO) is a type of non-profit social enterprise that is neither part of a government nor a traditional for-profit business, but is instead run by a voluntary group.


	
•  They may be funded by governments, international organizations, charities, commercial businesses, or private individuals.



	
•  NGOs can operate at a local, regional, national or international level, but are not usually affiliated with any government.


	
•  The majority of NGOs are run to promote a social cause, such as human rights, animal rights, environmental protection, disaster relief, or development assistance.


	
•  They exert pressure and influence on governments to support their cause and/or a wide range of global issues.
















1.3 Business objectives








	SL/HL content

	Depth of teaching










	
Vision statement and mission statement


	AO2






	Common business objectives including growth, profit, protecting shareholder value, and ethical objectives

	AO2






	Strategic and tactical objectives

	AO3






	Corporate social responsibility (CSR)

	AO3
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Key terms


A vision statement is an optimistic and inspiring declaration that defines the purpose and values of an organization and where it wants to be in the future.


A mission statement is a clear and concise declaration of an organization’s fundamental purpose – a succinct description of what the organization does, in order to become what it wants to be.
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Vision statement and mission statement (AO2)


Table 1.8 Vision statements and mission statements








	Vision statement

	Mission statement










	



	•  An abstract statement that outlines what the organization ultimately wants to be/do.


	•  Concentrates on the future direction of the organization.


	•  A source of inspiration (driving force) for internal stakeholders.


	•  A statement of the purpose of the organization, in terms of its core values or ideals.


	•  Provides guiding beliefs about how things should be done within the organization.


	•  Informs strategic planning, i.e. where the organization wants to be.


	•  Vision statements don’t change, even as business models adapt over time.


	•  Broad statements.






	



	•  A concrete and practical statement intended to state the purpose and guide the actions of an organization.


	•  A declaration of an organization’s reason for being, i.e. why it exists.


	•  Symbolises an organization’s philosophies, goals and ambitions.


	•  Enables the organization’s stakeholders to understand the desired level of performance.


	•  Incorporates meaningful and measurable criteria, e.g. expectations of growth and profitability.


	•  Describes how an organization will execute its vision, i.e. the tactics that make the vision a reality.


	•  Narrow and specific statements.
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EXPERT TIP


Not all businesses have separate vision and mission statements. For example, Facebook combines its vision and mission as: ‘Facebook’s mission is to give people the power to share and make the world more open and connected’. Amazon’s vision and mission statements are also combined as: ‘To be Earth’s most customer centric company; to build a place where people can come to find and discover anything they might want to buy online’.


[image: ]
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KEY CONCEPT


For an organization of your choice, investigate how the vision or mission statement has influenced change in the organization.
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Common business objectives including growth, profit, protecting shareholder value, and ethical objectives (AO2)




Objectives




	
•  Objectives are the targets an organization is trying to achieve, for example to protect or maximize shareholder value.


	
•  Objectives can be strategic (long term), tactical (medium term) or operational (short term).


	
•  They are often set as SMART goals (specific, measurable, achievable, realistic and time constrained), for example to achieve sales growth of $250m by 2027, or to increase market share by 3 per cent within five years.


	
•  They can give a sense of direction to employees, managers, departments, and the organization as a whole.


	
•  Objectives can define both the purpose and the aspirations of an organization.


	
•  They can be communicated through the organization’s mission statement.
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EXPERT TIP


Objectives are vital for any business organization, so that stakeholders know where it is going, and are able to measure the business’s progress towards its goal. Objectives give departments and the organization a sense of common purpose, making it easier to create a team spirit and co-ordinate the business.
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The common (or generic) business objectives in the IB syllabus are (i) growth, (ii) profit, (iii) protecting shareholder value, and (iv) ethical objectives.







Growth




	
•  Growth refers to an increase in the size of a business, in terms of measures such as sales revenue, number of employees, capital employed, and market share.


	
•  If a firm grows, it should be able to enjoy improved brand awareness, more economies of scale (see Chapter 1.5), increased market power, and it should also earn higher profits.


	
•  A larger business is also better positioned to spread risks, such as being safer from a takeover bid by a competitor (because a larger organization tends to be more expensive to acquire).


	
•  Growth can benefit owners and shareholders in the long term by providing greater profits and dividends.


	
•  Employees and managers can benefit from being offered higher salaries and better job security.











Profit




	
•  Profit is the quantitative difference between a firm’s total sales revenue and its total costs for any given time period, that is to say, profit is the financial surplus that is generated from business activities.


	
•  It is a common business objective for for-profit business organizations.


	
•  Profit is the conventional measure of business success.


	
•  It is used as a source of internal finance for investment purposes and/or paid to the owners (shareholders) of the business.


	
•  Employees and managers may have their remuneration (bonus or reward) linked to the value of profits that the business generates during the year. This can help to motivate workers and managers to meet or exceed performance targets.


	
•  For relatively new businesses, it can take several years before any profit is earned, as it takes time and money to establish a business, its products, and brand. Nevertheless, a business cannot survive in the long term without earning any profit.










Protecting shareholder value




	
•  Shareholders are the owners of companies (privately held and publicly held companies). Directors and senior managers are responsible for protecting the interests of the company’s owners – the shareholders.


	
•  Shareholder value is comprised of two elements: (i) capital gain and (ii) dividends.


	
•  Capital gain on the value of shares means there is a financial gain in the value of the shares that shareholders bought in the business, meaning there is a sustained increase in share price over time.



	
•  The price of a company’s shares will increase if there is higher demand for its shares. This is based on the level of profits that the company is expected to earn in the future.


	
•  Share prices are also dependent on the perceived quality of the senior management team and the strategic plans that directors have in place.


	
•  Confidence in the stock market is also dependent on external influences, such as the outlook for the market, as well as the state of the economy in general.







	
•  Dividends paid on the shares. Dividends are a share of a company’s profits that is distributed to its owners. Shareholders will be interested in the amount of dividends paid each year.



	
•  The company directors need to consider what proportion of any profits earned by the company during the year should be distributed to shareholders.


	
•  Whatever is passed on to shareholders in the form of dividends cannot be used as retained earnings as an internal source of finance to fund investment expenditure.







	
•  In some companies, the dividend payment to shareholders is relatively low, because the focus is on investment and long-term growth. In other businesses, there is more focus on short-term dividend payments to shareholders, who may be highly influential owners of the company.










Ethical objectives




	
•  Ethical objectives are business targets that are based on moral principles of what is deemed to be right. This is shaped by internal factors (such as a firm’s vision or mission statement) and external factors (such as societal norms and expectations).



	
•  Examples of ethical objectives include the fair treatment of workers, protecting the environment through the use of sustainable production techniques, and ensuring that suppliers receive fair and prompt payment.


	
•  There is increasing interest in the ethical behaviour of businesses from many stakeholders. This is largely due to education and the influence of mass media, including social media.


	
•  Pursuing ethical objectives may be well received by the various stakeholders of a business, including customers, employees, suppliers, the local community, and the government.


	
•  Ethical business objectives can help a business to build a more reputable and respected brand. This can, in the long term, lead to increased sales, improved customer loyalty, and higher staff retention, as well as attract more investments.


	
•  However, there are high costs of compliance and implementation. For example, some businesses may choose to pay workers more than the legal minimum wage (an ethical act to safeguard the wellbeing of their employees), but this increases production costs.













Strategic and tactical objectives (AO3)




Strategic objectives




	
•  Strategies are the ways in which an organization intends to achieve its strategic business objectives.


	
•  Strategic objectives are long term, with overall corporate decisions made by the senior management team or executive board.


	
•  Examples of strategic objectives include goals to expand overseas, to change the business’s location, to acquire a competitor firm, or to diversify the product portfolio in order to develop competitive advantages.
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Figure 1.2 The relationship between objectives, strategies, and tactics













Tactical objectives




	
•  Tactics are short-term, smaller-scale or routine decisions about how an organization intends to achieve its business objectives on a day-to-day or routine basis. The responsibility for making these decisions is usually delegated to employees lower down in the hierarchy, to motivate and inspire workers.


	
•  Tactics are concerned with achieving narrowly defined and measurable goals.


	
•  Tactical objectives have specific targets and timelines, enabling managers to assess if or when these targets have been achieved.


	
•  They are used to support firms in achieving the strategic objectives of the organization.














Corporate social responsibility (CSR) (AO3)





	
•  Corporate social responsibility (CSR) refers to the obligation and engagement of a business in committing to behaving ethically and responsibly towards its different stakeholders (see Chapter 1.4).


	
•  Examples of CSR include improving the quality of work life for employees, adopting green technologies to protect the natural environment, and using socially responsible marketing strategies (see Chapter 4.1).


	
•  CSR includes the voluntary actions a business takes that are over and above compliance with minimum legal requirements. This can help to improve its competitiveness and the interests of the wider community.


	
•  CSR is based on what is deemed to be morally correct (or ethical) according to societal norms and values.


	
•  As a business becomes more established and grows, the scale of its operations enlarges. For example, more workers are needed. As a result, organizational objectives and priorities may need to change or evolve.


	
•  The opportunity cost for a large multinational company that does not act ethically is potentially huge, especially when compared to an unknown and small sole trader that operates in a remote town.


	
•  Modern business practice in many countries has shown that CSR plays an important role in determining the market position (see Chapter 4.2) of an organization.


	
•  Attitudes towards CSR can change over time. What was previously considered socially acceptable, such as getting a new plastic bag each time you buy something at the supermarket, may no longer be the case today. Environmental protection was not a major corporate priority until the 1980s.


	
•  Hence, changes in societal norms, expectations, and values mean that organizations may need to review their CSR policies and practices from time to time.
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Key term


Corporate social responsibility (CSR) refers to an organization’s moral or ethical duties to its internal and external stakeholders. Organizations meet their CSR by behaving in a way that positively impacts society as a whole.
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Some of the reasons why businesses engage with corporate social responsibility (CSR) are listed below:




	
•  Media exposure, pressure group action, and educational awareness have all ensured that an increasing number of businesses are actively implementing CSR and pursuing ethical business objectives.


	
•  Setting and pursuing CSR can increase employee motivation and productivity. Businesses might also find it easier to recruit and retain employees because they are regarded as ethical employers.


	
•  CSR can help to reduce negative publicity from the mass news media and pressure groups.


	
•  The growing use of social media makes it easier for the general public to demand transparency and ethical business behaviour.


	
•  Having a good corporate image with customers and a good corporate reputation with the government enables a business to gain competitive advantages. Hence, CSR can be profitable in the long term (the ultimate aim of for-profit organizations).


	
•  Pursuing CSR is a form of self-regulation and ethical business behaviour. This helps to avoid government intervention and unwanted media attention.





However, there can be limitations or drawbacks to pursuing CSR. Some of these impacts are listed below:




	
•  Compliance costs of acting in socially responsible ways and the extra management time required to implement such practices can put the organization at a competitive disadvantage, at least in the short term.



	
•  This can mean lower profits being available to distribute to shareholders (in the form of dividends). This might therefore create some resentment and conflict with investors.


	
•  Furthermore, as competitors are in pursuit of similar socially responsible practices, any unique selling point (USP) might be short lived, which means using CSR to gain competitive advantages is not necessarily sustainable.
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EXPERT TIP


It is incorrect to assume that only non-profit organizations (NPOs) and social enterprises set ethical business objectives such as corporate social responsibility. NPOs may have different objectives because they are not profit seeking. However, for-profit organizations may choose to implement CSR and pursue ethical business objectives for humanitarian and altruistic reasons.
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KEY CONCEPT


Discuss how CSR facilitates businesses to compete in sustainable ways.
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EXPERT TIP


The nature of CSR is further complicated when organizations operate in overseas markets. What is considered socially acceptable in one country might not be in others. For example, Australia and the UK have very strict laws on tobacco advertising, whereas Japan and Greece are far more relaxed about this.
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EXAM PRACTICE QUESTION


Explain the purpose of a vision statement for the employees of an organization.


[2]
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1.4 Stakeholders








	SL/HL content

	Depth of teaching










	Internal and external stakeholders

	AO2






	Conflict between stakeholders


	AO2
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Key word


Stakeholders are individuals, organizations, or groups with a direct interest in the operations and performance of a particular business. They have varying degrees of influence on the organization.
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Internal stakeholders (AO2)




	
•  Employees are the people who work within an organization. They can have a significant influence on the organization, such as through their level of motivation and productivity. Employees seek to improve their remuneration and the terms and conditions of their employment, for example competitive levels of pay, job security, good working conditions, and opportunities for professional advancement.


	
•  Managers and directors are people hired to be in charge of certain departments or operations within an organization. They may aim to maximize profits, improve operational efficiency, and enhance customer relations. They also strive to improve their own conditions of employment and financial rewards, such as bonuses, share options schemes, performance-related pay, and fringe benefits (see Chapter 2.4).


	
•  Shareholders are individuals or organizations who hold shares in a company, thereby owning a part of the business. As part-owners of the company, shareholders have rights to a portion of any profits the business earns (these payments are known as dividends), as well as having voting rights at the company’s Annual General Meeting (AGM) to decide who serves on the company’s board of directors. Shareholders also expect the company to earn an acceptable return on their investment, thereby providing them with shareholder value.
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EXPERT TIP


Shareholders can be classified as internal or external stakeholders. For example, employees and directors may hold shares in the company so are internal stakeholders. However, the general public and other organizations may also own shares in the company, but these stakeholders are external to the business.
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Key words


External stakeholders are not members of a business, but they have a direct stake (interest) in its operations and performance. Examples include customers, suppliers, competitors, the local community, pressure groups, financiers, and the government.


Internal stakeholders are members of the organization, such as employees, managers, directors, and shareholders (the owners of the business).
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EXPERT TIP


Do not confuse the terms ‘shareholders’ and ‘stakeholders’. The latter is a much broader term and includes more than shareholders. All shareholders of a business are stakeholders, but not all stakeholders are shareholders.
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External stakeholders (AO2)




	
•  Customers are the clients of a business. They want value for money – competitive prices that reflect the quality of the goods and services purchased, products that are safe and fit for their purpose, good customer care, and the provision of after-sales support.


	
•  Suppliers provide the goods and support services for other businesses. For example, Coca-Cola supplies supermarkets with carbonated soft drinks. Suppliers are important stakeholders, as they can decide what credit terms or discounts (if any) are offered to the business. They are interested in securing reasonable prices for their goods and services, regular orders, and prompt payment from their business clients.


	
•  Competitors are the rival organizations of a particular business. As external stakeholders, they are interested in the business competing in a fair and honest way. Competitors set their own targets and strategies based on the actions of other businesses in the same industry.


	
•  The local community is interested in businesses acting in a socially responsible way, such as creating job opportunities, protecting the natural environment, and supporting local residents and firms, such as with sponsorship of public events.


	
•  Pressure groups are organizations or groups of people who have a common interest and push for change. They try to influence governments and public opinion in favour of their cause, such as environmental protection, fair trade, animal welfare, or human rights. Therefore, these special interest groups put pressure on businesses to work in socially responsible, ethical, and sustainable ways.


	
•  Financiers are commercial banks and other creditors that provide sources of finance for businesses (see Chapter 3.2). They are external stakeholders interested in the financial wellbeing of a business in terms of its ability to repay debts such as bank loans and mortgages. They can do this by using quantitative techniques such as liquidity (see Chapter 3.7) and investment appraisal (see Chapter 3.8).


	
•  The government is a key external stakeholder of all businesses. It is keen to see that firms operate legally and in a socially responsible way. The government affects businesses directly by its policies, such as the tax system, employment legislation, consumer protection rights, and environmental protection laws.











Conflict between stakeholders (AO2)



As outlined earlier, stakeholder groups have different interests in the activities of a business. In practice, it is difficult to satisfy all stakeholder groups at the same time, all of the time. There may be areas of mutual benefit, but there may also be disagreements or differences in opinions with others. For example, business growth may create jobs, thus generating positive impacts on the local community, such as more choice for consumers. However, business expansion in the local community might also create traffic congestion and cause more pollution, which conflicts with the interests of environmental pressure groups. Other examples of possible conflict between stakeholders’ interests are listed below:




	
•  Owners of the business may be reluctant to pay higher wages to employees as they seek to use the financial surplus to distribute profits instead.


	
•  Directors may want large bonuses, but this may conflict with the desire of shareholders to have higher dividend payouts.


	
•  In general, customers may want lower prices, but shareholders may prefer higher prices as this would generate greater profit margins.


	
•  In the pursuit of efficiency and productivity gains, employers may invest in new machinery, but this may result in redundancies (job losses) for employees.


	
•  Shareholders may demand a greater proportion of profits to be distributed as dividends, yet this leaves less funds for managers to use for marketing, product development, or to improve working conditions for their employees.


	
•  Pressure groups might deem the corporate profits of some large multinational companies to be too high, although the management team would argue the profits are necessary to remain competitive in the future.


	
•  Acting in a socially responsible way, such as reducing and recycling waste, can help a business to please the local community, but this could upset directors and shareholders due to the high costs of compliance and implementation.


	
•  To some extent, stakeholder conflict is likely to always exist, so the varying interests of stakeholders must always be carefully managed.





In order to deal with potential stakeholder conflict, businesses often use stakeholder mapping (see Figure 1.3) as a management tool to determine the key stakeholders. Stakeholder mapping (or stakeholder analysis) involves organizing the various stakeholders of the business into a matrix, based on their degree of power (influence) and their level of interest in the business.
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Figure 1.3 Stakeholder mapping








The stakeholder group(s) with a high degree of power and interest are known as the key stakeholders. Successful businesses strive to fulfil as many of the needs and interests of various stakeholder groups as possible, but give priority to satisfying the needs and interests of their key stakeholder group(s). Due to the complexities of running and managing large businesses, handling potentially conflicting stakeholder interests tends to be simpler in smaller businesses.


Possible methods to handle stakeholder conflicts include the following:




	
•  Using a conciliation service (see Chapter 2.7) to align the conflicting interests of different stakeholder groups.


	
•  Using an arbitrator to assess the conflicting interests, with the stakeholders agreeing to accept the judgement of the independent arbitrator (see Chapter 2.7).



	
•  Hiring public relations (PR) consultants (or using an internal PR team) to communicate with the local community and to keep other stakeholders informed of the positive aspects of the organization’s operations or planned changes.


	
•  Improving communications with the different stakeholder groups, for example keeping stakeholders informed of new developments and communicating the rationale for change.


	
•  Using financial rewards linked to employee productivity gains. This helps to motivate workers to perform more effectively, thereby enabling the business to earn more profits. Shareholder value is also improved, as higher profits should lead to higher dividend payments and increased share prices.


	
•  Ensuring wider representation of stakeholders in the decision-making process, for example the involvement of a trade union representative in strategic decision making, or including an employee representative at the board of directors’ meetings.





In resolving conflict, the outcome of negotiations is largely influenced by the relative bargaining power of the various stakeholder groups. For example, employees who are backed by powerful labour unions may be in a better position to secure improved terms and conditions of employment. International pressure groups, such as Greenpeace and Friends of the Earth, can exert huge pressure on businesses, because they have greater backing from the general public and media.


However, it is possible to meet the potentially conflicting interests of different stakeholder groups. For example, offering competitive financial rewards and improved terms and conditions of employment for all workers can result in a highly motivated, loyal, and productive workforce. This leads to lower staff turnover (see Chapter 2.4) and greater output. It can also result in an improved corporate image, thereby helping with the organization’s marketing and recruitment. By contrast, not managing conflict effectively, such as conflicts between management and the workforce, can lead to industrial action (see Chapter 2.7). Ultimately, resolving potential conflicts between stakeholders leads to improved efficiency and higher profits.
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EXPERT TIP


While different stakeholder groups have different objectives, some stakeholders belong to multiple groups. For example, managers are employees of the organization and might also be shareholders of the company. Hence, stakeholder analysis is a difficult balancing act of trying to meet the potentially conflicting interests of different stakeholder groups.
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EXAM PRACTICE QUESTION


In November 2022, Twitter announced that half of its global workforce of 7,500 employees would be losing their jobs. The move came shortly after Twitter was taken over by Elon Musk, CEO of Tesla and SpaceX. Musk admitted that Twitter was losing over $4 million per day, so mass redundancies were necessary due to the loss in advertising revenues on the social media platform. Advertising accounts for 90 per cent of Twitter’s revenues. Analysts suggested the move would reduce the return on investment for Twitter’s shareholders, at least in the short run. Musk had purchased Twitter for $44 billion, a price which was far higher than Twitter’s valuation at the time.




	
a  Identify two stakeholders of Twitter.

[2]




	
b  Explain two conflicts following Twitter’s decision to reduce its global workforce.

[4]
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KEY CONCEPT


Discuss the importance of ethics for various stakeholder groups in an organization of your choice.
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1.5 Growth and evolution
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	Internal and external economies and diseconomies of scale
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	AO3






	Reasons for businesses to stay small

	AO3






	External growth methods: mergers and acquisitions (M&As), takeovers, joint ventures, strategic alliances, and franchising

	AO3
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Internal and external economies and diseconomies of scale (AO2)




	
•  Economies of scale are the cost-saving benefits of operating on a large scale, i.e. the reduction in unit costs of production as an organization grows.


	
•  By contrast, diseconomies of scale arise when the cost per unit of output increases due to the organization being too large and inefficient, for example problems with communication and co-ordination.
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Figure 1.4 Economies and diseconomies of scale










	
•  Internal economies of scale are created and enjoyed within an organization when it operates on a larger scale. Examples include:



	
•  Financial economies. Larger firms can obtain finance more easily and at lower interest costs due to their relatively lower risk.


	
•  Managerial economies. Larger organizations can afford greater numbers of specialized managers, thereby boosting productivity and output.


	
•  Production economies. Fixed costs of production are spread out over a larger volume of output, thereby reducing the average fixed costs of production.


	
•  Marketing economies. Marketing costs per unit fall when sales volume grows, as the larger firm can market its entire product range.


	
•  Purchasing economies. Buying larger quantities of raw materials, components and stock, thereby reducing the organization’s average costs.







	
•  External economies of scale arise from having specialized back-up services available in a particular region where firms are located. For example, Silicon Valley in California, USA, is home to many of the best-known high-tech companies.


	
•  Diseconomies of scale occur when an organization becomes too large to manage effectively, so its unit costs begin to increase. For example, if a firm increases its factor inputs by 50 per cent, but the subsequent output only increases by 20 per cent, then it experiences higher average costs of production.


	
•  Internal diseconomies of scale are caused by problems of co-ordination, control, and communication within a firm. For example:



	
•  As firms get larger, managers find it more difficult to co-ordinate, control, and communicate with a larger workforce, resulting in higher costs per unit of output.


	
•  When fixed costs increase, for example through the purchase of additional premises as a firm grows. This substantially increases its average costs of production if output is unable to increase by at least the same proportion.








	
•  External diseconomies of scale affect all firms in an industry, resulting in higher per unit costs. Examples include:



	
•  Traffic congestion causing delays and therefore causing costs to increase.


	
•  Higher costs of rent due to the high demand for firms locating in a particularly popular area.


	
•  Labour shortages in a certain location, thereby leading to higher labour costs.
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Key terms


Internal economies of scale refer to the fall in unit costs of production for a single organization as it grows and evolves, for example managerial and financial economies of scale.


External economies of scale refer to the fall in unit costs of production for all organizations in an industry as it experiences growth and evolution.
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EXPERT TIP


Students often state that costs of production will fall as a firm increases the scale of its operations. This is not quite accurate – clearly it is cheaper to produce 1,000 cans of Coca-Cola than it is to produce 500,000 cans! However, it is cheaper to produce each can of Coca-Cola on a larger scale; in other words, economies of scale reduce the average costs of production.
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EXAM PRACTICE QUESTION


Candy’s Candies has monthly fixed costs of $4,800 and variable costs of $1.50 per unit. Demand for its candies is 4,000 units each month. The average unit price is $4.




	
a  Distinguish between internal and external economies of scale.

[4]




	
b  Calculate the average cost for Candy’s Candies each month.

[2]




	
c  Calculate the profit made by Candy’s Candies each month.

;[2]
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EXPERT TIP


Candidates need to demonstrate that they clearly understand the distinction between internal economies of scale (which relate to a specific firm) and external economies of scale (which relate to the whole industry).
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The difference between internal and external growth (AO2)




	
•  Internal growth (also known as organic growth) occurs when an organization expands using its own resources, without involving other organizations. For example, a business can grow internally by using Ansoff’s growth matrix strategies (see the Business management toolkit section), such as market penetration and product development.


	
•  External growth (also known as inorganic growth) occurs when a business relies on third-party organizations for growth. Examples of such methods include mergers, acquisitions, takeovers, and franchising.


	
•  Key indicators of growth include an increase in an organization’s sales revenue, its market share (see Chapter 4.1), and the number of employees hired.





Table 1.9 Differences between internal and external growth








	External growth






	



	•  External growth is usually the quickest method of growth.


	•  Ordinarily, it requires external sources of finance (see Chapter 3.2).


	•  It often results in the dilution of ownership and control.


	•  It is far more bureaucratic, especially with mergers and acquisitions (M&As) and takeovers.


	•  It involves more financial risk.


	•  In the case of M&As, external growth reduces or eliminates competition.











	
Internal growth







	



	•  The brand identity and corporate culture can be maintained.


	•  It is less risky, especially if financed by retained profits (see Chapter 3.2).


	•  Higher levels of production mean the business can benefit from internal economies of scale (lower average costs), whereas external growth can create diseconomies of scale, especially if there is a culture clash.



















Reasons for businesses to grow (AO3)


The following list includes some of the reasons why businesses may want to grow (the merits of being a larger organization):




	
•  Larger firms benefit from economies of scale, so may be able to offer lower prices, yet offer greater choice to customers.


	
•  Greater access to financial resources; having more capital than their rivals means that larger businesses have scope for further growth.


	
•  They can attract better-skilled staff as they can offer better career development and remuneration packages.


	
•  Customers tend to be attracted to larger, well-known brand names as they recognize and trust these businesses more than smaller, unknown brands.


	
•  Large firms are less likely to fail so represent lower risk for owners, investors, and financiers. Small firms are more vulnerable during an economic recession.


	
•  The above advantages combine to give larger businesses a competitive edge over their smaller rivals.
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