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The IB Diploma Programme course books are
resource materials designed to support students
throughout their two-year Diploma Programme
course of study in a particular subject. They will
help students gain an understanding of what

is expected from the study of an IB Diploma
Programme subject while presenting content in a
way that illustrates the purpose and aims of the IB.
They reflect the philosophy and approach of the
IB and encourage a deep understanding of each
subject by making connections to wider issues and
providing opportunities for critical thinking.

The books mirror the IB philosophy of viewing the
curriculum in terms of a whole-course approach;
the use of a wide range of resources, international
mindedness, the IB learner profile and the 1B
Diploma Programme core requirements, theory

of knowledge, the extended essay, and creativity,
action, service (CAS).

Each book can be used in conjunction with other
materials and indeed, students of the IB are
required and encouraged to draw conclusions from
a variety of resources. Suggestions for additional
and further reading are given in each book

and suggestions for how to extend research are
provided.

In addition, the course companions provide advice
and guidance on the specific course assessment
requirements and on academic honesty protocol.
They are distinctive and authoritative without
being prescriptive.

The International Baccalaureate aims to develop
inquiring, knowledgeable and caring young people
who help to create a better and more peaceful
world through intercultural understanding and
respect.

To this end the organization works with schools,
governments and international organizations to
develop challenging programmes of international
education and rigorous assessment.

These programmes encourage students across the
world to become active, compassionate and lifelong
learners who understand that other people, with
their differences, can also be right.

The aim of all IB programmes to develop
internationally minded people who work to create
a better and more peaceful world. The aim of the
programme is to develop this person through ten
learner attributes, as described below.

Inquirers: They develop their natural curiosity.
They acquire the skills necessary to conduct
inquiry and research and snow independence in
learning. They actively enjoy learning and this love
of learning will be sustained throughout their lives.

Knowledgeable: They explore concepts, ideas,
and issues that have local and global significance.
In so doing, they acquire in-depth knowledge and
develop understanding across a broad and balanced
range of disciplines.

Thinkers: They exercise initiative in applying
thinking skills critically and creatively to recognize
and approach complex problems, and make
reasoned, ethical decisions.

Communicators: They understand and express
ideas and information confidently and creatively in
more than one language and in a variety of modes
of communication. They work effectively and
willingly in collaboration with others.

Principled: They act with integrity and honesty,
with a strong sense of fairness, justice and respect
for the dignity of the individual, groups and
communities. They take responsibility for their
own action and the consequences that accompany
them.

Open-minded: They understand and appreciate
their own cultures and personal histories, and are
open to the perspectives, values and traditions

of other individuals and communities. They are
accustomed to seeking and evaluating a range of
points of view, and are willing to grow from the
experience.

Caring: They show empathy, compassion and
respect towards the needs and feelings of others.
They have a personal commitment to service, and
to act to make a positive difference to the lives of
others and to the environment.

Risk-takers: They approach unfamiliar situations
and uncertainty with courage and forethought,
and have the independence of spirit to explore
new roles, ideas, and strategies. They are brave and
articulate in defending their beliefs.



Balanced: They understand the importance of
intellectual, physical and emotional ballance to
achieve personal well-being for themselves and
others.

Reflective: They give thoughtful consideration
to their own learning and experience. They are
able to assess and understand their strengths and
limitations in order to support their learning and
personal development.

It is of vital importance to acknowledge and
appropriately credit the owners of information
when that information is used in your work.
After all, owners of ideas (intellectual property)
have property rights. To have an authentic piece
of work, it must be based on your individual

and original ideas with the work of others fully
acknowledged. Therefore, all assignments, written
or oral, completed for assessment must use your
own language and expression. Where sources are
used or referred to, whether in the form of direct
quotation or paraphrase, such sources must be
appropriately acknowledged.

How do | acknowledge the work of others?

The way that you acknowledge that you have used
the ideas of other people is through the use of
footnotes and bibliographies.

Footnotes (placed at the bottom of a page) or
endnotes (placed at the end of a document) are

to be provided when you quote or paraphrase
from another document, or closely summarize the
information provided in another document. You
do not need to provide a footnote for information
that is part of a ‘body of knowledge’. That is,
definitions do not need to be footnoted as they are
part of the assumed knowledge.

Bibliographies should include a formal list of the
resources that you used in your work. ‘Formal’
means that you should use one of the several
accepted forms of presentation. This usually
involves separating the resources that you use
into different categories (e.g. books, magazines,
newspaper articles, internet-based resources, Cds
and works of art) and providing full information
as to how a reader or viewer of your work can
find the same information. A bibliography is
compulsory in the Extended Essay.

What constitutes malpractice?

Malpractice is behaviour that results in, or may
result in, you or any student gaining an unfair
advantage in one or more assessment component.
Malpractice includes plagiarism and collusion.

Plagiarism is defined as the representation of the
ideas or work of another person as your own. The
following are some of the ways to avoid plagiarism:

words and ideas of another person to support
one’s arguments must be acknowledged

passages that are quoted verbatim must
be enclosed within quotation marks and
acknowledged

CD-Roms, email messages, web sites on the
Internet and any other electronic media must
be treated in the same way as books and
journals

the sources of all photographs, maps,
illustrations, computer programs, data, graphs,
audio-visual and similar material must be
acknowledged if they are not your own work

works of art, whether music, film dance,
theatre arts or visual arts and where the
creative use of a part of a work takes place, the
original artist must be acknowledged.

Collusion is defined as supporting malpractice by
another student. This includes:

allowing your work to be copied or submitted
for assessment by another student

duplicating work for different assessment
components and/or diploma requirements.

Other forms of malpractice include any action
that gives you an unfair advantage or affects the
results of another student. Examples include,
taking unauthorized material into an examination
room, misconduct during an examination and
falsifying a CAS record.
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This book is a companion for students of Business
Management in the International Baccalaureate
Diploma Programme. IB Business Management

is a component of an exciting education that
seeks to “develop inquiring, knowledgeable and
caring young people who help to create a better
and more peaceful world through intercultural
understanding and respect.”

During the two years of your IB Diploma Programme
Business Management Course you will study a
diverse range of business organizations, allowing

you to develop a robust understanding of the core
principles of modern business activity, as well as the
skills needed to manage businesses successfully.

The structure of our book is closely based on the
programme in the Subject Guide and covers both
Standard and Higher Level material. As well as
covering all the syllabus content, this book aims

to capture the spirit of the IB learner profile (see

page iii), allowing you to make links to your other
subjects, to TOK, and to the wider world. Throughout
the book, you will find the following features:

Contexts and concepts

Contexts and concepts are essential features of
the Diploma Programme Business Management
course. By considering concepts and contexts, as
well as content (lots of ‘c’s!), you should develop a
wide-reaching, holistic understanding of business
management and its place in the world.

Contexts are the case studies and examples that
you will encounter throughout your course - in
this book, in other resources, and in your own
research. By looking at these examples, you will
find real-world context for the ideas and principles
you learn about. You are encouraged to analyse
and evaluate these examples, and think carefully
about the issues they raise.

The Subject Guide has identified six key concepts
which underpin all of the content in the course.
They are:

change

culture

ethics

globalization

innovation

strategy

Throughout this book, we have aimed to integrate
all six concepts. Sometimes, this is simply as part
of the discussion of the content, but we have also
included some extra ‘concept boxes” which identify
additional links to the concepts and suggest
research and activities for you to take forward in
class or as part of your assessment. These are just
some of our thoughts — the concepts can be applied
to all areas of the course and you should keep
them in mind from the very beginning.

Student workpoints

These activities encourage you to reflect on

what you've learned and apply new skills. Many
encourage you to do your own research, which
can be a great opportunity to find new case studies
which you could use in assessment.

Exam practice

Throughout the book, you'll find exam and
exam-style questions to help you prepare for

your assessment. Many of these follow on from
case studies, encouraging you to think critically
about solutions to real-world problems. We’ve also
included dedicated chapters on the examination
and the internal assessment.

Theory of knowledge

We’ve included lots of links to TOK in the book
and encourage you to find more! In common
with the other subjects in its group, Business
Management is concerned with the activities and
attitudes of individuals and societies, and the
relationships between them

We hope that this book is useful to you in your
studies. The authors, as well as being experts in IB
Business Management, are truly international, and
have tried to reflect this in the examples and case
studies used. It is not expected that this book will
be your only resource. The business world is ever-
changing and the more research you do, the more
case studies you find, and the more questions you
ask, the more you will get out of this course.

We wish you the best of luck in your studies and
assessment!



BUSINESS ORGANIZATION
AND ENVIRONMENT
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1.1 An introduction to business management
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By the end of this chapter, you should be able to:

=> Explain the role of businesses in combining human, physical and
financial resources to create goods and services

-» Understand the main business functions and their roles (human
resources, finance and accounts, marketing, and operations]

=> Define primary, secondary, tertiary and quaternary sectors

=> Outline the nature of business activity in each sector and the impact
of sectoral change on business activity

-> Explain the role of entrepreneurship (and entrepreneur) and
intrapreneurship (and intrapreneur] in overall business activity

=> Identify reasons for starting up a business or an enterprise

=> Outline common steps in the process of starting up a business or an
enterprise

=> Examine problems that a new business or enterprise may face

=> Outline the elements of a business plan

The role of business

A business aims to meet the needs and wants of individuals or
organizations through any of the following activities:

e producing crops or extracting raw materials from the earth
e creating a product
e providing a service.

Some businesses focus on one activity. A business may grow olives or
manufacture transistors. Other businesses engage in multiple activities.
A farm that grows olives may convert the olives into olive oil for sale
under its own label. Sometimes a business will cluster several related
activities or sometimes even engage in activities that are generally
distinct. Regardless, a business inputs resources and processes them to
generate the desired output. In this fashion, the business adds value
(sometimes referred to as “added value”) to the inputs and is rewarded
for doing so either by gaining revenue (sales) for satisfying what is
wanted or by gaining recognition for satisfying what is needed.

Many activities or organizations that most people would not consider
“a business” nonetheless operate under many business principles. All
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organizations must have human, physical, and financial resources. Thus,
many religious organizations (churches, mosques, synagogues, etc.),
charities, and other types of organizations such as clubs are in a certain
sense a business. Needs and wants are different: to live we all need the
basics — food and water, clothing and shelter - and many businesses
provide for our needs. Other businesses provide for our wants. Religious
organizations, charities, clubs, etc. all provide services or products that
people need or want and in that sense they are businesses.

1 Business organisationand
environment

Business activity can be summarized in the flow chart shown in

Figure 1.1.1.
( human J

goods j
[ physical J

»[ production

‘ financial

services j

Resource inputs Processes to add value Product outputs

\
[ enterprise J

Figure 1.1.1. Summary of business activity

The resource inputs can be categorized as follows:

e Human - the right quality and quantity of people required to make
the product or provide the service. All businesses, even highly
automated ones, still require human input - even if only one person.
Others require many individuals, often with different skill sets.

o Physical - the right quality and quantity of materials, machinery,
and land space required to make the product or service. Even
Internet businesses require some office space and a computer.

e Financial - the right quality and quantity of cash and other forms of
money required to make the product or service.

e Enterprise - the least tangible input but crucially important for
business. It is the business idea and the will to see the other elements
become a functioning and, ideally, thriving business. Enterprise is
sometimes referred to as “entrepreneurship”, which today often
has the connotation of high-tech and cutting-edge businesses:
computers, telephones, social media. Enterprise, though, exists in
all types of business, including the everyday (lawn-mowing services,
institutional laundry services, brick manufacturing, etc.)
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Production processes can take many forms:

e Capital intensive processes use a large proportion of land or
machinery relative to other inputs, especially labour. Sometimes the
land or machinery may have proprietary or special qualities (land
rich in a resource or specialized equipment with unique features), or
the land and the machinery simply cost a great deal due to the scale
of the operation (an automobile factory, for example).

¢ Labour-intensive processes use a large proportion of labour relative
to other inputs, especially in relation to land or machinery. Labour-
intensive operations may involve fairly low-skilled workers but can
also involve highly skilled employees.

Product outputs can be categorized as follows:

e Goods - these are tangible products that we can physically take
home. They might include items produced in the primary sector,
such as agricultural products or other items extracted from the
environment, or they might include items made in the secondary
(manufacturing) sector, such as an iPad or a car.

e Services — these are intangible and the buyer does not physically
take them home. They include, for example, a karate class, a medical
examination, and the international delivery of a package. Retail sales
are a service: the retailers provides the service of having an array of
products for consumers to purchase.

Business functions

All businesses, from small start-ups to huge conglomerates, are organized on
the same lines, by function — what is to be done. There are four key functions:

¢ human resources (HR)
e marketing
e finance and accounts

e operations management or production

Finance

Business

Marketing e and
organization
accounts
: Finance
: Business
Marketing <ci o and
organization
accounts
Operations
Operations #
Asmall business Alarge business

Figure 1.1.2. Business functions in a small business and a large business
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The only difference between the two types of business is that the owner
or owners of a smaller business have to deal with these functions
themselves and a larger business can afford to hire specialized
managers to do the same jobs organized in separate departments.

environment

The role of business departments

In larger businesses these managers will focus on their function and in
doing so help the business achieve its overall objectives. Some examples
are set out below.

1 Business organisationand

Table 1.1.1. Business functions

Function Role

HR Ensuring that appropriate people are employed
to make the product or service and that the
people are suitably rewarded for doing so. To
accomplish these goals, the HR department
must recruit people, train them, at times
dismiss them, and determine appropriate
compensation.

Finance and accounts Ensuring that appropriate funds are made
available to make the product or service. To
accomplish this goal, the finance and accounts
department must forecastrequirements, keep
accurate records, procure financial resources
from various providers, and ensure proper
payment for goods and services acquired to
operate the business.

Marketing Ensuring that the business offers a product or
service thatis desired by a sufficient number of
people or businesses for profitable operations.
To accomplish this goal, the marketing
department must use appropriate strategies

to promote, price, package, and distribute the
product or service.

Operations managementor | Ensuring that appropriate processes are used
production in order to make the product or service and
that the product or service is of the desired
quality. To accomplish this goal, the operations
management or production department

must control the quantity and flow of stock,
determine appropriate methods of production,
and, in today’s competitive world, look for
ways to produce the good or service more
efficiently.

All these functions are interdependent. For example, if the marketing
department determines that a product needs to be made differently
as a result of changes in consumer taste, the operations management
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or production function must redesign its processes, at least to some
degree. That redesign may require financial resources, which the finance
department must procure. The redesign may influence the number

and type of people working in the business, which would have to be
coordinated with the HR function.

(=3
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£
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R
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The character of the interdependence can change over time. Initially,
businesses typically focus on survival, with HR, finance and accounts,
marketing, and operations management or production all geared
toward that end. Once a business is established in the marketplace, its
priorities may change. For example, a business may plan to diversify
(produce other goods or services), which places new requirements on
each of the four business departments. If a business is very successful,
then growth and even control of the market might become a priority,
which could require significant modifications to the different business
departments.

The strength of a particular business depends upon how successfully
aligned the four functions are. Is the business producing a desired good
or service for the market it aims at? Are the right people producing the
good or service, and are those people rewarded appropriately (financially
and non-financially)? Small businesses often have an advantage in that
they can respond quickly to changes in the marketplace. On the other
hand, large businesses generally have greater resources, wider reach, and
more name recognition. However, even a business dominating a market
must remain vigilant. Large businesses, when they become complacent,
can fail.

Kodak

For most of the 20th century, Kodak dominated
the US photographic film market. However,
because of the introduction of digital
photography (the technology for which Kodak
itself actually developed], the business began
to see sales of its photographic film decline.
By the late 1990s, the company was starting
to struggle financially. The last year in which
the company made a profit was 2007 and in
2012 Kodak filed for bankruptcy. Since then,
the company has made several attempts to
revitalize the business through redirection

of operations and sale of assets. Although

the business emerged from bankruptcy in
September 2013, its health prospects forthe
future are uncertain.

Kodak's early camaras made home photography possible for
many people. The company continues to dominate the market
throughoutmuch of the 20th century.
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Sectors of business activity

Business activity takes place in a number of different areas: in the
local community, in a country, or even within the global community.
Traditionally, economists have grouped business activity into different
sectors, as set out in Table 1.1.2.

1 Business organisationand
environment

Table 1.1.2. Sectors of business activity

All raw materials are acquired in the primary sector. This can be by extraction, mining,
farming, fishing, hunting, or even trapping. Today, because of the scarce nature of many
resources in the primary sector or because of the potential to damage fragile environments,
governments closely monitor activities in the primary sector.

Primary

In the secondary sector raw materials are processed, usually by manufacturing. Goods

from the secondary sector can take many forms, such as consumer durables, non-durable
consumer goods, and capital goods. For most of the 19th and 20th centuries, much
Secondary | secondary sectorproduction occurred in what are referred to today as “developed countries”.
Since the 1970s, however, manufacturers in developed countries have been facing increasing
competition from manufacturing firms located in “developing nations” and “emerging
markets”.

Goods

All services are provided in the tertiary sector, sometimes using manufactured products.
These services can be financial, leisure, healthcare, education, transport, security, and many
others. As manufacturing (the secondary sector] has shifted to developing countries, the
tertiary sector has grown in importance in developed countries. Services such as banking,
insurance, transportation, retail and wholesale, and consultancy have become especially
important.

Tertiary

Services

This sector, a subgroup of the tertiary sector, provides services thatare especially focused
on knowledge. Generally speaking, various types of e-services and those involving IT,
Quaternary the media, and web-based services are considered quaternary. This sector is typical of
“post-industrial” economies and, thus, many businesses in the developed world engage in
quaternary activities.

These sectors are typically linked in what is referred to as the
production chain or chain of production. A chain of production

is the steps through the different sectors that must be made to turn

raw materials into a consumer good that is marketed. For example,
many types of raw material (metals, rubber, materials to make plastic
and glass, etc.) are extracted (primary sector) and processed into the
materials (secondary sector) that automobile parts manufacturers

and automobile manufacturers turn into automobile parts (secondary
sector). The automobile parts are then used on an assembly line to make
automobiles (secondary sector). The cars are shipped (tertiary sector)

to automobile dealerships, which sell the cars to consumers (tertiary
sector). Automobile dealers also typically provide after-sale service (oil
changes, tune-ups, and even major repairs), also in the tertiary sector.
Sometimes, before consumers purchase cars, they read magazine or
online reports about automobile features and service records. Sometimes
this information is free and provided by the government, but in other
cases this type of information is produced by for-profit companies that
sell information. This type of business is in the quaternary sector.
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Student workpoint 1.1

Be a thinker

Think of some everyday products that you use and imagine their
production chain. Consider:

e a cherry pie you purchase
e a skateboard
e a cellphone.

What primary, secondary, tertiary, and quaternary business are
involved in the production, distribution, and marketing of these
products?

As businesses grow, they often acquire other businesses. Sometimes

this is “horizontal” growth, which refers to a business acquiring or
merging with another business engaged in more or less the same activity,
for example, when two airlines merge or when one chain of grocery
stores purchases another. When horizontal integration occurs, the new
business (the combination of the two that merged or were involved in
the acquisition) will have increased market share.

At other times, businesses grow “vertically” by acquiring other businesses
involved in earlier or later stages in the chain of production or by
beginning operations in an earlier stage through internal growth. If the
activity of the business acquired or entered is earlier in the chain, such

as a lumber company purchasing forest reserves to harvest its own trees,
this process is called backwards vertical integration. When a business
purchases another business or enters another business, the process is
called forward vertical integration. For example, a farm producing
organic crops and meats might open a retail store or a restaurant that sells
the organic food and meats produced on the farm.

Horizontal integration is usually intended to increase market share and
market power and to take advantage of economies of scale. Vertical
integration occurs for varied reasons:

e Lowering transaction costs — transactions between businesses
typically have transaction costs. These are eliminated.

e Ensuring reliable supply —if the vertical integration is backward (or
“upstream”), the upstream stage can treat the “downstream” stage as
a preferred customer in terms of quantity, availability, and price.

¢ Avoiding government regulation - such as price controls, taxes, or
explicit regulation of various stages through integration.

e Increasing market power — if integration is successful (that is, if it lowers
costs), the business has greater flexibility in setting its prices to others
and can use various pricing strategies to increase its market power.

e Eliminating or weakening the market power of other businesses.!

! Carlton, Dennis W., and Perloff, Jeffrey M. 2005, Modern Industrial Organization, 4th ed.
Addison-Wesley, Boston, MA
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BUSINESS ORGANIZATION AND ENVIRONMENT

Common to all these purposes is the aim of becoming more profitable.
Not always does vertical (or horizontal) integration lead to greater
profits, as it can introduce proportionally greater complexity (costs)
than savings. Also, the profitability of integration can change over time:
sometimes a business will integrate vertically only to divest upstream
and downstream stages at another time.

1 Business organisationand
environment

backwards

vertical

]

primary
- integration -
secondary
tertiary

forwards

vertical

quaternary

Figure 1.1.3. Business sectors and types of integration

Sectoral change

The size of each sector of the economy may change because, just as 2

i ; i sk L TOK discussion (
individuals or businesses grow and develop, so too will countries.

Economists usually measure the size of each sector in terms of the Are business sectors “imeless™?

number of people employed by the industries in that sector. The

traditional pattern is set out in Figure 1.1.4. Havethey always ousted; or

are they specific to certain
Closely related to changing economies are what some scholars have historic periods?

termed “social technologies”. The more advanced a sector is, the more
complex are the needed social contexts for businesses to thrive. Thus,
whereas raw material extraction is often possible with relatively few
skilled workers and large numbers of low-skilled workers, the quaternary
sector relies both on highly skilled workers (producers and managers of
information) and consumers - people and businesses that want and have
the ability to make use of advanced information. Thus, more developed
economies typically see social technologies and economies advance in
tandem: as the economy develops, social technologies improve; as social
technologies improve, economies develop.

Developments are not, however, linear. Technological innovation in one
area (for example computerized word processors) and its related workers
(individuals knowledgeable about operating word processors) can

make other technologies and occupations obsolete, such as typewriters
and typists. Thus, while some occupations become obsolete, new ones
emerge (which are often perceived as “high skill”).
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Businesses that can anticipate or adapt to the changing environment can
do well, even in industries that are perceived as “in decline”. In general,
developed economies have moved away from the primary sector. In
both Canada and Australia, however, two primary sector industries have
done remarkably well: organic farming in Canada and wine production
in Australia. Another example is Germany: as one of the most developed
economies of the world, it has a strong quaternary sector. However,
German businesses have retained two of its long-standing strengths:
high-quality engineering and a strong secondary sector.

The process of shifting from one proportional weighting of sectors in an
economy to a different weighting (shifting from an economy based on the
primary sector to an economy based on the secondary sector, for example)
can produce strains on resources, such as human resources. Secondary
sector businesses may require specialist skills that may be in short supply.
Financial resources, too, will be diverted from one sector to another.
Finally, an economy mostly based in the tertiary or quaternary sectors will
require fewer physical resources (as these will not be needed as much in
the production of intangible services as for tangible goods). Other strains
can occur as well. As an economy shifts to the secondary sector, legislation
and other protections against environmental damage are often weak, and
manufacturing firms in developing countries often do more damage to the
environment than manufacturing in developed economies.

Entrepreneurship and intrapreneurship

Both entrepreneurs and intrapreneurs are vital to business activity

as they provide the impetus for innovative products and new business
opportunities. Entrepreneurs are typically self-employed (or were central
to the start-up of a business for which they work). Intrepreneurs are
employed by large organizations and develop new products or services
for the benefit of their employers (which usually benefit them, the
intrapreneurs, as well). Both entrepreneurs and intrapreneurs must
balance the risk of failure against the likelihood of success for new
business ventures. They are both types of people who want to create a
start-up, either for a new product or for a whole new business.

Innovation is central to what entrepreneurs and intrapreneurs do. This
typically comes in one of three forms?:

e market reading: observing customers and competitors and then
making small changes to existing products

e need seeking: communicating with current and potential customers
to determine their needs

e technology driving: investing in research and development and
following opportunities offered by technological capabilities.

Sometimes people imagine that “innovation” always involves new
technologies (computers, telephones, electronics, etc.), but need-seeking
innovation often occurs simply because someone understands that a
need exists for otherwise ordinary products or services. For example, in

Less developed
(low income) economies

B primary
B secondary

| tertiary

B quaterary

Developing
(middle income) economies

prirmary

secondary

m

tertiary

quaterary

Developed
(high income) economies

M primary
B secondary

! tertiary

B quaterary

2 Robert M. Price, “Infusing Innovation into Corporate Culture,” Organizational Dynamics (2007),
vol. 36, issue 3, pages 320-328.

Figure 1.1.4. Size of sectors

Entrepreneur

an individual who demonstrates
enterprise and initiative in order
tomake a profit.

Intrapreneur

an individual employed by

a large organization who
demonstrates entrepreneurial
thinking in the development of
new products or services
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BUSINESS ORGANIZATION AND ENVIRONMENT

the United States social changes and changes in homeowning patterns
in the last 30 years have increased the demand for lawn and garden
services. Although some innovations have occurred in the equipment
and the processes involved, mostly the demand has been met by an
increase in the number of workers providing these services. Some
entrepreneurs who understood these social changes successfully built
large, profitable businesses in this industry.

environment

1 Business organisationand

Other social changes have prompted other industries. As the percentage of
women in the workforce increased in the United States, for example, one
new business emerged: the dog-walking business. Now that fewer women
are home all or most of the day, the family pet often has nine or ten hours
alone in the house. Some businesses go to the homes in which both partners
work and, for a fee, take the family pet on a 30-minute walk in the middle
of the day. Dog-walking services are now common in many US cities.

Professional dog-walkers have
made the most of changes to
families’ working habits

Reasons for starting up a business

People start business for many reasons, as summarized in Table 1.1.3.

Table 1.1.3. Reasons to start up a business

Working for someone else means that you do notgetto keep all the rewards yourself. Alithough some
criticize this aspect of capitalism, one central element is that those who put their capital atrisk (the
Rewards business owners] get the rewards, whereas those who do not put their capital at risk ([employees)
receive wages or salaries thatare typically less than the return on capital is to the owners. Many
millionaires own “boring” small businesses.

Working for yourself means that you are your own boss and not following someone else’s rules.
Individuals with an entrepreneurial spirit sometimes feel constrained by bosses, policies, and
procedures in large organizations. Starting your own business means that you can set and change the
policies and procedures as you see fit.

Independence

Sometimes businesses are started by individuals whose positions were made redundant or who could

Necessit : ; ; ; ; ;
Y not find work. The necessity of having an income led them to starting a small business.

Some people just wantto see whether they can “make it” themselves. Starting a small business typically
requires one person to perform all functions of the business [HR, marketing, accounts and finance, and
operations management or production). Over time, if the business is a success, the business ownerthen
has to learn new skills as his or her role changes to accommodate a larger and more complex operation.

Challenge

Many interesting businesses are set up by people with a passion for something who want to just keep
doing what they enjoy doing. The business producing Hawaiian Tropic suntan lotion was begunby a
Interest high-school chemistry teacher who liked spending time at the beach. Many specialty shops — guitar
stores, lamp stores, ballet clothing stores, rare books stores, and many others — allow their owners to
work in an area for which they have a passion.

Businesses may see or find an untapped opportunity in order to achieve “first moveradvantage”.
Sometimes businesses, large or small, stumble into opportunities for which they were not looking. The idea
of Post-its®, one of the most successful products of the 3-M Corporation and which revolutionized interoffice
communications, was stumbled across by accident by Dr Spender Silver, a scientist working at 3-M.

Finding a gap

If you really believe in something, you may want to sell the idea to others. Yoga studios, for example,
Sharing an are typically owned by people who themselves do yoga and want to spread the idea that yoga

idea enhances quality of life. Marketing the idea helps their business, but often the original motivation to
open a yoga studio is to spread the idea.

10
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The process of starting up a business

The time it takes to register a business might vary, for example, from

15 minutes in Singapore to up to 4 weeks in Argentina. Two features are
common to all successful start-ups:
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e the business idea

¢ planning.

The business idea refers to the fundamental activity that the business will do,
whether it is something basic, such as a house-cleaning service, or something
more sophisticated, for example manufacturing. The business idea can be
market-driven — that is, determined by the needs of the market or product —
or service-driven, which means that in some sense the entrepreneur

or business must convince others that the product or service is worth
purchasing. Regardless of whether the new business is basic or sophisticated,
market- or product-driven, the entrepreneur must have a basic business idea.
Then the entrepreneur should carefully plan the business in order to reduce
the many risks associated with starting up a business.

4 Establishing
legal
requirements

5 Raising the 6 Testingthe

1 Organizing . 2 Researching 3 Planning
finance market

the basics the market the business

Figure 1.1.5. Steps for start-ups

1. Organizing the basics. The entrepreneur starting a new business
must address several basic questions: Where is the business going to
be based? How will the entrepreneur name the business? What will
be its legal structure? What will be its operational structure? Is there
a sufficient business infrastructure to make the business feasible —
suppliers, potential customers, and government services?

2. Refining the business idea through market research. Once
the entrepreneur has determined that, in broad outline, the
business concept is feasible, he or she should do market research
to determine how the business will distinguish itself from others in
the market. Rarely is a gap in the market obvious. Were that the
case, starting a successful business would be easy. However, new
businesses have very high failure rates. While precise rates of failure
are difficult to determine, as many business are so small and so
short-lived that they elude detection in surveys, failure rates in the
United States, for example, are between 50 and 80 per cent in the
first four years of operation; 25 per cent fail in the first year alone.’
In Europe, another developed economy, failure rates are also high.
Thus, once the basic business idea is determined, the business must
then do market research to determine the precise market segment it
will target, and the entrepreneur must answer some basic questions:
How will he or she conduct market research? Who will be the
target market? Can the new business test its concept? What will

* https//www.statisticbrain.com/startup-failure-by-industry/
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BUSINESS ORGANIZATION AND ENVIRONMENT

be its “unique selling proposition (USP)”? How will the business
communicate with the market?

Let’s consider the example of the entrepreneur who wants to enter
the grocery business. The idea is very attractive. After all, food is one
of the basic necessities of human existence. However, market research
may be very revealing. A market may have too many competitors, or
a segment of the grocery market (high volume, low cost, for example)
may be saturated. Market research might reveal that a small niche
market (such as for organic products or specialized meats) is where
there is a gap in the market. Thus, researching the market has refined
the basic business idea (a grocery store) and narrowed and refined

it to a significantly more precise idea: a speciality grocery store that
offers either organic products and/or specialized meats.

Planning the business. Once the concept has been narrowed, the
entrepreneur should write a business plan, which is a document that
addresses all the issues that need to be planned before operations
begin. The elements of the business plan are detailed below. The
business plan will serve multiple stakeholders, especially potential
owners of the business and financial institutions (banks, lending
companies) that may provide capital. The composition of the
business plan requires the entrepreneur or people starting the
business to think through most of the specific elements of how the
business will operate. For investors and financiers, the business plan
can provide some confidence, as it indicates that the business has
foreseen potential issues and is trying to address them.

Establishing legal requirements. All businesses operate in
countries that have laws that can influence the legal organization
of the business, its labour practices, and its operational practices, as
well as determine tax obligations. In most countries, all businesses
must be registered, even if a sole trader (which is not a legally
separate entity from the operator of the business). Other types of
business — corporations, for example — are legal entities that must
be established in accordance with the laws of the host country. In
many countries businesses must have specific licences and/or pass
certain inspections before they can operate. These legal requirements
can be extensive and costly. Finally, the business must investigate
the tax requirements of the country. These taxes would include not
only income taxes, but also various sorts of payroll taxes that must
be paid, such as for employees” pensions from the government,
unemployment and sickness benefits, or even medical insurance.

Raising the finance. Once the basic business idea has been
refined, a business plan written, and legal requirements met, the
business must then raise finance — money - to get the business
started and to support the business until it can sustain operations
from profits, which can often take years (even if the business is
profitable from the beginning, its cash requirements may be greater
than the profits). Any investor or lender must have confidence in
the accounting and auditing procedures of the business. Who will
prepare accounts in the business and who, external to the business,

Student workpoint
12

Be a thinker

Choose one of the
following businesses:

e local delicatessen and
café

e manufacturer of a
new energy drink

e travelling hairdresser
and beautician

e after-school sports
club

Work in groups to create
a business plan for your
new business. Divide the
steps between you and
write down at least five
bullet points for each step



1.1 AN INTRODUCTION TO BUSINESS MANAGEMENT

will verify that they are accurate? Then, the business must attract
start-up monies. Some or all may come from the entrepreneur, or
other investors may be required. When someone provides equity
capital, it means that person is a partial owner of the business.
Most entrepreneurs who start up a business do not want to lose
control of the business, so some of the capital will be in the form of
investment - selling shares — but some of the capital may be loans
to the business. Who will be the lenders? What kind of terms will
they want?
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Table 1.1.4. Possible problems for a start-up

Problems a new business may face

Organization e The location of the business is inappropriate.
e The name does notregister.
e The structure does not work.

e Supplies are unreliable.

Marketresearch | « The research was poor.

e The target market wasn't appropriate.

e The testwastoo optimistic.

o Channels of communication were weak.

Business plan e The business plan did not convince.
e Goalswere too vague or contradictory.

Legal e Labourlaws were notaddressed.
requirements o Registration was too difficult.
o Taxobligations were not addressed.

Finance e The accounts were not kept properly — cash flow, in
particular, was a problem.

e Raising start-up capital was too difficult.
e Raising medium-term to long-term finance was difficult.

The market o The launch failed.

e The pilot was inconclusive.

e Success was limited — the product failed to inspire.

6. Testing the market. The final stage is the launch of the business.
How will that occur? Will the business begin on a small scale (a
“pilot”) to test consumer reaction? What will the criteria for success
of the pilot be? In some types of business, especially capital-intensive
manufacturing, the initial launch is extremely expensive and the firm
can respond to market reactions in only a limited and slow way. Other
types of business — restaurants, for example — can often respond quickly
and easily, by changing the menu, changing recipes, or changing other
aspects of the business. The purpose of testing the market is to verify
that the business idea will be well enough received by consumers to
suggest that the business has a reasonable chance of success.

13
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Problems a new business may face

Even when all these steps are followed, start-ups still have a high
probability of failure. Businesses that fail often do so because of what
they did before the business ever opened: the business had problems in
basic organization, its products or services were based upon insufficient
or poor-quality market research, planning was poor or unconvincing

to investors or lenders, legal requirements were not properly satisfied,
accounts were poorly kept and/or the business had insufficient funds to
operate, or the launch was unsuccessful and sales did not materialize. All
of these problems can cause a business to fail.

1 Business organisationand
environment

Even if a start-up has a good business idea and develops a strong
business plan, the business may still fail. Sometimes failure results from
lack of name recognition in the marketplace. Other times failure stems
from the inability to recruit labour with the right skills. In other cases it
is because businesses cannot always accurately anticipate the reactions
of competitors and certainly a start-up cannot control the actions of its
competitors. New businesses generally have less capital to rely upon if
the economy weakens, and a strained business often brings out problems
between managers or executives which would not be present if the
business were operating successfully. Therefore many things outside a
business’s control can cause it to fail.

The elements of a business plan

A business plan sets out how the organization will meet its business
objectives. It involves stepping back from day-to-day operations and
asking where the business is heading and what its priorities should be.
The plan applies to a specific period, potentially over several years, and
is a detailed statement of the short-term and long-term objectives of
the business with an analysis of the resources needed to achieve these
objectives. It should be regularly reviewed and, if necessary, updated.

Responsibility for delivering all the elements of the business plan will
be allocated to key individuals in the organization, such as department
heads. Success will be measured against clearly stated performance
targets set out in the plan.

A business plan is usually combined with detailed budgets to finance the
required activities.

The purpose of a business plan

A business plan is drawn up to:

o support the launch of a new organization or business idea

e attract new funds from banks, grant providers, or venture capitalists
e support strategic planning

¢ identify resource needs

e provide a focus for development

e work as a measure of business success.

14
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Entrepreneurs may have plenty of original ideas, but they often lack
business experience. If banks are to lend funds to new businesses, they
want to be confident they will be paid back with interest. Since the risk
of new business failure is very high —up to 80 per cent over the first two
years in some sectors — banks will only want to lend to those businesses
with a low risk of failure. To persuade a bank to lend it money, a
business needs to prove that it has done its homework, knows where it
is going, and how it is going to get there. In other words, it needs a plan.

A good business plan may be of significant use to stakeholders. For
potential investors, it will provide a basis for assessment of risk by
detailing how the business will use a bank loan or investment. For
employees, it will identify specific objectives and goals and provide a
focus for action and a source of motivation. For suppliers, analysis of
the business plan may identify whether there are likely to be long-term
advantages from a commercial relationship with the business.

For the local community and pressure groups, access to the business plan
will provide the basis for assessing the organization’s role in the community.

Businesses that have become successful will have usually started off with
a clear plan. This is often in the style of a document called the “Business
plan” which can be presented to potential investors or other interested
groups such as the government or the bank manager.

The elements of a business plan

There are six elements of a business plan:
¢ the business idea, aims and objectives
e business organization

e HR

¢ finance

» marketing

e operations.

Each element has a specific focus and should address key questions, as
set out in Table 1.1.5.

Student workpoint 1.3

Be a communicator

Using the business you discussed

in the workpoint on page 12,

create a business plan and present

it to the rest of the class.
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BUSINESS ORGANIZATION AND ENVIRONMENT

Table 1.1.5. The key questions for a business plan

Element For this element  Key questions to address are:
the focus is on:

1 Business organisationand
environment

Starting the setting outthe What s the core idea and what are the objectives of the business? How will the
business —the | businessideain | productwork? Doesithave a unique selling point [USP])? How will the product
idea theright context | be developed? Why should it succeed?

Business how the business | Where will the business be located? What structure will ithave? What type of business
organization will be organized | will itbe? Who will make what decisions? How will the owner or owners share out the

profits? Are there any legal requirements necessary to start up the business?

HR how the business | Whowillhave what responsibilities and what rewards should they expect? What will
will be staffed be the HR plan? What type of contract will be used?
Finance how the business | Where and how will the entrepreneur source the start-up capital and at what cost? This

will be financed unitshould include projected budgets, income statements, and cash-flow forecasts.

Marketing how best to What market research has been done? Has a sales forecast been made? Is the
market the productto be targeted at a particular segment of the market or will it be mass
product marketed? What will the promotional mix be? How will the product be distributed?

Operations how the product How will production be organized? How many units will the business produce?
will be made How long will production take? Is there likely to be a lead time? What is the

supply chain likely to be?

Revision checklist

v/ Businesses combine human, physical and financial resources to
produce goods and services.

v/ Human resources are the people needed to carry out the aims of
the organization. Physical resources include buildings, machinery
and raw materials. Financial resources include the money needed to
make the product or service.

v There are four main sectors of business activity:
v/ the primary sector generally involves the acquisition of raw materials.
v the secondary sector involves processing raw materials, usually
to create a product
v the tertiary sector is where most service businesses sit
v/ the quaternary sector provides services that focus on knowledge
v/ An entrepreneur is an individual who demonstrates enterprise and
initiative in order to make a profit.

v/ An intrapreneur is an individual employed by a large organization
who demonstrates entrepreneurial thinking in the development of
new products or services

v/ Businesses are started for many reasons. Steps involved in starting up
a business include: researching the market, planning the new business,
establishing legal requirements, raising finance and testing the market.

v" A new business might face challenges at each stage. These can be
both things within its control and external factors beyond its control.

v The elements of a business plan are: the idea, business organization,
human resources, finance, marketing and operations

16
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Practice question
Starbucks® and Tata Coffee

Starbucks® is a multinational coffee shop chain based in the United States
(US). Starbucks® is in discussions with Tata Coffee, an Indian company,
about opening Starbucks® coffee shops in the fast-growing Indian market.
The Indian government limits the entry of foreign-owned retail chains
into India.

Tata Coffee grows and sells its own coffee. It is owned by Tata Group, the
largest Indian business conglomerate*. Starbucks® and Tata Coffee are
considering forming a strategic alliance or a joint venture. For the past
seven years, the two companies have done business with each other.
Starbucks® has purchased coffee from various suppliers in India (for its
coffee shops in Europe and the US), including from Tata Coffee.

Forming a strategic alliance or a joint venture with Tata Coffee will
allow Starbucks® to enter the Indian market. Additional advantages for
Starbucks® include:

e Starbucks® could open coffee shops inside hotels of the Tata Group s
nationwide hotel chain

e Tata Group would consider allowing Starbucks® to open coffee shops in
the numerous retail chains that it owns.

Coffee has long been popular in southern India but not in the north.
Over the past decade, however, consumption of coifee in the north

has increased significantly, as new coffee shop chains with more
choice, appeal to young Indians with disposable income. India (with its
population of over 1 billion) is developing fast (with a growth rate of
8% of its GDP this year). Starbucks® has carried out research and found
that the global brand name “Starbucks®” is already well-known in India,
although there are no Starbucks® coffee shops there yet.

The competition in India is intense. Caf¢ Coffee Day®, an Indian company,
dominates the market. An Italian company owns the other big coffee
shop chain, Barista™.

[Source: adapted from “Starbucks to broaden dealings in India”, International Herald
Tribune, 14 January 2011]

a) Define the term multinational company. [2 marks]
b) Explain the importance of branding for the decision of

Starbucks® to enter the Indian market. [4 marks]
¢) Explain one PEST factor that may influence the decision

of Starbucks® to enter the Indian market. [2 marks]
IB, Nov. 2012

* conglomerate: a company thatis made up of a number of different companies and business thatis
typically in diversified fields and, often, different sectors of the economy
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1.2 Types of business organization

environment

1 Business organisationand

By the end of this chapter, you should be able to:
=> Distinguish between the private and the public sectors

=> Outline the main features of the following types of for-profit
(commercial) organizations:

e soletraders
e partnerships
e companies/corporations
= Outline the main features of the following types of for-profit social
enterprises:
e cooperatives
e microfinance providers
e public-private partnerships (PPP)
= Outline the main features of the following types of non-profit social
enterprises:

e non-governmental organizations (NGOs)

e charities

Main features of profit-based (commercial)
organizations

Profit-making businesses come in many types of legal organization and
existence, but the most common are the following:

e sole traders
e partnerships
e companies or corporations
o for-profit social enterprises
= cooperatives
= micro-financers
= public—private partnerships (PPPs).

The common feature of all of these types of business is that one of their
aims is to generate profit. The profits a business receives can be shown
by the following formula:

Profits = total revenues - total costs

Total revenues, often called “sales”, are all the income received by the
business in a specified period of time. Total costs are all the costs incurred

18
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by that business in the same period of time. The way that revenue
and expenses are measured is actually more complex than this simple
formula suggests, but for now the simple form is enough.

The difference between them can be expressed as shown in Figure 1.2.1.
profits

JuaWUoIAUS
pue uoieziuedio ssauisng T

equit
R turnover = sple trader

/\ = cooperative
\ / partnership

assets employees

Figure 1.2.1. Revenue, expenses, and profits in different types of organization

Sole trader

Most people starting their own business typically begin with a limited
budget and a simple organization. Facing these constraints, they often
choose to operate as a sole trader (sometimes called a sole proprietor),
which is the simplest form of business to organize. Being a sole trader
fulfills many of the reasons people start a business: being their own boss,
seeing a gap in the market and wanting to respond quickly, creating
their own product, serving the community, or just living their dream.

The main features of a sole trader business include the following:

e« The sole trader owns and runs the business. Sole traders may
employ other people, including those empowered to make some of
the decisions, but the sole traders themselves make management
decisions and have ultimate responsibility for the business.

Monique owns and runs her own

¢ No legal distinction exists between the business and the sole café business - she is a sole trader
trader. The sole trader is the business and, thus, is liable for all
the debts of the business or other claims (such as the outcome of a
lawsuit). In other words, sole traders have “unlimited liability”.

» The finance is usually limited. Here, finance refers to the money
that the business has available for use. It can come from the personal
savings of the sole trader or from other sources, such as a loan
from family and friends or from a bank. Regardless, sole traders
typically have limited finance, either because their personal savings
are limited or because family, friends, banks, and other financial
institutions may be reluctant to lend the sole trader money because
of the high failure rate of start-up businesses.

e The business is close to the customer. A sole trader is usually
a small business that allows the sole trader to interact with each
customer. Sole traders get to know their customers on an individual
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basis, which allows them to provide a more personalized service than
larger businesses.

The sole trader has privacy and limited accountability. Most of
the time, sole traders do not have to declare their finances to anyone
except the tax authorities, which want to know how much profit the
business has made for tax purposes. Sometimes, as well, sole traders
borrow money or enter into a financial contract (such as a lease) and
lenders or lessors may need to see financial statements. In general,
however, sole traders have a high degree of privacy.
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¢ Registering the business is generally relatively easy and
inexpensive - and quick. Although laws vary from country to
country, in general starting and operating as a sole trader is simpler
than for other types of legal organizations. Sole traders usually
have less legal paperwork to fill out and file. Sole traders make all
decisions themselves and therefore do not have to devote time to
discussion and to building consensus for decisions.

One of the greatest advantages of being a sole trader is that all profits
from the business belong to the sole trader, as no legal distinction
separates the owner from the business. Other advantages of operating as
a sole trader include:

e complete control over all the important decisions

o flexibility in terms of working hours, products and services, and
changes to operations

e privacy, as sole traders generally do not need to divulge information
¢ minimal legal formalities
e close ties to customers, which can give a competitive advantage.

The success of businesses operating as sole traders depends on the drive,
enthusiasm, and health of the sole traders themselves. Any of these can
falter. Sole traders also have other disadvantages, which include the
following:

¢ Competing against established businesses all by yourself can be a
daunting challenge.

e There may be stress and potential ineffectiveness because the sole
trader makes all the decisions, often with limited time to make them
and limited opportunity to seek advice from others.

e There will be lack of continuity in the event of a serious accident or
the owner’s death — the business itself may not continue.

e There may be limited scope for expansion as the owner spends all his
or her time running the business.

e Generally, there will be limited capital, which may also create a
burden on the business. The focus will be more on having sufficient
cash for day-to-day operations than on looking to the future.

e There is unlimited liability of the owner for any faults, debts, or
mistakes made.

20



1.2 TYPES OF BUSINESS ORGANIZATION -‘u

The majority of sole traders remain small businesses and typically

the business comes to an end when the sole trader retires or dies.
Sometimes, sole traders want to stay small, which allows them to make
a decent living and not have to manage (and worry about) the many
complexities of operating on a larger scale. Sole traders often have a
niche in the market and see no need to expand. When sole traders want
to expand, often the challenges are too great. Their profits are not large
enough to support growth, or the risks of growth are too great. Just
surviving may be the chief goal of a sole trader: many sole traders give
up or fail within the first few years of existence.
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Partnerships

An alternative type of business is that of a partnership. This type of
business is formed by two or more people. Often they are friends,
associates or people with similar or related skills. Partnerships are
popular with professional people with related qualifications, such as
doctors, lawyers, accountants, or even business consultancy firms.

The main features of a partnership business include the following:

e Decisions are made jointly by the partners, who own and run
the business together. Partners may employ other people but they
make all the management decisions. Partners also own the business,
each partner with a percentage ownership.

¢ The business is owned and managed by more than one
person. Although the number of partners is tecUically unlimited,
getting agreement is more difficult as the number of partners
increases. Most partnerships have 2-20 partners.

e No legal distinction exists between the business and the
partners, who are liable for all of the partnership’s debts and other
obligations. Partners have unlimited liability and legally can be called
upon to pay for 100 per cent of the partnership’s debts even if a
partner owns only a small percentage of the business.

¢ Finance is usually more available than for a sole trader
business. All partners contribute some capital to start up the
business or to “buy into” the business, which usually means more
capital than if provided by only one person. Also, banks and other
financial institutions are usually more willing to provide finance to a
partnership than to a sole trader, as a partnership is considered more
stable than a sole trader.

e Some partners may be “sleeping partners”, which means that
they provide some finance (their investment in the partnership) and
expect a share of the profit. Otherwise, however, a sleeping partner
performs no other role in the business.

» The business operated as a partnership can often offer a
more varied service than a sole trader. Often, different partners
bring different expertise, and the product or service offerings of
the business can vary. This situation is especially true in the case
of partnerships of professionals such as lawyers or doctors. For
example, a law firm could have lawyers specializing in criminal law,
commercial law, international law, or civil law.

gl



b
c
@
=

=

m

i
S
B8
=]
g

£
7
=

=a]

-

=
w
=
c
[=]
34
£
w

2é

BUSINESS ORGANIZATION AND ENVIRONMENT

Partnerships typically have a greater degree of accountability
than a sole trader. Although in most countries partnerships are not
legally required to draw up a deed of partnership, partnerships often
do. Having a deed of partnership makes good business sense because
it is a legally binding document that sets out the rights and duties of

the partners.

It includes information about:

= responsibilities

= financing

= division of profits

= liabilities

= procedures for changing circumstances.

With a deed of partnership, partners know their rights and
responsibilities within the partnership, and the likelihood of some
major disagreement between the partners decreases.

Partnerships are typically more stable than sole traders and
have a higher likelihood of continuity. Drawing up a deed of
partnership will slow down registering the business but will help the
organization in the long term.

Partners do not necessarily share all the profits equally.
Usually, profits are allocated and paid out according to each partner’s
percentage ownership of the business. If one partner has provided

a substantial amount of finance, then that person may expect a
greater proportion of profits than the other partners are allocated. In
addition, in partnerships with “sleeping partners”, the active partners
may get agreed-upon salaries or drawings that are considered
expenses for the purpose of determining the partnership’s profit.
Then, after the profit is determined, the profits are allocated to
partners according to their percentage ownership.

Partnerships have certain advantages compared to sole traders:

As partners often bring different skills and qualities, partnerships
often have more efficient production through the specialization and
the division of labour.

In general, partners bring more expertise to a business than one
person can.

As partnerships are perceived to have greater stability and lower risk,
they generally have access to more finance.

Partners can help in emergencies or when others are ill or on holiday.

Partnerships have more chance of continuity as the business will not
necessarily end if one partner dies.

Partnerships also have certain disadvantages:

Each partner has unlimited liability, which means that each partner
is legally responsible for all of the businesses debts or actions of any
other partner. The one exception to this liability is when, in the deed
of partnership, a partner or certain partners are declared “limited
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partners”. Although the laws vary according to country, in general,
limited partners have limited liability but also limited control (both
specified in the deed of partnership).

e Compared to businesses that operate as companies (corporations),
partnerships usually have less access to loans from banks and other
financial institutions. Limited finance can often prevent a business
from expanding or maximizing opportunities for making profits.
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¢ An individual partner does not have complete control over the
business and has to rely on the work and goodwill of others.

e Profits have to be shared among the partners.

e Partners may disagree, which in the worst case could break up the
partnership.

In summary, partnerships are safer than sole traders but also more complex
organizations. As multiple partners can typically raise more finance than
sole traders and because of the greater inherent stability, partnerships have
more of a chance of surviving changing market conditions and have more
of a chance of expanding if the conditions are right.

Companies or corporations

Perhaps the most important type of business is the company
(corporation in North America) and you can recognize a company as it
may have the following abbreviations after its logo:

INC - Incorporated (USA/Canada)

LLC - Limited Liability Company (United States) ::‘g gf-lfp‘?;;‘;“‘ ?rlx;c

PLC - Private or Public Limited Company (UK)
PTE - Private Limited Company (UK)
LTD - Limited Company (various)

SA - Sociedad Andnima (Latin America except Brazil and Mexico); —_ . ,“_

SA - Sociedades Andnimas (Brazil, Portugal) This businessin the USA has registered

SPA — Societa per Azioni (Italy) itself a5 a corparation

AB - Aktiebolag (Finland, Sweden)
Bhd - Berhad (Malaysia, Brunei)
GIE - Groupement d'Intérét Economique (France)

GmbH - Gesellschaft mit beschraenkter Haftung (Austria, Germany,
Switzerland)

Other countries have other designations and abbreviations. Whichever
is used, this type of designation means the same thing: that the business
is a joint stock or limited company. This type of business is the only one
that can be called a company (corporation) to distinguish it from the
other types of business.

A business can become a company by a simple but very powerful
process — the business and the owners of the business are legally separated
and the liability of the company is distinct from the liability of those who

23



1 Business organisationand

environment

24

BUSINESS ORGANIZATION AND ENVIRONMENT

own it. Another feature of a company is that, typically, it has multiple
owners, each owning a fraction of the company in the form of shares
(shares of stock or equity shares) in the company.

The business — the company - has legal existence in its own right. The
company employs executives to manage the business and workers who
handle the day-to-day operations. Just like sole traders and partnerships,
a company has certain responsibilities in the community: it must obey
the laws of the land and pay taxes. Unlike sole traders and partnerships,
companies keep the profits from their business activities — unless the
owners (also called shareholders) decide to pay all or a portion of

profits (past or present) to the shareholders in the form of dividends.
Shareholders receive a proportion of the profits as dividends at the
discretion of the company, and their proportion of the dividends is
determined by their proportion of the shares of stock. For example, if a
company makes a profit of €1,000,000 and decides to pay total dividends
of €600,000, the total payout (€600,000) will be divided by the number
of shares of stock issued and outstanding. If that figure were 100,000,
the owner of each share of stock would receive a dividend of €6.00 for
each share the person owned. If one person owned 20,000 of the issued
and outstanding shares, that person would receive €120,000.

Often, individual shareholders own only a part of the business. When
that is the case, individual shareholders in theory do not control the
business unless they own a majority of the shares. In practice, sometimes
a shareholder who owns a lower percentage can still have a deciding
weight in the decisions of the company and can, therefore, control it. In
the case of very large companies, it is very rare for one person to own all
or a majority of the shares of a company. With smaller companies, it is
not uncommon for one person to own 100 per cent of the shares or for

a small group of family members or friends to own 100 per cent of the
shares.

Regardless, shareholders are rewarded for investing in a company in
three ways:

1. The price of the share(s) they hold may increase in value if the
company is performing well. In theory (though not always true
in practice), the value of a company is based upon its profits. As
profits increase, so too should the total value of its shares. Therefore,
individual shares of stock in the company should increase in value at
the same rate.

2. The company issues a portion of the company profits as dividends.
The amount of money each shareholder receives depends on
the number of shares each shareholder owns. With small or new
companies, dividends are often not paid or are relatively small. With
large, established companies, dividends are often paid regularly —
once every three months, or quarter — and individuals invest in the
company in part because they want the regular dividend income that
comes with share ownership in that particular company.

3. The shareholder has limited liability, which is one of the single
most important features and benefits of owning stock in a company.
Unlike sole proprietors or partners in a partnership, shareholders
in a company are not responsible in any way for the company’s
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debts. If the business fails, then all the shareholders can lose is their
investment in the company, but no more. For example, if a company
goes into receivership (bankruptcy) owing millions of euros or
dollars to individuals, banks, and other companies, the shareholders
do not have to pay any of those debts. The shareholders’ liability is
limited to their investment (however, in the event of liquidation of

a company, the shareholders are the last party to receive any monies
from the sale of the assets of a business; all debts will be paid first).
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The cost to the shareholders of investing in a company is as follows:

1. The price of the share(s) they hold may decrease in value if the
company is not performing well. As noted in point 1 above, in theory
the value of a company is based upon its profits. If profit declines, so
too (typically) will the value of individual shares.

2. The company may choose not to issues dividends if it does not have
to. Businesses need funds for many reasons. Companies that are
doing poorly may not have sufficient cash on hand to be able to pay
dividends. Businesses that are rapidly growing also need money to
support the growth (to pay for more investment in equipment and
working capital). As a result, many companies rarely or never pay
dividends. The entire measurement of the value of the investment is
based upon the rise or fall in the stock value.

3. As“owners” often own only a fraction of the shares of the
company, owning shares in a firm may not mean that an individual
shareholder has any meaningful say in decisions about the business.
At the end of 2012, General Electric Corporation (GE) in the
United States had 10 405 625 000 issued and outstanding shares of
stock. An individual investor owning 100 shares would, practically
speaking, have no say at all in a giant company such as GE. To
own even 1 per cent of the company (and thus have a 1 per cent
say in who the executives are) would require an investment of
approximately $2.5 billion dollars.

Typically, businesses choose initially to become a company because

the owners of the business want the business to have a separate legal
existence from them personally, thus giving the owners, as shareholders
rather than as a sole trader or partners, limited liability. There are also
other reasons for becoming a company:

e The enhanced status of being a company is generally recognition that
the business has been successful.

e Selling shares is a good source of finance for a business, especially
one with growing working capital requirements.

e Being a company increases the stability of the business, as a
company has a legal existence apart from its owners. If a shareholder
or shareholders die, the business continues. In the case of small
businesses, the death of a major shareholder, if that person is also an
active executive in the firm, can cause some disruption. Nevertheless,
the business does continue.

e Companies typically have improved chances of gaining further
finance, especially loans, from financial institutions and
governments.
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Achieving company status is often a turning point in the evolution of a
business. Up until the point that a business becomes a company, some
questions exist about the survival of the business and its continuity and
growth,

As with any legal organization of a business, the choice to become a
company has advantages and disadvantages. To take full advantage of
becoming a company, a business will have multiple investors and thus
a major infusion of capital. However, when this occurs, the original
business owner loses some control over the business and could even
lose personal involvement in the company. When a business becomes
a company, its new owners (the shareholders) may hire executives to
make all major decisions. The original business owner (as sole trader or
partner) may now be merely an investor.

When a business reorganizes as a company, it can choose to become
either of these types of organization:

e private limited company
¢ public limited company.

The only real difference between the two forms of company is that the
private limited company can only sell shares in the company privately:
to people known to the owners such as friends, family, and associates.
Although the number of shareholders permitted in a private limited
company varies from country to country, generally it is a low, around 20.
As a result, becoming a private limited company limits the amount of
finance available but allows more control to be maintained.

If the business decides to become a public limited company (and the
phrase typically used is “the company is going public”) then it has to
offer its shares in a public place —a stock exchange — based in one of the
major financial centres such as London, New York, Frankfurt, Tokyo,
Shanghai or Singapore, or online; for example, the FTSE, Wall Street,
the NASDAQ, the NIKKEIL. Going public opens up the possibility of
securing large sums of capital. In 2012, for example, Facebook acquired
$16 billion from its “initial public offering” (IPO), or first sale of shares
to the public. When a company goes public, it does lose some privacy.
Public limited companies have to allow potential investors to see their
accounts, which become open to everyone. Further, the business itself
has no control over who buys their shares. For example, Microsoft
bought US$150 million worth of shares in Apple in 1997.

The main features of a company include the following:

¢ The shareholders own but do not run the business. Their
purchase of shares provides finance, but otherwise the shareholders
have little input into the day-to-day running of the business. Instead,
professional managers are normally employed to make all the
management decisions.

¢ The business and the owners are divisible. The shareholders
are not liable for any of the debts of the business. The shareholders’
liability is limited to their investment in the company because the
company and shareholders are separate legal entities. As the business
and the owners (shareholders) are divisible, the owners can change.
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A person owning shares in the company can decide to sell these
shares for any reason whatsoever.

The legal existence and many of the details are legally
recorded and matters of public record. To form a company
(and thus achieve this separation from the owners), owners of the
business must have two documents drawn up and registered with
the appropriate government agency (which varies in name from
country to country, as do the names of the documents):

= Memorandum of association — this document records the key
characteristics and the external activities of the company being
created. For example, the memorandum will provide basic
information on the objectives of the business and record the
share capital initially required.

= Articles of association — this document specifies how the
company will be regulated internally. It will, for example, explain
the initial organization of the executives of the company with
their titles and areas of responsibilities (chief executive officer,
chief financial officer, etc.) and the rights and responsibilities of
each shareholder.

Greater finance is generally available. The initial offering of
shares represents a one-time injection of capital to the business.
Once the business sells its shares, it receives the price paid at the
IPO. Thereafter, the initial shares and any future gains (or losses) in
price are to the benefit (or cost) of the shareholders only, unless the
company issues and sells additional shares to raise more capital.

A company is held to a high degree of accountability. The
owners and the company are separate entities, so from time to
time the company must provide information to the shareholders so
that they can understand the condition of their investment and so
that the company and its management are being held accountable.
Information on a company is generally provided by:

= published, audited company reports annually and, in some
countries, unaudited quarterly reports

= an annual general meeting (AGM) open to all shareholders

= an extraordinary general meeting (EGM) if called by the
shareholders.

Compared to other forms of business organizations,
companies have greater stability and a higher chance of
continuity. When a shareholder dies or sells shares, the company
continues to operate. The death of a shareholder or the sale of shares
has no direct impact on the company. All that happens is that one
partial owner of the business is replaced by another partial owner.
A company can theoretically last for ever because it is independent
of the shareholders. The oldest company in the world is a Japanese
construction company, Kongo Gumi, which was founded in 578

CE and began operations by building a Buddhist temple. Another
example of an exceptionally old company is Stella Artois, which has
been operating in Belgium since 1366.

Sole trader

a person who owns and runs
their own business and who
has complete control over
decisions

Partnership

a business owned and
controlled by two or

more people who share
responsibility and decision
making

Company

a business organization
established for a specific
purpose and registered
according to local or national
legislation
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Advantages of operating a business as a company include the following:

Access to finance is easier than for sole traders and
partnerships. Companies are perceived to have greater stability
and lower risk than sole traders and partnerships. Individuals
and institutions are more likely to invest and banks and financial
institutions are more likely to make loans to companies.

The investor has limited liability. Investors can lose only the
value of the shares and nothing else. By owning small numbers

of shares in many different companies, investors can build up

safe investment portfolios. Each individual investment is limited,
and thus their risks are spread out among many companies. The
companies also benefit. Many companies have a huge number of
“small” investors (individuals or institutions that own a very small
number of shares). However, the sum of the investment of all those
small investors can add up to large sums of finance.

There is continuity. The business will not necessarily end if a
shareholder dies or sells his or her shares or indeed if any of the
directors leave. Companies can go bankrupt and be liquidated (with
all of the assets sold off to pay all the liabilities), thus terminating
their operations. However, companies have a greater chance of
continuity than a sole trader or partnership.

There are possibilities for expansion. Companies have more
opportunity to expand because generally they last longer and have
more access to finance. For a business to grow, it often needs to
invest money in equipment, marketing efforts, or new activities.
With fewwer opportunities for finance, many small business,
including sole traders and partnerships, cannot take advantage of
business opportunities to expand. More often, companies can.

An established organizational structure exists. Managers and
workers do not have to change every time a shareholder sells shares.
This stability can help the business develop long-term relationships
with customers and suppliers alike. It can also allow the business

to hire individuals with expertise for individual positions and thus
enhance the performance of the business.

Disadvantages of operating as a company include the following:

Setting up a company can take time and cost a great deal of
money to fulfil the necessary legal requirements. Whether
reorganizing into a company or starting a business as a company, the
owners must retain lawyers, have legally required paperwork filled
out, and file papers with the appropriate government agencies.

Selling shares, especially if the company “goes public”, does
not guarantee that the desired or intended amount of finance will
be raised. Sometimes IPOs are unsuccessful, and a business has sold
itself for relatively little cash. Thus, reorganizing a business as a
company or starting up a company involves risk.

Owners risk partial or entire loss of control of the business.
If a business decides to become a company, especially for a public
limited company, the owners must give up some control of their
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business. Even if, during incorporation, former owners still retain
51 per cent of the shares, they must still answer to the new owners
(other shareholders). In the case of public companies, loss of control
can be significant. Original owners can have a very small percentage
of the shares after the firm has gone public.
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o There is loss of privacy. A public limited company is required to
fulfil a number of legal obligations, including publishing its accounts
publicly. Many business people unaccustomed to sharing information
with others dislike publishing their accounts. Further, if the company’s
performance has been weak - sales are down or profits are negative —
the future performance can be further jeopardized. Some customers
may not want to purchase from or do business with a weak company,
a situation that can be especially damaging to those business that offer
product warranties or after-sales service on products.

e A company has no control over the stock market. Share prices
may fall, which can damage the image of the company. Such a loss
of share value can sometimes occur not because the business has
done anything wrong but simply because of an external factor: an
election, negative news about another business in the same industry,
a downturn in the economy, or a natural disaster.

¢ A company has limited control over who buys its shares. For
example, a competitor may want to take over the business. If the
shareholders are willing to sell their shares, the company cannot
prevent being taken over. Companies are especially vulnerable to
being taken over if their share prices fall, which, as noted above,
sometimes occurs through no fault of the business itself.

For-profit social enterprises

Although the term “social enterprise” has a slightly different meaning .

or legal standing in different countries, in general it refers to a form
of business that has a social purpose. Social purpose generally means
that the organization aims to improve human, social, or environmental
well-being. Although social enterprises should and typically do operate
to a professional standard (regarding legal existence, proper accounts,
management structure, and reporting procedures, etc.), the social

aim nevertheless takes priority over any other aim such as growth,
maximizing sales, or making profits, which are typical objectives of for-
profit organizations. For-profit social enterprises aim to make a profit.
However, they do not want to maximize profits if doing so compromises
their social purpose.

Is the label “social enterprise”
appropriate?

Can businesses be separated
from a profitmotive? Can any
business be separated from a
social purpose?

The for-profit social enterprise can take the form of any of the three
models we have seen already (sole trader, partnership, or company).
Social enterprises often have one of several other models of business
organization, including the following.

Cooperatives

Cooperatives are a form of a partnership whereby the business is owned
and run by all the “members” but, unlike partnerships (which in most
countries can have no more than 20 partners), cooperatives may have
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more than 20 members. Each member participates actively in the
running of the business.

There are many types of cooperative:

¢ A financial cooperative is a financial institution the ethical and
social aims of which take precedence over profits. Sometimes, for
example in the case of credit unions, the social aims might mean
lending money at lower rates of interest or providing non-lending
services at lower cost than banks or other financial institutions. At
other times, a financial cooperative will provide finance (loans) to its
members who otherwise might not be able to borrow money.

1 Business organisationand
environment

¢ A housing cooperative is run to provide housing for its members
as opposed to providing rent for private landlords. A common
activity of a housing cooperative is owning an apartment building
and having each “member” entitled to one housing unit in the
building. The members, through the cooperative, own the building,
and surpluses are reinvested in the building and its operation,
so costs to individual members are lower. In addition, housing
cooperatives typically have control over who can become a member,
thereby ensuring that all members agree to rules and conditions and
thus increase the likelihood of social harmony in the building.

» A workers’ cooperative is a business that is owned and operated
by the workers themselves, which does not pay significantly higher
wages or salary to managers, and has providing employment to
workers as a priority. Often, a workers’ cooperative emerges when
a business is about to fail. Workers, fearful of losing their jobs, take
over the business, sack the managers (or drastically reduce their
pay). and reinvest all profits in the business (rather than pay them
out as dividends).

e A producer cooperative is where groups of producers collaborate
in certain stages of production. Producer cooperatives are particularly
common in agriculture, such as grape farmers having a cooperative
wine-production facility or olive producers having a cooperatively
owned press. With producer cooperatives, often the aim is to
maximize the utilization of an expensive piece of equipment that
individual members, by themselves, could not afford. At other times,
cost efficiencies can only be achieved when a stage of the production
process is carried out on a large scale. Thus, many producers pool
their resources to obtain the cost efficiencies.

e A consumer cooperative provides a service to its consumers who
are also part owners of the business. In Europe and the United
States, a common type of consumer cooperative involved certain
grocery stores. Individual consumers would become a “member”,
which entitles them to purchase groceries at the cooperative, often at
lower prices than for-profit grocery stores.

In each case, the cooperative’s priority is not to make profit. Rather,

the cooperative sells or offers its products or services typically at as

close to cost price as possible, thereby lowering the costs to members.
However, if its prices are too low, the cooperative runs the risk of failure
by not reinvesting in the business (and thus not updating its products
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or services) or not having a significant financial cushion to weather a
difficult period or an unexpected expense. Thus, cooperatives generally
aim to make some profit, but maximizing profit is not their most
important aim.

Micro-financiers

Since the work of the Nobel Prize winner Muhammad Yunis, founder
of the Grameen Bank in Bangladesh in the 1980s, a whole industry

has developed, particularly in low-income economies. The idea is very
simple: to provide small amounts of finance to those who traditionally
would not have access to it, for example low-income individuals,
families in rural communities, and women. The money is lent with
specified conditions of use and scheduled repayments. The micro-
financier expects to receive repayment of principal and to make a profit
on the loans (interest). The loan amounts are small and the interest
rates are low, and micro-financiers do not use the aggressive tactics of
other forms of moneylenders. While the model has proved to be very
profitable for all parties, the main aim has always been to help those
who would previously never have had access to finance to take the first
steps towards economic independence. In many low-income economies,
individuals with good ideas and a strong work ethic have been able to
open their own business through the help of micro-finance.

Public—private partnerships (PPP)

A PPP is a business created between a private sector business and the
public sector. Typically, a PPP involves the construction of a facility with
a social aim (for example in healthcare or education). It could also be for
a specific project such as the development of a site for alternative energy
or a nature reserve. The business is expected to make a return on the
money invested into it, but the priority is not profits. The public sector
usually provides the finance and the private business the expertise.
Often, the government offers tax incentives to the private sector to take
part in the partnership. A PPP may not be limited to small partnerships
such as a drug rehabilitation service but can involve large businesses
doing big projects. The multinational Swedish company Skanska was
involved in a PPP to help construct the Eurotunnel, the channel tunnel
between France and the UK.

The main common features of a PPP (for-profit social enterprise) include
the following:

e Profit is important but not the priority - social aims take
precedence. These aims may vary and for-profit social enterprises
need to generate profits to ensure the survival and growth of the
business. The aim, however, is not to maximize profits but to earn
profits sufficient to sustain the business.

¢ Thereis collaboration between the business and the local
community. For-profit social enterprises usually signify a desire
for cooperation between the business community and government
because both recognize a need being met by ordinary business
activity or by government.
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BUSINESS ORGANIZATION AND ENVIRONMENT

o There is greater democracy in the business than in other
organizations. In for-profit social enterprises, decision making tends to
be more consultative and transparent. This style of governance partially
stems from the spirit of social enterprises, which are to do good and not
typically to devise aggressive business strategies (such as to take market
share from competitors or to maximize profits). This style of governance
partially stems from the nature of social enterprises, which often rely
on support or aid from others (workers willing to work for lower
wages, landlords willing to lease properties at discounted rates, etc.).
Consultation and transparency convey the social spirit and generate
greater willingness on the part of stakeholders to be supportive.
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o The business operates the same functions as any other
business. For-profit social enterprises are businesses, and must
attend to production, marketing, HR, and finance decisions, just as
in any other business. In some respects, areas of the business have
to be run with greater care than other businesses, which often have
greater profits and profitability.

Advantages of for-profit social enterprises compared to traditional sole
traders, partnerships, and companies include these:

e A favourable legal status is achieved. Anyone can engage in
activities that are good for humans, society, or the environment.
The legal structure of a for-profit social enterprise allows individuals
to engage in those activities without being personally liable or
accountable to shareholders with traditional (maximizing profits)
business interests.

¢ There is a strong communal identity. For-profit social enterprises
often have highly motivated employees and other stakeholders
working together with a common sense of purpose. Employees often
report a high degree of satisfaction, knowing that they are doing
something positive for society.

e There are benefits to the stakeholder community. For-profit social
enterprises help many stakeholders, including the direct beneficiaries
of their products and services. They may help the government more,
because for-profit social enterprises typically ameliorate human, social,
or environmental problems that a government is not addressing, and so
help reduce problems in the community.

Disadvantages of for-profit social enterprises compared to traditional sole
traders, partnerships, and companies include these:

¢ Decision making is complex and time consuming. In being
consultative and transparent, for-profit social enterprises often take
a long time to make decisions. If many parties are involved with the
decision, which is often the case, this extended decision-making time
can limit the effectiveness of the business.

e There may be insufficient capital for growth. The business model
for a for-profit social enterprise may not sufficient in the long term.
Most business rely on healthy profit margins and profits, much of
which are retained, for investment in property, plant, and equipment
and to provide working capital as working capital requirements
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increase with the size of the business. Without large profits, for-profit
social enterprises may struggle to survive and expand.

¢ There may be insufficient capital for financial strength. For-
profit social enterprises tend to have lower profit margins and profits
than traditional for-profit businesses because they often try to make
their products and services as inexpensive as possible. As a result,
for-profit social enterprises tend not to have deep financial strength
that can permit them to survive a recession or times when finance is
less available.
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Non-profit social enterprises

The main features of non-profit based (commercial) organizations
(NPOs) are as follows:

e Some businesses operating in the private sector do not aim to make
profits at all. These businesses are also social enterprises — that is,
where the main aim is for a social purpose — but they are different
from for-profit social enterprises in that they do not aim to make any
profits whatsoever.

e Though these social enterprises are run as businesses, they generate
(or aim to generate) surpluses rather than profits. A surplus
(sometimes referred to as surplus revenue) is, conceptually, very
similar to a profit. However, rather than be distributed to the owners
of the business, the surplus is used to advance the social purpose for
which the business was set up.

A surplus is any extra revenue generated after subtracting an NPO'’s
costs. A surplus is calculated as follows:

Surplus = total revenues - total costs

Many non-profit social enterprises are very large: the United Way,
Red Cross and Red Crescent, the Mohammed bin Rashid Al Maktoum
Foundation, and the Calouste Gulbenkian Foundation are just a few
examples. These organizations, and many other large NPOs, are bigger
than many traditional businesses.

Social enterprises can take many possible forms, and the differences
between them can be subtle (and confusing). Nevertheless, two broad Student workpoint 14
categories of non-profit social enterprises exist: NGOs and charities. Be a researcher

. Look at the websites for two
Non-governmental organizations (NGOs] o o
NGO was a term first used by the United Nations and it has since international. Make notes about
become a common way to describe a variety of social enterprises. The when they were established, the
aim of these various social enterprises is to support a cause that is work they do and any recent
considered socially desirable. Some of these NGOs are concerned with news articles about them. Can you
a single issue, such as Save the Whales or with a broader spectrum find any information about their
such as Greenpeace. Others may be apolitical, such as the Aga Kahn funding and organization?

De:elopmer;t Netwcfrk, xivhﬂs oftlhers h_ave 1;(;1{1}{1;&11 :uns, _suc:h What are the main similarities
as Amnesty International and the Na.tlona ifle SSOClatIOI‘.l. sl ditferertes Berwpenthe o
Regardless, a common element of these is that they are not organized or NGOs?

run by any government. :
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Charities

Charities are a specific form of NGO whose aim is to provide as much
relief as possible for those in need. Charities differ from other NGOs in
that their focus is on philanthropy and a desire to help those who cannot
help themselves.

Some charities are single-event charities that provide, for example,
emergency aid for specific natural disasters or war. Other charities focus
on a single issue: Save the Children or Oxfam. As with regular NGOs,
charities may be apolitical such as the Red Cross and Red Crescent and
Half the Sky. Others can be partisan and or have particular preferences,
such as the Catholic Charities USA. Nevertheless, the idea is that the
business is not run by any government and that it operates in the private
sector of the economy.

In addition to the common features of social enterprises mentioned
above, common features of non-profit social enterprises include the
following:

e Profits are not generated - instead, these businesses generate
surpluses and surpluses are used to advance the social purpose of the
business. Sometimes non-profit social enterprises retain surpluses, in
a fashion similar to retaining profits, for the capital requirements of
the organization. Typically, the surpluses are used directly to provide
the goods and services for which the charity was created.

¢ Donations are important - these businesses cannot rely on
government funding or other forms of income, so a large part of their
revenues comes from voluntary donations from individuals. In some
cases (the Calouste Gulbenkian Foundation, for example), the charity
has an endowment and the proceeds from the endowment provide
reliable ongoing revenues. Nevertheless, virtually all charities want to
do more — provide more goods and services for those in need — and
welcome large and small donations from individuals and organizations.

e There is unclear ownership and control. Who owns a charity?
Who should decide who sits on the board of directors? Who selects new
board members? Should individuals who contribute large amounts of
money to a charity have a larger say in the operation of the charity than

others? How are managers selected? What is appropriate compensation?

The issue of compensation is especially thorny when the charity is
huge, such as the United Way, and its management requires the skills
of executive officers of major, for-profit companies. Should the head

of a multinational charity be paid the same amount as the CEO of a
multinational company? To attract executives of the necessary calibre
and skill-set, are for-profit corporate salaries necessary? These kinds of
questions routinely plague charities and can be the source of discontent
among stakeholders if not handled effectively.

Finally it is also worth noting that there is one clear distinction between
NGOs and charities: charities, because of their charitable status and
philanthropy, are exempt from paying taxes. Other NGOs, as with all
other businesses, are not exempt.

Non-profit social enterprises have many advantages compared to any of
the businesses discussed above. These are some of the advantages:

= Ju J
The surplus generated from a
charity’s business activities, such
as this second-hand clothes shop,
are used to advance the social
purpose of the organization.
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¢ They help people or causes in need. Individuals, organizations, =
. m
and governments almost never have sufficient resources to solve all CU LTU RE 5
of the needs of local people and/or communities. Non-profit social Many NGOs work across national o 3
i . =0
enterprises cannot address all the needs either. Nevertheless, for the boundaries, providing assistance S @
specific groups or causes that are supported, the work of non-profit and aid all over the world. 33
. . . . . =
social enterprises is crucially important and valuable. What cultural difficulties might -
3
¢ They can foster a philanthropic spirit in the community. they encounter? Do some 3

research to find examples of such

Peopl feel good helpi hers, which fos
eople may feel good about helping others, which can foster H

socially constructive views in general. In turn, positive attitudes in
a community can make it a better place to live and can improve the
general business climate.

e They can foster informed discussions in the community about
allocation of resources. As noted above, individuals, organizations,
and governments almost never have sufficient resources to solve
all the needs of local people and/or communities. The actions of
non-profit social enterprises and the individuals working for and
contributing to them can lead to better information about local
and distant problems, issues, and causes. With better information,
individuals and organizations, including various government
agencies, can carry out more informed decision making.

¢ They can innovate. Employees or members are often “forced” to be
creative — to try new ideas and tactics to address problems and find
solutions — because non-profit social enterprises are not tied to profits.

Non-profit social enterprises have many disadvantages compared to
any of the businesses discussed above. These disadvantages include the
following:

¢ The lack of control but intense lobbying can lead to socially
undesirable goods. For example, High North Alliance in Norway
lobbies for Artic coastal communities and seeks to protect the rights
of whalers. In effect, it supports consumption of whale meat.! In
the United States, the power of two non-profit lobbying groups, the
National Rifle Association and Gun Owners of America, effectively
lobby state and national legislatures in the United States to prevent
meaningful restrictions on gun ownership, including the possession
of hand guns and assault weapons. Both gun ownership and gun-
related deaths are far higher in the United States than in other
industrial countries.?

e Sometimes the employees of non-profit social enterprises
have a passion and zeal that ill serve the organization or its
cause. Greenpeace employees, for example, have at times taken
direct action, acting as pirates by boarding whaling ships, which is
illegal and can lead to loss of support for the organization or business.

¢ Funding can be irregular. Non-profit social enterprises are
generally very reliant on donations, which can be a problem in
economic recessions.

! http//www.reuters.com/article/2008/03/03/us-climate-whaling-idUSEIC37493020080303.
Accessed 5 October 2013

¢ https//abcnews.go.com/blogs/health/2013/09/19/u-s-has-more-guns-and-gun-deaths-than-any-
other-country-study-finds/. Accessed 5 October 201 3.

35



BUSINESS ORGANIZATION AND ENVIRONMENT

Revision checklist

. v/ Businesses in the private sector are owned v/ Companies and corporations have multiple
E and controlled by individuals or groups of owners — usually shareholders. When a

s individuals. business has registered as a company or

=

=4

corporation, the owners themselves are legally
separate from the business, so they are no
longer liable for debts.

v/ Businesses in the public sector are owned and
controlled by governmental authorities.
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v Sole trader businesses are owned and managed
by a single person. The individual is liable
for any debts the businesses might incur.
Registering a business as a sole trader is v" A social mission is the main aim of non-profit
relatively quick and easy. social enterprises. Any money made is called
surplus. Most charities fall into this category.

v For-profit social enterprises have a social
mission, but still aim to make a profit.

v/ A partnership is a business owned and
managed by more than one person. Decisions
should be made jointly and all partners will
be equally liable. Multiple partners can bring
different kinds of expertise, and may also bring
extra sources of finance.

Practice question

Ecosoluciones quality of life. The Peruvian government saw this
as a practical solution to develop other depressed

Ecosoluciones is a non-profit research organization
areas* of the country.

located in Madrid, Spain. One of their objectives
is to try to introduce non-polluting sources of Unfortunately in 2008 a severe financial crisis hit
electricity in developing countries. Europe and the Spanish government suspended
part of its funding for research organizations such
as Ecosoluciones. As a direct result, the management
of Ecosoluciones felt it may no longer be able to
maintain Alumbre’s wind generators.

[Source: adapted from http:/ecoworldly.com/2008/06/17/

Ecosoluciones to supply, for the first time, electricity wind-power-blows-into-peru-and-brightens-future/, 17 June
' e ' ) ‘- 2008

to a textile factory, one of the few firms in the area ]

operating in the secondary sector. Ecosoluciones also ~ a) Define the term secondary sector. [2 marks]

agreed to maintain and repair the generators. There b)

One successful application of their research was
the Alumbre Project. This provided electricity
created by wind generators to the remote village of
Alumbre, Peru, which previously had none.

In Alumbre, wind generators were installed by

Prepare a PEST analysis for the textile factory in

was a complete transtormation in the production Aluhoe. [6 marks]

process. The factory was able to buy new

machinery. Productivity increased dramatically. c) Contrast the objectives of non-profit

New jobs were created. organizations such as Ecosoluciones to those of
profit-based organizations. [5 marks]

Ecosoluciones also promised, in partnership with
Peru Telecom and the Peruvian government, to help @) Discuss two possible areas of conflict between

fund the improvements in communication between f;takeholders _
Alumbre and the rest of Peru. This also allowed in the Alumbre Project. [7 marks]
regional trade to develop. The entire community IB, May 2010

experienced significant improvements in their

* depressedarea: a region or locality where business, employment, and stock-market values have
declined severely orare ata very low level of activity
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1.3 Organizational objectives

By the end of this chapter, you should be able to:

=> Explain the definitions and roles of vision statement and mission
statement

JuaWUoIAUS
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-> Define aims, objectives, strategies and tactics and explain their
relationships

=> Explain why organizations change objectives and innovate in
response to changes in internal and external environments

=> Describe ethical objectives and corporate social
responsibility (CSR)

=> Outline the reasons why organizations set ethical objectives
and the impact of implementing them

=> Explain the evolving role and nature of CSR
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Prepare a SWOT analysis of a given organization
=> Examine the Ansoff matrix for different growth strategies of a given
organization

Vision and mission statements

Successful businesses have a clear identity, shared values and a sense

of purpose that all stakeholders identify with. To create or reinforce

this identity, communicate these values, and maintain focus on the
purpose, many businesses produce mission and vision statements. Some
businesses will have one of these, others both. When properly done,
both types of statement can help a business reach its loftiest aims and
stay focused day to day.

Mission and vision statements are sometimes confused. They have,
however, different purposes. The vision statement is more forward
looking and speaks to the long-term aims and highest aspirations

of a business. A mission statement is more grounded in the aim of
accomplishing objectives to achieve the mission, an intermediate step

on the way to the vision. The two statements should complement each
other, with the vision statement being produced first. Less specific than a
mission statement, the vision statement serves as a guiding principle

or principles.
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Table 1.3.1. Comparison of vision and mission statements

=
=4
(1]
| =4
=
a E Concept What do we want? Why are we doing what we are doing?
[=]
i
gz Purpose Avision statement points to the future. Itis A mission statement, based upon where the businessis
G what the business would like to see itselfas. now, communicates what needs to be done in order to
- achieve the vision.
Audiences | Tointernal stakeholders, the vision To internal stakeholders, the mission statement provides
statement inspires and motivates a means for accountability by defining key performance
employees. indicators.

For external stakeholders, the vision statement | Forexternal stakeholders, the mission statement measures
binds them to the business by giving asense | how successful the business is atachieving its vision.
of shared beliefs.

Change As an expression of the business core A mission statement may change: in a world of
values, the vision should never change. dynamically changing external environments, a mission
statement may need to be modified to meet new
circumstances.

Aims, objectives, strategies, and tactics
Businesses may also distinguish between aims and objectives and TOK di . ‘
between strategies and tactics. All of these concepts are interdependent 1SCUSSIOn

and all these terms, including vision and mission, are linked in some

way or another. Figure 1.3.1 is an attempt to show their relationship
with each other.

“Futurists” or “futurologists”
are regularly wrong. In light
of the unpredictability of
the future, to what degree
is planning for the future
good use or a misuse ofa
business’s resources?

tactics

__________________________________________________________________________________________________________________

objectives : aims

Figure 1.3.1. The vision and mission statements — relationship between aims,
objectives, strategies, and tactics

The aims of a business are its long-term goals — what it wants to achieve in
the future. An example of an aim might be: “We want to be profitable every
year through the production of tasty, high-quality meat products”. Another
aim might be more focused on the delivery of the service: “We aim to deliver
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consistently high-quality plant and garden products through a helptul sales
staff”. The vision statement is a summary of these aims (sometimes literally
the sum of these aims, at other times with modified wording).

Two examples of vision statements of major corporations you probably know
(and the products of which you might use) are from Microsoft and Toyota USA.
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Examine their vision statements:

e Microsoft: “A personal computer in every home running Microsoft
software”.

e Toyota USA: “To be the most successful and respected car company m
in America”.

In both cases, the vision statements are brief and express aspirations that Vision statement

are high and long term. They are inspirational. Both statements convey a a philosophy, vision or set of
sense of confidence in purpose. Further, they convey the sense that, if the principles which steers the
companies are not at this lofty place yet (Microsoft running software in every direction and behaviour of an
home or Toyota USA being the most successful and respected car company organization

in America), they will not give up until they have reached their aspiration.

In contrast to aims, objectives are the medium- to short-term goals that
clarify how the business will achieve its aims and reach its vision. A
mission summarizes these objectives.

Student workpoint 1.5

Be reflective

You might be aiming for a grade 7 in IB Business Management. What
might your personal vision statement be?

What might your personal mission statement be?

Does your school have a mission statement? If so, what does it mean
for you as a pupil? What does in mean for your teachers? If not, try
and design one!

Objectives should have specific characteristics. They also come in three types:

¢ Strategic objectives — sometimes referred to as global objectives -
are the medium- to long-term objectives set by senior managers to
guide the company in the right direction to achieve the aims.

e Tactical objectives are the medium- to short-term objectives set by
middle managers to achieve the strategic objectives.

e Operational objectives are the day-to-day objectives set by floor
managers (and sometimes workers themselves) so that the company
can reach its tactical objectives.

Table 1.3.2. Vision and the three types of objective

Vision [summary of aims)

Long-term and Strategic objectives

highest aspiration

Long-term goals Tactical objectives

Medium or
short-term goals

Operational objectives

Day-to-day goals
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Businesses use the term hierarchy of objectives to describe the
relationship between all of these goals. At the top of the hierarchy are
the aims, which are few in number and set by the entrepreneur or

the chief executive officer (CEQ). The aims are (and should be) rather
general. How the business achieves these aims is through the next level
of managers - the senior managers (directors or executives). These
strategic objectives will be greater in number and concrete. Ideally, these
objectives will also be SMART (see below for details). With SMART
objectives, the entrepreneur or CEO has some fair and measurable way
to assess the performance of the executives and their divisions. If SMART
objectives are not met, the CEO must ask: Were the objectives properly
set, or did the directors or executives not perform properly in meeting
the objectives? If the directors or executives vastly exceed the objectives,
the CEO may decide to set more ambitious objectives the following year.

Businesses achieve their strategic objectives through the next tier of
objectives, those that are tactical. Tactical objectives tend to be greater in
number than strategic objectives and are usually set by the next level of
managers — the middle managers (heads of department or supervisors).
At the lowest level, operational objectives will be set: floor managers
will determine specific objectives that, in sum, ensure that the tactical
objectives will be met.

Consider the hierarchy of objectives shown in Table 1.3.3.

Table 1.3.3. The hierarchy of objectives

Strategic objective

Tactical objective

To be the most successful
cardealership in the city

To have the highest market
share of car dealerships in
the city

salespeople so that the

salespeople to serve
customers at all times

To hire and retain enough

dealership has sufficient

Student workpoint
1.6

Be reflective

Here are the vision
statements of two large
organizations:

Oxfam: A just world
without poverty

Amazon: Qur vision is 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.

What do the statements
reveal about the aims

and attitudes of the
organization? Look
carefully at the words that
each statement uses — what
affect do they have on you?

Operational objective

To have the average amount
of time that a customer
waits to be greeted by a
salesperson to be less than
two minutes

In the example in Table 1.3.3 the CEO sets the aim that a particular car
dealership should be the most successful in the city. The head of sales
determines that the best way to measure success is by having the highest
market share of any car dealership in the city. The sales managers realize
that to have the highest market share within a specified time frame
means having more qualified sales staff to serve customers. Then the
salespeople, realizing that their chance of making a sale increases the
sooner they greet the customer, agree as a group that no customer will
go more than two minutes without being greeted and offered service

by a salesperson — even if it means that salespeople will not finish their
coffee during their break.

An important difference between aims and objectives is that objectives are
concrete and can be translated into something specific and measurable.

A vision such as “To be the most successful and respected car company in
America” is motivating, but it is also (purposely) vague. This vagueness
allows almost everyone to feel connected to it, but vagueness and
abstractness are not qualities that employees can act on in unison.
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than set an objective that the business “should grow”, a smart
objective would clarify that it wants to “increase its membership” or Time-specific
“increase the number of units sold” or “increase market share”.

Businesses are effective when they take that vision and transform it into -
- . . . . - . g =)
specific objectives. The best business objectives are SMART. SMART Specific 5
objectives are as follows: Measurable 38
=

Specific — Is the objective clear and well defined? Objectives should Achicvable §°§
relate to the nature of the business and be unambiguous. Rather S g
~elevant =2

o

g8

Measurable — Can the objective be measured to see whether it has
been achieved or not? Not only should the objective be specific but it
should also be measurable, as each of the above cases were (number
of members, number of units sold, size of market share).

Achievable — Can the objective be achieved (is it realistic)? When
objectives are achievable, they can be motivational. Objectives that
are beyond the reasonable reach of a business or its employees
can have the opposite effect, with employees giving up because
they think or fear that they cannot reach the objective. Achievable
goals also reduce dissonance and distractions (when employees or
managers wonder how other aspects of the business are going to
support these objectives).

Relevant - Is the objective actually of any use? Businesses can

set objectives that are distractions from the main purpose of the
company or, more commonly, set objectives for specific employees
that are not relevant to the employees’ area of responsibility. At a
school, telling a member of the custodial staff that the objectives are
for students to achieve high IB scores is not particularly relevant.
Telling the custodial staff that, to lower expenses, they need to
reduce the amount of cleaning supplies by 7 per cent is relevant.

Time-specific — Has a sufficient time frame been set? If objectives do
not have a time frame or deadline, they are not meaningful. For a
car dealership to tell the sales staff that the number of cars sold per
salesperson must increase by 5 per cent is meaningless unless the
sales staff is told the date by which the new sales target is to be met.

A business strategy is a plan to achieve a strategic objective in order

to work towards the aims of the business. This strategy will be medium STRATEGY

to long term and will require senior managers to make the decisions Whatever the business, devising
approved by the owners and/or the CEO. a strategy means asking ‘who,

. . when, what, where, why?’
Strategies are not unplanned or spur of the moment; they involve J

careful analysis of: What are the implications of

missing one of these questions?

e where the business is

o development of a plan (strategy) of how to get where the business
wants to be (aims)

e careful consideration of how to implement the strategy

e a periodic evaluation process (in well-run organizations) to
determine whether the plan is working or, after a specific period of
time, has worked.
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A business tactic is a plan to achieve a tactical objective to work
towards the strategies of the business, which themselves are the path
to reaching the aims of the business. This tactic will be short term and
will require middle managers to make the decisions approved by the
senior managers. Tactics are easier to change. They are less closely tied
to the long-term health of the firm but rather focus on how to achieve
measurable targets within the strategy.

A business can have a sound strategy but a poor tactical plan. A strategic
objective, for example, might be offering food that is perceived by
restaurant customers to be of the highest quality of its type in a market
area. One tactic for determining customers’ satisfaction might be
customer count or observing customers’ reactions as they eat the food. A
better tactic might be to obtain a more direct form of customer feedback
on food quality (but it might not be a better form if the direct feedback
does not otherwise fit with the marketing mix of the restaurant).

The need for organizations to change objectives

Businesses often need to change objectives. Sometimes this requires
changing strategic objectives. More commonly, it involves changing
tactical objectives and, day to day, floor managers and supervisors
change operational objectives. Regardless of the level, objectives change
because of changes in either of these environments:

o the internal environment, which refers to changes in the conditions
within the business

e the external environment, which refers to anything outside
the business that nonetheless has a bearing on its operation or
performance.

Changes in the internal environment might include the following:

Leadership — change of leadership often can lead to a change in aims
and objectives. A famous example is when, in 1996, Steve Jobs returned
to Apple. Sometimes new leaders brought into a company will have

a different leadership style from their predecessor, which can require
significant changes to objectives.

HR - the term “human resources” covers a vast array of elements of a
business. Conditions related to HR can change and can alter objectives all
down the hierarchy. Industrial action, which refers to actions taken by
unions or other forms of organized labour, can often precipitate change
in an organization.

Organization — business organizations change. A merger or acquisition,
such as when Kraft took over Cadbury, can have a ripple effect through an
organization causing the new organization to rethink many of its objectives.
In other instances, some internal pressures may cause an organization to
modify one aspect of its business. However, given the interconnectedness
of all the business functions, changes in one area can require changes in
another, including changes to strategic or tactical objectives.

Product - products are sold in a marketplace. Sometimes, the
performance of the product in the marketplace may require changes in
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either the product or sometimes an entire product line. In the 1980s,
for example, because of market pressures Lucozade reoriented itself as a
sports drink, and sales tripled. With this change in the branded identity
of the product, from an illness-curing beverage to an energy-providing
sports drink, many different aspects of Lucozade’s strategic and tactical
objectives had to change (which led to an even greater number of
changes in operational objectives).

Finance - All business activity must be financed. When the
circumstances of finance change, especially when sources of finance
become fewer and the amount of finance decreases, organizations have
to modify their strategies or change the emphasis of their business. In
2009, FIFA football introduced the “Financial Fair Play” rule, which
modified how much money teams could spend on players, and teams
had to respond.

Many other sets of circumstances can change finance. After the world
recession began in 2008, for example, many banks raised lending
standards and businesses had to make adjustments because they had
more limited access to capital to finance activity.

Operations — ideally, most businesses are innovating constantly, not
just by offering new products but also by developing better methods

for producing or delivering their core service or product - that is, by
innovating their operations. Sometimes changes in operations occur for
more everyday reasons, such as relocating a factory. Whether because
of innovation or the more everyday reason, changes in operations can
necessitate other changes in objectives.

If any of the above internal factors are altered, then the business may
well have to respond or even pre-empt them by changing its objectives.
Changes can also occur in the external environment. Usually, a business
has limited or no control over the external environment, and often
objectives have to change in response to them. Often, business people
and teachers and students use a “STEEPLE” framework to frame issues
related to the external environment. Steeple factors are as follows:

Social - this refers to changes in society or culture, such as demographic
change (social) or cultural change (such as an increased preference for
expensive coffees, like those supplied by Starbucks or Coffee Aroma). Social
changes such as these may force the business to reappraise its objectives.
One example is the business of education. More women are attending
university and obtaining degrees than they did a few decades ago and, as

a result, universities are modifying many of their objectives, from course
offerings to residential practices, to suit the greater number of women.

Technological - today is an era of rapid technological change, which
can change the environment for business in any number of ways. A
product a business offers can be rendered obsolete or uncompetitive
because of technological innovation (think how quickly Blackberry
went from being a “hot” product to one that struggles to compete
with new smartphones). Technological innovation can force changes
in production techniques if a competitor develops new methods for
producing products more cheaply than other businesses. Technological
changes can also force a business to change for “softer” reasons. All
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businesses need to be more aware of their environment and their actions
in it because information technologies allow communication in ways
previously unknown. Today, for example, Nike would have a harder
time manufacturing shoes in low-income economies and using child
labour compared to several decades ago, when companies could often
follow those tactics without being discovered.

Economic - changes in the market conditions, such as the presence
of new competitors, or simply changes in the economy, such as

the global financial crisis that began several years ago, can have a
profound influence on businesses and force them to change strategic
and tactical objectives. For example, because of changing economic
conditions interest rates on loans can increase, raising the cost of
capital for businesses and preventing capital investment. If a
company sells a product the demand for which is income elastic
(see more on this in Unit 4.x), sales may fall in an economic
downturn. For many reasons, changing economic conditions can
force a business to change.

Ethical - sometimes quickly, sometimes slowly, the values of a society
can change. Changes in ethical values in a society encourage or even
force a business to change its practices. Fifty years ago, relatively few
businesses were deeply concerned about sustainable business practices —
Paul Hawken'’s concept of “natural capitalism” was unheard of. Today,
even if the owners or executives of a business were not genuinely
concerned about sustainable practices, external stakeholders will almost
certainly expect their business not to harm the environment, or at least
to minimize that harm. In a host of other ways — ethics in lending,
diversity in hiring, attentiveness to sexual harassment, product safety —
changes in society’s values have led to changes in many businesses’
objectives.

Political — change to the political system very often forces business to
change its approach. Multinational businesses plan for this possibility
and often will have a “country risk assessment” before investing in a
particular country. A country risk assessment attempts to determine
the likelihood that drastic political change in a country could put at
risk the investment or operations of a business there. Political risk,
however, can occur at home. If the outcome of a political election
determines that the legislature of a country changes from centre-left
to centre-right, the business environment can change. Sometimes,
though, political change can occur unexpectedly and not from the
results of an election. Legislatures can decide to take action because of
a scandal, a crime, or even an accident, that in turn affects the business
environment.

Legal — when responsibility for legislation changes from one party

to the other, or one coalition to another, changes in the legal
environment often occur. Regulation, taxes, and a host of other factors
can be changed merely by statute, and businesses have to respond. In
the 1980s in the United States, for example, many individuals across
the country grew tired of the number of fatal or traumatic injuries
occurring to young people due to excessive alcohol consumption. One
by one, most state legislatures raised the minimum drinking age in the
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United States from 18 to 21 years. Many taverns, bars, and clubs that
targeted customers in the 18-20-year-old range had to modify their
business strategies.

Ecological - growing environmental awareness and the “green”
revolution have had a significant effect on many businesses, for
example with the emergence of hybrid cars. Ecological factors can
affect businesses in ways other than the now-dominant focus on
sustainability. Ecological depletion, such as from fisheries off the coast
of Canada, or through some types of mining, can force a business to
change strategies. Large oil companies, sometimes notorious for their
ecological disasters such as huge oil spills, are nonetheless highly
innovative as they search for new sources of energy, especially dean
energy, in anticipation of rising demand and declining traditional
sources or energy, such as oil.

Why organizations set ethical objectives

Ever more commonly today, business are establishing for themselves
ethical objectives. Objectives such as these are goals based on established
codes of behaviour that, when met, allow the business to provide some
social or environmental benefit or, at the least, not to hurt society or

the environment in the process of making a profit. For example, a
business might aim to expect all its employees to be treated without
discrimination, harassment, or even favouritism. Another ethical
objective might be always to treat customers with respect and honesty.
Ethical objectives can cover a whole range of activities and today many
businesses are setting them.

Businesses may set themselves ethical objectives for some very good
commercial reasons, including these:

¢ Building up customer loyalty - repeat customers are vital to most
businesses. Customers are more likely to return to a business they
trust and respect, and ethical objectives and ethical action foster this.

e Creating a positive image - both existing and potential customers
are likely to shop at businesses with good reputations. The opposite
is certainly true: customers will avoid businesses with reputations for
untrustworthiness.

« Developing a positive work environment — businesses that
have well-motivated staff who enjoy working for the business have
a competitive advantage. Businesses with strong ethical objectives
can be attractive to many potential employees and serve to improve
morale and motivation.

» Reducing the risk of legal redress — being unethical can cost
a company money, not only from dissatisfied customers not
returning or from the bad word-of-mouth reports generated by
unethical behaviour. Sometimes unethical behaviour can lead to
legal redress by the government, by other businesses or by the
customers themselves. Even if a business “wins” in court, the
process can be expensive and cause significant damage to the
firm’s reputation.
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This poster from the clothing company
Matalan clearly states the business's
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o Satisfying customers’ ever-higher expectations for ethical
behaviour - with improved ICT and the worldwide web, business
decisions and actions are more visible than ever before. Today,
consumers are aware of what is considered ethical and unethical
behaviour and often “punish” unethical behaviours by not
patronizing certain businesses. Few businesses can disregard public
opinion.

¢ Increasing profits - opportunities for businesses to behave ethically
are growing. Banks will often not lend to dubious businesses, clothes
manufacturers will not use “sweatshop” workers, and coffee houses
use “fair trade” coffee. Many people today seek out and purchase
from businesses that behave ethically, which can lead to higher
profits.

The impact of implementing ethical objectives

When a business implements ethical objectives, many areas of the
business environment will be affected. The effects may be on the
following:

e The business itself — although in the long run the business may
experience benefits from implementing ethical objectives, in the
short term costs are likely to rise, and employees, accustomed to
certain norms and practices, may resist change.

e Competitors — competitors may have to respond to maintain their
market position.

e Suppliers - if the business implementing ethical objectives includes
the policy of buying only from other ethical businesses, suppliers
may have to respond in order to protect their orders.

e Customers - customers are likely to trust the business more and
develop a strong brand loyalty.

¢ The local community - businesses that have and follow ethical
objectives generally see an improvement in their relationship
with the local community, which can benefit them in terms of
employment and goodwill.

e Government - feeling pressure from voters and other stakeholders,
increasingly local, regional, and national levels of government are
recognizing businesses with ethical objectives, overall creating a
government-business environment fostering ethical objectives.

The difference between ethical objectives and
corporate social responsibility

Ethical objectives are specific goals that a business may set for itself
based on established codes of behaviour. Ethical objectives differ, but
are closely related to corporate social responsibility (CSR). CSR is the
concept that a business has an obligation to operate in a way that will
have a positive impact on society. As part of its CSR policy, a business
would want to assess its actions. As a result of such an assessment,
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the business may wish to implement a particular ethical objective. For
example, a business might open a creche facility (an early childhood
day-care centre) for its employees.
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The importance of corporate social responsibility

CSR is broader and less specific than ethical objectives. A company
committed to CSR is intending to act as a good “corporate citizen”:

in all matters acting responsibly and in a manner that benefits society

as a whole. A business committed to CSR not only obeys laws but also
interacts responsibly and honestly with customers and reduces its impact
on the environment. By recognizing its CSR, a business is more than
likely to have a sustainable business model. By building strong links
with society and the environment, the business is more likely to be a
valued part of the society.

Many businesses, and increasingly big businesses, see themselves and
want to position themselves as role models — as leading citizens — setting
the standard for everyone for responsible behaviour. In an international
context this might be more difficult because of different opinions of
ethical values, but with globalization and the greater integration of

the world’s economies through the actions of multinational companies
this can still be possible. Although many businesses do not reach their
highest aspirations for CSR, since around 1980 the movement towards
CSR has been significant and led to dramatic changes in the attitudes
and practices of businesses.

SWOT analysis

SMART objectives are part of a coherent strategic plan. In the 1960s,
a business tool — the SWOT analysis — was developed to help business
set these objectives. Although use of this tool has not been without
criticism, in general many businesses rely on SWOT analyses for
planning purposes.

SWOT analysis is meant to be the first stage in the planning process. It
helps managers to brainstorm the perceived strengths, weaknesses,
opportunities, and threats facing the business. These elements are
combined in a matrix as shown in Table 1.3.4.

Positive factors Negative factors

Internal to the business Strengths Weaknesses

Table 1.3.4. The SWOT matrix

External to the business Opportunities Threats

The SWOT matrix is based on perceptions. The wider the sources and
the more reliable the data, the stronger will be the analysis of the
SWOT factors. The opposite is also true. If a SWOT analysis is done in a
poor, sloppy, or uninformed fashion, it can actually mislead a business.
Like any business tool, it is useful only when thoughtfully and properly
applied.
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A SWOT analysis for a given organization

Table 1.3.5 shows an example of a SWOT matrix for Apple Inc. (as of
January 2013).

Table 1.3.5. SWOT matrix for Apple Inc.

Strengths

Well recognized among
most consumers

Fourth largest playerin the
global mobile phone market

18.5% market share of
global smartphone market

Strong brand image
provides an edge over
competitors

Very profitable — $100 billion
cash reserves

Focused research and
development creating
stylish products

Provides integrated
operating systems,
hardware, application
software and service to its
customers

Weaknesses

Patentinfringement lawsuit may affect
financial condition and operating results

= January 2010
= Nokia 2012 Samsung dispute

Product recalls may harm Apple’s
reputation

= 2010, antennae problems in iPhone 4
Product defects harm Apple’s reputation
and add significant warranty and other
expenses

= 2012 embarrassing discard of Google
maps and the failure of Apple’s own
maps for the iPhone 5.

Poor design and limited innovation in the
latest products

Death of the inspirational leader Steve
Jobsin 2012

Loss of share value (25% in three months
Sep—Dec2012)

Proprietary systems that do not allow
individuality

Price — other products are more
affordable and of similar quality

Foxcom — has been a PR disaster for Apple

Opportunities

Strong growth in
smartphone

Strong growth in tablet
markets

Mobile advertising market
is forecast to reach
approximately $25 billion
by 2015

Increased scope in the
educational market

Streaming and television
markets have great potential

Threats

Rising popularity of Google Android may
affect its market share

= 350,000 Android smartphones are
activated daily; 150,000 iPhones are
activated daily

= More firms like HTC and Motorola are
using Android

Intense competition may affect revenues
and profitability

Increasing popularity of Kindle Fire

The business sectoris not dominated by
Apple —the field ismore open

Source: Adapted from Datamonitor’s Apple Inc. Company Profile SWOT Analysis
http://paigebalash.wordpress.com/2012/02/28/where-is-apple-going-now-swot-
analysis-of-apple-inc-2/
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Student workpoint
1.7

Be a thinker

Choose a well-known
business in another sector
—such as tourism or food.

Complete a SWOT
analysis for that business.
Think carefully about all
the different factors which
could affect each of the
four sections.



1.3 ORGANIZATIONAL OBJECTIVES

Note that the purpose of a SWOT analysis is not to brainstorm the
strengths and weaknesses of a business strategy itself; it is the first part
of developing the strategy by identifying the different strengths and
weaknesses of the business. Once these are known, the SWOT matrix
can be analysed and so a strategy can be formulated.

SWOT analysis and market position

Use of the SWOT matrix can be strengthened by “pairing” key factors
from each quadrant and then adopting a relevant strategy, as shown in
Table 1.3.6.

Table 1.3.6. Pairing key factors to determine the relevant strategy

Strengths Weaknesses

Opportunities S-0 W-0

Growth strategies Re-orientation strategies
Threats S-T W-T

Defusing strategies Defensive strategies

Source: Adapted from: http:/www.quickmba.com/strategy/swot/

Growth strategies are best achieved by combining the strengths of
a business with the market opportunities, which produces the most
positive short-term strategy available from the matrix. The business
should pursue growth strategies when it is confident that it has no big
issues in any other area.

Defensive strategies are adopted when a business is at its most
vulnerable. When threats and weakness exist in combination, the
business needs to act defensively and quickly. Defensive strategies are
the most “negative” short-term strategies, but they may be necessary to
help the business survive.

Re-orientation strategies are adopted when a business focuses on
addressing its weaknesses in order to use them for the opportunities
available in the market. Re-orientation strategies are positive and long
term. Their adoption assumes that the business will first address its
weaknesses, then can re-orientate itself in a new direction.

Defusing strategies are designed to eliminate threats in the market by
focusing on the strengths of a business. Defusing strategies assume that
the business does not need to look for new market opportunities but
can simply defuse the threats through a focus on core strengths. This is
a neutral and medium- to short-term strategy. For instance, it Apple had
considered its SWOT matrix (Table 1.3.5) then it may have focused on
re-orientating strategies — see Table 1.3.7.
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Table 1.3.7. Apple SWOT analysis — re-orientating strategies

Strengths Weaknesses

e Productdefects harm Apple’s reputation and add
significant warranty and other expenses

= 2012 embarrassing discard of Google maps and
the failure of Apple’s own maps for the iPhone 5.

e Poordesign and limited innovation in the latest
products

e Deathofthe inspirational leader Steve Jobsin 2012

Opportunities Threats

e Mobile advertising market is forecast to reach
approximately $25 billion by 2015

e Increased scope in the educational market

e Streaming and television markets have great potential

Apple may conclude that it needs to signal to the market that the
business lives on after Steve Jobs. To do so, it must create new
products (in the growing streaming and television markets) to
rescue its reputation as an innovative producer. Such a move would
also signal a move away from the intensely competitive tablet and
smartphone markets — just as the company did in the past when

it moved away from the home computer market and into

digital music.

The Ansoff matrix

Another business tool to help businesses plan and set objectives
is the Ansoff matrix, which was designed by Igor Ansoff in
1957. Many businesses use the Ansoff matrix to help plan their
growth strategies.

The matrix looks at the growth potential in terms of the market and
product, and considers both the existing markets and products, and
new markets and products (see Figure 1.3.2).

Product
Existing New
oo
S| Market Product
M g penetration development
a
r
k
e
|z Market Diversification
Z | development

Figure 1.3.2. The Ansoff matrix



1.3 ORGANIZATIONAL OBJECTIVES

There are four possible growth strategies, explored below.

Market penetration occurs when a business grows by increasing its
market share, selling more of its existing products in the same market.
Market penetration is considered the safest option but opportunities

for increasing market share may be limited by the competitors in the
market. Market penetration relies heavily on promoting brand loyalty
in order to encourage repeat customers and on promotion in general

to lure customers away from the competition. Television soap operas,
telenovelas, or even Hollywood blockbusters with sequels that tell more
or less the same story, such as “Toy Story”, “Shrek” or “Iron Man”,
would fall into this category.

Key factors to increase the chance of success are:
e the growth potential of the market
e the strength of customer loyalty

e the power and ability of competitors.

Market development expands the market by looking for new
markets or for new market segments in the existing market. Market
development is a riskier strategy than market penetration, as the
business may not understand the new markets. For example, Starbucks
was unsuccessful when it opened coffee stores in Australia. Wal-Mart
also was unsuccessful when it expanded into Germany. Wal-Mart

had underestimated the loyalty of the German public to existing
(German) superstores. Successful market development requires different
approaches from market penetration.

Key factors to reduce the risk of market development are:
o effective market research

o having local knowledge on the ground

¢ having an effective distribution channel.

Product development is the development of new products for the
existing market. Sometimes it may be a genuinely and wholly new
product. Often, however, so-called “new” products are upgrades of
existing products such as the iPad, iPad 2, iPad 3, iPad mini and all the
different variations. At other times, a “new product” is a variation on an
existing product. For example, this was the case when Singapore Airlines
introduced their budget airline “Scoot” to fight off competition from
Australian budget airlines.

Product development is riskier than market penetration, with much
depending on how loyal the customers are to the original products. Key
factors to reduce the risk of product development are:

e effective market research
e having a strong research and development system
¢ having first mover advantage.

Diversification is the riskiest growth strategy a business can pursue.
When diversifying — introducing a new product into a new market - a
business combines two elements of risk:

e lack of familiarity and experience in the new market

e the untestedness of any new product.

TOK discussion {

Long before business tools
such as SWOT analysis and
the Ansoff matrix existed,
businesses operated
successfully. Do these tools
add value? To what degree, if
any, do they obscure rather
than clarify?
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When Apple moved away from home computing and entered the

digital music market and then the handphone market, it successfully

diversified. Many attempts at diversification, however, have failed. For

example, a British cement producer ‘Blue Circle” decided to produce
lawnmowers. Its rationale was that people using their cement to build

garden patios would want a lawnmower to cut the grass. Blue Circle’s

failed attempt at diversification was a factor contributing to the takeover

of the business in 2001. ')

=
w
E
c
[=]
£
=
=
w

o
c
@
=

=

m

i
S
B8
=]
0
)

£
3

o

-

Key factors to reduce the risk of diversification are:

o effective market research

e due diligence testing to determine: S
= the attractiveness of the market

= the cost of entering the market

e recognition of the existing business

e possible tie-ups with other businesses with the necessary experience.

Apple’s iPod is an example of
successful diversification

Revision checklist

v/ A vision statement should encapsulate what the business hopes to be
in the future. It should remain constant.

v/ A mission statement describes what the business is doing now. It
might need to be modifies as time passes.

v/ Aims are long-term goals.

v/ Objectives are short-medium-term goals which allow a business to
meet its aims. Objectives should be SMART (specific, measurable,
achievable, relevant and time-specific).

v/ A business strategy is an over-arching plan of objectives which will
enable aims to be met.

v/ Business tactics are the actions and objectives which allow a business
to implement strategy.

v Ethical objectives are goals that a business sets for itself based on
established codes of behaviour.

v/ Corporate social responsibility (CSR) is the concept that all businesses
have an obligation to operate in a way that will have a positive
impact on society.

v A SWOT analysis is a tool used in business planning. It involves
analysing strengths, weaknesses, opportunities and threats, both
inside a business and externally.

v'  The Ansoff matrix is used to plan business growth. It considers
new and existing products and new and existing markets to identify
opportunities. It allows a business to identify areas of market
penetration, market development, product development and
diversification.
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Practice question
Predicting the future

Traditional secondary research to identify trends, to forecast and to
provide data about seasonal and cyclical variation is increasingly
outdated, particularly as many products are sold through e- commerce.

Today online forecasting is becoming popular. Google™ s chief economist
has found a correlation between sales of products (such as cars and
holidays) and levels of online Google™ searches for information about
those products.

To make market predictions, market researchers are increasingly

using social media* to collect online messages in order to understand
consumers’ moods. They use web-based data to build a “real time”
measure of consumer emotions and preferences and then use the results
for predicting consumers” behaviour. Some companies such as Coca Cola®,
Starbucks® and Disney already use social media for online market research.

Dr Bollen of Indiana University, United States, found that:
Twitter users” collective mood changes coincide with national events.

A correlation exists between trends in national mood (expressed in
millions of Twitter messages) and changes in share prices. Three days
after an increase in anxiety levels, share prices tend to fall (although it is
unclear why this happens).

Investors use social media to guide their decisions.

Users of social media share information online about feelings and
purchasing intentions. They are unconcerned by market researchers
using software such as “Wise Window” to follow them constantly in
order to forecast demand.

Technologically advanced software can recognize sarcasm, double
meanings and cultural references. However, interpreting slang
expressions remains a challenge.

Mr Watts, an Internet researcher at Yahoo!®, said that to be useful,

a forecasting technique must add something new to what is already
known. The use of social media will only add value to forecasting if
other sources of information are limited. He warned that sophisticated
methods based on the analysis of Twitter messages, blog postings or
Facebook® pages have limitations.

[Source: adapted from “Can Twitter predict the future?” The Economist Technology
Quarterly, 4 June 2011 and John Plunkett, Media Guardian, 25 July 2011]

* social media: refers to various forms of relatively new electronic technologies that allow individuals,
groups and organizations to communicate with one another. The communication is “virtual” (across
the world wide web and through electronic transmission) and is typically interactive. One frequent
feature is the ability of a participant to pass on a communication it has received to other persons,
groups, or organizations.
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Twitter Demographics (Infographic)

- Age P

Caucasian 18—34 i Caucasian 50+
(38.54%) (17%)

Ethnicity

African American 18-34 (3.3%) Agg‘f’;;'[“;g;?" M";;TET g;‘;""
U hsian 1834 (AR T Asian35-49(16%)  [Asian S0+ (1.4%),
Hispanic 18-34 (24%) B I i T

Y

a) Describe one advantage and one disadvantage to an
organization of using e-commerce. [4 marks]

b) (i) Explain one benefit of sales forecasting for an organization.
[4 marks]

(ii) Distinguish between seasonal and cyclical variations to
predict sales trends. [4 marks]

¢) Examine the usefulness of traditional secondary research to
identify market trends and for forecasting. [6 marks]

d) Evaluate the use of “social media to collect online message
in order to understand consumers” moods” for making market
predictions. [9 marks]

IB, Nov. 2013



1.4 Stakeholders

By the end of this chapter, you should be able to:
=> Qutline the interests of internal stakeholders
= QOutline the interests of external stakeholders

=> Discuss possible areas of mutual benefit and conflict between
stakeholders’ interests

Stakeholders are any individual or groups of individuals who have a
direct interest in a business because the actions of the business will
affect them directly. They are called stakeholders because they have
a stake or interest in the business. Sometimes the stake is directly
financial (they are shareholders, lenders, suppliers, or employees)
and at other times it is less direct, such as the community in which a
business operates. Nevertheless, all stakeholders have an interest in
the business.

Internal and external stakeholders
In general, we usually talk about two types of stakeholder:

» Internal stakeholders are individuals or groups that work within
the business.

» External stakeholders are individuals or groups that are outside
the business.

In practice, grey areas exist between internal and external stakeholders:

e Employees of a business live in the community where the business is
located. As employees, they are internal stakeholders; as residents of
the community, they are external stakeholders.

¢ In democratic societies, employees (internal stakeholders) are voting
citizens and thus in some way are external stakeholders, as voting
citizens have some claim on the government.

e Consultants to a business, such as financial planners, are external
to the business. They are people brought in largely because of their
expertise in a particular area. However, once hired, in some fashion
they have an internal position.

e Small shareholders in large publicly traded companies, like all
shareholders, are considered internal stakeholders, even if they own
a tiny fraction of a large publicly traded company, for example Apple
or General Electric (GE). However, someone who owns a small stake,
such as 100 shares, of a large publicly traded company has virtually
no ability to influence the business and in most respects is external to
the business.
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In addition, in other instances individuals have multiple stakeholder
interests: employees who own shares and managers, who are part of the
management team, have multiple stakeholder interests.

The interests of internal stakeholders

e Shareholders focus on returns on their investments.

¢ The CEO or managing director focuses on coordinating the
business strategy and delivering profits and returns that satisfy the
shareholders.

e Senior managers focus on the strategic objectives for their
functional areas.

o Middle managers focus on the tactical objectives for their
functional areas.

o Foremen and supervisors focus on organizing tactical objectives
and formulating operational objectives.

¢ Employees and their unions focus on protecting their rights and
working conditions.

The interests of external stakeholders

¢ Government (at all levels) focuses on how the business operates
in the business environment.

e Suppliers focus on maintaining a stable relationship.

o Customers and consumers focus on the best product that meets
their needs.

¢ People in the local community focus on the impact of the
business in the local area.

e Financiers focus on returns on their investments.

e Pressure groups focus on how the business has impact on their
area of concern.

¢ The media focuses on the impact of the business in terms of news
stories.

Note that competitors are nof considered to be stakeholders. Although
a business may have an indirect impact on competitors through its
actions in the marketplace, the competition does not have anything
directly at stake with the business itself. In fact, the competitor usually
wants the business to fail.

Possible areas of mutual benefit and conflict between
stakeholders’ interests

Groups of people with a common interest, such as a business, may also
have differences of opinion. This situation makes sense: although all
stakeholders have a “stake” in the business, their focuses are different.

Consider the example of a pay rise for employees. Shareholders may
object to the idea, as it could decrease profits and, therefore, their return
on investment. At the other end of the spectrum are the employees

Stakeholder

anindividual or group who has
aninterest, often financial, in
the activities and success of
an organization

Shareholder
anindividualwho owns a
share or sharesin acompany
Competitor

another business or
organization offering very
similar goods or services



1.4 STAKEHOLDERS

themselves, who would favour pay rises, which would give them a
higher standard of living.

In between these two positions, various stakeholders would be of
mixed mind.

e The CEO and senior managers would in principle probably support
paying higher wages, as this would make the employees happier.
However, the CEO and senior managers, with responsibility for
meeting profit targets and return on investment ratios, would also be
worried that pay rises would lower profits.

e Managers may also be concerned that, by reinforcing the use of
extrinsic motivating factors, a pay rise might undermine their efforts
to foster a culture of intrinsic motivation.

e Those in the local community would in principle favour higher
wages for employees, as it would mean that employees would have
more money to spend in the local community — at restaurants and
shops, etc. However, if the pay rises in any way threatened the
existence of the business, the community would not favour the idea.

Thus, any decision of importance, such as a general pay rise at the
business, will elicit different reactions from different stakeholders. In
this situation, there may be friction and alliances may be formed as each
stakeholder group jockeys for position.

One feature of successful businesses is that the interests of stakeholders
are sufficiently satisfied most of the time. In some instances, managing
stakeholders’ interests is not particularly complicated. An individual
running a small shop as a sole trader typically has relatively few internal
stakeholders: the sole trader and perhaps an employee or two. While in
theory the business would have several external stakeholders, such as
the community, the government, financiers and suppliers, these external
stakeholders typically (though not always) have such a small stake in
the business that the decisions of the shop are relatively inconsequential.
Thus, for this type of business, satisfying the interests of stakeholders

is not complicated. What is required mostly is being profitable enough

to pay for expenses and provide the sole trader with an income, and

to be in compliance with laws and government regulations and with
community standards.

For other types of business, especially large ones, coordinating the
interests of stakeholders is a much more formidable challenge. When a
large business operates a factory in a small city or in a town, the factory
may be the most important employer in the area. In this instance, the
various stakeholders have a major stake in the success of the business.
For example, in the case of a factory that is the main employer in a
town, a 20-per-cent reduction in the workforce might lead to reduced
expenses for the business. It might also mean greater productivity out
of the workforce that was not retrenched, if the workers retained were
pressured into working harder to make up for the smaller workforce.
Shareholders might be happy with this outcome, as might the CEO and
senior managers (who might receive greater year-end bonuses). The
workers, however, would be dissatisfied. Those losing their jobs would
be unhappy. Even those keeping their jobs would not like seeing their
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co-workers go. Even if the business were not pressuring the remaining
workers to work harder to make up for the lost work of those retrenched,
a general sense of fear — of more job cuts — would affect the workers.

Many other stakeholders would be affected as well. Just a few of the
implications for the local community and the local government would be
as follows:

=
w
=
c
[=]
34
£
w

b
c
@
=

=

m

i
S
B8
=]
0
o0
o

£
7
=

=a]

-

e Many employees would struggle to find new jobs, and government
expenses (support for the unemployed persons) would increase.

e Probably many people would move away from the town, selling
houses or moving out of rental flats, thus depressing the real estate
market.

e When families move away, the number of children in the school may
fall, thus leading to lay-offs of teachers in the school.

e Local businesses would suffer, as fewer employees of the factory
would mean fewer people with the resources to purchase at local
shops and restaurants.

Large businesses or those businesses that have complicated stakeholder
interests often perform a stakeholder analysis. The first step is to
prioritize or rank the interests of various stakeholders. One conceptual
approach to this step is to determine how “close” each stakeholder is to
decision making in the business. This is shown in Figure 1.4.1.

govern ment

employees

suppliers owhere

managers . .
financiers

consumers

local community

Figure 1.4.1. The comparative closeness of stakeholders to decision making

Under this approach, owners and managers are central to decision
making, while suppliers, employees, financiers, and consumers are
further removed. Most distant are government, pressure groups, the
media and the local community. Decision makers try to satisfy those
stakeholders closest to the centre.

Another conceptual approach involves a tool called stakeholder
mapping. Numerous models for mapping stakeholders exist. One
particularly valued model was formulated by Johnson and Scholes and
called the power—interest model.
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High Group C: keep satisfied Group D: key players

Figure 1.4.2. The power—interest model (Johnson and Scholes)

Source: Johnson, G and Scholes, K (1999) Exploring Corporate Strategy, 5th edition,
Prentice Hall Europe

By placing each stakeholder group in the matrix, a business can decide
on likely strategies.

Stakeholders in group A. These stakeholders, who have minimal
interest in the business and have limited power over it, are rarely a
problem for the business. Owners and managers fairly safely ignore these
stakeholders, or at least devote limited energy and attention to satisfying
their interests.

Stakeholders in group B. For owners and managers, making this
group feel included is important. Newsletters, events, and other ways of
conveying a sense of belonging are important.

Stakeholders in group C. This pivotal group of stakeholders must
be kept satisfied. They have the power to influence other groups. The
business must find ways to flatter the self-esteem of members of this
group to make them feel important.

Stakeholders in group D. These stakeholders are the most important.
The business must not merely communicate with them but also consult
with them before any major decisions are made. The business should
focus on their needs in preference to the others. Failure to involve and
satisfy these stakeholders can have very negative consequences for the

business.

Group A Group B Group C Group D
Least important Most important
to the business to the business
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Revision checklist

v/ Stakeholders are individuals or groups who have a direct interest in
the business.

v/ Internal stakeholders are individuals or groups that work within the
business, such as employees and managers.

v/ External stakeholders are individuals or groups outside the business,
such as customers and suppliers.

v/ The interests of the various stakeholders will differ. Interests might
include return on investment, the impact on the local area, working
conditions and the quality of the product produced.

Practice question
Anigam

Anigam is one of the biggest multinational companies operating in the

animal drugs industry. In many countries, Anigam is well known for its
promotional campaigns. It uses both above the line and below the line
promotion.

Anigam has a portfolio of animal drugs at different stages of their product
life cycle:

e Anitox is the first animal drug that Anigam developed and sold. It
is a business-to-business (B2B) product used in veterinary clinics
worldwide. Anitox has a high 25% share of the global market.
That figure has been stable for the last 10 years. Anitox is a well-
established product in a market that is saturated and growing very
slowly.

e A range of animal drugs was launched four years ago. One of them,
Anisan, helps prevent heart attacks in aging animals; it already has
a high 15% share of a rapidly growing market. Some other animal
drugs, however, are not performing as well: for example, Aniplus,
which is designed to strengthen animals’ immune systems against
the flu and other contagious diseases. The market for products such
as Aniplus is growing rapidly, but it is very competitive.

e Last year, Anigam launched a new drug called Anislim which
helps to reduce obesity in domestic animals. Thanks to significant
introductory marketing efforts and an appropriate promotional mix,
the first sales results were good. It is, however, too early to forecast
whether present sales for Anislim will be maintained.

a) Analyse Anigam’s portfolio of animal drugs by applying the Boston
consulting group (BCG) matrix. [5 marks]

b) With reference to Anigam and one other company of your choice,
discuss reasons for the increase in the number of multinational
companies. [7 marks]

IB, Nov. 2013



1.5 The external environment

By the end of this chapter, you should be able to:
- Prepare a STEEPLE analysis of an organization

=> Exaplain the consequences of a change in any of the STEEPLE factors
fora business’s objectives and strategy

The impact of the external environment
on a business

All businesses, no matter how small or big, operate in an environment.
In business, “environment” does not have the narrower meaning of
“ecology”, as the word usually means or implies. Rather, in business,
environment refers to various conditions (including ecological) external
to the business. Even when a business manages to control its internal
environment — that challenge alone can be difficult — elements external
to a business will still have an impact on it.

Businesses have only limited means to influence the elements of the
external environment. They can, however, plan and make contingency
plans for changes in the elements of the external environment. One
common tool for this type of planning process begins with a STEEPLE
analysis, which highlights and focuses on these external elements.
Earlier versions of STEEPLE analysis included a PEST or a PESTLE
analysis. All elements of those analyses were incorporated in the
STEEPLE framework, shown in Figure 1.5.1.

Ethlcal
Technological

B =

Figure 1.5.1. The STEEPLE framework

What is the difference between PEST, PESTLE and STEEPLE analyses?
e PEST - Political, Economic, Social and Technological

e PESTLE - Political, Economic, Social, Technological, Legal and
Ecological

e STEEPLE - Social, Technological, Economic, Ecological, Political,
Legal and Ethical.
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The addition of the extra elements (first legal and ecological and then
ethical) reflect an evolution in business practices and thinking over

the last 50 years as businesses have grown larger. Many have become
multinational and even global, so they have had to consider the different
legal frameworks in which they operate. A similar transformation

has occurred with the addition of ecological and ethical. Whereas 50
years ago many businesses focused only on making profits, today most
businesses have broader concerns, including striving towards sustainable
practices and treating all stakeholders ethically.

1 Business organisationand
environment

The impact of changes in any
of the STEEPLE factors

If any of the STEEPLE factors change, this will have an impact on the
objectives and strategy of a business. In a STEEPLE analysis, a business
first considers particular influences of each element on the business.
Then the business conducts an analysis to determine the most important
influences. Once the most important influences are isolated, the business
can develop a strategy to take them into account. Common influences

62

are listed in Table 1.5.1.

Table 1.5.1. Common influences in a STEEPLE analysis

Social influences include:

lifestyles
social mobility

demographics

education

fashions or tastes.

Technological influences include:

technological improvements
new technology transfer

infrastructure

ICT

research and developmentcosts.

Economicinfluences include:

the economic or business cycle
the rate of economic growth

the rate of inflation

the rate of unemployment
the exchange rate

interest rates.

Ethical influences include:

corruption

transparency

codes of business behaviour

fair trade.

Political influences include:

political stability

trade policies

regional policies

lobbying or electioneering.

Legal influences include:

regulations

employment laws

health and safety legislation

competition laws.

Ecological influences include:

depletion of renewable resources

global warming

organic farming

carbon footprints.

Not all businesses react to the influences or changes shown in Table 1.5.1
with the same degree of energy or purpose. Often, a business might not

need to be concerned with changes in particular laws (if they are not
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Case study

relevant to the business) or to changes in fashion or tastes (if its product
or service is not determined by fashion or tastes). How the business will
react to (or try to pre-empt) these influences will be a function of their

relevance to its current strategy and objectives.

Businesses that are flexible and can adapt to change will be more
successful than businesses that are inflexible and do not adapt. Being

ToK discussion {

To what degree are
businesses limited in how
much they can “know” about
the external environment?

an early adaptor and having first mover advantage can be very
useful for businesses that move fast enough. Planning based on STEEPLE
elements often allows a business to determine changes to environmental
factors, which may give it the opportunity to respond and perhaps even

to have a first mover advantage.

Cat’s Store, Japan

Cat's Store was the first ‘cat café’ to open in Tokyo,
Japan. Customers pay a fee to visit the café, where
they can sit with the cats who live there. There are
now around 40 cat cafés in Tokyo, with many more
throughout Japan and, increasingly, across the world.

A STEEPLE analysis for Cat's Store might consider the
following factors:

Social — is the interest in cats a fad or atrend? Is
there arisk thata new animal could become more
‘fashionable’? Is the population ageing? Is the café
visiting by more young people than elderly people?

Technological — How can the café best market itself
in an online world? Social media such as Instagram
and Twitter could be used to generate buzz. Is the café
utilizing the most efficient technology?

Economic — visiting a cat café is aluxury that people
may not be able to afford if the economy slows down.
Can the café owners afford to pay for vetbills?

Ethical — is it ethical to keep the cats in the café? Are
the standards of cleanliness and hygeine adequate?

Political — is there arisk thatanimal rights
campaigners could call for laws to be changed? Could a
new goverment change the rules?

Legal — the café is subject to strict health and safety
and animal rights regulations. Could these change?
What if a customer was injured by a cat? Do customers
need to sign a disclaimer?

Ecological — each cat will require food, shelter and
warmth. What is the ecological effect of this?

Student workpoint 1.8

Be a thinker

Work in a pair or group to create a STEEPLE analysis for one of the

following businesses:

e local restaurant

e international hotel chain

e high-street bookshop

e local car mechanic

e global electronics manufacturer

e online clothing retailer

You might base your analysis on a real company. Present your
findings to the rest of the class and discuss the differences in your

findings.
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Revision checklist

v/ A STEEPLE analysis is a way of evaluating all the external factors
which might influence the success of a business.
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v The factors are: social, technological, economic, ethical, political,
legal and ecological.
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v/ If any of the factors change, a business may need to adapt its strategy.

Practice question
China

China, with a population of some 1.3 billion people, is hungry for
economic growth. Between 1979 and 2000, its GDP grew at

9.7% per year on average. Young Chinese drink coffee at Starbucks, talk
on mobile phones and use the Internet for their news and fashions. By
night the neon signs illustrate the extent of foreign investment. They
display Nestlé, Samsung, Canon, Pepsi and Standard Chartered. Shanghai,
Beijing and the coastal cities are as dynamic now as Hong Kong was a
few years ago.

With world demand for ICT products and services falling, companies in
expensive markets, such as the US and Japan in particular, have turned
from innovation towards cutting costs. In China more than two million
university graduates qualify each year. Wages are about 50 cents per
hour. American manufacturers, pay more than $6. US companies such
as Dell and Siemens as well as Acer of Taiwan and Japan'’s Sony and Hitachi
have moved production to China. Foreign motor manufacturers are now
among the highest Chinese taxpayers. Boom towns such as Shenzen
create an image of China as a country full of technology fanatics. It has
40 million Internet users and 178 million mobile-phone owners which is
more than in America.

However, the wealth gap between rich and poor is widening. China is
bureaucratic with a centrally planned economy. There are political risks
associated with the new government, but after a year as a member of
the World Trade Organization (WTO), China can claim to have achieved
about 70% of the tariff cuts agreed to on entry. Overall tariffs have come
down from 15% to 12%. However, some agricultural tariffs have risen
and new rules, such as health and safety requirements, discriminate
against foreign firms who also complain about illegally copied books,
music and software.

[Source : IT puts fire in the belly of dragon economy — The Times, 12 Dec 2002 and
China: Welcome the Final Frontier — Sunday Times 3 Nov 2002]

a) Evaluate the extent to which globalization is encouraged by
the development of new ICT (information and communication

technology). [7 marks]
b) Using a STEEPLE framework analyse the potential advantages and

disadvantages to foreign firms of locating in China. [6 marks)
1B, May 2004
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1.6 Growth and evolution

By the end of this chapter, you should be able to:
—> Define the terms economies and diseconomies of scale
Discuss the merits of small versus large organizations
Outline the difference between internal and external growth

v bl

Explain the following external growth methods:

e mergers and acquisitions (M &As) and takeovers
e joint ventures

e strategic alliances

e franchising

=> Explain the role and impact of globalization on the growth and
evolution of businesses

= Outline reasons for the growth of multinational companies (MNCs)
=> Evaluate the impact of MNCs on the host countries

Economies and diseconomies of scale

Businesses that expand or increase their scale of operations can often
use the larger scale to become more efficient. Scale of operations refers
to the size or volume of output. When a business increases its scale of
operations, it produces more or in greater volume. When a business
increases its scale of operations and in the process becomes more
efficient, the business has achieved economies of scale. The term
“economies of scale” refers to the reduction in average unit cost as a
business increases in size. However, sometimes a business experiences
inefficiencies as it becomes larger. When this situation occurs, the
business has achieved diseconomies of scale, which refers to an
increase in average unit cost as the business increases in size.

Efficiency is measured in terms of costs of production per unit. For a
more complete explanation of the different types of cost of production,
refer to Unit 5. For now, think of costs of production with the
following formula:

Total costs = fixed cost + variable cost

Using the abbreviations TC for total cost, FC for fixed cost and VC for
variable costs, the formula is:

TC=FC+ VC

Fixed costs are costs that do not change as production changes. For
example, if a business operates in a rented (leased) factory, the monthly
rent payments are the same regardless of the quantity of production of
the business. Variable costs are costs that vary as production changes.
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For example, if a furniture manufacturer expands production, then it will
require more raw materials (wood, metal springs, cloth, leather, etc.).
Further costs are known as average costs or unit costs or average

unit costs. All three refer to total cost per unit, which can be calculated
with the following formula:

total cost

Average cost =
8 quantity produced

And if AC is average cost (Unit costs or average Unit costs) and Q is
quantity produced, the formula becomes:

AC = IC

Q

As we saw above, TC refers to total cost, derived from adding FC and VC.
Thus, average cost can also be calculated with the following formula:

__FC+ VC

AC Q

Expressing the formula in this way helps to explain the concepts of
economies and diseconomies of scale. First, as the business expands by
producing a greater quantity, variable costs increase. However, the fixed
costs are spread over a greater quantity of units produced. As a result,
the average costs go down. Thus, the business becomes more efficient. It
has achieved economies of scale.

Sometimes when a business expands, it starts to experience inefficiencies
that increase average unit costs. This situation refers to diseconomies of
scale. For example, imagine that a business expands production year on
year. As it does, it initially achieves economies of scale. One reason for this
is that the fixed cost of rent is being spread out over a larger number of
units produced. However, at some point in time (if growth continues), the
business will be at its maximum production level for the size of its factory.
It will be at 100 per cent capacity utilization (See Unit 5). The business will
have to acquire ditferent or additional space to expand production.

In this scenario, remember, the business is expanding year on year.
When acquiring different or additional space — another factory or a
larger factory, for example — the business should probably not acquire
just enough space for the next year or even for the next two years. It
should probably acquire a significantly greater amount of space. That
way, the business can grow for years to come without having the cost
and disruption of changing locations frequently.

When a business doubles its factory size, its capacity utilization will go down
(initially) and its rent will increase. In our example, in the old factory or old
space, the business had 100 per cent capacity utilization. When the space is
doubled but production remains the same (initially), capacity utilization will
decrease from 100 per cent to 50 per cent. The business’s rent expense will
increase significantly (it will probably double). The higher rent will now be
spread over the same (or a slightly higher) number of units produced. With
the higher rent, initially, the business will have higher average unit cost.
Thus, it will have achieved diseconomies of scale.

Fixed costs

costs which do not change
according to the amount of
goods or services produced
by the business.

Variable costs

costs which increase or
decrease according the
amountof goods or services
produced

TOK discussion {

As businesses grow, how do
their methods of knowing
(knowing their customers,
knowing the business
environment, knowing their
markets, etc.] change? Are
these changes for the better,
orworse? How are they
different?
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Figure 1.6.1 shows this progression. -
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Figure 1.6.1. Progression from economies of scale to diseconomies of scale

As the business grows, it produces more output and initially the average
costs go down. The business becomes more efficient. After the point

of lowest average costs, the business is at “optimum production”. In

our example using rent as the chief fixed cost, optimum production
would also be the point where the business is at 100 per cent capacity
utilization. As the business continues to expand, it starts to become more
inefficient. Average costs start to rise. The minimum point of the average
cost curve is the optimum level of production. At that point, average
costs are at the lowest and profits are at their maximum.

Efficiency is not related to production alone. A business can become
more efficient if it can lower average unit costs, regardless of the area of
the business in which the savings per unit occur.

Table 1.6.1. Internal economies of scale (efficiencies that the business itself can make)

Type Explanation Example

Technical Bigger units of production can reduce Operating a container ship with one crew, fuel bill
costs because of the law of variable and berthing fee is cheaper than running two or more
proportions — the increase in variable smaller vessels.

costs spread againsta setoffixed costs. | gimijarly, the A380 passenger airline will be cheaper
to operate than two traditional long-haul aircraft; an
articulated lorry will be cheaper to operate than two or
three smaller vehicles.

Managerial Abigger business canafford to have Managers specializing by function, such as production,
managers specializing in one job as marketing, finance, and HR, as opposed to having a
opposed to trying to do everything. “general” manager, can typically work with greater

efficiency.

Financial Bigger businesses are less risky than Banks and other financial institutions charge lower
smaller businesses. rates of interest on loans or overdrafts to businesses

they consider safe.

Marketing Bigger businesses can direct more Only large business can afford sponsorship of major
effective marketing campaigns. sporting events such as the Olympic Games, the Super
Bowl or the Football World Cup, which are especially
higher yielding promotions per dollar, pound or euro.
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hedging their bets.

£ Purchasing Big businesses can gain discounts by Supermarkets such as Wal-Martor Tesco buy large

% - bulk buying — buying in large quantities. | quantities of food at very low prices from farmers.

'i E Risk bearing Big businesses can afford to produce Pepsi Co owns a number of different brands such as

2 % a bigger product range and in doing so Pepsi, Gatorade, Tropicana, Lipton's Teas, Quaker Oats,
L spread the risk of one product failing — and Lays.

8

=

Table 1.6.2. External economies of scale [efficiencies that the business achieves
because someone else has expanded)

Type Explanation Example
Consumers A shopping mall increases the number of A shopping mall, an international airport, and a
potential of customers as more people go to the business park or zone all require servicing and

mall compared to an independent shop because maintenance as well as their core business.
of the ease of one-stop shopping. So, a whole
range of other businesses benefits from someone
else building the infrastructure.

Employees Labour concentrations — some cities or Hollywood is famous for having many actors
geographic areas concentrate on certain and others skilled in various aspects of film and
industries or sectors. Individual businesses television production.

located in those areas and operating in the
industry that has the concentration can often
benefit from lower recruiting and training costs.

London is a major banking centre, where
numerous professionals in financial services live
and work.

As we have noted, however, if a business expands too much, then it can
achieve diseconomies of scale in the same area.

Table 1.6.3. Internal diseconomies of scale (inefficiencies that the business itself can make)

Type Example

Technical A container ship can be too big to berth ina harbour, an airplane too big to land at smallerairports, oralorry too
large to drive on minor roads.

Managerial | Businesses may have “over-specialized” managers who cannot (or will not) work outside their area of
expertise or for everyone’s benefit, which often occurs in the investment and commercial banking sectors.

Financial Sometimes big businesses with large amounts of “surplus” cash make poor investments. Poor decisions
occur because the businesses do not think through the consequences of investment choices — Singapore
Airlines bought a 49% stake in Virgin Atlantic for US$ 965 million in 1999 butin 2012 sold its stake to
Delta Airlines for US$ 360 million.

Marketing | Sometimes big businesses can make big marketing mistakes. In the 1990s, Hoover offered free flights
to anyone who spent more than US$150 on a vacuum cleaner. Hoover did not realize that, for many
people, an expensive vacuum cleaner was worth buying if itincluded a free flight anywhere in the world!
When Hoover refused to honour the deal, the courts ordered the company to pay US$ 50 million in
compensation to customers. Weakened by this expense, Hoover was acquired by a competitor, Candy.

Purchasing | Large businesses often buy too much stock, which can be costly if the capital funds used to purchase

the stock are greater than the cost savings from buying in large quantities. Stock can also become spoilt,
obsolete or unfashionable. The first stock market crash was as a result of too many tulips being bought by
Dutch traders in the 17th century.

Riskbearing | In 2005 eBay bought Skype in the hope of broadeningits range butin 2011 sold it to Microsoft.
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Table 1.6.4. External diseconomies of scale (inefficiencies that the business
achieves because someone else has expanded]

Example

Employees | Ifone geographic region becomes too concentrated on one
economic activity, typically a shortage of skilled workers in
the industry will occur. For anindividual business this relative
shortage of skilled workers means that the business will have to
pay higher wages than before to attract and retain skilled workers.
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The merits of small versus large organizations

Not all businesses want to expand. Many businesses simply prefer to
remain small. Some business owners do not want the headache of
growing their business or managing a large business.

Many businesses offering high-end products (high-quality, specialized
products) and service businesses prefer to stay close to their markets
and their clients. For example, among the many tent manufacturers,
only a few make “portaledges”, which are portable hanging tents

used by big-wall climbers. Serving this niche market means that the
manufacturers stay close to their small pool of customers and remain
entrenched in the culture of big-wall climbing.

Many professional firms also prefer to stay small. In the legal sector, some
law firms are large multinational companies, but around the world many
small practices exist, their lawyers preferring to serve a small group of
familiar clients. In accountancy, four major firms serve clients around the
world — the so-called Big Four. However, countless small accounting firms
serve the needs of small businesses everywhere in the world.

Advantages of being a big business

These are some of the advantages of being a big business:

e Survival - large firms have a greater chance of surviving. They are This ‘portaledge’ tent is an example of
less likely to fail and less likely to be taken over by another firm. a niche marketproduct

o« Economies of scale - large firms typically enjoy economies of scale,
which translate into greater profits, higher returns, and a healthier
balance sheet.

e Higher status - large firms have greater status than smaller ones.
However fashionable some clothing brands may be, working for a
larger firm such as Abercrombie & Fitch or Benetton can provide
status to employees and can motivate managers and other employees.

e Market leader status — McDonald’s is the market leader in
fast-food restaurants in most of the industrial world. All by itself,
McDonald’s can shape market habits, giving it a competitive
advantage.

o Increased market share - large companies that have a large
market share can control the market by determining prices and
deciding which services will be the industry standard.
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Advantages of being a small business

o Greater focus - because customers do not expect small business to
“be all things to all people”, small businesses can focus investments
where they want and where they believe the greatest profitability
lies. They may have lower profits than larger businesses but often
they have greater profitability and higher returns on investment.
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s Greater cachet — small businesses sometimes have more cachet, a
greater sense of exclusiveness, than larger businesses. As a result,
some small businesses are able to charge more for their goods and
services, leading to higher profit margins.

e Greater motivation — having more prestige can motivate managers
and other employees. Sometimes, as well, employees are motivated
by the idea that they matter to the business. Very large businesses
sometimes have a hard time conveying the sense that all employees
matter.

¢ Competitive advantage — being small, providing a more personalized
service, and being flexible can give a competitive advantage.

¢ Less competition - sometimes a market is so small (a true
niche market) that big businesses do not even want to consider
getting involved. This situation often means a market with limited
competition.

The difference between internal and
external growth

Businesses with growth as a strategy have two broad options to
choose from:

e internal (organic) growth
e external (fast-track) growth.

Internal growth is often known as organic growth because it occurs
slowly and steadily and occurs out of the existing operations of the
business. Although it may take a long time, a business can grow this way
without taking many risks. The business expands by simply selling more
products or by developing its product range. Although most businesses
that are growing internally still have to borrow money from banks for
major capital outlays, such as to update or expand property, plant, and
equipment, most of the expansion from internal growth is self-financed
using retained profits.

External growth is a quick and riskier method of growth than internal
growth. Instead of selling more of its own products itself, the business
expands by entering into some type of arrangement to work with
another business, such as:

e amerger and acquisition or takeover (M & A)
e ajoint venture
e astrategic alliance

e a franchise.

70



External growth usually requires significant external financing. Although =

the risks are greater, the potential rewards are that the business can ,%’

increase market share and decrease competition very quickly. o 3
g0
2%

External growth methods 35

There are many ways of expanding externally but some of the most E

common are as follows: a

M&As INNOVATION

This type of expansion occurs when two business become integrated, Whsi o Businsssss ars

either by joining together and forming a bigger combined business — integrated, they find themselves

a merger — or by one business taking over the other — an acquisition. sharing ideas, people and

When the acquisition is unwanted by the company being acquired, the resources.

term typically used is “takeover” or “hostile takeover”. How might this encourage

One result of a merger, acquisition, or takeover is the same: one bigger innovation?

business. However, the underlying business reason for the integration
can vary. In general, integration occurs for one of the following four
reasons, although the process is very different.

Integration can happen in four ways:

¢ Horizontal integration occurs when the two businesses integrated
are not merely in the same industry broadly but actually in the same
line of business and in the same chain of production (as outlined in
Unit 1.1). The Italian car maker Fiat’s acquisition of Chrysler Motors
was an example of horizontal integration.

¢ Backward vertical integration occurs when one business
integrates with another business further back (at an earlier stage)
in the chain of production. Backward vertical integration usually
occurs when a business wants to protect its supply chain. In 2008,
for example, Starbucks bought a coffee manufacturer, The Clover
Brewing System, to make sure Starbucks had control over processing
the coffee beans.

o Forward vertical integration occurs when one business integrates
further forward (to a later stage) in the chain of production. Forward
vertical integration usually occurs when a business wants to ensure
a secure outlet for its products. For example, in 2002 the Walt
Disney Corporation (Disney) merged with the major US television
broadcasting and multimedia company, American Broadcasting
Corporation (ABC). The combined firm, Disney-ABC Television
Group, ensures that Disney has a secure television and multimedia
outlet for its products (and provides ABC with an additional supplier
of high-quality programming).

e Conglomeration occurs when two businesses in unrelated lines
of business integrate. This type of integration is also known as
diversification and occurs for many reasons but mainly to reduce
overall corporate risk. For example, the Indian company Tata Group
has among its many businesses Tata Chemicals, Tata Steel, Tata
Television, Tata Motors and Taj Hotels. If any one of the businesses —
the chemical business or the steel business — were to fail, Tata Group
would still have successful businesses in other industries.
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Another reason that a business may diversify is to have
complementary seasonal activity. If a business that does most of its
sales in the summer months purchased a business that had most of
its sales in winter months, the new, combined enterprise would not
have long periods of inactivity.
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Integration has many advantages for businesses, including economies

of scale, complementary activities, and control up or down the chain

of production. However, M & As can be costly and typically include,

in addition to the cost of the business being acquired, high legal and
consulting fees. Sometimes when one company acquires or combines
with another company, especially if the takeover is hostile, a culture clash
occurs. Employees from the two companies do not work well together.
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Joint ventures

Joint ventures occur when two businesses agree to combine resources
for a specific goal and over a finite period of time. As a result, a separate
business is created with funding by the two “parent” businesses. After
the defined time period is over, the new business is either dissolved

or incorporated into one of the parent businesses, or the two parent
firms decide to extend the time frame. Although a joint venture may be
temporary in nature by opening up new areas of business, considerable
transfer of specialist skills can occur. This transfer of skills, knowledge,
and expertise could benefit either party in the future. Sometimes in a
joint venture one of the partners begins to play a dominant role and
then buys out the other.

Examples of joint ventures include Sony-Ericsson (2001-2012), Channel
Tunnel Group-France-Manche (1985-1994), New Zealand Post—-DHL
2004-2012), and BMW - Brilliance (formed in 2003 and ongoing). Joint
ventures have the advantage that the two firms typically enjoy greater
sales, but neither loses its legal existence or its identity. Joint ventures
also have the advantage that the two businesses forming the joint
venture can bring different areas of expertise, in combination with what
the other business brings, to create a powerful combination. However,
sometimes joint ventures do not produce the desired outcome or a
company realizes that it could have accomplished what the joint venture
is doing without having to share the profits with the other company.

At least conceptually (though not always legally), a joint venture is a
partnership. All partnerships run the risk that a disagreement between
partners will occur. Sometimes a disagreement may be so severe that the
effectiveness of the partnership is compromised or the partnership (or
joint venture) breaks apart.

Strategic alliances

Strategic alliances are similar to joint ventures because they involve
businesses collaborating for a specified goal. However, strategic alliances
ditfer from joint ventures in several fundamental ways:

The Channel Tunnel, which links
the UK and France, was built as
partof a joint venture

¢ More than two businesses may be part of the alliance.
Strategic alliances often, though not always, involve more than two
businesses. In the airline industry, the Star Alliance has 27 airlines,
including Singapore Airlines, Lufthansa, South African Airways and
United, in the alliance.
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e No new business is created. No new legal entity comes into
existence but rather a strategic alliance is typically an agreement to
work together for mutual benefit.

¢ Individual businesses in the alliance remain independent. The
existing businesses may agree to share resources but they remain
independent and often otherwise compete against each other.

e Strategic alliances are more fluid than joint ventures. In a
strategic alliance, membership can change without destroying
the alliance.

All of these strengths are also weaknesses. The more businesses that are
involved in a strategic alliance, the more challenging coordination and
agreement becomes. Without legal existence, the alliance has less force
than a legally extant enterprise. Individual businesses may gain benefit
from the alliance (presumably they think they will, otherwise why
would they join the alliance?). However, remaining independent means
that the individual businesses do not get the capital strength of legal
merger with other enterprises, nor do they enjoy economies of scale
that other forms of external growth provide. Lastly, greater fluidity of
members also means that the alliance lacks stability.

Franchises

Franchising, another form of external growth, is becoming increasingly
popular for businesses that want to expand globally. Franchising involves
the following:

e An original business, known as the franchisor, that developed the
business concept and product, then sells to other businesses the right
to offer the concept and sell the product.

e Businesses, known as the franchisees, buy the right to offer the
concept and sell the product. In other words, the franchisee sells
the products developed originally by the franchisor. The franchisee
usually also has to be consistent with, and in some instances identical
to, the original business concept developed by the franchisor.

A business that starts to franchise is the franchisor. Franchising is

often a rapid form of growth because the franchisor does not actually
have to produce anything new. Instead, the business (the franchisor)
sells that right to other businesses (the franchisees). Franchisees can

be individuals, partnerships, or companies. Franchising is proving
particularly attractive as a means to grow globally. The franchisor has a
host or home country. The franchisor can then sell to other businesses in
the other places where it wants to expand - as long as it finds buyers of
the concept of the enterprise. The franchisees typically have knowledge
of local markets, local conditions, and local cultures. Franchisees also
know local languages, which is especially helpful if the franchisor wants
to grow in many countries of the world.

There are many examples of franchises in many different areas of
business, including:

¢ McDonalds - fast food

e Budget — car hire
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Hilton — hotels

Kumon - education
Blockbuster — entertainment
Wokinabox — fast food

Spar - food stores

Benetton - clothes

e Body Shop - cosmetics

e Edo - fast food.

The cost of the franchise comes in two parts. First, the franchisee
must pay for the franchise itself — essentially a right to operate a
business offering the franchisor’s concept and product. Then the
franchisee must typically pay royalties — a percentage of sales or a
flat fee — which goes to the franchisor. Both the franchisor and the
franchisee have specific responsibilities in their relationship. These
responsibilities vary somewhat according to individual business
concepts and industries. For example, McDonald’s franchisee
agreements would not be exactly the same as those of Yum! Brands
(KFC, Taco Bell, and other restaurants), nor exactly the same as the
franchise agreement for Enterprise Rental Cars. However, in general,
the division of responsibilities between franchisor and franchisee are
as follows.

The franchisor will provide: The franchisee will:

e the stock o employ staff

o the fittings e set prices

¢ the uniforms e setwages

e staff training e pay an agreed royalty on sales

e legal and financial help e create local promotions

o global advertising e sell only the products of the
franchisor

e global promotions
e advertise locally.

Which party provides the outlet and which party provides the
start-up costs can vary considerably according to the strength

of the brand. Some brands, such as McDonald’s, are especially
strong. Only very rarely does a McDonald’s restaurant close. A new
McDonald’s restaurant is almost certain immediately to have strong
name recognition and high sales, so the franchisor is in a strong
position to dictate the terms of owning a McDonald’s franchise.
Other brands have less market power. In those circumstances, the
franchisor may have less bargaining strength when setting the
rights and responsibilities of the franchisor and franchisee.

For businesses (regardless of legal organization), acquiring a franchise
has many advantages and disadvantages compared to developing their

| ____express

An outlet of Spar in Berlin, Germany



usuallywell known. ¢ has unlimited liability for the

o The format for selling the franchise
product is established.

own business model. For the franchisee, advantages and disadvantages -
m
are as follows. 5
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e has to pay royalties to the

e The set-up costs are reduced. franchisor
e The franchisee has a secure ¢ has no control over what to sell
supply of stock.

¢ has no control over supplies

e The franchisor can provide
legal, financial, managerial,
and tecUical help.

makes all the global decisions.

Franchisors also have advantages and disadvantages.

Advantages Disadvantages

The franchisor: The franchisor:

e gains quick access to wider ¢ loses some control in the day-
markets to-day running of the business

e makes use of local knowledge e can see its image sufferif a
and expertise franchise fails or does not

e does not assume the risks and perform properly.

liability of running the franchise

e gains more profits and the
sign-up fees.

Do some franchisees eventually become tired of the control of the parent
company? Perhaps, but by then, the operators of the franchise may have
enough expertise to start their own independent business. On the other
hand, many franchisees, even if tired of the control of the franchisor,
enjoy the great profitability that can come with a successful franchise.
Regardless, for the franchisor, selling franchises is an easy and fast way
to break into new markets with a minimum of difficulty and risk and is a
way to gain an advantage over its competitors.

The impact of globalization

Globalization has had significant impact on businesses” growth and
evolution. Globalization is the process by which the world’s regional
economies are becoming one integrated global unit. The process is not
wholly new. The Roman Empire, the Silk Road, the Age of Exploration,
the British Empire and other historical examples and periods saw

some degree of economic global interdependence. Nevertheless, since
the Second World War, the phenomenon known as “globalization” is
different from earlier forms of interdependence.

First, just in terms of intensity, scale, speed, and economic value of goods
and services being exchanged, global interdependence today is on a
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completely different order of magnitude from that seen in earlier periods
or circumstances.

Second, current globalization is being characterized by a relatively
small number of extremely large “post-national” businesses. Post-
national means that, although these companies have a home of
record (the “home” office is legally registered in one country), the
businesses are otherwise transnational; apart from the legal home of
record, these businesses consider no place their home or every place
their home. They will do business wherever they can make a profit.
Loyalties are to the company itself, and to its profits, and not to

any country.

Globalization can have a significant impact on the growth of domestic
businesses for the following reasons:

e Increased competition - large foreign businesses can force
domestic producers to become more efficient as the domestic
consumer has more choice. “Greater efficiency” can mean lower-
cost goods and services for consumers. However, one way that
businesses become more efficient is by slowing the growth in
wages of its workers and extracting greater productivity out
of them.

e Greater brand awareness — domestic producers have to compete
with big brand names and so need to create their own unique
selling point (USP). Sometimes they do this by emphasizing the
local or national origins of their products compared to the “foreign”
products sold by multinationals and global firms. Regardless,
creating a USP, even if forced to do so, can make many businesses
more competitive and efficient.

o Skills transfer — foreign businesses, no matter how big, must use
some local knowledge: at least some of their workforce must be local,
which will lead to a two-way transfer of knowledge and skills. The
multinational or global firm will learn from the workers hired in
particular countries, while those workers can learn new approaches
and develop new skills.

e Closer collaboration — whether through joint ventures, franchises,
or strategic alliances, domestic producers can create new business
opportunities.

Reasons for the growth of multinational
companies

A multinational company is a business that operates in more than

one country or is legally registered in more than one country. The
connotation of the word “multinational” may be global or operating in
many countries, but multinational has a narrower meaning. A small
company operating in the small countries of Luxembourg and Belgium
is a multinational, whereas a large company registered in and operating
only in the United States is not.

Multinational companies are the biggest type of business and in fact
they often generate more revenues than the country they operate in.
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For example, Table 1.6.5 shows a comparison of the world’s leading
countries and businesses in terms of GDP and sales revenues.

Table 1.6.5. The world’s leading countries and businesses — GDP and sales revenues
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Rank  Economy US$ millions Rank Economy uss
millions
1 United 14,991,300 18 Turkey 774,983
States
2 China 7,318,499 19 Switzerland 659,308
3 Japan 5,867,154 20 Saudi Arabia 576,824
4 Germany 3,600,833 21 Sweden 539,682
5 France 2,773,032 22 Poland 514,496
6 Brazil 2,476,652 23 Belgium 513,661
7 United 2,445,408 24 Norway 485,803
Kingdom
8 Italy 2,193,971 25 Royal Dutch 484,489
Shell
9 Russian 1,857,770 26 Exxon Mobil 452,926
Federation
10 India 1,847,977 27 Wal-Mart 446,950
Stores
11 Canada 1,736,051 28 Austria 417,656
12 Spain 1,476,882 29 South Africa 408,237
13 Australia 1,379,382 30 BP 386,463
14 Mexico 1,153,343 31 Sinopec Group | 375,214
15 Korea, Rep. 1,116,247 32 United Arab 360,245
Emirates
16 Indonesia 846,832 33 Thailand 345,672
17 Netherlands | 836,074 34 Denmark 333,616

Source: Adapted from World Bank & Fortune Global 500, 2011

Four factors have allowed multinational companies to grow so rapidly
and with such a reach:

e Improved communications — not only ICT but also transport and
distribution networks

« Dismantling of trade barriers - allowing for easier movement of
raw materials, components and finished products

« Deregulation of the world’s financial markets - allowing for
easier transfer of funds and also tax avoidance

« Increasing economic and political power of the multinational
companies — which can be of enormous benefit especially in
middle- and low-income countries.

The impact of multinational companies on the
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F The impact of multinational companies on the

= L]

£ host countries

E g Multinational companies can have both positive and negative impacts on

o2 the host (domestic) countries in which they operate.

E Advantages for the host country include: Disadvantages for the host country include:

-

e economic growth —multinational companies o profits being repatriated — the multinational

can boost the domestic economy by providing companies may pay into the local tax system but the
employment, developing a local network of suppliers, bulk of their profits will be rerouted away from the host
and paying taxes and providing capital injections. country.

e new ideas —multinational companies mayintroduce | « loss of cultural identity — the appeal of domestic
new ways of doing business and new ways of products, ways of doing business, and even cultural norms
interacting socially. may suffer. This is especially important for the younger
generations who are more likely to buy global brands.

o skills transfer — multinational companiesmayhelp | # brain drain — many highly skilled employees may
develop the skills of local employees. Domestic look to work for the multinational company in another
businesses can benefit from starting their own country.
business with the skills learned.

e more choice of products — the domestic marketwill | « loss of market share — as multinational companies
benefit as the variety of products will increase. take over more of the domestic market, domestic
producers may suffer.

e short-term infrastructure projects — multinational e short-term plans — multinational companies may not
companies often help to build infrastructure (for plan on staying for a long time — if lower-cost producers
example roads to the factory, schools for workers’ can be found elsewhere, they may move out at short
children). notice.

Revision checklist

v' An economy of scale occurs when the costs of a business go down
as the business grows. For example, if a publisher prints 7000 books
they might be able to negotiate a cheaper price for paper than if they
only printed 500.

v/ The reverse of this is a diseconomy of scale — where the cost goes up
as the business gets larger i.e. the business becomes less efficient.

v/ Small organizations might benefit from greater focus, greater cachet
and motivation, competitive advantage and less competition.

v/ Large organizations might benefit from economies of scale, market-
leader status, and high market share.

v/ Internal (or organic) growth is the gradual expansion of a business
from within.

v External growth can be quicker and riskier. A business might
experience this sort of growth through a merger with another company
or an acquisition, through a joint venture of through franchising.

€

Multinational companies (MNCs) operate in more than one country.

<

Due to improved communication and less restricting regulations, the
number and size of MNCs has grown rapidly in recent years.

v/ MNCs have both positive and negative effects on the countries in
which they operate.
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Practice question
Bauli’s panettone

The large Italian company Bauli produces a variety of baked products
such as croissants and biscuits, but it is most famous for its panettone’,

a specialty at Christmas. The original producers of panettoni were small
luxury bakeries, which could bake a few expensive panettoni relatively
easily. Michele Bauli claims that the quality of his product is what
explains the company’s success: “High investment in research and
technology allows us to guarantee a uniform quality that small luxury
bakeries find hard to achieve”. It could be argued, however, that Bauli’s
success is mainly based on its low price. A panettone produced by a
luxury bakery typically costs €30. A Bauli panetione costs €8.
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Bauli produces on an industrial scale. Baking 12 million panettoni per
year for sales across Italy and in European and American markets is

a major challenge of workforce planning. Bauli meets the seasonal
demand? for paneftoni by hiring 1200 temporary workers for four months
each year (from August to November). The company has also made
significant technological innovations.

According to Michele, “Attention to ingredients and the use of new
technologies in production give the panettone a shelf-life of five months”.
Bauli has also developed a broader product mix, including the Colombo
cake, which is popular at a different time of the year. The broader
product mix reduces the need for temporary workers.

Bauli has not relied only on internal growth. In 2009, the company
purchased two subsidiaries of the multinational food group Nestlé. As
both subsidiaries produce panetfoni, these acquisitions have increased
Bauli's market share. They will also help Bauli meet the growing demand
for panettoni in American markets.

[Source: adapted from http:/Awww.economist.com/, 10 December 2009]

With reference to Bauli, evaluate the benefits of small versus
large organizations. [7 marks]

IB, Nov. 2011

' panettane: in Italian panettone is singular, panettoni is plural
¢ seasonal demand: demand that varies at different times of the year
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By the end of this chapter, you should be able to:
=> Describe the planning tools that organizations can use:

e fishbone diagram

e decisiontree

o force field analysis

e Ganttchart

=> Evaluate the value to an organization of these planning tools

To help businesses to achieve their objectives, managers may wish to use
organizational planning tools, including:

o fishbone diagrams
e decision trees
e force field analysis
e Gantt charts.

Each of these tools has strengths and weaknesses. As long as users are
aware of their limitations, these tools can help managers to plan.

The fishbone diagram

While working for Kawasaki in the 1960s, Kaoru Ishikawa developed the
fishbone diagram as a tool to help identify quality problems. The diagram
attempts to show the cause and effects of quality problems. The tool is
usually used with small groups of managers, or quality circles.

Ishikawa designed the fishbone diagram for the “4 Ms” of
manufacturing: method, manpower, machine, and materials. Since then,
the tool has been applied to the “4 Ps” for service businesses (places,
procedures, people and politics) and the “4 Ss” for administration
(surroundings, suppliers, systems, and skills). Managers may use

all these terms in various combinations according to individual
circumstances. The general idea is to provide a tool to help brainstorm
the causes and the effects of a quality problem.

The fishbone diagram is closely linked to Sakichi Toyoda’s concept of “5
whys”, a questioning technique he developed to provide better quality
and service at the Toyota Corporation. The “5 whys” technique is intended
to get people to probe more deeply into the nature of quality problems

or customer dissatisfaction. In its simplest form, the “5 whys” presumes
that what someone reports as a problem may just be merely a symptom

of some other underlying problem. When the “5 whys” technique is
followed, the goal is to determine and fix the underlying problem. In
doing so, not only is the underlying problem resolved but so is the original
symptom (and possibly many other symptoms showing up in various
areas of the business).



1.7 ORGANIZATIONAL PLANNING TOOLS (HL ONLY)

The same principle applies to the fishbone diagram. A group discussing a
problem is asked to dig deeper and look at the interconnections.

1. The idea is that the effect of the problem is placed in the head of the
fish. For example, Figure 1.7.1 shows the fishbone diagram prepared
by an airline losing market share and wishing to address the issue.
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Figure 1.7.1. Fishbone diagram — the effect of the problem

2. Then each fishbone is allocated to a particular factor that may have
caused the problem. Typical factors are set out below, but it is also
possible to create other factors relevant to a particular problem.

Table 1.7.1. The “4 Ms", “4 Ps" and “4 Ss” in relation to different types of business

Manufacturing Services Administration
Manpower Places Surroundings
Methods Procedures Suppliers
Materials People Systems
Machines Politics Skills

In this case the airline may decide to use the “4 Ps” to brainstorm, as
shown in Figure 1.7.2.

procedures places

Loss of

market share

e

/

politics
people

Figure 1.7.2. Fishbone diagram using the “4 Ps”

3. After discussion by the group, each factor is broken down into a subfactor
and is drawn as a smaller fishbone coming out of the original one.

procedures places
AN routes
bopkings airports
departures
N \ Loss of
V market share
management strateglc
employees politics
people

Figure 1.7.3. Fishbone diagram showing subfactors
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Finally, after brainstorming and discussion, the group discards those
issues (“fishbones”, large or small) that are not the root cause of
the problem, thus identifying which fishbone is the problem. In
this example, involving an airline losing market share, the fishbone
analysis determined that the airline had insufficient Asian routes in
that expanding market.

=
w
=
c
[=]
34
£
w

b
c
@
=

=

m

i
S
B8
=]
0
o0
o

£
7
=

=a]

-

poor website procedures places
gates are far away

bookings routes
. airports
notenough Asian
departures :
destinations
N Loss of

check-in too slow Vbureaucratic market share

poor partners

management
B overworked stiateglc
too much employees politics slow coordination
micro-managing people low wages of services

Figure 1.7.4. Fishbone diagram showing the root cause of the problem
The fishbone diagram has many benefits and limitations.
Benefits Limitations

The fishbone diagram: The fishbone diagram:

e ismotivating as it brings people e may show causes of a problem
together to discuss problems but not show specific solutions

is flexible — applicable to
virtually any situation

is simple and visually attractive

can highlight many factors
before singling out the most
significant.

can be divisive and lead to
arguments

requires knowledge and
honesty to justify assertions

begins the process of fixing
a problem and requires a

follow-up process.

Decision trees

A decision tree is a planning tool designed to help simplify complex

decisions. It is similar to a probability tree used in mathematics. By

providing a clear visual structure, a decision tree can help managers

make sensible strategic decisions. Site A

To construct a decision tree, certain conventions should be followed.

1. Where a choice has to be made, the decision is represented by a
square ‘node’ and the possible choices as lines stemming from the
node with the choice written above the line.

-1 SiteB
For example, a business has to decide whether to build a new factory D

from a choice of three new sites (A, B or C). These nodes are numbered
in order to identify them correctly, as shown in Figure 1.7.5.

2. If any given decision has multiple possible outcomes, these outcomes
are represented by a circle node. Possible outcomes are represented Site C
by lines stemming from the circle with the outcome written above

the line. Again, the nodes are numbered to help identify them (see Figure 1.2.5. I:Ie'c:isiun tree —in!tlal
Figure 1.7.6). stage of analysing three new sites
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succeed o
g
wn
4
Site A
= 2 28
' o
G
fail 3%
28
5
succeed w
a
— Site B 3 Each outcome has a possibility of being
[l_l a success or afailure.
fail
succeed
Site C
° 4
fail

Figure 1.7.6. Decision tree — sites analysed for success or failure

3. Then, using whatever data is available, the manager estimates
the probability that the outcome actually happens. As with the
mathematics probability trees, the sum of all probabilities stemming
from one outcome node must always be 1 (or 100 per cent).

These possibilities are put below the line for that particular outcome,
as shown in Figure 1.7.7.

succeed
04
Site A
fail
0.6 T =
Choice Outcome and probability
succeed n e succeed 40%
* fail 60%
B s succeed 70%
* fail 30%
0.3 e * succeed 60%
succeed * fail 40%
0.6
Site C
fail
04

Figure 1.7.7. Decision tree — probability of outcomes

4. Using the best data available, the manager must then make an
estimate of the values of that outcome actually happening. These
values are written at the end of the line represented by that
outcome, as shown in Figure 1.7.8.

83



BUSINESS ORGANIZATION AND ENVIRONMENT
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c
£ d
é T30 " succeed 40% G0
5 fail 60% 20
5 succeed 7 0% 30
i fail 30% 10
0.3 3 succeed 60% 40
succeed 40 fail 40% 30

04

Figure 1.7.8. Decision tree — probability of outcomes

5. Then, again using the best data available, the manager estimates the
costs of the choices being considered (see Figure 1.7.9). If no costs
are incurred in the choice, a figure “0” need not be shown. The costs
are written under the respective choice lines.

succeed
60
04
Site A
2
15
fail
20
0.6
Cost
succeed Choice US$ m
A 15
B 25
C 20
0.3
succeed 40
0.6
S
ite C 7
20
fail
30
04

Figure 1.72.9. Decision tree — cost of outcomes

6. The manager can now calculate the results, known as the expected
values (EV). Each outcome node will have an EV based upon the
following formula:

Expected value node = (probability , x return ) + (probability , X return )

So in this case the calculations are as follows:
EV, = (0.4 x 60) + (0.6 x 20) = 36
EV, = (0.7 x 30) +(0.3 x 10) =24
EV, = (0.6 x 40) + (0.4 x 30) = 36
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7. The decision would normally be the outcome that gives the highest succeed . =
EV. However, in this case, the manager must include the costs Site A 04 g
incurred by building the factories. The cost is subtracted from the EV 15 il o 3

i . . . . =0
for each choice. This process then indicates the best choice: the EV 06 2 S @
with the highest value: RUBEEES 55 B2

=]
. Site B 0.2 28
EV, — cost, = 36 — 15 = US$21 million [ SE :
fail g
EV, — cost, = 24 - 25 = (US$1 million) T -

. succeed 40

EV, — cost. = 36 — 20 = US$16 million Site 0.6
8. The decision taken is to build the factory at site A. 20 il 20

As shown in Figure 1.7.10, this is indicated on the decision tree by L

crossing out the choices not taken with the symbol // Figure 1.7.10. Decision tree -

. i i selection of site A
Using a decision tree has benefits and limitations.

Benefits Limitations

A decision tree: A decision tree:

e gives a clear answer to a e is based on estimates of both
complex decision outcomes and probabilities of
: . . mes

e is flexible and can be applied onteome
to many situations e is based on quantitative data

o is simple and visually ?nd so ignores qualitative

issues

attractive,
s can be difficult to draw for
highly complex decisions
with multiple outcomes and
interrelated choices.

Force field analysis

Force field analysis was originally designed by Kurt Lewin as a model
for use in psychological experiments. It has since been adopted as

a planning tool for businesses. Lewin'’s force field analysis uses the
management of change concept to focus on the factors working for
and against a planned change in an organization.

1. First, the change factor being considered is highlighted. For
example, a business may be thinking of changing its logo.

Change
the logo
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2. Then the decision makers brainstorm factors acting positively for that
change, which are driving forces, and factors working negatively

against that change, so-called restraining forces.

Driving forces

Restraining forces

Market research reveals that
consumers are tired of the
current logo

The logo has not been
changed for 20 years

Market research reveals that
60% of potential customers
do not recognize the logo

New brands entering the market
are gaining recognition for
innovative and modern products

Change the logo

The founder of the business
created the logo and her family
do not want to change it

The logo is familiar to the
loyal customers

The logo is recognized as a
symbol of good-quality products

The logo is patented and
creating a new one would be
costly to design and protect

3. The manager then gives each factor a weight corresponding to that

factor’s importance. Although managers can use any scale they want,

typically with a force field analysis the scale is from 1 to 5, with 5

being the strongest weighting. Sometimes, the forces are drawn with

arrows that reflect their weighting to give a simple visual picture:

Driving forces

Market research reveals that
consumers are tired of the
current logo

The logo has not been
changed for 20 years

Market research reveals that
60% of potential customers
do not recognize the logo

New brands entering

the market are gaining
recognition for innovative
and modern products

4 HHLH
VUYY

Change
the logo

Restraining forces

The founder of the business
created the logo and her family
do not want to change it

The logo is familiar to the
loyal customers

The logo is recognized as
a symbol of good-quality
products

The logo is patented and
creating a new one would be
costly to design and protect
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4. The forces are then added up. The greatest total figure indicates the
action to be taken.

Restraining forces = 7
Driving forces = 14
In this case, the decision would be to change the logo.

Using force field analysis has many benefits and limitations.

Benefits Limitations
Force field analysis: Force field analysis:
e gives a clear answer to a e involves interpretations in
difficult decision determining which factors to
include

e is flexible and can be applied to
many situations e is based on estimates of the

. . value of each individual factor
e is simple and visually

attractive. e is based on mainly qualitative
data, not quantitative issues.

Gantt charts

The Gantt chart was developed by Henry Gantt as a tool to help plan
work schedules. It is commonly used for production projects that

have multiple tasks. It is a means of organizing production in order to
determine the most efficient use of resources, whether raw materials,
labour, or capital. It also gives the project managers a clear overview of
the whole project. Progress of the whole project can be measured against
key deadlines (milestones).

The charts on the following pages take the example of a music producer
who wants to plan the production of a new CD.
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1. First the producer must create the framework by creating a matrix,

g shown in Table 1.7.2. The horizontal axis is measured in time (days,

iR weeks or months) and the vertical axis is split up into the individual

g, g tasks that need to be completed before the CD is finally produced.

&2 Table 1.7.2. Gantt chart matrix

§ Tasks Jan Feb Mar Apr May June July Aug Sept Oct Nov Dec
Band writes
the music for
10 songs

2 Band writes
the lyrics for
10 songs

3 | Initial
recording by
the band

4 Full production
by the band
and other
musicians

5 Creation and
designofthe
cover artwork

6 Production of
the completed
CDs

7 Production
of the online
version

8 Promotion

of individual
songs on radio
shows

9 | Promotionby
interviews and
press releases

10 | Promotion
of the music
through
concerts
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2. The tasks are then scheduled. Some must follow sequentially but
others need not be. The order, time, and sequence of tasks is denoted
by shading in parts of the matrix, as shown in Table 1.7.3.

Table 1.7.3. Gantt chart matrix showing timing of tasks
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wn
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3
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Tasks Jan Feb Mar Apr May Jun July Aug Sep Oct Nov Dec

1 | Bandwrites the
music for 10 songs

2 Band writes the
lyrics for 10 songs

3 | Initial recording by
the band

4 | Full production by
the band and other
musicians

5 Creation and
design of the cover
artwork

6 | Production of the
completed CDs

7’ Production of the
online version

8 Promotion of
individual songs on
radio shows

9 Promotion by
interviews and

press releases

10 | Promotion of the
music through
concerts
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Once the schedule has been created, then the management team can
always check for progress as the project is running. Managers do this
check by marking off the tasks as time elapses. Typically, the manager
colours in the chart as each task has been completed.
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Consider the example in Table 1.7.4.
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Table 1.7.4. Gantt chart matrix showing progress checks

Apr May Jun July Aug Sept Oct Nov Dec

1 | Band writes the
music for 10 songs

2 | Band writes the
Iyrics for 10 songs

3 | Initial recording by
the band

4 | Full production by
the band and other
musicians

5 Creation and
design of the cover
artwork

6 Production of the
completed CDs

P Production of the
online version

8 Promotion of
individual songs on
radio shows

9 | Promotionby
interviews and
press releases

10 | Promotionofthe
music through
concerts

If in April the project looks like Table 1.7.4, the business knows that
the artists are running slightly behind schedule. The business needs to
readjust its plans accordingly.
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Using a Gantt chart has many benefits and limitations:

Benefits

A Gantt chart:

gives a clear picture of current
progress of the various tasks

gives a clear picture of the
overall project

is flexible and can be applied to
many situations

is simple and visually attractive

allows managers to plan the
use of resources to complete
the project in the most efficient
manner.

Limitations

A Gantt chart:

is based on estimates of the
timings of each task

is difficult to follow when
applied to very complex
projects

is based on mainly qualitative
data, not quantitative data
(such as costs)

cannot separate out
interdependent tasks

places a premium on meeting
deadlines (milestones), which
may lead to erosion of the
quality of the work.

The value of these planning tools

TOK discussion {

If business is a human
enterprise, is it possible to
quantify (expressin numerate
form) various business
scenarios? What role should
“human” methods, such

as intuition, emotion, and
“hunches” play in business
decision making?
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Each of these organizational planning tools can be useful for a business.
However, they have different uses and are not applied at the same time
and for the same reasons. All of the tools have limitations, which should
be borne in mind by potential users.

Also, each tool is just one available to managers and should be used
together with other tools, data, or techniques. The value of each tool
depends on the circumstances and the way it has been applied. Table 1.7.5
indicates factors that should be taken into account before using the tools.
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Table 1.7.5. Factors relating to different business analysis tools

Tool

What is its major
area of focus?

Fishbone diagram

Itisused to helpa
businessreactto
issues that require
quality improvements
and may involve the
whole business.

Decision tree

Senior managers use
itto indicate the most
effective direction
from a variety of
options.

Force field analysis

Itis used to facilitate
management of
change.

Gantt chart

Itis used for day-
to-day project
management by
middle managers but
isopen to all to view.

What time frame is
involved?

Itis ashort-term
response to an
identified problem.

Itis used for medium-
to long-term planning
of future directions.

Itis used for medium-
to long- term
planning of future
directions.

Itis used for short-
to medium- term
projects.

At what level of
planning is it used?

Tactical planning

Strategic planning

Strategic planning

Tactical planning

Which part of the
decision making

processis itused
for?

Initial —
brainstorming

Final —based on as
much information as
possible

Initial —
brainstorming

Ongoing

What should it be
used with?

Quantitative data

Qualitative data

Quantitative data

Quantitative data

Which departments
should use it?

Mainly production
(butit can be used by
all departments)

Mainly production
and marketing

All departments

Production

Revision checklist

v A fishbone diagram allows businesses to look closely at problems and
identify underlying causes.

v/ A decision tree provides a clear visual structure to help mangers

simplify complex decisions and identify the most appropriate

outcome.

v Aforce field analysis is used to help businesses manage change. It
focusses on the factors which might influence the planned change.

v/ Gantt charts are used to plan complex projects and schedules. They
enable businesses to allocate resources appropriately and give a clear
overview of the entire workflow.
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Practice question
Primature Inc

Following a 13 % increase in orders over the last six months, Primature
Inc is considering the expansion of its production facilities. It is presently
producing at 98% of its production capacity. The production manager is
examining two expansion options:

Option 1 - The construction of an extra production line in the present
factory building at a cost of$1.5m. This will increase capacity by 16%.

Option 2 - The construction of an additional factory unit at a cost of
$3.5m. The new building could be designed to allow for cell production
and just in time (JIT) management. This would cut costs and provide
additional future production flexibility and human resource advantages.
Capacity could be increased by a maximum of 40%.

The recent increase in orders is as a result of improved economic
conditions. However, the finance director is not convinced it is wise to
invest in either option before it is clear that the increase in economic
growth will be maintained. He believes unit price and revenues can be
increased at current output, provided economic growth remains constant
or improves. Economists differ on their forecasts for the next five years.
40% of those asked believe that the economy will strengthen over the
next five years. 30% believe that average growth over that period will
remain constant, whilst 30% believe there will be a decline in economic
growth. The production manager estimates the following profit/loss
outcomes for each of these predictions:

Option 1 Option 2 Option 3
(new line) (new factory) (no expansion,
$m $m increase unit
price) $m
Economy strengthens 6 9 4
Constant economic growth 3 4 3
Declining economic growth 1 2 —1

a) (i) Construct a fully labelled decision tree showing Primature Inc’s
options with the financial costs and outcomes for each option.
[3 marks]

(ii) Using your decision tree, decide which option Primature Inc
should select on purely financial grounds. Show full
working to support your choice. [4 marks]

b) Describe three benefits of using decision trees. [3 marks]

¢) Evaluate the extent to which additional non-financial
and financial factors may support, or not support, the
choice of option selected for Primature Inc in your answer
to question (a)(ii). [10 marks]

IB, May 2008
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2 HUMAN RESOURCE MANAGEMENT

2.1 The functions and evolution of human
resource management

By the end of this chapter, you should be able to:
=> Define human resource planning (workforce planning)
=> Explain the concept of labour turnover

=» Identify internal and external factors thatinfluence human resource
planning (such as demographic change, change in labour mobility,
new communication technologies)

=> Outline common steps in the process of recruitment
=> Define the following types of training:

on the job (including induction and mentoring)
o off thejob

e cognitive
e behavioural
=> Define the following types of appraisal:
o formative
e summative
e 360-degree feedback
o self-appraisal
=> Outline common steps in the processes of dismissal and redundancy

-> Describe how work patterns, practices and preferences change and
how they affect the employer and employees (such as teleworking,
flexitime, migration for work]

=» Explain outsourcing, offshoring and re-shoring as human resource
strategies

-> Evaluate how innovation, ethical considerations and cultural

differences may influence human resource practices and strategies
in an organization

HR (or workforce) planning

Human resources are critical for any business. The issue of human
resources (HR) is especially important for businesses operating in the
tertiary and quaternary sectors. Nevertheless, all businesses must ensure




2.1 THE FUNCTIONS AND EVOLUTION OF HUMAN RESOURCE MANAGEMENT

that they have the right types of employee and that those employees are
working effectively.

Successful businesses are likely to have a clear framework for how to
get the best from their human resources. HR planning is a continuous
process. Businesses strive to make sure that their employees are in jobs
for which they are properly trained and properly suited. At the same
time, as part of HR planning, a business estimates its future HR needs
(the correct type and number of employees), so that as rarely as possible
the business has too many employees (which increases costs) or too few
employees (which can hurt productivity). This framework for how to
get the most from their human resources is referred to as the HR plan or
workforce plan. With large businesses, this plan will almost always be a
written document that can be referred to. With smaller businesses, the
plan may not be written but decided upon by and remain “in the head”
of the director of HR or the owner of the small business.

Labour turnover

Labour turnover refers to the movement of employees into and out of
a business in a given time period (usually a year) and is an indicator of
how stable a business is.

Labour turnover is usually measured by the following formula:

number of staff leaving over a year

100
average number of staff employed in a year

Labour turnover =

A high labour turnover rate suggests that the business has labour
problems. For some reason or reasons, employees do not stay for a long
period of time. By itself, high labour turnover suggests that workers are
dissatisfied by some aspect of their employment situation. This source

of dissatisfaction may also affect workers who remain at the business
and may lead to lower productivity. When a business has high labour
turnover, the business must frequently hire new labour, which can cause
problems for the business. Recruitment and training can be expensive.
New workers are often less productive than those who are established in
the business. High turnover can affect employees” motivation, as it leads
to some interruption in work practices and routines. In addition, high
turnover communicates to employees that the business has a problem
with some aspect of employment there. Even if workers are otherwise
satisfied in their jobs, high labour turnover may lead them to believe
that they should be dissatisfied.

Business can anticipate certain circumstances when labour turnover
will be higher than others. In a booming economy, employees tend
to look for new opportunities since jobs are plentiful. In addition,
younger employees tend to swap jobs more often than middle-aged
employees.

Finally, some labour turnover can be good for a business. A low turnover
rate may indicate a stable business, but stability can lead to complacency
and lack of progress. New employees tend to bring energy and new

ideas, especially if they have just left college or have been retrained and/
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or reskilled. Sometimes, a business has employees of lesser productivity
or who make minimal contributions to the business but otherwise
provide no basis for separation (being fired or sacked). When a worker
such as this leaves a business, managers may actually be happy.

The HR plan should be designed to make sure that the labour turnover
rate is kept at an acceptable level, which will vary according to the
industry and the skill and experience requirements for the position. A
grocery store chain might expect (even if it did not want) fairly high
labour turnover among its cashiers, but a law firm would not want to
see high turnover among its experienced lawyers. Managers would pay
close attention to any significant changes in the labour turnover rate.
Labour turnover can quickly get higher as a result of a significant change
in circumstances either in or outside the business. By tracking the labour
turnover rate, the business can try to correct internal factors or mitigate
against external factors.

The internal and external factors that influence
HR planning

Many factors can influence an organization’s HR plan. Even before a
business employs someone, some external factors can have an effect
on the pool of labour available for potential employment. Also the
business itself may change and internal factors influence the HR plan
that is already in place. This is shown in Figure 2.1.1.

technological

7 change
government

regulation/

demographic

change
labour
" available for
] social
» trends

state of the
ECDnOmg

changes to
education

labour
mobility

External factors can affect the
labour pool of potential
employees

Figure 2.1.1. External and internal factors affecting the HR plan

changesin
the business
organization

changes in
labour
reactions

TOK discussion {

To whatdegree should
businesses resist workforce
planning and instead base
human resources on the
strengths and weaknesses
of its current and available
workforce?

changesto
business
finance

The HR plan

changesin
the business
strategy

Internal factors can
affect an organization's
current hr plan



2.1 THE FUNCTIONS AND EVOLUTION OF HUMAN RESOURCE MANAGEMENT

The external factors have an impact on the size and availability
of the pool of potential employees for the business and include the
following:

Technological change — improvements in ICT can lead to
more teleworking and working from home. Infrastructural
improvements, such as new roads or other transport links, can
make employing someone from further away easier than before.

Government regulations — changes in laws or government
regulations regarding health and safety issues can influence a
potential workforce. Laws or government regulations can affect
maximum weekly working hours or contractual issues, such as
equality in the workplace irrespective of age, gender, ethnicity, or
disability. Laws generally determine obligations such as pension
provisions or age of retirement.

Demographic change — an ageing population, reduced fertility
rates, or changes in internal and external migration patterns are
just some of the demographic changes that can have an impact on
the potential employees available and their specific requirements
to work.

Social trends - changes in society, such as the role of women
in society, a rise in the number of single parent families, or the
importance of leisure in the “work-life balance” can all have
significant impacts on the labour pool.

The state of the economy - an economic boom will lead to a strain
on the pool of labour available and consequently lead to increased
wages; a recession will have the opposite effect as more unemployed
workers are available and so may accept lower wages.

Changes in education - some would consider changes in levels

of education a factor of demography. Regardless, rising or falling
education levels can have a direct impact on the suitability of labour
for employment. Also relevant is the range and type of courses
available to students.

Labour mobility — many factors can influence labour mobility,
which can refer either to occupational mobility (changing
occupations) or geographical mobility (changing locations). In
either case, the mobility of the workforce significantly affects the
labour pool.

The internal factors stem from within the business itself and will have
an impact on the current HR plan, which may have to change as a result
of the following:

Changes in business organization - businesses change the way
they are organized to better meet their strategic objectives. Any
reorganization can affect the current HR plan. Organizational

Recent technological change has
meant that more people in certain
sectors can work from home
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HUMAN RESOURCE MANAGEMENT

changes affecting the HR plan can also occur when a business
acquires another business or is acquired.

e Changes in labour relations — labour relations can have a
significant impact on workforce planning. If the labour force
chooses to unionize, for example, the business will now have to
contend with the work requirements of the union. If the power
of a union decreases, on the other hand, the business may have
more flexibility with workers. Either way, the long-term labour
circumstances will change.

e Changes in business strategy — whether in response to changes
in circumstances in the market or to the business re-orientating
itself, changes in business strategy may well lead to amendments
to the plan.

%]
=
Sha
89.1
g &
c oo
o 2
g5
IE
(3¥]

e Changes in business finance - the financial situation of a
business will have a bearing on the HR plan. A business that has
limited resources may not be able to pay the highest wages and
salaries, which can affect recruitment and retention. Other financial
factors can have an impact as well. Unfunded pension liabilities
can influence available resources for the current workforce, or a
significant increase in profitability may allow for a greater number
of staff.

The HR (or workforce) plan

There are four parts to the HR plan, which follow an individual’s career
path as the employee progresses in the business:

e recruitment - how the business recruits the right person for the
right job

e training - how the business ensures that employees receive proper
professional development, whether initial training or ongoing
professional development

e appraisal — how the employee’s job performance is evaluated

e termination or dismissal — how the business manages the
situation when the employee leaves, whether voluntarily (the
employee leaves of his or her own free will) or involuntarily (the
employee is fired for cause or is retrenched).

The processes of recruitment
The first stage of the HR plan can be split into three parts:

e identification
e application

e selection.
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The identification process

Identification

Job description

Person specification

Internal or external
recruitment

The business realizes thatitneeds a new employee because of a change inits internal factors.
This gives details about the job, such as:

e thejobtitle

e whatthe employee will have to do

e the employee’s responsibilities.

This gives details about the type of person required to do the job, such as:

e the skills required to do the job

e the qualifications necessary

e what experience is necessary.

The business has to weigh up the advantages of recruiting internally by promotion (or
redeployment], such as it being:

e cheaper

e quicker

e more efficient as the person would know how the business works.

Itthen has to weigh up the advantages against the disadvantages. For example, recruiting internally:
e limits the pool of potential candidates

e may cause resentment

e causesthe “domino” effect as the person promoted would leave avacancy to be filled, and
so on down the hierarchy.

Searching externally would be the reverse of all of the above.

The application process

Application

Job advert

Application form
orrésumé (CV)

The business has to decide how to find the best applicants for the job.

The business will need to consider:

e where to place the advertso itis seen by the right people

e whatshould be included in the advert so the applicants have sufficientinformation
e the legal requirements that have to be met.

Whatis the most appropriate tool to process the applications? Every tool should include
the same elements (personal details, skills and qualifications, work experience, interests
and hobbies, and references) but application forms are:

e standardized (so they are useful for jobs with lots of possible applicants)
e designed specifically to match the job requirements

o focused on the issues that the business wants

e legally binding.

However, a résumé (CV):

e isbetter for jobs with limited applicants (such as senior posts])

e ismore personal and can reveal more about the applicant

e canbe more flexible

e isquickerasitcan be prepared beforehand.
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Internal or external agency  The business has to weigh up the advantages of finding the best applicants internally
by using its HR department, such as it being:

e cheaper
e (quicker

e more efficient as the HR department will know precisely what the business
requires.

It then has to weigh up the advantages against the disadvantages. For example, using
its HR department:

e limits the pool of potential candidates; agencies may have plenty more applicants
in their databases
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e may cause alack of focusin other areas
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e may not cater for specialist skills, in contrast with an agency, for example that
specializes in administrative vacancies.

The selection process

Selection The final part of the process of recruitment is the selection of the best applicant for the
job.
Shortlisting The business will have to discard many applicants on the basis of:

e theiroverall quality
e how many are required for interview
e any legal requirements that have to be taken into account.

Testing Many businesses like to subject the shortlisted applicants to some form oftest, to be
used as a complementto the final interview. These tests can be:

e aptitude (task-oriented activities, designed to test understanding and application of
theories or concepts)

e psychometric [personality questionnaires, designed to test reasoning skills and
personality traits)

e team based (exercises designed to focus on the qualities necessary for working in
projectteams).

Interviews The interview is the final part of the recruitment process and there isno one best style
ofinterview. It will depend on circumstances but may include the following:

e face toface (one to one)
e panel (with more than one person)
e video conference (or telephone]

e multi-stage (one interview leads to anather)

e multi-day (conducted over a number of days).

Training

The second stage of the HR plan, training, can help an employee’s
professional development. Training can keep the employee up to date with
the latest ideas and technologies. It may lead to the employee finding a new
career path by being reskilled. Training might even prevent the employee
from losing a skill that they had learned previously — deskilling.
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However, training is also important for a business. It can:
e improve the quality of the work

e lead to greater productivity

e motivate the employee

e reduce labour turnover.

In some countries a full-time worker has the right to be allowed to take
time off to train.

Training can take many forms, including the following:

¢ Induction - training that focuses on making a new employee
familiar with the way the business functions and with lines of
authority (who to report to, for example). A good induction
programme helps to ensure that new employees settle in quickly so
that they can begin work straight away.

e On-the-job - when employees are trained while they are doing
their normal job. Often on-the-job training occurs through
mentoring, which is when an experienced employee guides the
employee being trained. Another common type of on-the-job
training is shadowing, when one employee follows, or “shadows”,
another to learn a new skill.

e Off-the-job — when the employee is given time off from work to
attend training away from the job. That training may be a workshop,
conference, or course run by consultants, agencies, or educational
institutions. Today, many managers choose to earn an MBA with the
support of their employer. In light of the importance of education in
contemporary post-industrial economies, many employers pay for
courses at local universities, even if the coursework is not otherwise
required of the employees — businesses just want to see their
employees gain a better education.

Another way to think about training is not how and where it occurs,
but rather what the aim of the training is. Most often, training is about
learning discrete skills or knowledge to enhance job performance. Other
forms of training enhance employees in other ways. These other forms
of training include the following:

e Cognitive training — which is training not focused on a particular
aspect of the business. Rather, it helps employees develop their
thinking and processing skills. The assumption is that with enhanced
thinking and processing skills (that is, cognitive skills), they can
make quicker and more effective decisions.

¢ Behavioural training - like cognitive training, behavioural training
does not focus on a particular aspect of the business. Instead it
helps employees develop their interpersonal skills (how they work
with others) and intrapersonal skills (how to manage emotions).
Behavioural training is useful for employees working in project
teams and positions of leadership by concentrating on, for example,
emotional intelligence or stress management.

‘ .x\-‘f';:: -.--
On-the-job training is often led by an
experienced employee

Student workpoint 2.1

Be a thinker

A new restaurant is opening

in your local town. It will sell
expensive food cooked by a
highly-trained and well-known
chef. The restaurant is advertising
for waiters and waitresses. Draw
up a job description for this

role, including a detailed person
specification.

Once you have finished, think
about how you’d change the job
description to suit a busy fast food
restaurant.
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Appraisal

The third stage of the HR plan is appraisal, which occurs when the
performance of the employee is reviewed.

Appraisal is different from a more traditional form of employee review
know as inspection. Under a system of inspection, managers review
employees’ performances and make judgments based on their observations.
Communication tends to be one-way (the employee is not given the
opportunity to respond) and top-down (from manager to employee).
Often, in a system of inspection, the process focuses on the negative
indicators of performance — what the employee has failed to do, or the
frequency with which the employee did not meet targets.

£
@
£
8
S
£

Under a system of appraisal, employees may respond to, or even
initiate, discussion. Communication is two-way, and managers include
constructive feedback in order to foster a positive and inclusive working
environment. Appraisal is supposed to be a non-threatening, non-
judgmental and supportive process.
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Benefits of appraisal

For an employee, appraisal can: For the business, appraisal can:
e be motivating e act as a check on performance
e Dbe instructive — employees can learn e help to review new initiatives

from past mistakes e Dbe useful to record and

e help employees progress along their document performance

career path e be motivating as it formally

e lead to a change in career direction. recognizes good performance.

Appraisal systems can be costly and time consuming, especially when done
well. Good appraisal systems tend to have certain characteristics:

e They are not directly linked to pay or promotion. Linking
appraisal to pay or promotion can lead to mercenary behaviour, “back
stabbing” (when people try to sabotage others’ positions or performances
in order to look better themselves), and a poisonous atmosphere.

e Appraisal systems are separate from disciplinary systems.
Sometimes employees have to be punished for some failure to perform.
Appraisal, on the other hand, is supposed to be positive. Linking
appraisal to punishment destroys the whole essence of appraisal.

o Good appraisal systems require minimal paperwork.
Having employees fill out numerous forms or having line
managers excessively documenting their performance is time
consuming. In addition, it puts the focus of the process on discrete
accomplishments, many of which may be accomplishments in name
only, rather than on more substantive issues.

e Appraisals provide an honest exchange of views. Appraisal
has to be transparent. Everyone involved should know their role
and the role of those around them. Though appraisal should be
positive overall, conversations should be honest, with appropriate
conversations about areas of strength and areas needing improvement.
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Appraisal systems may include these methods of appraisal:

o Formative - because appraisal is intended to be a learning process,
often it is a continuous approach to evaluate performance during
an employee’s time at work. Appraisal is typically run on a one-to-
three-year cycle. The focus is on giving employees feedback when
appraisees have done well and also in areas in which they have
had difficulties. The idea is to help employees improve. This type of
appraisal presumably “forms” the employee.

e Summative — this measures an employee’s performance according
to set standards. A summative assessment has an element of making
a judgment of whether the employee passed or failed. Summative
assessment tests employees” knowledge and skills against clear
and explicit markers and then sums up (thus, summative) how an
employee has performed against the standards. Summative appraisal
is usually conducted at the end of a project, a contract, or a specific
goal. Failure should not necessarily lead to termination.
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e 360 degree - this method provides each employee with the
opportunity to receive performance appraisal not only from their
line manager but also from between four to eight co-workers,
subordinates and even customers or clients. This method involves manager
an element of upward appraisal and is the most complex, having
multiple perspectives. The 360-degree appraisal is often used with
CEOs and other executives who serve and interact directly with
several groups of stakeholders (see Figure 2.1.2).

customer/

client

Appraisee

e Self-appraisal - this is an important part of the performance appraisal
processes outlined above or it can be used by itself. With this method
of appraisal, individual employees reflect on their own performance.
Usually this reflection is done with the help of a self-appraisal form on
which employees rate themselves on various performance indicators. subordinate
Typically, employees can also suggest their training needs, and discuss
their accomplishments, strengths, weaknesses, and any potential
problems faced during the relevant time period. Figure 2.1.2. 360-degree appraisal

Termination, dismissal, and redundancy

The final stage in the HR plan is when an employee leaves the business.
This situation might happen because:

e the employee chooses to leave the business
e the business decides that the employee should no longer work there

e both the employer and the employee agree that separation is in the
best interests of both parties.

Good businesses will have a set of procedures ready to deal with this part
of the HR plan to minimize the impact of losing employees and acquiring
new ones.

For several reasons, termination of a business relationship does not
happen too often:

e Asemployees develop more skills and experience, the cost of
replacing them increases considerably and so businesses are very
reluctant to go through the whole HR process again.
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Many businesses prefer such policies as redeployment, or, in times
of recession, reducing the working hours rather than having to “let
workers go” only to have to re-employ them (or other people) when
business picks up again.

Finally, employees have rights. If a business breaks employment
contracts unnecessarily, it could face legal action initiated by the
ex-employee on the basis of “unfair dismissal”. Court cases are
expensive and can result, additionally, in damages paid by the
business to unfairly dismissed employees.

Nevertheless, from time to time, an employee has to leave a business,
which can occur in one of three ways.

Termination

Employees can “terminate” or leave the business at the end of their
contract for a variety of reasons, including:

change of career
professional development
promotion

retirement

lifestyle choice

family reasons.

These employees would expect to receive a reference from the employer
to use in their search for their new job. Though the practice varies
according to country, industry, and the level of the employee, in general
employees should give some advance notice to their employer of when
their resignation will be effective.

Dismissal

Dismissal is when an employee has broken one (or more) of the terms of
their contract. The reasons may include:

continually missing work
poor discipline
drug or alcohol abuse

theft or dishonesty.

Employees may sometimes be dismissed for reasons other than non-
performance under their employment contract. Generally, these
circumstances occur when an employee has done something that might
harm the image of the business, which may be:

a conviction for an offence or imprisonment
an unresolvable personality clash with a co-worker

refusal to accept a company reorganization that changes the terms of
employment.



2.1 THE FUNCTIONS AND EVOLUTION OF HUMAN RESOURCE MANAGEMENT

If employees are dismissed, they would not expect to receive a
reference. However, employees should receive a “period of notice” -
a specified length of time when they may continue to work (for
example a “two-week notice”). In some instances, employees do
something so bad that they face a “summary dismissal”, which takes
effect immediately. Summary dismissals can also happen when the
employer fears that the employee facing dismissal will damage the
property of the business (either actual physical damage or, more
commonly today, damage to computer files or systems) or steal from
the business (for example, take computer files that are the property of
the business).

Juawadeuew
a:unosal uewny Z

Redundancy

Redundancy may happen when a business no longer has any work for
an employee, causes for which may include:

e a drop in demand for the business’s products
e changing market circumstances

e arecession

e restructuring of the industry

e the business becoming insolvent or bankrupt

e the job someone has been doing being replaced by mechanization
when the employer introducies new technology (i.e. the job can be
done by a machine)

e relocation of the business
e restructure or reorganization of the business
e a merger or takeover.

In these cases, because employees have lost their job through no fault
of their own (that is, their employment is not ended for “cause”), they
would normally expect to receive a redundancy payment and a letter
of reference. The amount of the redundancy payment can vary from
country to country and by industry. Typically, the longer an employee
has been with the business, the greater the redundancy payment will
be (one month’s pay for every year of employment, or some other
formula).

When a large number of positions are made redundant, deciding which
employees to retain can be difficult for managers. They would normally
have two options to offer:

e Voluntary redundancy - typically, this is the preferred option as
it reduces the stress and animosity that the decision can generate.
With the voluntary approach, some employees may choose to be
made redundant. They may have wanted to look for a new job
anyway. They receive the redundancy payment and a letter of
reference, which will help them in their efforts to get a new job.
The problem with the voluntary approach is that the business may
lose employees it would prefer to retain or retain employees it
would prefer to lose.
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Involuntary redundancy - this approach is typically less desirable
than the voluntary option. Involuntary redundancy may be based

on age, years of service, or some other criterion or criteria. If not

constrained by a some type of agreement with the unions or some

other form of labour agreement, the benefit of the involuntary

approach is that the business can have more influence over which
employees will leave based upon the criteria it selects.

Changes in work patterns, practices, and
preferences

Over the past 50 years, many changes that affect employers and
employees have occurred in work patterns, practices, and preferences.
Some of these changes have stemmed from external factors affecting
the pool of labour. For example, social trends have led many employees
to want a better work-life balance and many businesses are trying to

respond to the desires of their employees. Other social trends have

stemmed from internal factors affecting businesses, which can benefit
from some of the new work practices.

Some of the factors changing the working environment include:

privatization and the move away from public-sector to private-sector

employment

increased migration of potential employees in a country or region

and across the globe

increasing participation of females in the workforce

changing educational opportunities

increasing urbanization and the consequent rise in stress levels

an ageing population and increasing average age of the workforce.

Changes in work patterns

One change has been in the patterns of work — the types of jobs required
by businesses as well as the types of jobs people want. Table 2.1.1 shows
the results of some opinion polls analyzing the most sought-after jobs in
selected countries.

Table 2.1.1. The ten most sought-after jobs in selected countriesin 2013

USA India Singapore South Africa El Salvador

Actuary IT personnel Financial adviser Engineer Skilled labour

Bio-medical engineer | Retail staff Electronics Driver Sales agent

specialist

Software engineer Healthcare worker | Engineer Skilled Technician
tradesperson

Audiologist Hospitality staff IT personnel Labourer Engineer

Financial planner Engineer Media personnel Manager/ Bilingual
executive administration staff
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USA India Singapore South Africa El Salvador
6 Dentist HR personnel Accountant Teacher Manager
’ Occupational therapist | Aviation personnel | Actuary Legal staff Driver
8 Optometrist Psychologist Retail worker Secretary/PA Mechanic
9 Physical therapist Financial adviser Property agent Technician Logistics personnel
10 Computer systems Teacher Brand manager Accountant Accountant
analyst n
3z
. . 22
Table 2.1.2 shows the ten least sought-after jobs in 2013 in the Table 2.1.2. The ten least sought-after ® 2
United States, based on a recent opinion poll. jobsin 2013 in the United States 5 S
~ 3
One significant change that has happened, especially with the m i
improvements in ICT, has been an increase in occupational and
geographical mobility. Today it is much easier for individuals to : hews reporter
determine “growing” occupations — occupations for which the number 2 Lumberjack
of positions will be expanding — and which occupations are contracting. o
- . . . 3 Military personnel
Traditional mail services, for example, are decreasing the need for
letter carriers because of email, electronic banking and online bill 4 Actor
payment services. For letter carriers, or other individuals in contracting 5 Oil rig worker
professions, it is relatively easily to learn which occupations are growing -
and then seek to acquire the necessary skills for those positions. Thus, 6 Dairy farmer
occupational mobility is more common than in earlier eras. 7 Meter reader
Similarly, ICT also provides opportunities to match people seeking 8 Mail carrier
positions with countries or regions with shortages of people with 9 Roofer
certain skills. The United Kingdom and Belgium, for example, have
shortages of both nurses and chefs. Many countries have shortages 10 | Flightattendant

of pharmacists and ICT professionals. Before the ICT revolution,
matching skilled people to places where they were needed was vastly
more challenging than it is today. ICT allows for faster processing of
data (who has what skills and what skills are needed in particular
geographic regions). Then, ICT allows for easier dissemination of

Source: http//www.careercast.com/
jobs-rated/worstjobs-2013

that information. Recently, BBC News ran an article that contained Student workpoin't 2.2

an interactive schematic showing what types of skilled employees

different countries needed.' A result of this improved information is Be reflective

that many people are migrating because of work. Look at the jobs listed in tables
2.1.1 and 2.1.2. Do any results

Changes in work practices surprise you? What factors

are likely to influence people’s
opinions? Do you think money is
the only consideration?

Not only have the types of jobs changed. The nature of work routines
has changed as businesses have responded to greater demands for more
flexible working practices.

Work practices in decline
Full-time work When employees work the maximum hours per

week accepted by law (for example, working
35 hours a week in Europe).

Permanent An employee who has been hired for a position
contracts without a predetermined time limit.

! https//www.bbc.co.uk/news/business-21938085
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Work practices on the increase

Part-time
work

Temporary

Freelance

Teleworking

Homeworking

Flexitime

Casual Fridays

Three-day
weekend

When employees work less than the full-time
weekly maximum hours.

Work that is on a fixed-term contract usually of a
temporary nature (for example, to cover maternity
leave). The employee would normally sign up to an
agency who finds work for the employee.

When someone who is self-employed works for
several different employers at the same time.

Work taking place from home or a
telecommunication centre. Usually the employee
would have a core number of hours he or she has
to work at the office, the remainder from home.

When an employee works from home. Usually
the employee would have a core number of hours
he or she has to work at the office, the remainder
from home.

Work involving a set number of hours of an
employee’s own choosing. Usually the employee
would have a core number of hours he or she has
to work at the office; the rest is up to the employee.

When an employee is allowed to wear less formal
dress on a Friday so that it is easier to go away at
the weekends.

Instead of working, say, five days of eight hours, the
employee works four days of ten hours and so has a

three-day weekend.

Student workpoint
2.3

Be an inquirer

Talk to people you

know — teachers, parents
and friends about their
work. What can you find
out about the ways in
which they work - does
everyone work a similar
number of hours per
work? Are these hours
fixed? Where do they
work from?

Work-life balance in France

In 2000, the French government reduced the statutory
working week from 39 hours to 35 hours. Now, under
anew deal, French employers’ federations and unions
have signed a legally binding labour agreement that
requires employers to make sure staff “disconnect”
outside of working hours.

The deal, which affects around 250,000 employees
in the technology and consultancy sectors (including
the French sectors of Google, Facebook, Deloitte and
PwC], means that employees will have to resist the

temptation to look at work-related material on their
computers or phone—during their free time. Companies
must ensure that their employees come under no
pressure to do so.

Exam-style questions
Explain the impact on a) employers and

b) employees of this new change. [6 marks]
Discuss the impact this change might have
on the culture of businesses in France. [8 marks]
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Changes in work preferences

Instead of working continuously for 20 to 30 years for the same
business, many employees are now adapting their work routines to suit
changing lifestyles. These are some of the most common methods:

e Career breaks — an employee decides to stop working for a
time, usually a year or more, before returning to work in the
same career. Sometimes the employer formalizes this and agrees
to take the employee back after the break — this is known as a
“sabbatical”.

e Job share - two or more employees decide to share a job in order to
free up more time for other activities.

e Downshifting — an employee gives up a senior position or highly
paid employment in order to change career into another lower-paid
field or area of interest.

o Study leave - an employee is granted time off work to acquire a
new qualification such as an MBA.

Outsourcing and offshoring as HR strategies

HR costs can be significant for many businesses, particularly for service-
based businesses operating in the tertiary or quaternary sectors. Many
businesses have therefore adapted their HR plans to match the changes
in work patterns, practices, and preferences. In doing so, they cut costs
and gain a competitive advantage.

One method has been outsourcing (also known as subcontracting or
contracting out work). Outsourcing occurs when a business cuts back on
its operations to focus on its core activities. This way, it does not need to
employ as many workers.

Imagine a smartphone company with current annual salary costs for
design, manufacturing, and distribution of US$42 million per year, as
shown in Figure 2.1.3.

Design team (50 workers)
with an annual salary bill
of US$2 million

Manufacturing (1,000 workers)
with an annual salary bill

of US$25 million

Distribution [500 workers)

with an annual salary bill
of US$15 million

Design team (50 workers)
with an annual salary bill

of US$2 million

Figure 2.1.3. Smartphone manufacturer before using outsourcing after using outsourcing

However, if the business were to outsource manufacturing and distribution,
it would have US$40 million available, as shown in Figure 2.1.4.

Figure 2.1.4. Smartphone manufacturer
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Although the business would have to pay subcontractors to complete
the work, it could cut costs by doing this. The subcontractors are likely
to be specialists in either manufacturing or distribution. They probably
have fewer inefficiencies and greater productivity in these areas of
expertise and so would most likely charge less than the cost of the
smartphone business doing the work itself.

In addition to the lower production costs (which can be calculated
by the cost to buy/cost to make formulas in Unit 3), the smartphone
business not only saves on its wage bill. It will also save on all the
other costs of employing people. Medical, maternity, and holiday
pay, pensions, and other benefits that businesses provide to full-time
employees are extremely expensive. In the United States, as a “rule
of thumb”, these benefits are typically equal to 50 per cent of an
employee’s salary. Thus, the cost saving is likely to be even greater
than the US$40 million wage bill. By outsourcing, the business saves
significant amounts of money. The benetfit to the business is not just
the cost savings. Now, it can focus on its core activity — designing
innovative products.

An extension of outsourcing is offshoring: when a business
outsources outside its home country. With improved global
communication, offshoring has been a growth area in the modern
business environment. Businesses take advantage of the huge wage
differences between workers doing the same job but in different
areas of the world. Many customer service call centres, for example,
have been offshored from the United Kingdom and the United States,
where wages are high, to India, where many people speak English
fluently and wages are far lower.

Why offshoring?
Simple mathematics is often the answer:

e In the USA, an architect might be paid $3,000 a month. An
architect in the Philippines would get around £250 a month.

e A Java programmer earns $60,000 a year in the United States
and makes $5,000 annually in India.

Through outsourcing, businesses can cut their operational costs by
2040 percent.

British Airways calculates that it saves US$23 million a year for
every 1,000 jobs it relocates to India.

Adapted from http:/www.economist.com/media/globalexecutive/outsourcing_
revolution e 02.pdf

Examples of typical business functions that can be outsourced include:
o in marketing, using an advertising agency

e in operations management, licensing a producer to make your
product

e in HR, employing an agency to “headhunt” potential staff

e infinance, hiring accountants to run an external audit.

ETHICS

Itis easy to say that, because
production costs are cheaper
elsewhere, then production
should be moved offshore.

But there are many ethical
implications for businesses to
consider. Think about the people
in the original location, and the
people in the ‘offshore’ location —
what effect will off-shoring have
on them? Hold a debate arguing
for and against offshoring for a
business of your choice.

Outsourcing

when a business subcontracts
a process, sucha
manufacturing or packaging,
to another business or
organization

Offshoring

outsourcing a process or
service to another countryin
order to reduce costs
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The impact of innovation, ethical considerations,
and cultural differences

Innovation, ethical considerations, and cross-cultural differences can also
have an impact on the HR plan and the business’s ability to implement it
successfully.

Innovation

Innovation or its opposite - inertia — can have a major impact on the
HR plan. A business committed to being innovative must have a greater
strategic focus on HR than any other business function. Innovations
come from people. The business will not be successfully innovative
unless it recruits and retains the right people. Developing a supportive
and stimulating business environment — a vital part of HR planning -
will help the creative process.

Juawadeuew
a:unosal uewny Z

A business such as Google prides itself on being innovative and employing
creative individuals. The Google office shown in Figure 2.1.5 reflects
this approach.

~\ | - W

Figure 2.1.5. One of Google's offices

Ethical considerations

A strong connection has always existed between HR planning and
ethical behaviour. HR plans are based on relationships, which are
reflected in the way that the business treats its employees. Not only
should businesses treat their employees ethically, today it must do

so. With the Internet, people have greater ability to send and receive
information. Social network sites, in particular, can be places where
employees treated badly can tell other how they have been treated. As
a result, businesses have to be careful to act in an ethical manner — or at
the least to create that appearance.
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Ethical issues that might be addressed through the HR plan can be seen
in Figure 2.1.6.

Salaries and
financial
renumeration

Health &
safety

Discrimination

Figure 2.1.6. Ethical issuesin the HR plan

One example of how improved information in the contemporary era has
intersected with ethical considerations involved executive compensation
in the banking sector. Through the news and other forms of ICT, a
perception emerged that some executives were awarding themselves
excessive salaries and other forms of financial rewards not matched

by their performance. Many stakeholders in the banking sector got

very angry about this situation. As a result, many changes occurred in
financial packages to executives of many banks.

Cultural differences

Cultural differences can also have a significant effect on the HR

plan for any business that employs a multicultural workforce. Such
businesses would naturally include multinational businesses operating
in different countries. Many domestic businesses also employ migrant
workers. Lastly, the citizenry of many countries is increasingly diverse,
as children of migrant workers grow up as citizens in their parents’
adopted country. Businesses that adapt their HR plan to suit a more
varied cultural workforce are more likely to be successful with a
diverse workforce, especially if their markets are as diverse as their
workforce.
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In the HR context, Figure 2.1.7 highlights some of the factors that might
affect the cultural expectations of a business’s employees.

Power
distance

Individualism
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Body
language

Cultural
differences

Uncertainty
avoidance

Personal
space

Long-term
orientation |

Figure 2.1.7. Cultural differences in the HR plan

The concept of power distance was developed by Geert Hofstede to
indicate the acceptance by society of inequality.

According to Hofstede, employees from a society with a high level of
power distance would not expect to be consulted and included in decision
making. They are more accepting of authority. Employees from countries
with a low score would expect the opposite. Some example scores from
Hofstede’s power distance index (PDI) are shown in Table 2.1.3.

As this one axis of difference shows, people from different parts of

the world and from different cultures have different expectations.
Training people to work in diverse workforces can reduce potential
misunderstanding and friction that can emerge from cultural differences.
It can also help businesses to take advantage of one of the most
important benefits of a diverse workforce: increased innovation and
creativity. Innovation occurs when people see a problem and solve it.
When people from different backgrounds are gathered together to solve
problems, the diversity of perspectives increases the likelihood that a
successful and novel solution will be found.
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Table 2.1.3. PDI scores for selected countries
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Country PDI Country PDI
Malaysia 104 Spain 57
Panama 95 Pakistan 55
Philippines 94 Japan 54
Mexico 81 Italy 50
China 80 Argentina 49
Egypt 80 South Africa 49
SaudiArabia 80 Hungary 46
Ecuador ’8 United States 40
Indonesia 78 Netherlands 38
India 4% Australia 36
Singapore 74 Costa Rica 35
Brazil 69 Germany 35
France 68 United Kingdom 35
Hong Kong 68 Switzerland 34
Thailand 64 Finland 33
Zambia 64 Norway 31
Chile 63 Sweden 31
Portugal 63 Ireland 28
Uruguay 61 New Zealand 22
Greece 60 Denmark 18
South Korea 60 Israel 13
Iran 58 Austria 11
Taiwan 58

Source: http//www.clearlycultural.com/geert-hofstede-cultural-
dimensions/power-distance-index/
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Revision checklist

v

v

Human resource planning is a strategy to ensure that employees are
selected, used and developed in the most effective way.

Labour turnover is the movement of employees in and out of a
business over a given period of time.

Human resource planning can be influences by both internal and
external factors.

The most common steps in the process of recruitment are
identification, application and selection.

On-the-job training takes place as part of day-to-day work. It is
usually led by an experienced employee who can act as a mentor to
the trainee.

Off-the-job training allows employees time off work to attend
external training.

Cognitive training is not focussed on a particular aspect of the
business but helps employees to develop their thinking skills.

Behavioural training helps employees develop interpersonal skills.

Appraisals allow employees and their employers to review
performance during a given timeframe. The main methods are:
formative, summative, 360 degree and self-appraisal.

Employees may leave a business due to termination, dismissal or
redundancy.

As working practices and patterns have changed, businesses have
had to adapt their HR strategies.

Outsourcing occurs when organizations contract other organizations
to carry out certain functions, allowing them to concentrate on core
activities.

Offshoring is when functions are outsourced to another country,
perhaps because labour is cheaper or production is quicker.
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Practice question
Dome Hospital in Ghana

Today, 13 000 nurses who were trained in sub-Saharan African countries
such as Ghana work in Australia, the United Kingdom (UK), Canada and
the United States (US). Recently, the UK has saved millions of US$ in the
cost of training UK nurses by recruiting Ghanaian ones. The government
of Ghana, however, had spent a similar amount in training the same
nurses who now work in the UK.

The migration of nurses is driven by workforce shortages in countries
such as the US and the UK. Given these demographic changes, Dome
Hospital in Ghana is experiencing severe difficulty in recruiting locally
trained nurses.

Recruitment agencies in Ghana have tried a number of different
methods to encourage Ghanaian nurses to come back home. They have
used recruitment events and have set up a web site to attract nurses to
fill vacancies. They also offer improved pay and working conditions,

a free flight home and payment of moving expenses. Dome Hospital is
considering the introduction of job enrichment schemes to increase
non-financial motivation.

Dome Hospital has conducted primary research with Ghanaian nurses
working in the UK and has discovered that they have encountered a lack
of opportunities for experience and promotion.

Dome Hospital has been approached by Afua, a non-governmental
organization (NGO), which is concerned about Ghanaian hospitals’
ability to retain nurses. Afua is determined to help and is calling for
changes in international law to reduce the mobility of nurses from
developing to developed countries. Afua will probably offer Dome Hospital
advice and guidance on recruitment and retention, but not direct
funding. Afua, however, has considerable knowledge of other NGOs with
financial resources.

[Source: adapted from http-//www.medicalnewstoday.com/articles/98545.php,
21 September 2009]

a) Define the term primary research. [2 marks]
b) Explain two non-financial rewards that Dome Hospital could

use to encourage Ghanaian nurses to stay in Ghana. [6 marks]
¢) Analyse the likely benefits for Dome Hospital of

Afua’s support. [5 marks]
d) Discuss the advantages and disadvantages of Dome Hospital's

recruitment strategy. [7 marks]
IB, May 2011



2.2 Organizational structure

By the end of this chapter, you should be able to:

—> Define the following terminology to facilitate understanding of
different types of organizational structures:

e delegation
e spanofcontrol
¢ levels of hierarchy
e chain of command
e bureaucracy
e centralization
¢ decentralization
e de-layering
=> Describe the following types of organization charts:
¢ flat/horizontal
e tall/vertical
e hierarchical
e by product
e by function
e by region
-> Explain changes in organizational structures (such as project-based

organization, Handy's “Shamrock Organization”)

=> Describe how cultural differences and innovation in communication
technologies may impact on communication in an organization

Even the most chaotic of start-ups with more than one owner must
have some sense of organization, roles, and responsibilities, at least if
the business is to survive. When a business succeeds and grows, then

it must develop a formal plan cdlearly outlining the structure of the
organization. An organizational structure formally represents the roles
and responsibilities of a business, as well as the reporting lines between
individuals in the business.

Organizational charts

The most common form of presenting the structure of an organization
is through an organizational chart — a diagram that outlines the
formal roles, responsibilities, and reporting lines. An example is given
in Figure 2.2.1.
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CEO
PA [to CED)
Production Marketing Finance HR Administration
executive executive executive executive executive
| Assistant 1 ” Assistant 2 ” Assistant 1 ” Assistant 2 H Assistant || Assistant 1 ” Assistant 2 H Assistant 1 ” Assistant 2 |

Figure 2.2.1. An organizational chart for a business
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Terminology

Figure 2.2.1 shows a typical organizational chart for a business.
A few terms help describe the organizational structure in an
organizational chart:

e Levels of hierarchy - this term refers to how many levels of
responsibility are in a business. Each level indicates a level of
seniority in the business. In this case, four levels range from most
senior, the chief executive officer (CEQ), to the most junior, the
“junior” working in the marketing department.

Each level of hierarchy indicates line managers - people who have
the authority to make decisions and who bear responsibility for the
outcomes of those decisions.

Note that the personal assistant (PA) to the CEO is not included in
the levels of hierarchy. This employee is known as a staff manager —
someone with the authority to communicate a decision made by the
CEO without the responsibility for that decision. Other types of staff
managers could be secretarial and administrative staff.

e Chain of command - this is the formal route by which a decision
must travel through the organization. Traditionally, decisions travel
from the top of the organization downwards and are therefore
often referred to as commands. In this case, if the CEO wants to
communicate with the junior in the marketing department, then
the message would pass through the chain: from the CEO to the
marketing executive then to marketing assistant 1, and finally to
the junior.

Note that the PA is outside the chain of command but of course would
be the one typically to communicate the message.

e Span of control - Span of control refers to how many
subordinates are directly under the authority of a manager and
whom managers are responsible for. In this case, the span of control
of the CEO is five. Note the various assistants and the junior are not
included in the span of control and nor would be any staff manager
such as the PA.
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The following terms are relevant to how an organization is structured
though not necessarily to an organizational chart:

e Delegation - this occurs when a manager gives authority for
a particular decision but not the responsibility for the outcome
of that decision. That remains with the manager. Delegation is
more likely when the span of control is wide. A manager who
has a narrow span of control usually keeps a tighter control on
all decisions.

e Centralization - a high degree of centralization indicates that
all major decision making is maintained within a small group of
managers operating close to the head of the business. This type of
organizational structure is usually associated with businesses that
have many levels of hierarchy and narrow spans of control — so that
key managers can keep more effective control of their subordinates.
Delegation rarely happens in such an organization and leadership is
more likely to be autocratic.
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e Decentralization - this is the opposite of centralization. In a
decentralized organization senior managers may maintain core
strategic decisions, but other decision-making authority is delegated
to middle managers. This type of organizational structure is usually
associated with businesses that have fewer levels of hierarchy
and wider spans of control — so that key managers allow greater
freedoms to their subordinates. Delegation is more likely to
happen in such an organization and leadership is more likely to
be democratic.

e Bureaucracy - originally a term referring to non-elected officials
serving in government, today this term means any administrative
system. In business the term indicates the relative importance of
rules and procedures. An organization that is “bureaucratic” has
many rules and procedures and set ways of doing things. Personal
initiative, flexible thinking and delegation are not expected. This type
of organizational structure is usually associated with businesses that
are well established and have been operating for many years. As such
they are more likely to have many levels of hierarchy. Typically, such
organizations require paperwork to get tasks accomplished and have
“red tape” to show that procedures have been correctly followed.
Delegation is not likely.

e De-layering - this occurs when a business reduces the levels
of hierarchy by removing layers of management. This business
strategy is usually associated with businesses that are well
established and have been operating for many years. As such
they are more likely to have built up many levels of hierarchy.
The concept of de-layering is intended to reduce bureaucracy and
increase the decision-making capability of middle managers. De-
layering typically reduces costs as the business does not have to
employ so many levels of managers.
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Types of organizational chart

There are many different types of organizational structure. The most
common are described below.

Tall organizational structure

A tall organizational structure is the traditional organizational form
of a business and is common in well-established businesses. It has the
following features:

e many levels of hierarchy

e narrow spans of control

e centralized decision making
e long chains of command

e autocratic leadership

e limited delegation.

Flat organizational structure

A flat organizational structure is a modification

of the more traditional structure and has become
popular with businesses set up since the 1960s or
with those attempting to reinvent themselves. Flat
organizations have the following features:

e few levels of hierarchy

e wider spans of control

e decentralized decision making

e shorter (though more diffuse) chains of command
e democratic leadership

e increased delegation.

Organizational structure by hierarchy

Another way to show an organizational structure is by showing
hierarchy. Individuals at the top have more authority than those
below them. This is the traditional way of presenting an organizational
structure and is shown in Figure 2.2.2.

Organizational structure by function

An organizational structure can be presented by function - indicating
what employees do. Employees are grouped by department (see
Figure 2.2.3). They will then be organized by seniority.

Board of
directors

l |

| Production | | Marketing | | Fnance | | HR |  |Administration|

Figure 2.2.3. Organizational structure by function

TOK discussion {

Why can organizational charts
be misleading?

Senior managers

Middle managers

Junior managers

Supervisors

Workers

Figure 2.2.2. Organizational
structure by hierarchy
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Organizational structure by product

Another typical way of presenting an organizational structure is by what
the business produces. For example, Figure 2.2.4 shows a publisher
organized by what types of books it produces.

Board of
directors
. . Current . Technical
Fiction Educational : Translations
affairs manuals

Figure 2.2.4. Organizational structure by product

Organizational structure by region

A further typical way of presenting an organizational structure is
according to where the business operations are. Figure 2.2.5 shows an
example structure for a multinational corporation.

Head office
(Germany)

| | J |

| asa | | americas | | Euwope | [ Aica | | oceania |

Figure 2.2.5. Organizational structure by region

Changes in organizational structures

As well as these standard types of organizational structure, some
businesses have attempted to adapt their structure to take account of
changes in the business environment. Two examples of this are:

e project-based organization

e shamrock organization.

Project-based organization

This structure is designed to be more flexible and responsive to market
demands. In a project-based organizational structure, a business’s
human resources are organized around many projects. Project-based
organizations have project managers who run teams of employees
focusing on individual projects. After the project is completed, the
team is split up and reassembled to begin another project. Typically,
many teams operate at once, but they have no need to interact with
each other because each team is focused on completing its own
project. Each team “borrows” members of different departments to
complete the project such as accountants, operations managers and
marketing specialists.
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This type of business structure is common in construction or IT,
where businesses are often under contract to run a number of
different projects at the same time. It is also known as a matrix

structure as often the organizational teams are shown as a matrix

(see Table 2.2.1).

Table 2.2.1. Matrix of organizational teams

Operations Finance Marketing Administration
management
Project 1 manager 4 employees 2 employees 1 employee 1 employee 1 employee
Project 2 manager | 3 employees 2 employees 2 employees 2 employees 1 employee
Project 3 manager 3 employees 2 employees 1 employee 1 employee 1 employee
Project 4 manager | 3 employees 2 employees 2 employees 2 employees 1 employee
Project 5 manager 3employees 2 employees 1 employee 1 employee 1 employee

Shamrock organizations

This type of organization is based on a model suggested by the Irish
management theorist Charles Handy'.

He argued that businesses can be more flexible by taking advantage of
the changes in the external environment and its impact on workforce
planning. His idea uses the national symbol of Ireland — the shamrock -
which is a type of clover and has three leaflets on each stem.

The model suggests that businesses can reduce costs, gain competitive
advantage and increase response time by trimming their workforce to
retain only a multiskilled core, which is concerned with the creation
or delivery of a product or service. All other supporting, non-central
functions are outsourced wherever possible to the periphery:

e The first leaf of the shamrock represents the core managers,
technicians and employees essential to the business.

e The second leaf Handy calls the contractual fringe, because
non-core activities are subcontracted out to specialist businesses.

e The third leaf consists of a flexible workforce made up of
part-time, temporary, and seasonal workers.

Communication

An important element of the organizational structure is how a business
communicates with its stakeholders. Communication is integral to how
a business functions. Successful businesses communicate effectively with
both their internal and their external stakeholders.

Figure 2.2.6. The shamrock model

' Handy, C, 1989, The Age of Unreason, Harvard Business School, Boston MA, USA
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Communication can take two routes: formal communication, which

is channelled through the organizational structure, and informal
communication outside the “proper” channels. The communication loop
in Figure 2.2.7 shows the process by which a message is communicated.

| Background |
P
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Feedback |

Figure 2.2.7. The process of communicating a message

The sender of the message is said to encode the message by deciding
what form the message should take, then the sender chooses what he

or she considers the appropriate media through which to deliver the
message. The receiver is the person who gets the message and decodes it.

If the message has been delivered successfully, then the sender should
receive some form of feedback to show that the message has been
understood and acted upon successfully. However, the message may not
get through clearly — because of so-called background noise. Background
noise can be anything from the wrong choice of media to something
outside the control of either party. Background noise can even be due to
deliberate interference.

Communication can take several forms using a variety of different
media, which increases the likelihood that the message will get across.
Sometimes, different methods of communication are combined. The
most common forms of communication include the following.

Verbal

This communication relies on the spoken word. Formal verbal
communication occurs in:

e interviews

e meetings

e lectures

e presentations

e telephone conversations (recorded).

Informal verbal communication might include:

Open plan offices like this are becoming
more common. What effect could

e gossiping this have on formal and informal
communication?

e face-to-face conversations

e telephone conversations (unrecorded).
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Verbal communication can be quick, direct and effective, especially if

combined with other forms of communication. It also allows for immediate Student workpoint
feedback. However, the message can be misunderstood if the sender uses 2.4
the wrong language, does not speak clearly, or does not allow for feedback. Be reflective

Visual

This form of communication relies on sight. Formal visual
communication can take place through:

What would be the most
appropriate method of
communication in these

e presentations situations:

e your manager needs
to tell all staff that
the office will be
closed tomorrow
for emergency

e videos

e notice boards
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e sign language

maintenance
e symbols
e you want to persuade
e maps. your managers that

your new product
idea is a good one.
You have done lots
of research and
have figures and
data to back up your
arguments

Informal visual communication might include:
e body language
e gestures.

Visual communication can be effective as it can be permanent,
recognizable, and immediate. However, this type of communication
can be difficult, especially for those who have limited sight or if the

communication is not positioned appropriately. It can also be less e anew product is

effective if the image or picture requires interpretation, as some cultures
may respond differently to the same image.

Written

Written communication relies on the written word. Formal written

launching globally in
two months’ time. It
will be the first of its
kind and you want it

e . to sell well
communication is found in:

You might choose more

e reports than one method for each
o letters scenario. Think about
- what influences your

choices so that you can

e Dbulletins justify your decision.

e forms

e press releases.

Informal written communication might include:
e memos*

e emails*

e lexts

e blogs.

Written communication can be effective. Records of the message may be
kept, and written communication can be amended or revised. However,
written communication can be considered impersonal and often the
“tone” of the message may be lost. In addition, feedback is not immediate.

* In some organizations, memos and emails would be considered formal communication.
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Revision checklist

v Delegation occurs when a manager gives authority for a particular
decision to someone else. The manager still holds responsibility for the
outcome of that decision.

v The span of control is how many employees are directly under the
authority of a particular manager.

v A level of hierarchy is a level of responsibility within a business.

v' The chain of command is the formal route though which a decision
must travel. Usually, decisions are made at the highest level and are
communicated down.
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v/ Bureaucarcy refers to rules and procedures within an organization.

v/ Centralization occurs when the majority of decisions are made by a
small group of individuals in a senior position within the business.

v/ Decentralization is found where decisions are made by middle
managers. Senior management is likely to retain control of key
strategic decisions.

v De-layering occurs when a business reduces the levels of hierarchy by
removing layers of management.

v A flat organizational structure has few levels of hierarchy and tends to
have a wide span of control. Decision making is decentralized.

v A tall structure has many levels of hierarchy and narrow spans of
control Leadership tends to be autocratic and decision making in
centralized.

v/ Organizational structures can be organized by hierarchy, by function,
by product or by region.
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Practice question
Casas Carreras

Paolo Carreras, founder of Casas Carrerasin 1950, had a vision to become
the largest retailer in Brazil. He ran his business in a very autocratic
fashion. Casas Carreras always had a tall organizational structure.
Managers were always expected to consult Paolo on major decisions.

Consequently, decision-making was slow and salespeople complained
that their ideas were rarely communicated to senior management.

By 2001, Casas Carreras had become the largest retail chain store in
Brazil. As many of the items Casas Carreras sells are large household
items (such as stoves, refrigerators and washing machines) a key driver
of this growth was credit cards being made available to most Brazilians.
However, sales growth at Casas Carreras has slowed in recent years.

Paolo died in 2006 and ownership of the business was passed to his
daughter Suzanna.

Suzanna believes that the business is too bureaucratic: she is planning to
make it more flexible and more responsive to market needs. She believes
the managers do not have sufficient incentives and is proposing to offer
them greater freedom by creating a flatter organizational structure. They
will have greater independence as long as they meet revenue and profit
targets. Suzanna proposes that a store manager would have the right to
cut prices by as much as 10%, and a regional manager by up to 25%,
without consulting executive management.

At present, salespeople are paid a monthly salary of $350. Suzanna
wants to reduce the monthly salary to $200 (the minimum wage as
required by law) but salespeople will be able to improve their income
by earning 5% commission on sales. As a result, the average salesperson
could earn $500 per month.

a) Analyse one advantage and one disadvantage of changing the
organization of Casas Carreras from a tall to a flatter structure.
[5 marks]

b) Evaluate the impact of the proposed payment scheme for
salespeople on their job satisfaction, motivation and productivity.
[7 marks]

IB, Nov. 2009



2.3 Leadership and management

By the end of this chapter, you should be able to:
=> Outline the key functions of management

-> Describe management versus leadership

=> Discuss the following leadership styles:

e autocratic
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e paternalistic
e democratic
e laissez-faire
e situational

-> Explain how ethical considerations and cultural differences may
influence leadership and management styles in an organization

Management is made up of the people in organizations charged with
making sure tasks, whether large or small, are accomplished. They are
not the people who do the work of the organizations. Rather, they are
the people with a special set of responsibilities who ensure that the work
of the company is performed. For example, in a television manufacturing
company, those in management roles are not actually making the
televisions on the shop floor. Rather, they have some supervisory role
making sure televisions are made, and made according to company
standards. Management covers a range. Top management includes the
CEO and the various people in charge of each of the major business
functions (HR, accounting and finance, marketing, and operations
management). Other levels of management exist, all the way down to the
floor supervisors. To some degree, even they are part of management.

The key functions of management

In Administration Industrielle et Générale (1916), Henri Fayol' outlined
five major functions of management based upon his experiences as a
manager at a large French coal mine:

Planning - managers must plan. They must set strategic objectives,
tactical objectives, even operational objectives, all of which have
implications throughout the organization.

Organizing - managers must then make sure that the business has
sufficient resources to achieve its objectives. This process requires careful
organization, as too many resources tie up too much capital; too few
mean that the organization’s objectives cannot be met.

! Fayol, Henri, 1916, Administration Industrielle et Générale
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Commanding — managers must then make sure that all individuals
know which duties they are to perform. If necessary, managers must
also make sure that employees receive instruction in how they are to
perform their tasks.

Coordinating —- managers must bring together the various resources to
achieve objectives. In many types of business, various different activities
are going on, with each activity contributing to the output of the
businesses. Managers must coordinate these activities, making sure that
each activity is done when and where it is supposed to be.

Controlling — managers control. They have power over a given
situation to achieve objectives. They have power to test, or “control
for”, quality so that processes can be changed if necessary. They also
have power to expand or reduce the scale of operations as conditions
require.
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Fayol argued that these functions were universal and could therefore be
applied to any organization.

Management versus leadership

A manager is responsible for planning and overseeing the work of a
group, monitoring the group’s progress, and ensuring that the plan

is put into effect. A manager therefore deals with complexity. Many
would argue that a manager is task-oriented; that is, a manager is
focused on getting tasks accomplished in a timely manner rather than
on leading people. To get tasks accomplished, managers:

e instruct and coordinate people
e help subordinates to resolve problems

» generally have technical expertise and bring that technical expertise
to bear (by setting strict schedules, precise instructions)

e have authority by virtue of their position in the organization

e generally like to make the organization function (and therefore tend
not to challenge the organization).

In contrast, a leader’s role is more emotional since a great leader will
have the ability to inspire people to follow him or her voluntarily. A
leader spends a great deal of time and energy building relationships and,
thus, a leader is relationship-oriented. Leaders:

e motivate and inspire with their personal qualities

e often rely on instincts even in the face of evidence that they are TOK discussion (
choosing the less safe option

e have vision — and others follow them because of that vision To what degree is it misleading
to claim that a manager and

a leader are different? How
helpful is this terminology?

e often have the vision that the organization should be doing things
in a totally different way and inspire the confidence that can lead to
systemic change and innovation.
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Leadership styles

Leadership styles can be categorized as follows.

Autocratic

Autocratic leaders hold on to as much power and decision-making
authority as they possibly can. They tend not to consult (or only
minimally consult) employees when making a decision. Their orders
should be obeyed and employees should welcome the structured
environment and the rewards they receive.

This style of leadership is most likely to be used when subordinates are
unskilled, not trusted, and their ideas are not valued. It is also more
likely in an organization that focuses on results and has to make urgent
decisions that depend highly on the manager. Many in the military rely
on an autocratic style, which is often accompanied by very detailed
instructions and close supervision. In some situations subordinates may
expect —and like - to be told what to do since they cannot second-guess.

Autocratic leadership will probably be unsuccessful when employees
have the opposite characteristics to those just described. Highly skilled
individuals who have experienced democratic systems and who like to
do things their own way are unlikely to tolerate an autocratic manager —
and may well leave the organization.

A benefit of autocratic leadership is that lines of authority are clear and
decisions can be made quickly. What the leader communicates is what is
to be followed. Employees come to depend on the guidance but also to
execute instructions precisely. The major negative aspect of an autocratic
leadership style is that employees tend not to develop the ability to
manage on their own or to make decisions. And rarely, in any business,
can the leader make all the decisions.

Paternalistic

Paternalistic leadership shares some features with autocratic leadership
in that the leader has considerable authority over employees. Unlike
autocratic leaders, however, a paternalistic leader views the employees
as “family” — a figurative family, certainly, but a family all the same.
“Paternalistic” derives from the Latin word for “father”, which gets at the
heart of the paternalistic style. Paternalistic leaders have great concern
for the employees of the business.

Paternalistic leaders are like parents. They provide employees with a
sense of safety. The employees come to believe that, no matter what, the
business will stand by them. As a result, paternalistic leaders often get
total loyalty, even blind trust, from employees. If employees like this style
of leadership, they will probably remain at the business for a long time
and become totally committed to it, the leader, and the leader’s aims.

A positive aspect of paternalistic leadership is that employees take

great pride in the organization and do whatever is necessary to make

it successful. They take some (figurative) “ownership” of the business,
in part because they do not want to let the leader down. However,
paternalistic leaders place great importance on loyalty, which may mean
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that they do not have a fully objective, critical eye when evaluating
employees’ performance. Thus, paternalistic leaders may come across as
“playing favourites” (and they may actually play favourites). Further,
employees, knowing they are part of a “family”, may at times take
advantage of the leader and his or her loyalty to them.

Democratic

The democratic manager involves employees in decision making and
informs them about issues that affect them. Democratic leadership can
occur across a spectrum. At one end is the truly democratic leader. This
type of leader facilitates the democratic process and honours it as much
as possible and practical. Truly democratic leadership is rare in business
or any organization, as ultimately one role of a leader is to make
decisions. Thus, a more common type of democratic leader is one who
consults employees regularly. However, as a practical matter and because
the leader is ultimately responsible for the decisions of the team, the
leader will have the final say.

Democratic leadership is probably the most popular style among
employees, possibly because for most people the word “democracy”
has positive emotional connotations. They also like being involved

in the decision-making process, especially when the decisions have a
major impact on them. The democratic leader can produce results in
terms of quantity, since many employees like the trust, cooperation,
and sense of belonging that go with it. Employees feel as though they
have a voice.

The democratic leadership style may not always work out. It is likely to
be most effective when used with skilled, free-thinking, and experienced
subordinates who enjoy the relationships and chaos that can result

from belonging to a highly effective team. Nevertheless, the democratic
process may slow down decision making and may prove too costly. The
style also requires a positive “chemistry” in the team. If this characteristic
is absent, no amount of democracy can make the style work.

Laissez-faire

Laissez-faire means “to leave alone”. In this leadership style the manager
gives employees considerable freedom in how they do their work.
Employees can set their own goals, make their own decisions, and
resolve problems as they see fit.

This management style may be appropriate when employees can be
trusted to do their job because they are motivated, skilled, and educated.
Universities tend to be “laissez-faire”, as university lecturers, researchers
and professors, who are generally world experts in their field, resist
being told what to do. In other professions, as well, individual
practitioners demand considerable freedom. It may be appropriate when
working with a culture based around the individual and where people
can work successfully on their own.

The benefit of a laissez-faire style is that many employees enjoy the
freedom it provides and it can foster creativity and innovations. However,
the individual interests of the employees may diverge too far from the
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focus of the organization, and the organization can veer away from its
vision and aims. From an employee’s perspective, a laissez-faire leadership
style may be unnerving, as this type of leader does not give much guidance
and may not provide much feedback. Precise instructions and a watchful
eye can give comfort to employees, whereas a laissez-faire style requires
confident and disciplined employees. In instances where a leader adopts

a laissez-faire style and the employees are not disposed to be successful
under it, the results can be disastrous.

Situational

Situational leadership rests on the notion that different situations require
different styles of leadership. Thus, no one style of leadership would
ever be deemed “the best”. Sometimes, the nature of the employees
(unskilled workers versus highly trained professionals) will determine
which leadership style fits the situation. At other times, the nature of the
circumstances will determine the most appropriate style. In emergency
situations, even highly democratic leaders will often become autocratic:
to lead the employees and the organization quickly and efficiently
through the emergency. Sometimes, in situations where the outcome

of the decision is not altogether consequential for the organization as a
whole but may influence employee morale, even autocratic leaders may
allow democracy: let the employees decide.
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The benefit of situational leadership is that leaders match their style

to the circumstances at hand. On the other hand, a leader may too
frequently change styles or may change styles when the circumstances
of the situation determining the switch are not clear to employees. In
either of these scenarios, the leader may come across as unpredictable or
arbitrary, which may demotivate employees.

In summary, the style of leadership is likely to be influenced by:

e the subordinates (subordinates’ skills, age, education, expectations,

sl TG HVAtion) Student workpoint 2.5
e the decision (whether urgent, important, or consequential) Be reflective
e the leader (the leader’s character, values, experience, and expectations) Draw a table showing the

advantages and disadvantages of
the five leadership styles discussed
here.

e the environment (whether creative, standardized, repressive,
democratic, or compliant).

Ethical considerations and cultural differences

Now let’s look at how ethical considerations and cultural differences may
influence leadership and management styles in an organization.

Ethical considerations

Ethical considerations can influence both leadership styles and
management styles, though in somewhat different ways. Leaders, as
opposed to managers, focus on “doing the right thing” with respect to
their people, whereas managers tend to do the right thing with respect
to their organizations.
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Leaders are focused on people. As a result, they focus on building
relationships and on inspiring employees. To accomplish these objectives,
leaders have to do more than merely say that they care about “their
people”. They must actually demonstrate that care when circumstances
require.

Leaders guide organizations toward ethical ends. In the military,

for example, leaders are those who risk their own lives to protect

the lives of their subordinates. In business, leaders are willing, if
necessary, to take the blame for bad outcomes to the organization if it
means serving their employees by protecting them from excessive or
unwarranted criticism. A leader might, for example, intervene when
a manager wants to sack a young employee who made an error of
judgment on the grounds that the employee was inexperienced. The
leader might argue that the right thing to do is to give the employee a
second chance. In this instance, the leader is taking a personal risk —
responsibility not only for the employee’s error of judgment but,
arguably, for any future errors of judgment the employee might make.
Another example of ethical considerations is when a leader adopts
ethical objectives for the organization, even when some stakeholders
object — typically because ethical objectives have a financial cost. So
central is ethical behaviour to leadership that many would argue that
an unethical leader is not a leader at all.

On the issue of ethical considerations, managers are often criticized.
They are criticized as being bureaucratic and “rule followers” and for
putting their own positions and rewards ahead of their employees’.
Most of the time, this criticism of managers is somewhat unfair.
Managers, in contrast to leaders, see their ethical obligations more

to the organization or business than to the employees. The manager
supervising a young employee who has made a major error in
judgment sees the employee as a liability to the business. From this
perspective, the manager believes that the right thing to do is to sack
the employee to prevent further errors in judgment, which could cost
the business money. However, if a manager is too hasty in sacking

an employee or is not giving the individual due process and fair
consideration, the manager deserves the type of criticism mentioned
above. If, to protect themselves from criticism, managers are too hasty
in sacking an employee, they are not focusing on the interests of their
organization but rather on their own career.

In summary, most leaders and managers are influenced by ethical
considerations. With leaders, ethical considerations are centred on
people, whereas with managers ethical considerations are centred

on the organization. When people in these roles behave unethically,
whether they are leaders or managers, they really are not leading people
or managing an organization. They are, unethically, putting their own
interests ahead of others’.

INNOVATION

If amanager is innovative, the
business will be innovative'

How true do you think this
statementis? Does an innovative
management style necessarily
mean that the business will
produce innovative goods and
services?

Student workpoint
2.6

Be a thinker

Define the following
leadership styles:

e Autocratic

e Paternalistic
e Democratic
e Laissez-faire

e Situational
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Cultural differences

Cultural differences, too, can influence leadership and management.

The most famous treatment of this concept is the work of Geert Hofstede
(see also Unit 2.1), who over his business and academic career developed
and refined his cultural dimensions theory. According to Hofstede,
cultural influences relevant to business have five dimensions:

e power distance

e individualism

e uncertainty avoidance
e masculinity

e long-term orientation.

Different cultures value individualism {Anglo-American cultures), for
example, whereas others (such as the Japanese culture) value group
cohesion. The style of leadership or management that an individual
adopts will be influenced by the culture from which they originate

and should also be influenced by the cultures of the people they lead
or manage. Employees from cultures with great power distance prefer
(and arguably function better, at least initially) in organizations with
autocratic leaders. On the other hand, employees from countries or
cultures with low power distance might resent an autocratic leader and
would probably perform better under democratic leadership.

Revision checklist

v The key functions of management are to plan, to organize, to
command, to coordinate and to control.

v/ A manager’s role is to plan and oversee the work of a group. In
contrast, a leader’s role is to motivate and inspire.

v Autocratic leaders hold onto as much power as they can. They make
all decisions and their instructions should be obeyed.

v Paternalistic leaders also have a lot of decision-making power. They
have concern for their employees and instil trust and loyalty.

v A laissez-fiare leadership style allows employees much freedom.
Employees can set their own goals and manage problems as they
see fit.

v A democratic leader will involve employees in decision making and
inform them of issues which will affect them.
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Practice question
Rox and Inclusive Music (IM)

Rox was a music band managed by Michel Mbappe. The band enjoyed
considerable commercial success thanks to Michel’s autocratic leadership
style. He personally made all decisions. Rox had given generously to
local schools and other non-profit organizations. The band received
many awards for their acts of corporate social responsibility. Their last
CD “Action Not Words” had brought them considerable fame.

In June 2010, Michel was asked to help finance the start-up of a new
non-profit music school called “Inclusive Music” (IM). IM s aim was

to support young musicians from low income families. At first, Michel
was very enthusiastic and prepared a business plan. Unfortunately, he
realized that Rox could not afford to finance IM fully. External sources
of finance other than contributions from Rox would be needed for IM to
grow. Until then IM would only have a limited budget for marketing and
market research.

In June 2011, IM opened with the mission statement “Action not
words”. To support its mission, it offered free lessons and allowed
students to borrow musical instruments. Michel asked a popular former
singer, Louis Marsaud, to be the school’s director. Louis adopted a
laissez-faire leadership style, hoping it would allow creativity among
students. Initial student attendance was lower than expected and quickly
worsened. Within three months, many instruments had gone missing
and many students were no longer attending music lessons.

IM’s finances were deteriorating, and Louis could not attract external
sources of finance.

Michel took action and organized a concert by Rox to promote IM.

He also examined IM ‘s accounts and discovered a significant liquidity
problem. Without consulting anyone, he dismissed Louis. In the music
media, Michel received much criticism for dismissing Louis. Journalists
argued that the two main problems were IM’s vague mission statement
and poor marketing. However, Michel aimed to ensure that IM became
sustainable in the long term.

a) Define the term corporate social responsibility. [2 marks]
b) Identify two possible causes of a liquidity problem. [2 marks]

¢) Explain how the following may have contributed to IM s financial
problems:

(i) its mission statement. [3 marks]
(ii) its limited marketing budget. [3 marks]

d) Analyse the appropriateness of Michel’s autocratic leadership style,
for the running of an organization such as IM. [6 marks]

e) Discuss two possible medium- to long-term external sources of
finance that IM could use to help solve its financial problems.
[9 marks]

IB, Nov. 2012



2.4 Motivation

By the end of this chapter, you should be able to:
=> Describe the following motivation theories:

e Taylor

e Maslow

e Herzberg [motivation —hygiene theory)
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e Adams (equity theory)
e Pink
=> Explain the following types of financial rewards:
e salary
e wages [time and piece rates)
e commission
o profit-related pay
e performance-related pay (PRP)
e employee share ownership schemes
o fringe payments (perks)
=> Define the following types of non-financial rewards:
e job enrichment
e jobrotation
e jobenlargement
e empowerment
e purpose/the opportunity to make a difference
e teamwork

=> Discuss how financial and non-financial rewards may affect job
satisfaction, motivation and productivity in different cultures

Intrinsic and extrinsic motivation

In this unit we will be studying the factors that influence a person to
work. If managers can motivate employees, it is more likely that those
managers will achieve their goals. All the writers and researchers you
will be reading about in this unit will be referring to intrinsic and
extrinsic motivators.

Intrinsic motivation occurs when someone gets satisfaction from an activity
itself without threats or rewards from outside. Employees are more likely
to be intrinsically motivated if they are in the following work situations:

e They can see that their success is a result of something they have done;
if they put in more work they will achieve more positive outcomes.
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e They have some control over their results — they are given a degree
of freedom.

e They are interested in the work they are doing. Intrinsic motivation
Rewards are extrinsic motivators — motivators that come from outside motivation which comes from
the individual. In the workplace, pay is an obvious example. Extrinsic the satisfaction of carrying out
motivators provide satisfaction that the job itself may not provide and a particular activity

may compensate workers for the “pain” or dissatisfaction that they

: Extrinsic motivation
experience at work.

motivation derived from

Frederick Winslow Taylor external factors, sucha
money

Taylor was a mechanical engineer who observed the phenomenal
contribution science had made to agriculture and the Industrial
Revolution and he wanted to apply scientific methods to management
to achieve similar results. He published research between 1894 and
1912 and is often referred to as the founder of scientific management,
since his ideas on management attempted to apply scientific

methods of measurement under controlled circumstances to
maximize output.
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Taylor believed that standardization of work methods and enforced
adoption of the best ways of working were the ways to ensure that
output would be maximized in the shortest possible time. It is worth
recalling that Taylor’s ideas were adopted when many poorly educated
Americans were leaving agriculture and starting to work in factories.
In this situation it is perhaps understandable that managers may

have decided to take a more hands-on style in decision making. The
introduction of Taylor’s ideas and methods was often resented by
workers and provoked numerous strikes.

Taylor is perhaps most famous for his time-and-motion study. This
involved breaking a job down into its component parts and measuring
how long it took to perform each task. One of his most famous studies
involved shovels, but we’ll take a different example. If you watch how
a hamburger is prepared in a large and busy fast-food restaurant, then
you will get some idea of the huge benefits that can arise if each “bit”
of the system is managed precisely. The burger is cooked at a given
temperature, for a precise amount of time on each side. The fries are
also cooked at a given temperature for a precise amount of time. Each
worker will have a specific role and will not move far from his or her
position to minimize time wasted in movement. The result of all this is
consistent fast food, cooked quickly and efficiently at low cost. Skill has
been largely removed from the system, so employees can be employed at
low cost and with little training.

Abraham Maslow

Maslow is most famous for proposing a hierarchy of human needs to
explain motivation. He argued that people have a number of needs and
arranged these in terms of their importance.
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Y,

solving

B

Self-actualization

self-esteem, confidence,
achievement, respect of others,

Esteem respect by others

Love/belonging friendship, family, sexual intimacy
security of: body, employment resources,

Safety needs morality, the family, health, property

food, warmth, shelter

Basic needs
Figure 2.4.1. Maslow’s hierarchy of needs?

The basic needs at the bottom of the diagram are most important and an
individual will suffer anxiety if they are not met. The first four levels are
considered basic needs. Once these needs are met, they go away or no
longer cause anxiety.

The remaining needs are growth needs. Once these needs are
initially fulfilled, they do not go away. In fact, the individual will
strive to find new ways to satisfy these needs. These needs involve
people fulfilling their potential; being the best they can be in as many
areas as possible.

One of the key issues for managers is that, once a need is satisfied,
providing more of the same will not motivate a worker. So in Taylor’s
factories, workers will have initially been motivated by the need for
food, warmth, and shelter, but the failure of his factories to satisty
higher-level needs may explain why his methods often resulted in
labour unrest.

Frederick Herzberg

Herzberg developed a two-factor theory of motivation based on
hygiene needs and motivational needs.? Hygiene needs are those
factors that provide dissatisfaction at work if they are not attended

to. At school you will probably be demotivated if the classrooms are
not clean, or if the heating is not working properly. If these things

are satisfactory, however, it is unlikely to lead to motivation. Hygiene
factors are the things that are necessary for you to get started, but they
don’t drive you to succeed.

Motivators are the things that get you working because you get some
intrinsic reward from them. For example, if you play in a football team

* "Hierarchy of needs”, developed 1943—-54 and published in Maslow, Abraham, 1954, Motivation and
Personality, Harper & Row, New York
? Herzberg, Frederick |, 1959, The Motivation to Work, Wiley and Sons, New York
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you will probably be motivated by the successes you have notched up
and the recognition you get for playing as part of the team.
Herzberg's “hygiene” needs are:

e company policy and administration

e relationship with supervisor

e work conditions

e salary

e company car

e Sstatus

e security

e relationship with subordinates

e personal life.

Herzberg's research identified that true motivators were other
completely different factors:

e achievement

e recognition

e the work itself

e responsibility

e advancement.

He argued that people have a number of needs and arranged these in
order of their importance.

John Adams

Another theorist, John Adams developed a theory called the equity
theory based upon the concepts of “inputs”, “outputs”, and “equity”.?
His theory is that employees will be motivated when they perceive that a
balance, or equity, exists between their inputs into the business and their

outputs from it.

Inputs are those affective and cognitive qualities that an employee brings
to a business or organization. Inputs include:

e ability ¢ knowledge

e adaptability e loyalty

e attitude e personal sacrifice

e dedication e skill

e determination e support from co-workers and colleagues
e effort e tlime

o flexibility e tolerance

e hard work e trust in superiors.

Outputs are what an employee receives from working at the organization.
Outputs can be negative and thus in some sense subtract from the positive

* Adams, John S, 1965, "Inequity in social change”, Advanced Experimental Social Psychology, 62:
pp.335-43
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outcomes (though Adams did not believe that inputs and outputs could
be quantified). Typically, outputs are positive and include:

e [ringe benefits e reputation e sense of achievement
e job security e responsibility e stimuli

e praise e reward e thanks.

e recognition e salary

When employees believe that their outputs are greater than their inputs,
they will be motivated. If, however, employees are giving more (inputs)
to an organization than they receive (outputs), they will be demotivated.
Employees want some degree of equity between what they give to the
organization and what they receive. Motivation, according to this theory,
is based upon a perception of fairness.
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The sense of fairness is not restricted solely by the employee’s
relationship to the organization. Employees also compare their “ratio”
of inputs to outputs and compare it to other employees. If employee A
perceives that employee B has a more favorable input-to-output ratio,
employee A will suffer a loss of motivation.

Daniel Pink

Pink argued that older motivational models developed in the early
1900s and largely stemming from the premises of Taylor’s scientific
management are flawed.*

These older motivational theories assumed that work was mostly a
series of simple, uninteresting tasks. From this perspective, the best

way to get people to work was to give them rewards and carefully
monitor their performance. These types of theories assume that humans
largely respond to rewards and punishments. A manager can increase
productivity either by offering more rewards (pay, benefits, etc.) or
increasing punishments for failure to perform.

According to Pink, work today has changed. Rewards and punishments
may have motivated employees in the industrial era of the early 20th
century, when tasks were routine, unchallenging, and highly controlled.
Today, however, employees” tasks are more complex and challenging,
and require creativity and problem-solving skills. In this context, the

old reward and control system is not merely ineffective; it may actually
have negative results, for both the employees and for the business.

Here is why: promises of rewards or the threats of punishment actually
narrow the focus and intellectual range of employees (employees focus
on the reward rather than solving the problem), which diminishes their
capacity to innovate or be creative. Thus, older systems of motivation
stemming from the ideas of Taylor actually are ineffective for the
business. Workers have less capacity to accomplish the complex tasks
they face. These systems are also bad for employees. With less capacity to
accomplish tasks and do their jobs, workers lose motivation and get less
satisfaction from their work.

* Pink, Daniel H, 2009, Drive: The Surprising Truth About What Mativates Us, Riverhead Books [Penguin
USA), New York
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Pink argues that businesses have to tap into employees’ intrinsic motivation,
which psychologist Harry F. Harlow called the “third drive”. The first drive
of humans is biological: their requirement to satisfy hunger, thirst, sex, and
other biological needs. The second drive is the response to rewards and
punishments. The third drive is intrinsic motivation, which occurs when
someone gets satisfaction from an activity itself without threats or rewards
from outside. Pink proposes that businesses should adopt a revised approach
to motivation that fits more closely with post-industrial jobs and businesses:
self-determination theory (SDT). According to SDT, human beings want to
be autonomous, to achieve self-determination, and to be “connected” to
other people and the world at large. When people are liberated to pursue
these ends, they can accomplish more and have more rewarding lives.
Businesses should create settings that allow for the following:
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e Autonomy - an environment that permits employees to shape their
own lives. As much as possible, businesses should give employees
freedom in when they work (time), how they do their jobs
(technique), who they work with (team), and what they do (task).

e Mastery - opportunities that allow employees to learn, innovate, and
create new things. Employees will achieve mastery when they are given
tasks that matter to them and are neither too easy nor too difficult.
Easy tasks bore employees; tasks beyond employees” capabilities
cause excessive anxiety. Tasks fostering mastery are those that allow Business and psychological
employees to “stretch” themselves and develop their skill set further. studies of motivation
assume that a “science”
to understanding human
motivation is possible. To what
degree, at both an individual

and group level, is the science
of motivation misleading?

e Purpose - a sense that their work betters their own lives and the
world. Employees must know and understand the organization’s
purposes (other than profit) and how each person contributes to
these purposes. To Pink, businesses should emphasize “purpose” goals
as much as profit goals as reaching profit goals has no positive impact
on a person’s well-being (it may actually have a negative impact).

=il Happiness at work

@ Ahappy working environment is a win-win situation. e make an effort to understand what makes your
4 Research shows that happy people are healthier, more employees happy

WMl productive, have more ideas, are more likely to go e focus on people’s strengths

beyond the responsibilities of theirjob, and are less
likely to leave or be off sick. Happiness is contagious
so, if yourteam is happy — you and others around
them are more likely to be happy too.

e pgive feedback which encourages growth and
improvement

e acknowledge and celebrate successesin

. . meetings — don't just focus on problems
As a managerorleaderyou can influence the happiness

of those in your team. This doesn’t mean that work can’t
be serious, or that you need to be telling jokes constantly. ) )
There is a lot more to happiness atwork than that. adapted from www.actionforhappiness.org

e give your employees the opportunity to shape
their own jobs

Recentresearch is suggesting more and more ways E | »
that we can increase happiness at work. xam-stg e questions

Changing an organizations culture or incentive system can Define the terms ‘motivation’ and ‘hierarchy’ [4 marks]

be complicated and take along time, and may notalways ~ Outline the benefits of using non-financial
be possible if you are notnearthe top of the hierarchy,but ~ rewards to motivate employees. [4 marks]
here are some ideas for things that will make a difference:
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Motivation in practice

Many organizations devise complex payment systems in an effort
to reward and motivate their employees. Unfortunately, no perfect

payment systems exists. Table 2.4.1 identifies some of the major issues of
financial rewards that need to be considered.

Table 2.4.1. Financial rewards — main issues

Type of

How it is paid
financial
reward

Motivation factors

Disadvantages

number of hours per
week. Itis possible
that overtime rates of
pay are used too.

aregular income and the
opportunity to receive
overtime pay.

Salary Employees are paid The main motivator is The employer is typically relying on the
a sum of money per likely to be the security of professionalism of the staff to provide the
manth. receiving a regular income. quality and quantity expected.
Wages (time Employees are paid The main motivatoris likely Itis possible that employees will work slowly
rates) an hourly rate, or fora | to be the security of receiving | since their pay is notbased on output. If

overtime rates apply then employees could
benefit financially from ensuring that the
work is extended to cover time over the usual
hours of the working day.

Wages (piece
rates]

Employees are paid
foreach unit (or batch)
produced.

The main motivatoris likely

to be the fact that increased
output will bring a measurable
benefit.

This might involve tedious and repetitive
work and employees may not have control
of their results if they rely on others, for
example to supply materials.

Employees may work quickly to getas
much money as possible. It may be that

a system of checks will have to be putin
place to ensure thatquality standards have
been met. There may be an emphasis on
quantity rather than quality.

Commission Employees are paid by
results, forexample,a
flat fee or a percentage

foreach item sold.

The main motivator is likely
to be the fact that employees
will be rewarded by results.

Employees may nothave control over
results (and this income). For example,
during a recession sales commission will
fall in many industries.

Employees may be tempted to sell
products that are not in the bestinterests
of the customer or business and this could
create problems for the organization. For
example, a bank employee who sells a
mortgage to a customer will receive the
commission, but the bank may suffer
financially if the customer subsequently
defaults on the loan.

The amount an
employee receivesis
linked to the amount
of profit the business
makes.

Profit-related
pay

Sharing the financial
rewards of a business
may encourage a sense of
belonging and a desire to
contribute to its success.

Productivity may be a consequence of the
profitability of the business rather than the
cause.

If profits fall then employees could
experience a demoralizing loss through no
fault of their own.
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Type of

financial
reward

How it is paid

Motivation factors

Disadvantages

Performance- PRPis usually a bonus | PRP isordinarily used with As long as the tasks are repetitive tasks
related pay paidin additionto the | those employees whose that involve physical skills, PRP can
(PRP) employee’s ordinary productivity or outputcannot enhance performance. However, when
compensation. be measured precisely. cognitive tasks are involved, PRP may

However, the pay is based actually reduce productivity. In addition,

upon pre-established PRP can cause divisions in a business if the

performance targets. evaluation of employees’ performance is

Ordinarily, in a PRP system, based upon subjective factors.

employeesreceive a salary

and are expected to reach

certain targets. Employees

exceeding the targets are then

paid an additional amount. The

assumptionis that employees

will be motivated by the

opportunity to make extra

money by performing better

than the targets.
Employee These come in two Employee share schemes, When offered as a bonus, the basis for
share-ownership | forms. The firstis when offered as a bonus,can | awarding the bonus must be clear and,
schemes as some type of motivate in the same ways ideally, measurable to avoid accusations

bonus; however, the
payment is shares

in the business

rather than cash.

The second is some
type of employee
savings plan whereby
employees are
allowed to purchase
shares through a
payroll deduction
(typically a fixed
amount per pay
period] without having
to pay brokerage fees.
Some employers will
also offer a “match”
programme (for
example, forevery $1
the employee invests
in shares the company
will give (or “match”)
the employee’s
contribution with
$0.50.)

that other types of bonuses
do. Even when an employee
share-ownership scheme

is simply a savings plan, a
benefitis thatemployees
become partial owners of the
business, which is thought

to provide an incentive for
employees to work harder (as
they now have a “stake”in the
business.)

of “favouritism” in granting them. If
employees have all their savingsina
company match plan, both their salaries
and their savings are tied to the viability of
the business.
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Type of

financial
reward

Fringe
payments
(perks]

How it is paid

Fringe payments, or
perks, are the many
types of extras that
businesses offer their
employees. They
caninclude medical

Motivation factors

Employeeslike fringe
benefits, as often they have
substantial value. While
employees may have to claim
some fringe benefits fortax
purposes, many do not have to

Disadvantages

If fringe benefits are not given equally to all
employees or on a clear, fair basis, division
among the staff can result. In addition,
employees can come to expect certain fringe
benefits and may become angry if some
perks are taken away.

insurance, a car,and
private pension plans,
among other forms of
payment. They often
include perks related
to the nature of the
business (a hotel chain
may offer discounted
rates atits hotels to
employees).

additional salary.

be claimed. This provides the
employee with an additional
benefit: for the business to
pay for fringe benefitson a
pre-tax basis is much cheaper
than foremployees to pay

for these items with after-tax
salary. Thus, the business

is able to give more value to
employees thanifit paid them
the equivalentamountin

Table 2.4.2 gives examples of types of non-financial reward.

Table 2.4.2. Non-financial rewards — mainissues

Type of non-

financial reward

Job enrichment

Main features

Job enrichment makes an employee’s job
“richer”, or more meaningful and rewarding,
by allowing employees to use the full range
of their abilities. Typically, job enrichment
involves supervising employees less and
making the responsibilities of the position
more challenging. Often enrichment will
mean thatan employee does the entirety
of a production process to have a greater

Motivation factors

Employees typically prefer to
have responsibilities that are
challenging. Employees who
are more satisfied are typically
more motivated to work hard.

Disadvantages

Job enrichment
cannot be
appliedin all
work situations,
either because
of the type of
work involved or
because of the
calibre of the

employee rotated through different
divisions in a business over a period of
time. Itis often used with young employees
as a form of training but can be used at
many different stages of a career.

as itgives them employees who
have a better sense of the “big
picture” of the business. For
employees, rotation provides
additional training and the
acquisition of new skills and
knowledge, which can lead

10 new opportunities with

the business (orwith other
organizations).

sense of ownership and responsibility in workers.
what they produce.
Job rotation Jobrotation involves having an individual Job rotation benefits companies | Job rotation means

employees go
through periodic
productivity dips
asthey beginina
new division and
must go through
atraining phase
before they
understand fully
the new position.
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Type of non-

financial reward

Job
enlargement

Main features

Job enlargement may include job rotation
or job enrichment. It may involve giving
employees more tasks to do, sometimes
because of a shortage of staff.

Motivation factors

Ingeneral, employees prefer
some variation in the tasks
they mustdo.

Disadvantages

If job enlargement
is nothing more
than giving
employees
additional duties,
it may increase
employee
dissatisfaction.

with a group of people to achieve a goal.

be crucial to organizations’
performance, so an
organization will strive to

have high-performance

teams. Individuals tend to

be energized by workingin
teams, which creates asense
of group cohesion and common
purpose.

Empowerment Empowerment involves giving individuals Empowered employees Businesses run
access to resources and information to do generally believe thatthey can | some risk that
their jobs and the power to make decisions. | be instrumental in changing the empowered
In an employment context, empowerment things and learning new skills employees will
means giving employees considerable so that they can be part of the notbe able to
control over how their jobs should be done. | change process. Employees manage the

find this rewarding. responsibility they
have been given.
Employees may
make decisions
that are not fully
productive or
costthe business
unnecessarily.

Purpose or Purpose or opportunity to make a Many individuals want to If for-profit

opportunity difference in the world refers to the ability do more than merely make organizations

to make a of businesses or other organizations to money. They want to know overemphasize

difference connect employees to the aims of the that they are makinga social or
organization other than profit. Non-profit difference in the world and environmental
organizations have this advantage, as are connected to purposes aims, employees
they typically exist to meet some social larger than themselves or may lose focus on
or environmental need. Many for-profit their organization. People the profit-making
businesses today, however, have adopted tend to find these purposes objectives.
the other-than-profit aims to their intrinsically motivating
objectives.

Teamwork Teamwork involves working cooperatively The success of teams can When successful,

teamwork can
have great yields
for organizations.
However,

team failures

can amplify
dissatisfaction
and, thus, weaken
employees’
productivity.

All of the above financial and non-financial rewards have differing
degrees of effectiveness in different countries and cultures. In general,
in developing countries, many people are unaccustomed to making
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significant incomes. Work is a contemporary version of traditional
industrial production: a series of simple, uninteresting tasks. Further, many
traditional forms of social cohesion (family, village, labour association, etc.)
remain strong. In these contexts, financial rewards tend to be important.
Wages based upon piece rates can be especially motivating.

In developed countries, circumstances have changed significantly in
the last 50 years. Individuals are accustomed (and in many developed
countries virtually guaranteed) high standards of living. Economies
have largely shifted to the tertiary and quaternary sectors, where work
tasks tend to be more complex and require cognitive processes. Finally,
traditional forms of social cohesion have weakened. In these contexts,
people are increasingly interested in non-financial rewards. Personally
satisfying work, teamwork and making a difference in the world are of
considerable importance to workers.

Generalizations such as the above can be misleading. In all economies,
some people are mostly interested in making money, while others are
mostly interested in non-financial objectives.

Revision checklist

v Frederick Winslow Taylor believed that the standardization of working
practices and enforced adoption of the most effecient ways of working
were the key to ensuring maximum output in the shortest time.

v/ Abraham Maslow argued that human needs can be categorized in
levels of importance. The more needs an employer can satisfy, the
more motivated a worker will be.

v/ Frederick Herzberg distinguished between ‘hygeine needs’ and
‘motivational needs’. Motivational needs are the ones which truly
motivate workers.

v John Adams’ equity theory suggests that employees will be most
motivated when they can see a balance between what the but into a
business and what they get out of it.

v Daniel Pink suggests that the workplace has changed dramatically
since earlier observers developed their theories. Pink argues that
businesses must nurture their employee’s in-built motivation.

v/ Financial rewards include salary, time and piece rate wages,
commission, profit-related pay, performance related pay, share
ownership schemes and fringe payments.

v/ Non-financial rewards include job enrichment, job rotation, job
enlargement, empowerment, purpose, and teamwork.
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Practice question
Fish Packaging in Reykjavik

The firm Fish Packaging Ltd owns a fish packaging plant in Reykjavik,
Iceland, and sells frozen fish to the domestic market. Workers in the
plant are paid $10 per hour to pack fish into boxes.

They are expected to pack approximately 13 kg per hour. When local
fishing boats do not go out fishing, there is nothing to pack. When this
happens the workers stay at home and are still paid $4 per hour.

The workers are concerned about a number of issues including:
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e poor weather has led to local fishing boats fishing less, so workers are
staying home more often
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e an autocratic leadership style

e a lack of involvement in day-to-day decision making
e a shortage of protective clothing

e insufficient rest breaks during the working day

Management complains that workers seldom exceed the target of 13 kg
per hour and are also concerned about the possible imposition of fishing
quotas by governments. Furthermore, the fish packaging industry has
been badly hit by the competition of Russian factory ships. Management
feels it has to make some changes and is considering the introduction of
a piece rate payment system.

a) (i) Describe the difference between time rate and piece
rate payment systems. [2 marks]

(ii) Explain two disadvantages and one advantage of introducing
a piece rate payment system at Fish Packaging Ltd. [6 marks]

b) Explain two external factors that could influence
Fish Packaging Ltd. [4 marks]

¢) Using appropriate motivation theory, evaluate possible
changes the management of Fish Packaging Ltd could
introduce to improve the motivation of the work force. [8 marks]

IB, May 2008
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2.5 Organizational and corporate cultures (HL only]

By the end of this chapter, you should be able to:

=> Define the meaning of organizational culture

=> Outline elements of organizational culture 3 T

=» Outline types of organizational culture % %

=> Discuss the reasons for, and consequences of, cultural clashes § %
within organizations when they grow, merge and when leadership 2
styles change

=> Explain how individuals influence organizational culture and how

organizational culture influences individuals

The term organizational culture, or corporate culture, refers to the
attitudes, experiences, beliefs, and values of an organization. These
are generally considered the elements of corporate culture. The ways
that individuals in an organization dress, or treat each other and those
outside the organization often reflect the culture of the organization.
If an individual joins an organization and does not share its values
and beliefs, it is highly likely that person will not stay there long. This
situation is described as a culture clash.

Managers may try to influence the culture of an organization. Doing

so, however, is difficult, especially at established and old institutions
with low staff turnover (institutions with a strong corporate culture).
Nonetheless, setting the values and the way things get done is a role of
managers. New managers will spell out their beliefs and values to staff
and expect staff to behave in a manner that reflects the beliefs managers
have set. In an organization, different cultural norms exist in different
departments. The factors that will influence these will be the head of
department, the members of the team, the senior managers, the culture
of the country in which the organization is operating and the culture of
the nationality of the department members.

Types of organizational culture
Charles Handy

Handy introduced a highly memorable way of viewing organizational
culture when he described four distinct organizational cultures — power
culture, role culture, task culture and person culture.
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Power culture

A power culture exists when a few individuals retain the essential

power. Control comes from these individuals and spreads out across the
organization. Power cultures have few rules and procedures. People are
usually judged by their results rather than how those results are achieved,
since ends are more important than means. Swift decision making can result,
but the decisions may not be in the long-term interests of the organization.
The collapses of the US energy-trading giant Enron and the family-owned
merchant bank Barings Bank are attributed to dominant power cultures.
Family businesses and merchant banks often have power cultures.

Handy represented a power culture as a spider’s web. The power comes
from the spider; a web with no spider has no strength. The spider can
reward or punish. In a power culture, individuals who do not fit in are
unlikely to work there for long.

Role culture

In a role culture, employees have clearly defined roles and operate in a
highly controlled and precise organizational structure. These organizations
are usually tall hierarchical bureaucracies with a long chain of command.
Power stems from a person’s position. Position and a “rule book” (corporate
procedures) play dominant roles in decision making, which is often slow
and detailed. In role cultures, people avoid taking risks. Civil services,
military organizations, and nationalized industries often have role cultures.

Handy uses the symbol of a temple or building to describe a role
culture. Temples or buildings are old and exist in stable environments.
The oldest buildings in a town often house organizations with role
cultures — government offices and the main post office are often the
oldest buildings in town.

Task culture

The task culture describes a situation when short-term teams address
specific problems. Power within a task culture shifts from person to
person, since different people with different skills can lead the team at
different times. Many people like the idea of a task culture because they
like to work in a rapidly changing environment. A strong team spirit
with a great deal of emotional energy can emerge. However, divisive
decisions can seriously damage the team. This passion for a team can be
highly constructive, but the reverse can also be true. The task culture
often features the crossing lines of a matrix structure.

Handy used the image of a net to describe the task culture. The strength of
a net is its different strands. The task culture is often found in management
consultancies, where a team enters an organization to work on projects.
Once a project is completed, the team will break up and a new team

(or net) will form for another project. In schools, drama departments

may resemble a task culture. Different teams produce a major theatrical
production and then a new team emerges for the next one.

Person culture

A person culture exists where individuals believe themselves to be
superior to the organization and just want to do their own thing.
These organizations are where employees simply go to work and they
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see themselves as separate from it — as free spirits. Some professional
partnerships, such as architecture firms and some university
departments, can be predominantly person cultures. There, each
specialist brings a particular expertise to the organization.

Handy represents person culture as a constellation of stars. Each star
(or person) is unique and different, and individuals operate on their
own. Person cultures are difficult to manage. Individuals preferring this
culture will often find working in organizations difficult because the
constraints they impose on these individuals seem unbearable.

Edgar Schein

Schein described three levels of organizational culture.!

Organizational attributes

You sense organizational attributes when you walk into an organization.
When entering a government building in a communist country, stern
signs or warnings are everywhere. Often visible is a picture or statue

of a dominant leader. People may speak in hushed tones and dress in a
conformist fashion. Outsiders are viewed with suspicion. What is seen,
heard, and felt reflects the culture.

Professed culture

Some organization “profess” their culture with slogans, statements, or
images that project a certain image. These slogans, statements, or images
give clues to how the organization operates. Websites of most large
organizations give clear statements of what the businesses profess to
believe or value. These sites contain statements about commitment to
employees, customers, charities, and other stakeholders. These are what
Schein classified as elements of professed culture.

Organizational assumptions

People who have been with an organization for a long time will often
talk about “how things really get done” as opposed to the “official”
channels. These people are referring to the organizational assumptions.
This aspect of the organization is the most ephemeral.

People are often afraid to talk about organizational assumptions or
will not really be able to articulate them. The people who understand
organizational assumptions best are those who have been there the
longest. They know how things really get done—even if the “official”
organizational structure and literature state otherwise.

This insight helps Schein to explain the difficulty that people new to

an organization often have. The best way to understand organizational
assumptions is to work closely with someone who has been with the
organization for some time. Even if that person knows how things
“really work”, the truth may be unmentionable. The existence of
organizational assumptions also helps explain why some managers new
to an organization may find it difficult to initiate change.

t Schein, Edgar H,, 1965, Organizational Psycholegy, Englewood Cliffs, Prentice-Hall, NJ, USA

Student workpoint
2.7

Be a thinker

Suggest one type of
business organization
which would suit:

e power culture
e role culture
e task culture
e person culture

Are there advantages and
disadvantages in every
case?
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Culture clashes
Reasons for culture clashes

When individuals enter an organization or when two or more
organizations merge together, “culture clashes” can occur. Reasons for
these clashes include the following:

o Different comfort levels with diversity — some organizations are
used to diversity; others are ethnocentric.

e Different degrees of formality — some organizations are highly
formal whereas others are informal.

e Different languages - organizations typically have a language that
is the norm. Individuals who do not speak the language well often
experience difficulties. Misunderstanding can also occur if differences
exist in mode of non-verbal communication.

e Different leadership styles — when two organizations merge,
individuals can experience changes in leadership styles. For example,
if an organization with an authoritarian leadership style acquires
a company accustomed to democratic leadership, both leaders and
employees will find the situation difficult.

e Different orientations to tasks and to people - some
organizations are task-oriented and others are relationship-oriented.

o Different practices — all organizations, even those from the same
country, have some difference in practices compared to other
organizations. These differences can be greater when organizations
are from different countries or cultures.

o Different senses of time —in some cultures, time is fixed: exact
appointment times and schedules are taken very seriously. Other
cultures have a more fluid sense of time.

Consequences of culture clashes

Businesses combine for different reasons. In a merger, owners and
management of the two firms anticipate achieving benefits, such as
economies of scale or increased market share, from combining the

resources of the organizations. In an acquisition or takeover, the acquiring
organization has similar goals. However, sometimes when businesses
combine, culture clashes occur for the reasons noted above. The overarching
consequence of a culture clash when two or more companies combine is
that the new organization does not achieve the expected benefits.

The consequences of a culture clash can be significant. Leaders of the
business should develop a strategic plan for managing the merger,
including harmonization of the two cultures. Similarly, when a change
in leadership occurs at an organization, managers need to anticipate
that employees may struggle with the new leadership style. The most
severe consequences of a failure to harmonize cultures or prepare for
new leadership can include the actual failure of the business. However,
the signs of such a serious consequence may take several years to reveal
themselves — typically when final accounts are prepared after the first
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several years of the new, larger organization. Evidence of problems

as significant as potential failure may take a long time to appear, so
managers must be keenly sensitive about recognizing early indicators of
a culture clash. Early indicators include:

e Lack of focus - employees may not understand the values and aims
of the new organization or the new leader and, thus, are not focused
on organizational aims.

¢ Preoccupation with the merger — employees focus their attention
and energy on the fact of the merger or the fact of a new leader, rather
than on their own jobs. Productivity and job performance suffer.

e Sense of division — employees focus on the differences between
the employees from the merging companies rather than on their
common purpose and their many similarities. Or, in the case of a
new leader and new leadership styles, some employees may think
that they have fallen out of favour.

Juawadeuew
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e Sense of isolation — while managers focuses on the strategy of the
new organization, employees feel isolated and ignorant of what is
happening.

e Unresponsive management — employees feel that managers are
not concerned for their well-being.

If these early indicators go unaddressed, the organization can then
experience more serious problems, including the following:

e Lower productivity — workers in the new organization do not produce
expected efficiencies but actually find working in the new organization
more difficult because of unfamiliarity with norms and procedures.

e Higher labour turnover - dissatisfied with the new organization
and fearful that they may not have a place in it, many employees
may seek new jobs. Increased labour turnover is especially
troublesome when a primary purpose of the merger was to form
greater human capital.

e Various types of conflict in the workplace — when differences
between cultures occur, conflict is likelihood to increase. The stress of
a merger can “bring out the worst” in people,

¢ Decreased profitability - if workers are less productive, if labour
turnover increases, and conflict in the workplace increases, the
business will have to devote important resources to these problems,
which is likely to lower profits.

o Bankruptcy or failure - if the problems from a merger are severe
enough and profitability falls too much, the organization can actually
run the risk of bankruptcy or failure.

Organizational culture and individuals

Now let’s look at how individuals influence organizational culture and
how organizational culture influences individuals.

Culture is a very tricky issue to address in organizations, as it is
simultaneously everything and, paradoxically, nothing. Culture is
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everything because it is the sum of values, attitudes, beliefs, practices,
and norms of an organization. It is the sum total of the organization
and thus can influence everything that happens in a business. Even
though businesses with high-performing cultures typically attract high-
performing individuals, such businesses usually also transform people
into high-performing individuals. New employees can “feel” the energy
of the organization and intuitively sense the hierarchy of values in the
business. Employees will then strive to fit in by shaping their values,
attitudes, beliefs, practices, and norms to the organization. Today,
knowing the power of organizational culture over individuals, virtually
all serious leaders of businesses treat the issue of culture as a high
priority and with great purpose.

On the other hand, though individuals often remark that they can
“feel” the culture of an organization, in a literal sense they cannot.
Culture cannot be seen, heard, tasted, smelled, or touched. Culture

is an abstraction from values, attitudes, beliefs, practices, and norms

of individual employees and groups of employees. When someone
asserts “We need to change the culture of our organization”, they
actually mean that values, attitudes, beliefs, practices, and norms must
change. In other words, what changes is not “culture”, but rather what
individuals think, value, and do. From this perspective, individuals can
influence organizational culture significantly. For example, imagine that
an individual joins an organization where the practices of employees
include long, unauthorized breaks and too much time sending personal
emails. If the new employee decides not to follow these practices and
only takes authorized breaks and sends only the occasional personal
email, that person is starting to influence the culture of the organization.

What happens in this scenario? Possibly fellow employees, grumbling
“She will make us all look bad”, will be hostile to the new employee

for violating unofficial company practice. Possibly fellow employees
will think her odd and not care; they are not going to change their
behaviours regardless of what any new employee does. Possibly,
however, she will inspire others — other employees, for example, feeling
guilty about long breaks and many emails but lacking the courage to
break with the culture of the organization.

Revision checklist
v/ Organizational culture is the attitudes, beliefs and values of an
organization.

v' Power culture exists when a few individuals retain most of the power.

v/ Inrole culture, each employee has a clearly defined role and operates
within a highly-controlled structure.

v/ Intask culture, teams address specific problems within a defined time-
frame.

v Person culture exists where individuals believe that they are superior
to the organization and just do their own thing.

v Reasons for culture clashes include: different degrees of formality,
different leadership styles, different languages, different senses of time
and urgency.

TOK discussion {

Culture cannot be heard, seen,
smelled, tasted, or touched,
only behaviour can.

Isit correctto speak of
‘culture” atall?
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Practice question
Recruiting a new CEO

A company can spend a large amount of money to recruit a well-
known and successful Chief Executive Officer (CEO) from outside

the organization. However, recently published research suggests that
recruiting externally is not only costly, but it is also risky, disruptive and
demotivating.

Two long-term studies of 36 large public limited American companies
found the following:

e The companies that promoted CEOs internally performed better than
those that recruited externally.
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e “Outsider” CEOs (recruited externally) have a significantly higher
failure rate than “insider” CEOs (recruited internally). 40% of
“outsider” CEOs stayed for two years or less.

e The average financial reward package for “outsider” CEOs, including
salary, bonuses and profit-related incentives, was 65% higher than
for those appointed internally.

e “Outsider” CEOs feel empowered to impose rapid change and to
assert their authority on the company, even before they really
understand the organizational culture. The arrival of an “outsider”
CEO is often quickly followed by the departure of senior managers.

e “Outsider” CEOs are very good at rapid cost-cutting and eliminating
unprofitable products/activities, a skill that is very valuable when
a competitive advantage needs to be gained or restored in a
competitive environment.

Apple, Dell™, Microsoft®, Intel®, McDonalds® and Nike® are successful
American companies that appointed CEOs internally between 1998
and 2007.

A comparison of average performance indicators between 1998 and
2007 is shown below:

Companiesledby  Companiesled by an

an “insider” CED “outsider” CED

Return on capital employed (ROCE] 20.3% 15.8%
Revenue growth 11.9% 4.4%
Earnings per share 13.9% 4.6%
Net profit margin 7.9% 6.0%

Some critics of the two American studies argue that companies
promoting CEOs internally usually have a strong corporate culture
and are already efficient and profitable. These critics also argue that
the performance indicators in the table do not measure the exact
contribution of individual CEOs.

[Source: adapted from Alexandra Frean, “The value of hiring chief executives on the
inside track”, The Times, 4 April 2011]
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a) Describe two possible influences on organizational culture. [4 marks]

b) (i) Explain the importance of earnings per share to a
shareholder. [2 marks]

(ii) Distinguish between two external methods of recruitment
that an organization could use to recruit a new CEO. [4 marks]

c¢) Examine the usefulness to an organization of rapid change
management imposed by a new “outsider” CEO. [6 marks]

d) Discuss whether organizations that promote CEOs internally
are more likely to be successful. [9 marks]

1B, Nov. 2013



2.6 Employer and employee relations (HL only)

By the end of this chapter, you should be able to:

=> Discuss the role and responsibility of employee and employer
representatives

-> Define the following industrial/employee relations methods used by:

e employees: collective bargaining, slowdowns/go-slows, work-to-
rule, overtime bans and strike action
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« employers: collective bargaining, threats of redundancies,
changes of contract, closure and lock-outs

=» Outline sources of conflict in the workplace
=> Explain the following approaches to conflict resolution:
e conciliation and arbitration
o employee participation and industrial democracy
e no-strike agreement
e single-union agreement
- Outline reasons for resistance to change in the workplace (such as

self-interest, low tolerance, misinformation and interpretation of
circumstances)

=> Evaluate human resource strategies for reducing the impact of change
and resistance to change (such as getting agreement/ownership,
planning and timing the change and communicating the change)

-> Describe how innovation, ethical considerations and cultural differences
may influence employer-employee relations in an organization

This unit discusses employer and employee relations. As with any aspect
of business that is governed or influenced by the laws of a country,
situations can differ from country to country. Nevertheless, what follows
is generally applicable in many countries.

Collective bargaining

The situation when the management team and workers have
representatives who negotiate on the terms and conditions of
employment is called collective bargaining. Large organizations do not
have the time to negotiate with individual employees. For both workers
and managers, having employer and employee representatives to
negotiate makes better sense.

Sometimes the collective bargaining system may not work and an
industrial dispute may arise. A common way in which workers take action
is when they go on strike. A strike is when employees stop working to
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force an employer to meet their demands. However, employees have
other means of resolving labour disputes. Employee representatives may
try to keep negotiating. Workers may start a “go slow”, which means they
deliberately work below their potential. Alternatively they may “work

to rule”, which involves working strictly by the company rule book -

and following every rule in the organization would probably bring it to

a standstill. An overtime ban occurs when employees refuse to work
overtime. In this case, the organization may find it very difficult to operate.
Finally, strike action occurs; that is, workers withdraw their labour.

At the same time, an employer can use a public relations (PR) campaign
to try to put forward its case. The employer might also threaten workers
with redundancy or make changes to their contract of employment. It
might also lock employees out.
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Sources of conflict

The primary causes of conflict between workers and the management
team in the workplace include the following:

e Change - this can be driven by either internal or external factors.
Either way, change can cause stress. Not all employees will respond
well to new technology, for example. Having employees adapting
poorly to change increases the likelihood of conflict in the workplace.

e Different interests — workers, who in certain respects have a lesser
stake in business than managers or the shareholders, focus on their
individual goals, which may include more flexibility in the workplace
or higher wages. Managers sometimes believe that workers do not
sufficiently consider the goals of the business.

e Different values - individuals see the world differently. Lack
of acceptance and understanding of these differences can cause
conflict. Often, workers have a culture that differs from that of the
management team.

o External factors — any number of external factors can disrupt the
workplace: changes in the economic environment can affect the
resources available to the business, migration of labour can bring in
new workers unaccustomed to an organization’s traditional culture,
and political changes can lead to new laws and regulations that
workers or managers do not like.

o Insufficient resources — no organization has unlimited resources. TOK discussion (
Managers must decide how resources are allocated. Frequently,

employees think that they have to compete for available resources When looking out at the
just to do their jobs. Having insufficient resources also touches world, capitalists tended to
employees’ pay. Conflict often arises when workers or managers see the world as composed
demand more pay. of individuals. Peoples of

left-wing political persuasions
generally see the world in
groups — groups of capitalists,
groups of workers, etc. Which

_ o perspective is closer to the
¢ Poor performance — sometimes people do not do their jobs truth?

properly, a situation that can happen at all levels of an organization.

e Poor communication - sometimes managers and workers clash
because lack of communication has created misunderstanding.
Even when managers or workers have tried to communicate,
misunderstandings can occur.
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People not doing their jobs properly, whether managers or workers,
has an impact on others and can lead to conflict. If the problem is
addressed (the non-performing employee is reprimanded, demoted,
or even sacked), that too can cause conflict.

Approaches to conflict resolution

Conciliation and arbitration

Sometimes the employer and employee representatives will seek help
from a third party to resolve a dispute. This process is often referred to as
conciliation and arbitration. The aim of conciliation is to bring together
the groups in dispute and help them to find a resolution. An independent
third party is usually called in to conciliate on the dispute. In this
situation, both parties outline their positions by providing appropriate
evidence. This evidence is then assessed and a judgment is made.

Employee participation and industrial democracy

In industrial democracies, often partial or complete participation by the
workforce in the running of an organization occurs. At one extreme,
industrial democracy implies workers’ control over industry, perhaps
linked with workers” ownership of the means of production, as with
producer cooperatives. Another approach is the appointment of
worker or trade union representatives to company boards or governing
bodies. For others, industrial democracy takes the form of “worker
participation”, such as collective bargaining in which trade unions
negotiate with managers. A fourth approach places less stress on power
sharing and more on consultation and communication: managers are
seen as retaining all responsibility for decisions but make arrangements
to consult employee representatives before changes are introduced.

No-strike agreement

A no-strike agreement occurs when a trade union has agreed not to
undertake industrial action unless procedural steps have first been
undertaken. It can also mean that a union has agreed to rule out any
possibility of taking industrial action. Unions usually agree not to strike
when the management team has agreed to certain conditions. For
example, the management team may have agreed to inflation-proof pay
rises, or agreed to refer all disputes to arbitration should no agreement
be made between managers and unions.

Single-union agreement

Where one union is recognized as the only representative of employees,
it is called a single-union agreement. This situation saves managers the
difficulties of negotiating with several unions and reduces competition
between the unions to get a higher pay increase than rival unions. It also
helps to avoid the disruption to the organization if only one of several
unions is in dispute with managers. When multiple unions are involved,
one union can disrupt the production process for the whole organization.
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Reasons for resistance to change

For many reasons, employees may resist change in the workplace.
Change is typically “forced” on them by managers because of changes in
the internal or external environments. Whereas managers typically view
change as desirable (or necessary) for the health of the organization

and for profitability, workers are often threatened by change. There are
specific reasons that workers and employees often resist change:

e Discomfort — employees are often happy with the current situation
and want to maintain the status quo.

e Fear - changes often makes employees afraid simply because they do
not know what will happen.

e Insufficient reward — employees often perceive that implementing
the change requires them to do more work for no increase in
compensation.

e Lack of job skills — employees may not have the skills necessary to
perform in the changed work environment.

e Loss of control - when managers insist on change, employees feel
that they do not have control over their lives.

e Mistrust — employees sometimes do not trust managers.

e Poor communication — employees do not know why the business
needs to change.

e Poor timing - change is brought about for the needs of the
organization but might occur at a time that, for either professional or
personal reasons, may fit poorly with the needs of employees.

e Prior experience - an employee may have had a bad experience
with change in an another organization or at an earlier time with his
or her current employer.

e Social support — an employee who works with a group of people
who resist change may choose to resist for the sake of maintaining
social relationships.

HR strategies to reduce the impact of change

Good organizations do not blindly move forward with change but rather
lead and manage employees through a change process. When effectively
done, a change process helps to reduce the resistance and transition the
organization to its new and desired set of circumstances.

Organizations and managers can reduce the impact of change through
various steps. The first is simply assessing the potential impact of the
change, assessing employees’ potential reaction to it, and determining
the degree to which managers can control the change process.
Thereafter, the management team should take the following steps:

1. Develop a vision for the change process and the desired outcomes.
If necessary, the business may have to realign its largest aims and
vision for the organization.

2. Forecast and allocate the necessary resources to implement the change.

Student workpoint
2.8

Be aresearcher

Use the internet to
research an industrial
dispute that has occured
in your country.

Describe:

e What casued the
dispute? Was it one
or a combination of
many factors?

e What strategies were
adopted by a) the
employees and b) the
employers

e What was the
outcome of the
dispute? Was there a
clear ‘winner’?
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Involve employees in the change process from the outset so that
employees are not surprised and so that they do not feel powerless.

Regularly communicate to all appropriate stakeholders how the
change process is unfolding. Managers should not be afraid to
report problems or implementation dips. Pretending that problems
in the process are not occurring when they clearly are will weaken
employees’ confidence. On the other hand, managers should report
successes in the change process to inspire confidence.

Train employees in advance of those changes that affect them
directly, which should allow them to see the benefits of change
immediately. If employees are not properly trained, the fears of lack
of competence will be heightened.

Routinely communicate the benefits of the changes.

Be aware of the stress that change can cause and support employees
as much as possible, before, during, and after change.

Revision checklist

v

v

Employee and employer representatives act on behalf of employees
and employers in negotiations.

Collective bargaining is a negotiation between employees (usually
through a trade union) and their employers to agree wages and
working conditions.

Slowdowns occur when workers deliberately work less efficiently
than they can.

When employees work-to-rule they follow every rule and regulation
exactly, which often means slowing down production.

An overtime ban is when employees refuse to work any more than
their contracted hours.

When workers strike, they refuse to work and may also protest
outside their workplace.

Employers may negotiate by making threats of redundancies or
changing the terms of employees contracts. This would put pressure
on workers and might persuade them to agree to a settlement.

A lock-out involves closing the business for a short time, preventing
employees from working and being paid.

Potential sources of conflict involve change, differing interests or
values, external factors such as the economy, poor communication
and poor performance.

Contflicts can be resolved through conciliation and arbitration,
industrial democracy, no-strike agreements, and single-union
agreements.

Successful organizations use their HR strategy to manage employees
through the process of change.

INNOVATION, ETHICS
AND CULTURE

Innovation, ethical considerations,
and cultural differences mayinfluence
employer—employee relations inan
organization.

Innovation is a two-edged sword.

Onthe one hand, innovation makes

an organization dynamic and often
enhances the reputation and increases
the profitability of a business. However, if
an organization is “too dynamic” (that s,
constantly changing), employees may find
the situation too stressful. They may grow
weary.

Ethical considerations can also influence
employer—employee relations. When
going through the change process, for
example, if managers fail to consider fully
the human element, employees may

draw the conclusion that changes being
undertaken benefit only the organization’s
managers and owners, especially if
retrenchment of employees is involved.
Conversely, managers can build trust if
they treat employees ethically: whenever
possible, retraining employees for new
jobs, giving them adequate time to leam,
and providing support throughout. In
general, whether it is a static situation

or a changing environment, employers
should treat employees well, with ethical
considerations in mind. Treating employees
wellcan be costly, butin the long run doing
so generally pays off.

Finally, cultural differences, both within
an organization and relating to the broader
culture of where the business is located,
play a role in employer—employee
relations. Some cultures have traditions

of workplace democracy, others of
paternalism, still others of authoritarian
management. Regardless, these internal
and external cultures influence managers'
and workers' expectations and, thus,
employer—-employee relationships.
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Practice question

Get Going

Get Going is a charity that was created fifteen years ago to provide
wheelchairs to disabled people. After a successful start, the business has
been experiencing financial problems. This has led to low motivation
among employees and some are considering leaving the charity.

Recent changes in the organization from a tall to a flat structure have
led to communication problems and the chief executive is keen to solve
the issues. Rumours have started about job losses and this has led to
employees becoming more unhappy and fearing change.

a)

b)

<)

d)

IB,

Explain how the aims and objectives of a charity may be different
from those of a profit making organization. [4 marks]

Examine the effects on Get Going of moving from a tall to a
flat organizational structure. [6 marks]

Identify two examples of formal and two examples of
informal communications that might be used in Get Going. [4 marks]

Evaluate two solutions to the problems of poor
communications in Get Going. [6 marks]

May 2005



3 FINANCE AND ACCOUNTS

3.1 Sources of finance

By the end of this chapter, you should be able to:

=> explain the role of finance for businesses in terms of capital
expenditure and revenue expenditure

=> comment on the following internal sources of finance: personal
funds, retained profit and sale of assets

=> comment on the following external sources of finance: share capital,
loan capital, overdrafts, trade credit, grants, subsidies, debt
factoring, leasing, venture capital and business angels

=> define short-, medium- and long-term finance
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=> discuss the appropriateness, advantages, and disadvantages of
sources of finance for a given situation.

All forms of business organization need funding for the various activities =
they undertake. The money could be needed for a variety of reasons, =
including starting a business, for its day-to-day operations, or for its
future growth and expansion. As a result, businesses need to ascertain
or be clear on the exact purpose of their finance. This purpose can be
classified as either capital expenditure or revenue expenditure.

Capital expenditure

This is money spent to acquire items in a business that will last for
more than a year and may be used over and over again. Such items

are known as fixed assets and include machinery, land, buildings,
vehicles, and equipment. These fixed assets are needed for the purpose
of generating income for the business over the longer term. Due to their
high initial cost, most fixed assets can be used as collateral (financial
security pledged for repayment of a particular source of finance such as
bank loans). Capital expenditures are therefore long-term investments
intended to assist businesses to succeed and grow. For example,
purchasing a van by a business is termed capital expenditure because
the benefits accrued to the business from this will be spread over the
long term.

Revenue expenditure

This is money spent on the day-to-day running of a business. These
payments or expenses include rent, wages, raw materials, insurance,
and fuel. They do not involve the purchase of longer-term, fixed assets.
Revenue expenditure needs to be covered immediately to keep the
business operational and should therefore provide immediate benefits,
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unlike capital expenditure which has a long-term focus. Businesses need
to be cautious not to have consistently high revenue expenditure as this
will make it difficult for them to build sufficient capital in order to make
long-term investments. In addition, it may make it extremely difficult

for them to get out of a sudden crisis situation. For example, if a school

is spending most of its money paying salaries and bonuses to teachers or
paying food suppliers, and these costs are not checked, it may be unable to
build new classrooms to accommodate any increases in student demand.
In a business, a high level of expenses may also erode the profits.

Student workpoint 3.1

Be a researcher

Choose any two multinational companies that you are interested
in. Using the Internet or any other available resource, find out for
each company what its main capital and revenue expenditures are.
Separately list each company’s expenditures on a table.

The sources of finance for a business can be obtained from either
internal sources or external sources.

Internal sources of finance

Internal finance is money obtained from within the business and is
usually from already established businesses. Some of these sources
include the following.

Personal funds

This is a key source of finance for sole traders and it comes mostly from
their own personal savings. By investing with their personal savings,
sole traders maximize their control over the business. In addition, this
investment shows commitment to the business and is a good signal to
other investors or financial institutions that the business might need

to approach for additional sources of finance. It is a preferred source

of finance because it is cheap and easily available, and no interest will
need to be paid. However, it poses a great risk to the owners or sole
traders because they could be investing their life’s savings. In addition,
if these savings are not large it may prove difficult to start or maintain a
business, especially if this is the only source of funding.

Retained profit

This is the profit that remains after a business has paid tax to the
government (corporation tax) and dividends to shareholders. It is also
known as ploughed-back profit and may be reinvested into the
business, becoming an important source of finance for the organization.
Importantly, retained profits do not necessarily represent surplus cash
available to a business. Rather, they represent how the business has
managed its profits. For example, whether it has distributed them as
dividends or reinvested them in the business. If reinvested, they are
reflected as increases to assets which could include cash. The advantages
of retained profit include the following.

Capital expenditure

money spent to acquire fixed
assets in a business
Revenue expenditure

money used in the day-to-day
running of a business

Personal funds

a source of finance for sole
traders that comes mostly from
their own personal savings

Retained profit

profitthat remains aftera
business has paid corporation
tax to the government and
dividends to shareholders
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e Itis cheap because it does not incur interest charges.
e [tisa permanent source of finance as it does not have to be repaid.
e Itis flexible as it can be used in a way the business deems fit.

e The owners have control over their retained profits without
interference from other financial institutions such as banks.

However, there are some disadvantages:

e Start-up businesses will not have any retained profit as they are new

ventures.
e Ifretained profit is too low, it may not be sufficient for expansion.

e In some cases owners may overuse the retained profit and leave no
buffer for emergencies or for future growth opportunities.

e A high retained profit may mean that either very little or nothing
was paid out to shareholders as dividends.

Sale of assets

This is when a business sells off its unwanted or unused assets to raise
funds. These assets that are no longer required by the business include
obsolete machinery or redundant buildings. To raise cash, businesses
could also sell off any excess land or equipment they may not be using.
The advantage of selling assets is that it is a good way of raising cash
from capital that may be tied up in assets that are not being used. No
interest or borrowing costs are incurred. The drawback is that it may
only be an option available to established businesses and not new ones
that may lack any excess assets to sell, In addition, it may be time-
consuming to find a buyer to sell the assets to, especially in the case of
obsolete machinery. In some cases businesses may adopt a sale and
lease back option, which involves selling an asset that the business still
needs to use. In this case the business will sell the asset to a specialist
firm that then leases the asset back to the business.

Student workpoint 3.2

Be aresearcher

Using an Internet search engine such as Google, find at least five
organizations that rely to a large extent on internal sources of
finance to operate. What are the main internal sources they use,
and why?

External sources of finance

External finance is money obtained from sources outside the
business. These could be from institutions or individuals willing to
provide the funds. Some of these external sources of finance include
the following.

Sale of assets

when a business sells off its
unwanted or unused assets to
raise funds
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Share capital

money raised from the sale of
shares of a limited company
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Share capital

This is money raised from the sale of shares of a limited company and
is also known as equity capital. Buyers of these shares are known as
shareholders and may be entitled to dividends when profits are made.
The term authorized share capital suggests the maximum amount
the shareholders of a company intend to raise. Unlike private limited
company shares that are not sold to the public, the shares of public
limited companies are sold in a special share market known as the stock
exchange. This is a regulated and organized market where securities
(for example shares and bonds) are purchased by and sold to willing
investors. The oldest stock exchange in the world is the London stock
exchange. Other global exchanges include Bombay, Tokyo, Nairobi,
Johannesburg, and New York stock exchanges. The advantage of share
capital as a source of finance is that it is a permanent source of capital
as it will not need to be redeemed (repaid by the business). Another is
that there are no interest payments and this relieves the business from
additional expenses. On the other hand, shareholders will expect to

be paid dividends when the business makes a profit. In addition, for
public limited companies the ownership of the company may be diluted
or change hands from the original shareholders to new investors or
shareholders via the stock exchange.

Loan capital

Also known as debt capital, this is money sourced from financial
institutions such as banks. Interest is charged on the loan to be repaid;
however, these repayments (installments) are usually spread evenly
until the full loan amount (principal plus interest) is paid. The interest
rates may be either fixed or variable. A fixed interest rate is one that
does not fluctuate and remains fixed for the entire term of the loan
repayment. A variable interest rate, on the other hand, changes
periodically based on the prevailing market conditions. The advantage
of this source of finance is that it is accessible and can be arranged
quickly for a firm’s specific purpose. Its repayment is spread out over a
predetermined period of time, reducing the burden to the business of
having to pay it in a lump sum. Large organizations can negotiate for
lower interest charges depending on the amount they wish to borrow.
The owners still have full control of the business if no shares are issued
to dilute their ownership.

However, there are drawbacks. The capital will have to be redeemed even
though the business is making losses and in some cases collateral (security)
will be required before any funds are lent out. Failure to pay the loan may
lead to the seizure of a firm’s assets. If variable interest rates increase, a firm
that took this option may be faced with a high debt repayment burden.

Overdrafts

This is when a lending institution allows a firm to withdraw more
money than it currently has in its account, which is called overdrawing
from the account. In most cases the overdrawn amount is an agreed
amount that has a limit placed on it. Interest is charged only on the
amount overdrawn. However, exceeding the limit set may attract higher

The trading floors of the New York
(top) and Tokyo (bottom) stock
exchanges

Loan capital

money sourced from financial
institutions such as banks,
with interest charged on the
loanto be repaid

Overdrafts

when a lending institution
allows a firm to withdraw more
money thanit currently hasin
its account
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additional costs. The advantage of a bank overdraft is that it provides

an opportunity for firms to spend more than they have in their account
(even in situations where there is no money in the account), which
greatly helps in settling short-term debts such as paying suppliers or the
wages of staff. It is a flexible form of finance as its demand will depend
on the needs of the business at a particular point in time. Charging
interest only on the amount overdrawn may make it even cheaper than
loan capital. With an overdraft facility, banks can cover a firm’s cheques
to prevent them from bouncing. The major drawback is that banks can
ask for the overdraft to be paid back at very short notice. In addition,
due to the variable nature of an overdraft, the bank may at times charge
high interest rates.

Trade credit

This is an agreement between businesses that allows the buyer of goods
or services to pay the seller at a later date. In essence, no immediate
cash transaction is done at the time of trading. The credit period offered
by most creditors (trade credit providers) usually lasts from 30 to 90
days; jewellery businesses are known to extend it to at least 180 days.
A major advantage of trade credit is that by delaying payments to
suppliers, businesses are left in a better cash-flow position than if they
paid cash immediately. It is also an interest-free means of raising funds
for the length of the credit period. A disadvantage is that debtors (trade
credit receivers) lose out on the possibility of getting discounts had they
purchased by paying cash. In addition, delaying payment to creditors
after the agreed period may lead to the development of poor relations
and suppliers may even refuse to engage in future transactions with the
debtors.

Grants

These are funds usually provided by a government, foundation, trust,
or other agency to businesses. In order to receive a grant, businesses
will be expected to write a proposal showing how they plan to use

the money. In most cases grant makers (providers of the grant) are
very selective on who receives the grant. Governments, for example,
would prefer to offer grants to businesses that agree to set up in areas
of high unemployment so as to improve the welfare of people living in
that area. Foundations such as the Bill and Melinda Gates Foundation
offer most of its grants to US-based organizations including other tax-
exempt organizations, with a focus on promoting social responsibility. A
key advantage of a grant is that it does not have to be paid back by the
recipient. The downside is that it mostly comes with “strings attached”
depending on the objective of the grant maker.

Subsidies

A subsidy is financial assistance granted by a government, a non-
governmental organization (NGO) or an individual to support business
enterprises that are in the public interest. Farm subsidies are common
subsidies given to domestic farming industries. In most cases the cash
subsidies are given to help these industries survive in a very competitive

Trade credit

anagreement between
businesses that allows the
buyer of goods or services to
pay the seller at a later date

Grants

funds usually provided by a
government, foundation, trust,
or other agency to businesses
thatdo not need to be repaid

Subsidies

financial assistance granted
by a government, a non-
governmental organization
(NGO), or anindividual to
support business enterprises
thatare in the public interest
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environment by being able to sell their produce at low market prices,
while still being able to reap financial gain. In situations where the
market price goes below the cost of production, this is known as
subvention. A major advantage of granting subsidies is that it helps
businesses to increase their demand for goods by charging lower prices
for their products. Like grants, subsidies do not need to be repaid. A
drawback, especially with government subsidies, is that they are often
marred by political interference in the subsidization process.

Debt factoring

This is where a business sells its invoice to a third party known as a

debt factor. It is a financial arrangement where the factor takes on the
responsibility for collecting the debt owed to the business. The debt factor
may immediately pay the business between 80-90 per cent of the money
owed on the invoices and then proceed to collect the full amount from
these debtors. The remaining 10-20 per cent of sales revenue counts as
part of the debt factor’s profit. The higher the debt owed the more willing
the debt factors will be to pay upfront, due to the possibility of getting a
higher percentage profit. An advantage of debt factoring is that a business
gets immediate cash that it can use to fund other activities or projects. In
addition, the risk or responsibility of collecting the debt is passed on to
the factor. The disadvantages are that a business loses a percentage of its
profits because it does not receive the full debt repayment and debt factors
are known to charge high administrative and service fees to do their

job. In addition, a business may risk losing a loyal customer if the debt
factors use harsh means of collecting debt such as threatening to take the
customer to court for failing to pay the debt.

Leasing

This is where a business (lessee) enters into a contract with a leasing
company (lessor) to acquire or use particular assets such as machinery,
equipment, or property. This allows a firm to use an asset without having
to purchase it with cash. Periodic or monthly leasing payments are made
by agreement between the lessor and lessee. In some cases businesses
may get into a finance lease agreement where, at the end of the leasing
period, which usually lasts for more than three years, it is given the option
of purchasing the asset. Large organizations such as airlines and electronic
and car companies are known to lease their assets. A major advantage of
leasing is that a firm does not need to have a high initial capital outlay

to purchase the asset. Second, the lessor takes on the responsibility of
repair and maintenance of the asset. In addition, leasing is useful when
particular assets are required only for short periods of time or occasionally.
In the long haul, though, leasing can turn out to be more expensive than
the outright purchase of an asset due to the accumulated total costs of

the leasing charges. Moreover, a leased asset cannot act as collateral for a
business seeking a loan as an additional source of finance.

Venture capital

This is financial capital provided by investors to high-risk, high-potential
start-up firms or small businesses. Venture capitalists usually fund

Debt factoring

a financial arrangement where
the debt factor takes on the
responsibility for collecting
the debt owed to the business
and provides the business
with a percentage of the owed
debtin cash

Leasing

a source of finance that allows
a firm to use an asset without
having to purchase it by cash

Venture capital

financial capital provided by
investors to high-risk, high-
potential start-up firms or
small businesses
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start-ups that find it difficult to access money from other financial
institutions or capital markets. Venture capitalists include specialist
organizations and investment banks. They own a stake in the businesses
they invest in with the expectation of benefiting from future profits.
However, due to the high risks involved, they expect the firms needing
the funds to produce a thoroughly researched business plan to help
mitigate the risk of investment. The key advantage of venture capitalists
is that they provide funding to businesses that other institutions

might regard as too high a risk. In addition, in an effort to protect

their investment they are involved in the firm’s decision making by
providing the required guidance where it is needed. The disadvantage

is that venture capitalists may set very high profit targets for the start-
up businesses they invest in and if these are not attained they usually
increase their equity stake in these firms, often by a large percentage.

Business angels

highly affluent individuals
who provide financial
capital to small start-ups or
entrepreneurs in return for
ownership equity in their
businesses

Business angels

Also known as angel investors, these are very affluent individuals who
provide financial capital to small start-ups or entrepreneurs in return for
ownership equity in their businesses. They invest in high-risk businesses
that show good potential for high returns or future growth. They may
provide a one-time initial capital injection or continually support the
businesses through their lifetime. A major advantage of business angels
is that they give more favourable financial terms than other institutions
or lenders of small or start-up businesses. This is because they are known
to invest in the person rather than how viable a business venture is.

In addition, they focus on helping a business succeed by using their
extensive business experience coupled with good financial capital. The
key disadvantage is that angel investors may assume a good degree of
control or ownership in the businesses they invest in, therefore diluting
the ownership of the entrepreneur.
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Vodafone and Safaricom Kenya: Extending the Range and Reliability
of Financial Services to the Poor in Rural Kenya

»  customers. Micro-Finance Institutions (MFIs] such
as Faulu Kenya do successfully provide financial
services for the poor, but they are hampered by poor
infrastructure and low levels of technology.

vodacom

In order to address this problem Safaricom Kenya, one
of the two mobile service providers currently operating
in Kenya, developed an appropriate technology.

In Kenya there are less than two million bank accounts
serving the country'’s population of 32 million people.
The reasons for this disparity include the high cost of
banking and the fact that the majority of the people
have low incomes with a large percentage of them
living on an average of one dollar a day. Such people
do not feel comfortable interacting with commercial
banks that typically target middle and upperincome

The result was MPESA, an electronic money transfer
product aimed at making financial transactions faster,
cheaper and more secure. MPESA allows transfer

of money between individuals, transfer of money
between individuals and businesses, cash withdrawal
and deposit at registered reta