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Teacher’s Introduction

This resource has been written to support the learning and teaching of Edexcel Level 3 Advanced GCE in Business
(Theme 2: Managing Business Activities). It gives an in-depth view of the new qualification, presenting what
specification points students need to know, plus extras along the way for extended learning.

At the beginning of each chapter, you will find a list of contents showing every specification point that is covered.
There are also questions and answers at the end of each chapter that help students transfer their knowledge into
real-world business contexts. Any key terms are explained chapter by chapter and are also revisited as a glossary at
the end of the resource.

Students get plenty of chance to practise their quantitative skills in this resource, including:
e QS 1: calculate, use and understand ratios, averages and fractions (chapters 2.2.2,, 2.3.1. and 2.3.2))
e QS 2: calculate, use and understand percentages and percentage changes (chapters 2.2.4,, 2.3.1. and 2.4.2.)
e QS 3: construct and interpret a range of standard graphical forms (chapters 2.1.4., 2.2.2. and 2.2.3.)
e QS 4: interpret index numbers (chapter 2.5.1.)
e QS 5: calculate cost, revenue, profit and break-even (chapters 2.2.2. and 2.2.3.)
e QS 8: use and interpret quantitative and non-quantitative information in order to make decisions
(all chapters)
e QS 9:interpret, apply and analyse information in written, graphical and numerical forms (all chapters)

While extremely valuable to a student’s revision, this resource should be treated as a companion to the many other
textbooks and activity guides available. As with any subject, it is good to read as widely as possible!

The subjects covered in this resource include everything from methods of finance and sales forecasting to budgets,
break-even and capacity utilisation. The notes included in this resource can be given to students before a lesson as
preparation for a topic, afterwards in order to help solidify their knowledge, or can be used by teachers as a
supplement to in-class exercises and activities.

It is hoped that this resource, as well as offering support for teaching the essential elements of the Edexcel
examination, will help students build on their research and dissemination skills. The business world is a constantly
changing one full of fascinating stories. This resource attempts to share some of these stories as a basis for
teaching in the most interesting way possible, meanwhile encouraging further study from the next generation of
business analysts!

Happy teaching!

Free Updates!

Register your email address to receive any future free updates*
made to this resource or other Business resources your school

has purchased, and details of any promotions for your subject.
* resulting from minor specification changes, suggestions from teachers
and peer reviews, or occasional errors reported by customers

Go to zzed.uk/freeupdates
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2.1. Raising Finance

Entrepreneurs raise finance for many reasons, including funding the set-up of a
developing production areas and expanding their current business.

The two main sources of finance available to businesses are generally internal anc
finances raised from within the business, such as selling company assets, while ext
from outside the company, such as issuing shares to the public.

2.1.1. Internal Finance

! Key Points Covered

« Personal Savings
* Retained Profi

S

S

+ Sale of Assets

Personal Ge®ngs

This finance, aiso known as the owner's capital, is the amount of cash that the b
Personal savings are generally used by sole traders, partnerships and fresh start-
assets.

Advantages of using personal savings include:
e The cash is quick to access since it is the business owner who is
making the investment, rather than an external source, such as
a loan provider
e If an owner is personally invested, he/she may take greater
care in the success of the business

Disadvantages of using personal savings include:
e Any loss of profits for the business is a serious loss for the
owner, who has invested so much :
e Owners can be over-controlling of a business if they are also the inve:

Retained Profit
This is the profit that a business keeps after all expenses, taxes and shareholder di
source of finance is available to most organisation types except fresh start-ups; th;
made enough (or any) profit.

Advantages of retained profit include:

s If a business were to apply for a bank '3
activities. Since the business :
confidential infor

s [nvestment

Disadvantages of retained profit include:
¢ If a business makes a considerable amount in retained profits, shareh;
they are not receiving higher dividends. This can lead to de-investm

and a potentially negative image for the business.
e There is an opportunity cost to be considered: a business might be
retained profits or saving them in order to generate a healthy amo

to invest their retained profits, they must be sure that they are going:
developing their business than the interest they could have made by::
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Sale of Assets

This involves a business selling off their possessions, such as property or vehicle
order to generate finance. This source is available to most business types, except -
new start-ups since they generally will not have any assets that they can afford i

-

o .\\\\\
to sell. \\\\\
. .
Advantages of sales of assets include: §Q§\\§
. . . 3 \
e It allows businesses to focus their funds on developing themselves, O ‘
. . o ST
rather than keeping money locked up in assets L 0

¢ Unlike a bank loan, for example, the finance is freely available to the
business; all they need to do is sell the asset

Disadvantages of sales of assets include \% =
L W

. sld; if a business still needs ~ 5

tt has already soid its asset, it will e

ss's asset into a cost. B

\\\\\\\\

\\\\%\‘
e \
\\\\\\

i,

~ 2.1.1. Questions
Please write your answers on a separate piece of paper or in an exercise book.

S
1. dentify and explain one advantage and one disadvantage for businesses using i
finance:
a. Personal savings
b. Sale of assets
C. Retained profit

il

///
Gt

e

S

\\\§

*\\\\\\\\&\

2. Mariah Cherry is the owner of a small greengrocer business. Cherry currently h
purchase another in order to grow her business. She has three choices for how t;
new location: personal savings, retained profits or sale of assets.

Identify and explain which of the three methods of finances would be best for
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2.1.2. External Finance

N

! Key Points Covered S
s \

i \\‘%

« Sources of Finance F -
& \\\\\
Q\@*&

While sources of finance include the people and organisations that offer funding
is the way in which the finance is delivered to the business (and often how the b

Sources of Finance

Family and Friends @*‘\\\
For most businesses, costs are generally low at stag (especially compa i\ \\%
starts making profit), that is unless siar! asuticture is required, such as t ) E
The costs may be relatively low | high for businesses that are jus \\\\\\\\\\\\\\
development phas new firms look to family and friends for fina A \\
§
\\\\%\‘
Securing the finance is a relatlvely qwck process since both the busins = \
;-

member already know each other

SRS

Disadvantages of family and friends as a financial source include: -
e Family/friends have a share in the business’s profits. In the beginning;:
need another £10,000 in order to start trading. If a friend then puts

could represent half the business. In five years’ time, the business co

and the friend who originally put up £10,000 would own half of that

e Family/friends have a say in business activities. By investing financia
substantial share in the business and, therefore, be able to influence

il

///
Gt

e

S

\\\§

*\\\\\\\\&\

Banks

All businesses have to answer to the bank manager in some way or
another, whether asking for a loan, dipping into their overdraft or
simply finding out the best way to save money. Most businesses
can utilise the bank as a source of finance, though it can be
difficult for less profitable (or still developing) firms to find support
in this manner.

Advantages of banks as a financial source include;
¢ Since banks are institutions, rather than individuals,

COPYRIGHT
PROTECTED

of money
s The bank will not be a share!
and so the owner

ks often require strict payback plans for borrowers
e Interest rates can increase, generating more costs for the business
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Peer-to-peer Funding
This source of finance, also known as peer-to-peer lending, can involve any numbe
a million! Businesses request peer-to-peer funding by making formal applications::
much money the business needs and what they intend to do with it. Each proposc"
potential investors can see it. Investors are then welcome to put down as much, o;
(there is normally a minimum investment amount). Once the proposal gets enoug:
business receives 100 per cent of the requested finance.

Peer-to-peer funding is generally a source of finance chosen by start-ups and dev:
firms may also use it as a way to generate finance for business development.

2

4 rce include:

Advantages of peer-to-peer funding as a finan -
iess, because peer-it

o There are few financial costs mvolved
organised online
Peer-to-peer fundm

for business proposals: if the fu

com‘" rmed mvestment o cover 100 per cent of the proposal by the t
e While it does not cost the business financially, it takes a lot of time a
peer funding proposal

Business Angels

These investors offer their money, and services, to businesses often in exchange
Business angels generally concentrate on bets that are ‘unsafe’; such businesses
anywhere else and so the business angel can demand a more favourable share i

Advantages of business angels as a financial source include: -
¢ When a business has exhausted all other possibilities, a business ang:
e Business angels also offer management advice, which can be vital t

Disadvantages of business angels as a financial source include: =
e Since business angels prey on businesses that seem unsafe to other i

negotiate a deal that benefits themselves but not the business

e Business angels can ask for a significant share in any business they hs!

between management

Crowd Funding -
This source works in a similar way to peeﬁr—to—peér funding with the main differenc:

e Crowd funding acts as a forum for business proposals: if the funding
problem with the proposal

Disadvantages of crowd funding as a financial source include:
e Crowd funding is a time-dependent process. This means that if the
investment to cover 100 per cent of the proposal by the time limit, alf:;
e While it does not cost the business financially, it takes a lot of time arig
funding proposal

A Level Edexcel Business Course Companion: Theme 2 Page 5 of 84
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Other Businesses
It is common for big businesses to buy shares in smaller businesses, especially if

they operate in the same market. Smaller firms are valuable, as they often control

particular pockets of the market that bigger businesses find difficulty in
penetrating (such as the environmentally conscious consumer). Smaller
businesses also benefit from the finance that larger corporations can provide.

Advantages of other businesses as a financial source include:
e Bigger businesses have more funding available to support
development of small firms
o If a business buys significant shares in a smaller firm, they can grant
access to marketing power and commercial ¢ which would heiy

(1 e. other bxgger busmesses) can !ose the customer base that they o

Methods of Finance
Overdrafts

Banks offer overdrafts to most of their customers, including businesses. Businesse:
the short term as a way to cover themselves during difficult months or while wai

Advantages of overdrafts as a method of finance include:

e They are flexible; businesses can use them when they need to and pay

money

e Businesses do not need to propose anything with their bank before u\ '

wish to extend their overdraft)
Disadvantages of overdrafts as a method of finance include:
e Interest rates are very high with overdrafts

e The amount of money covered by overdrafts is often very limited

Loans

Loans, provided by banks and other financial establishments, differ from overdraft.

business can use an overdraft as and when they need it (provided they haven't alr;
be planned for. A business makes a case to the loan provider {1 e. bank) in order
Ioan the business and loan prov:der will then negotsate a :

e Since each loan is speC|f|c to the busmess, the loan prowder WI|| gen
that the business has in assets

A Level Edexcel Business Course Companion: Theme 2 Page 6 of 84
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Share Capital

If two entrepreneurs start a business together, each person will
own a 50 per cent share (unless they negotiate otherwise). A share,
therefore, represents a stake in the business.

The status of shares can change over time. If a business becomes
successful, it may become a private or public limited company. This
would then allow other investors to stake a claim by purchasing
shares. Businesses generally consider issuing share capital as a
long-term form of finance: a firm would not consider this as a way
to generate cash for a new piece of machinery.

Advantages of share capital as a metho

of“mterest
e Shareholders expect dividends if a company is profitable, which mear:
development of the firm

Venture Capital

This method of finance starts with a proposal; a business puts forward a plan to
an investor, such as a business angel, to explain what the business wishes to do
and how much money it needs. If the investor likes the plan, they will decide to
invest by either granting the money or giving a loan.

A great example of venture capital success is Levi Roots’ Reggae Reggae Sauce,
which began as a single-kitchen operation in Brixton, London. Watch Levi’s
pitch on the BBC television show Dragon’s Den:

http://www.bbc.co.uk/dragonsden/entrepreneurs/leviroots.shtmil
(video link)

Advantages of venture capital as a method of finance include:
e Many venture capitalists are also successful business leaders and so
businesses
e Venture capitalists aim for big rewards by taking risks and so they a
even when all other investors say no.

Disadvantages of venture capital as a meth:

A Level Edexcel Business Course Companion: Theme 2 Page 7 of 84
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Leasing
Many businesses choose leasing over purchasing items, such as property or equig

more cash at the end. This option is also appealing when a business has a short-te

not have the right equipment or the money to purchase it.

Advantages of leasing as a method of finance include:
e Businesses that lease do not have large amounts of money wrapped ¢
cash left over for other things, such as business development

e The owner of the property is responsible for its maintenance rather th

Disadvantages of leasing as a method of finance include;
+ Paying a lease on property is a continual cost ¥

the property, however (e.g. through t yiortgage), the bus

at the end, which may be w ie money they could ha

+ {f the owner of the ¢

Trade Credis

business to. \ge®&ck in elght weeks, for example the busmess is not going to p

cash can be used to finance other business areas instead while they generate mor:

Advantages of trade credit as a method of finance include:

e Every supplier works in their own way and so the business can nego

suppliers to make certain they always have enough cash available to

e Paying in eight weeks instead of one ensures the business has cash
and development

ness, which wouk

Disadvantages of trade credit as a method of finance include:

e The business must be sure they are going to have the cash available £

may issue a significant charge to the business as a penalty.
e In addition to the previous point, the business may suffer the conse

badly about them, which could lead to fewer suppliers wanting to neg

Grants

These are provided by many different entities, including government bodies, finar§§
businesses who wish to support the next crop of young entrepreneurs. In order tc

submit a proposal to the grant provider, which shows what they plan to do with
the business receives the money and does not have to pay it back.

Advantages of grants as a method of finance include:
»  The funding does not cost the business anythin

fundmg offered

A Level Edexcel Business Course Companion: Theme 2 Page 8 of 84
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~ 2.1.2. Questions
Please write your answers on a separate piece of paper or in an exercise book.

3. Put the following methods of finance in the correct category. The first one has

Overdraft Loan Personal savings Venture capi
Share capital Retained profit Grant
Internal Finance Ext:
Overdraft

4. Explain the difference between a source of finance and a method of finance.

A Level Edexcel Business Course Companion: Theme 2 Page 9 of 84
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2.1.3. Liability

N

! Key Points Covered

« Unlimited Liability + Limited Liabilit

A business owner that has unlimited liability has complete responsibility for the f
with limited liability, on the other hand, has a set financial point that they are res

Unlimited Liability
Smaller businesses, such as sole traders and partne
the person who started the business and is re

y of the owner to cover every penny%

This type of ha mty is concerned with larger firms, such as private limited compa
Each shareholder of a company is a partial owner of the entire business. This own
0.1 per cent to 100 per cent of the business. Each shareholder has limited liability
this means that shareholders are only responsible for the shares they have not ye

it i$ relatively easy for businesses
: 1o the value of the shares they o
this is also the maximum they can stand to

The Mad Hatters plc example demo
issue. Investors have Ixmned I
to put money dawn s

. When businesses with unlimited liability are forced to close
same thing happens to companies with limited liability, however, they go into lig.
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- 2.1.3. Questions

Please write your answers on a separate piece of paper or in an exercise book.

5.

Copy and fill in the following table.

Characteristic of a Business

Limited Liabi
[TRUE/FALS

If a business gets into financial trouble, it may go
bankrupt.

Total financial responsibility for a business falls with its
owners, who are generally also the founders.

If & business gets into financial trouble, it may go in
liquidation.

Business owners are financiall

much investment they p

A Level Edexcel Business Course Companion: Theme 2
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2.1.4. Planning

N

! Key Points Covered

+ Relevance of a Business Plan in Obtaining Finance Quantitative Skills C
« Cash-flow Forecasts QS 3: construct and i
+ The Use and Limitations of Cash-flow Forecasts graphical forms

Relevance of a Business Plan in Obtaining Finance
Imagine that you are an entrepreneur about to propose your husiness idea to a pg.
need? A plan!

s1dea if you do not have a solid
nanciai provider You need to pro

No investor is going to look ‘iwice‘

What Goes into a Business Plan?
Without a proper plan, an entrepreneur does not really have a business to discu
breakdown of what you intend to do as a business and how.

Some of the questions that business plans should answer include:

e What problems does this business idea solve?

e How does it solve the problems? Why is it solving the problems?
e How will the business make its money?
e How much money will the business make in its first year, second year, etci:
e What is the market for this product/service?
e  Who is the competition?

e How will your business compete with these? Differentiation? Unique selli
e How long will it take to build the business? What equipment/premises a
e What profits/losses can you expect by the end of year one, year two, etc.?:

Check out the BBC TV show Dragon’s Den for some great (and not so great) exa

http://www.bbc.co.uk/programmes/b006vq92 (video link)

Cash-flow Forecasts

One plan that businesses often use, both when proposing their ideas to investor:
six months to a year, is the cash-flow forecast, This shows how much cash will be

Sunny Side Up Ltd is a company tha
flow forecast for the company

A Level Edexcel Business Course Companion: Theme 2 Page 12 of 84
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All figures in £000 Jan. | Feb. | Mar. | Apr. | May | Jun. | Jul.
OPENING BALANCE | 50 | (10) | (70) | (30) 0 20 70

-
W

Sales 20 20 120 | 110 | 150 | 130 | 130 i

(0] (o) 10 0 8 0 [ 1 0| 2 -
TOTAL INFLOW 70 5 0 15 50 | 20 2 g e
; ; R
Equipment hire 0 0 0 0 0 0 10 G = \\\\g
Wages 70 70 70 70 70 70 70 7 e
Factory maintenance 0 0 0 0 50 0 0 C: T
5 \\\%\\\\\
Marketing and 5 . c 5 § .
advertising ‘ | W

S
R

130 80 90 ,

- (70) | (30) 0 20 70 | 110 5

Other expenses
TOTAL OUTFLOW

£

k2
-

o

. Note: negative figures on
Note: the closing balance of each 9 9

. . h-flow for r
month is calculated by subtracting z;anzV:in(; f)crzjlisefse \\\\\\\\

i,

&

TOTAL OUTFLQW from TOTAL (parentheses) % &
INFLOW. This figure, the closing

o iy,

balance, is carried forward as the %‘ |

opening balance for the next month. \\\\\\\\@‘

) m\&\\\ﬁ

The forecast shows Sunny Side Up Ltd will have a negative cash flow by Decembe o
in the spring and summer months while autumn and winter months are more diff; \\\\\\®
in pring E \\\\
Your turn:

Fill in the following cash-flow forecast for Sunny Side Up Ltd. The opening balanc

All figures in £000 Jan. | Feb. | Mar. | Apr. | May | Jun. | Jul. | Au
OPENING BALANCE | 150

Sales
TOTAL iNFLOW

COPYRIGHT
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Equipment hire

Wages

Factory mazssli

Marketing
advertising ™

Other expenses 5 5 5 | s 5 5 5
TOTAL OUTFLOW 80 80 80 80 130 80 90
CLOSING BALANCE

ig

0g

Education
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The Use and Limitations of a Cash-flow Forecast
Cash-flow forecasts are useful for businesses because they show when there will
be cash available to pay expenses. They also show when cash will be tight and,

S
therefore, when the company needs to be more careful. Cash-flow forecasts are

good for use in negotiations over finance, such as trade credit, because the \\%\\
business can demonstrate exactly when they expect to have the cash available to i \\\\

. . & Y
pay their suppliers. \\\\\\\
There are limitations with cash-flow forecasts, however, which include: \\“\‘\\\“\s

o Forecasts are based on predictions that were accurate at the time;
however, things change (such as consumer tastes in garden furniture)
e Forecasts are less accurate over long periods of ti
» Unforeseen expenses may hit the busi
e Forecasts are only predictions an
them alone

A
cin external factors \§\
should not depend on i b

akes production cheaper / more —
S '\\3\\\\;\\“

i,

\\\x\“
e \
\\\\\\

- 2.1.4. Questions

\\;\\
Please write your answers on a separate piece of paper or in an exercise book. § §
B ¢
7. Complete the following cash-flow forecast. @\\\\\\\\\\\
i i
o
All figures in Jan Feb. | Mar. | Apr. | Ma Jun Jul \\\\\\\\
£000 . . . pr. y . . \\\\
OPENING 15 Sl
BALANCE \\\\\\\\\&\
Sales 00 | 75 | 70 | 70 | 50 | 50 | 45 | 40
TOTAL INFLOW
Equipment hire
Wages 90 90 90 90 90 90 90
Factory o | o |7 | o | o | o] o
mainienance
Marketingand | 45 | ¢ 0 COPYRIGHT
advertising
Other PROTECTED
15 15
expenses
TOTAL ool
ouTH 71 2
CLOSING® i 9
BALANCE

0g

Education

8. Identify and explain one benefit and two limitations of using a cash-flow forecasé
Benefit: -
Limitation one:
Limitation two:

A Level Edexcel Business Course Companion: Theme 2 Page 14 of 84



Focus: Innocent

Drinks

Questions:

a) Identify and explain two
reasons why a company
chooses to issue share
capital.

b) Explain two ways in which
Innocent Drinks’ success
could have been affected by
the buyout from The Coca-
Cola Company.

c) Compare the benefits and

drawbacks of a busin

having unhm}ted

make many changes to the
business practices of
Innocent Drinks.

Source: http://www. theguardlan com/business/201

2.1. Keywords

Dividend: The share of the profits that shareholders receive

Shareholder: A partial owner of a company. Shareholders inve
for a stake in its success.

Grant: Cash that is given to a business. Unlike with loan
grants back.

Share: Partial ownership of a company. if, for example, a
and ane person owns 10 shares, they own 10 per

Stock market: A place where con
Yorkand |

Float:

ny decides to trade its shares on t

Liquidation: & company’s assets are no longer enough to pay

close. The company will then seil off its assets in

A Level Edexcel Business Course Companion: Theme 2 Page 15 of 84

-

s

\\%\\

B

)

\\\\‘\\\\

&

L

\\\\\
Py,

\\\x\\“
e \
\\\\\\

i

i,

g,
T

////
Gt

e

S

\\\§

COPYRIGHT
PROTECTED

ig

0g

Education




2.1. Answers

1. Identify and explain one advantage and one disadvantage for busin
methods of finance: i
a. Personal savings
Advantages:
There are no payback terms for the owner to sign. -
The owner may take closer care of their company because they are so::

Disadvantages:
Business owner may invest too much of their own time into the firm b
If the firm loses money, the owner is greatly affect "

b. Saleof assets
Advantages: :
Assets are relatlvef tinto cash.

owns are potentially holding money that ¢

If afi firm needs its asset back, It will ezther have to purchase or rent. B

c. Retained profit
Advantages:
No confidential business information required in order to access the fi
The business can appear more valuable to potential investors as a res

Disadvantages: -
Too much reinvestment of retained profits can cause dissent in shareks
Opportunity cost of whether the investment is worth it, i.e. what is the :

potential payoff?

2. Mariah Cherry is the owner of a small greengrocer business. Cherry: |
is looking to purchase another in order to grow her business. She hiy
fund the purchase of the new location: personal savings, retained p
Identify and explain which of the three methods of finances would
business expansion.

Students are expected to choose retained profits in this instance. Reasons f;

* Retained profits can be accessed with very little effort on the busin:

e Investment can make the business look more attractive to other p
help further growth

» Thisis better than personal savings. If Mariah Cherry used her ow

new location, she would he completely hable if the venture failed.

= This is also better than sale of assets. Mar; 1y's business is st

not have enough assets of worth to s the ariginal locatic:

place she generates sale: -

s  One note on reto’)

rnnowever: the business must be ca '
hat it will pay off

A Level Edexcel Business Course Companion: Theme 2 Page 16 of 84
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3. Putthe following methods of finance in the correct category. The f

Overdraft Loan Personal savings

Share issue Retained profit _—
s \
. \\‘\
Internal Finance ; -

Personal savings Overdraft . i \\
! ! : & \\‘\\\
Retained profit Loan "&£
Sale of assets Share issue W\\:
Venture capital L
Grant e
de credit . . \§ o
x . ; &
4. Explain the difference between . ince and a method o ! &
Source is the person/group v the finance (e.g. bank), where \\\\\\\\\\\\&Q\‘i
the finarnice is delivere B

\\\\\\\\

\\\\%\‘
e \
\\\\\\

e tollowing table,

i,

Characteristic of a Business

If a business gets into financial trouble, it may go bankrupt. i,

Total financial responsibility for a business falls with its
owners, who are generally also the founders.

SRS
If a business gets into financial trouble, it may go into §\\ \§
liquidation. \\\\\\\\\\
Business owners are financially responsible only for how \\\
much investment they put in. \\\

*\\\\\\\\&\

6. Identify and explain one reason why it is generally easier to raise
liability than as a company with unlimited liability. -
Students must show understanding that a company with limited liability i<
raise capital, which companies with unlimited liability (such as sole trad
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7. Complete the following cash-flow forecast.

s
OPENING s \
3 \
BALANCE 125 90 60 | (50) | (85) | (140) | (195) (255).: {\\\\\\
Sales 100 75 | 70 | 70 | 50 | 50 | 45 | 40 \\\\m
TOTAL ¥
INFLOW 225|165 | 130 | 20 | (35) | (90) | (150) | (215). sy
Equipment § \
hire A 3R
Wages 90 90 | 90 | 90 e
Fac:ior R
e/ 0 0 0 0 \\\\\\\\
main ,
Marke{gme \\\\\“
and 10 0 0 o 0 a 0 0 R \
dvertisi
a }\l/er ising \\\\\
gt O 15015 | 15 | 15| 15 | 15 | 15 | 25
T)g)TAL '8
& &
OUTFLOW 135 105 | 180 | 105 | 105 105 105 115 %\\ i
oy \
CLOSING F%
: 5 =5
BALANCE 90 | 60 | (50) | (85) | (140) | (195) | (255) | (330) \\\\\\\\\\Q\
- e
8. Identify and explain one benefit and two limitations of using a cash 2 \§
Example benefits: ff

o Timings. Firms use data to predict when cash comes in and goes out.
understand when they will have a positive cash flow and when a nega;
of when they can afford to pay suppliers and bills.

e Guidelines. Some businesses use forecasts in order to mark out sales tc

Example limitations: :
e Cash flow forecasts do not work well as long-term predictions as firm:é
bills that are going to come their way. They are only predictions! -
o Technology can change, making the production process cheaper / mo:
change all the time, affecting the demand for the company’s products;:
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2.2. Financial Planning

2.2.1. Sales Forecasting s

i \
! Key Points Covered \:\ \\
g
« The Purpose qf Sales Forecasting « Difficulties of U &\\\\“\\\\\ o
+ Factors Affecting Sales Forecasts x\\%
In order for a business to create an effective cash-flow fo ee section 2.1.4.) ) \\\\\\
what sales they can expect. § §
L R

The Purpose of Sales For \\\\\\\\\\\\\§
Businesses draw up sales der to make better decisions, such as whei: s
recruit staff Cosa \\\\\\\\
&
Racing Strip &g s a car-painting service based in the UK. The company, which fi \\\\\*‘
drawn up a forecast of the number of sales they expect to make during 2016. b \
y -
250000
B
200000 % §
o \%\\\\\\\
€ 150000 -
S \»
4 .
ﬁ 100000 \\\
i
50000 \\\\\\\\

Graph: Sales forecast for Racing Stripes plc during 201

The forecast shows that Racing Stripes plc expects the majority of its sales to co
The company may need to plan far this spike in sales; the id do this by adve
November and December or renting out more equ; se months in o

COPYRIGHT
PROTECTED

cing Stripes plc expects July to b
a staff during that period.

This theory goes for low points i
and so it does not malke

ig

Just because somethmg is popular one year does not mean it will still be that wayE 5
their minds often and companies should be aware of any market trends that coul¢ 09
Changes in consumer trends can come for all sorts of reasons, such as: EéUCQtiOﬁ ]
e Advanced technology creating demand for different products/services -
e Environmental or ethical issues growing in importance
e Fashion changes
e Celebrity endorsement

A Level Edexcel Business Course Companion: Theme 2 Page 19 of 84



Economic variables
Companies should be aware of any economic variables that will affect their marke:
when forecasting sales. In times of economic decline, for example, average consut
than they would have during economic growth.

Competition 5
Companies need to stay up to date on their rivals and what they are bringing to tt

Example:
If a mobile phone company introduces a product that is an instant hit, the rest of |
probably suffer by making fewer sales. The other companies wiil then either hav
decisions (such as introduce their own version of the same p«
reflect the change.

External factors
For many businesses, the
country, for exagap
produce th 1}@4

significantly Yz

ly torn apart by war, the company will suffer
me countries could also be affected by natural disaste
inter, and the companies involved would suffer in reduced s

The Difficulties of Using Sales Forecasts
Much like cash-flow forecasts, sales forecasts are limited in their usefulness:
e Forecasts are less accurate over long periods of time
e They are only predictions and so businesses should not depend on them
e Any factors that can affect a business’s sales, such as economic decline,
are not accounted for in a forecast
e Forecasts are correct to the best of a business's own knowledge, but they::
market as a whole — it is a one-sided presentation

- 2.2.1. Questions
Please write your answers on a separate piece of paper or in an exercise book. =

1. Identify and explain three factors that can cause sales forecasts to increase or o

2. Take another lock at the sales forecast for Racing Strip

250000 -

Sales Volume

R
Notnatggggre e,

0 H B
N TR - N N N
& @"’6 T EEENFESFTE S
& 8 Q W & &
3 Q S 2
32 ¥ Q
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2.2.2. Sales, Revenue and Costs

N

-

S

! Key Points Covered

» Calculation of Sales Volume and Sales Revenue  Quantitative Skills Cox:
« Calculation of Fixed Costs and Variable Costs QS 1: calculate, use ang:

. .
QS 3: construct and in L&
' S
graphical forms §\§
QS 5: calculate cost, re
R
The calculations for sales volume and revenue show a h oW many sales t N
: . -
how much cash flow this represents. \\\ \\@

Calculation of Sales V Sales Revenue -

Sales Volume R
This is the ‘" “$that a company has made. in order to calculate sales @N\\\\\\‘\\
o Pric it, i.e. the price of one single product/service \ "

e ;
o Totalstles revenue s
e

The calculation is then: =

Total Sales Revenue

Selling Price Per Unit “\\\\\\
&

- "

g \\®

i

&\\\\\\\\

Sales Volume =

i

S

i

i

i
i

&

i

Sales Revenue
This is the amount of money a company makes from the sales of a product/servi
needs the number of units sold (i.e. how many products/services did they sell?) an

The calculation for this figure is:
Sales Revenue = Price per fumber of units

COPYRIGHT
PROTECTED

ig

0g

Education

A Level Edexcel Business Course Companion: Theme 2 Page 21 of 84



Calculation of Fixed Costs and Variable Costs

Once a business has calculated its sales revenue, it is one step closer to being
able to work out its gross and net profits. First, however, it needs to calculate its
fixed costs and variable costs.

Fixed Costs

These are the costs of a business that never change, regardless of how many
goods/services are produced, advertised or sold. The business could produce
100 units or 1,000 units and the fixed costs would not change.

Fixed costs include council tax, insurance, annual interest (on loans), property
rent, salary, equipment rental, electricity.

Variable Costs
These are the costs that change with every good/service sold by a business. The
the higher the variable costs.

Variable costs include raw materials, production supplies, by-the-hour contract w¢;

Difference between Fixed and Variable Costs

A firm's fixed costs are an expense whether they make any money or not and so |T

between fixed and variable costs.

Chatty People Ltd is a manufacturer of mobile phones. The company rents two faé
Chatty People’s fixed and variable costs are the following:

Costs for Chatty People Ltd

Rent of two factories Electricity for fac

Costs of transporting phones Raw materig:

Salary for 50 regutar staff

Rental of equipment,

The costs of the business split in

‘Costs for Chatty People Ltd

Fixed Costs
Rent of two factaries
Electricity for factories Costs of transport
Salary for 50 regular staff Supplies for prod

Annual interest on loan
Rental of equipment

Supplies for produ:i 5

A Level Edexcel Business Course Companion: Theme 2 Page 22 of 84
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Each time Chatty People Ltd produces a new mobile phone, its variable costs will g
materials to produce the phone, plus production supplies and some way of transg
The fixed costs, however, will stay the same no matter how many phones the co
no sales, the firm will still have the fixed costs.

-

s
Tip: Fixed or Variable? \z‘
When looking at the costs of a business, think about which would likely change depes: w}\g

goods/services a company produces. Any cost that increases with higher output an
output is a variable cost. Any cost that stays the same no matter how many goods/s
produces is considered a fixed cost.

—
i
5
\\\\\\\\\\\\
N

\\\\\\\\

\\\x\\“
e \
\\\\\\

i,

SRS

i

- 2.2.2. Questions

Please write your answers on a separate piece of paper or in an exercise book.

//”

Gt

e

S

\\\§

*\\\\\\\\&\

3. Many Faces Ltd manufactures novelty masks. They are popular during Halloweef :
selling price of one mask is £12.50.

a. In2014-15, Many Faces Ltd sold £6,950 worth of masks. Calculate the sale
Faces Ltd during 2014—-15.

b. In 2013-14, Many Faces Ltd sold 13,000 masks. Calculate the sales reven

4. Rearrange the following into fixed costs and variable costs.

Costs for Many Faces Ltd

Mortgage on factory

Salary for 15 regular staff

Annual interest on loan

Overall production line costs Rental

COPYRIGHT
PROTECTED

- J—

ig

0g

Education

A Level Edexcel Business Course Companion: Theme 2 Page 23 of 84



2.2.3. Break-even

N

! Key Points Covered

« Contribution Quantitative Skills C
« Break-even Point QS 3: construct and i
« Calculating Break-even graphical forms

« Margin of Safety QS 5: calculate cost, r

+ Interpretation of Break-even Charts
+ Limitations of Break-even Analysis

Break-even is commonly used as a way for firmy
become profitable. When the total costs
products/services, a business

Contriby «%: :
The first thilg = gneed when calculating break-even is the
contribution. This is the difference between what variable costs a
company has for making a single product and how much revenue they
earn from selling it.

how many goods th

Anyt‘hinkg éﬁer the break-even poi

The calculation for this is:
Contribution = Selling Price of one good - Variable Costs of:x

Break-even
The break-even point shows where a company is neither making a profit nora lo
and total revenue cross, i.e. where both figures are exactl ame.
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The following diagram is an example break-even graph for Light-On Ltd.

-

‘\\\\

\\‘\

0 - = -

\\\\\
\\\\‘\}\g

W

Break-even Analysis for Light-Or

£3,000.00

£2,500.00

£2,000.00

Revenue £1,500.00

£1,000.00 -

\\\\
Py,

\\\x\\“
e \
\\\\\\

i,

0 20 40 60 80 100
Units

SRS

Graph: Break-even Analysis for Light-On Ltd

Anything before the break-even point (i.e. to the left of the cross) shows loss whilg
(i.e. to the right of the cross) shows profit. The previous graph tells us that Light-
lamps before they can start making a profit. Anything less than 96 units will be a -

units, they will make neither a profit nor loss. \\\
G

*\\\\\\\\&\

i

///
Gt

e

Calculating Break-even -
Take another look at the graph for Light-On Ltd's break-even pomt Do you noticé
for the break-even point?

COPYRIGHT
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Looking at a graph is not always the most Jefine break-even. If b

they can calculate break-even using
_ Total Fixed Costs
" Contribution Per Unit

ig

contribution 'per unit was £10.50. The graph shows nght -On i_td s Fixed Costs as £gg

0g

Education

Now that we have this information, we can calculate break-even:

Total Fixed C
Contribution Pe;

Break even point for Light On Ltd =

1000

10.50 -
Break-even point for Light On Ltd = 95.24 units (to 2

A Level Edexcel Business Course Companion: Theme 2 Page 25 of 84



Break-even Always Rounds Up
There is a problem with this figure: a company cannot produce 95.24 units. They
units. Since 95 units is less than break-even (i.e. making a loss), we always round

would become 96 units, 15.3 would become 16 units, 180.45 would become 181 Uy

Using the break-even figure for the number of units, you can also calculate how n
using the equation for Total Revenue,

Revenue at break even = Sales Volume [at break even point]:
Revenue at break even = 96 x 16.00

Revenue at break even = £1,536

Margin of Safety
This shows the difference between the b
and the actual output the com

Example:

that a company needs to ¢

£3,000.00

£2,500.00

£2,000.00

Revenue £1,500.00

£1,000.00

£500.00

£0.00

Units

Graph: Break-even Analysis with Margin of Safety for Light-0r

If the break-even point for Light-On Ltd is 96 units, but th
calculate the margin of safety using the following ey

any has actually ;

argin of Safety = 128 — 96
Marginof Safety = 32

Below show\g@ie of different margins of safety for Light-On Ltd.

fual Sales Volume — Break

Break-even point | Actual number of sales
96 160
96 146
96 128
96 101
96 96
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Interpreting Break-even Charts
Take another look at the break-even chart for Light-On Ltd.

-

‘\\\\

\\‘\

o

\\\\\
\\\\‘\}\g

W

Break-even Analysis for Light-O .

£3,000.00

£2,500.00

£2,000.00

Revenue £1,500.00

\\\\
Py,

\\\x\\“
e \
\\\\\\

i,

Units S,

You now understand how to calculate Total Costs, Total Revenue, Contribution, M S

Finally, you can calculate Total Variable Costs using the following equation:

///
Gt

e

S

\\\§

*\\\\\\\\&\

Total Variable Costs = Variable Cost per unit x Sale

However, if you do not know the original Variable Cost per unit, you can use the f

Total Variable Costs = Total Costs - Fixed Cost:

In the case of Light-On Ltd, Fixed Costs stay at £1,000 no matter how many units
because of the Total Variable Costs, and so, if you subtract the Fixed Costs from
the Total Variable Costs!

You can use the break-even graph to find all of these figures.

Example;
There is another fine drawn on the graph at 140 units. Follow this to the Fixed C
lines and you have the following:
Units: 140
Total Costs: £1,770.00
Total Revenue: £2, 240 00
Total Variable C
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Limitations of Break-even Analysis
Analysing break-even point is an integral part in running a business. It
makes the data easy to view and understand, which helps a business

make decisions and understand the consequences of those decisions

. . Eis \
(such as introducing a product to the market). There are, however, / -
limitations to the usefulness of break-even: / il
e The method only takes into account elements that the firm can §\\\\\~x\\§
control, such as price per unit and the number of goods il
produced. It does not consider any external factors \\“\‘\\Q\\‘g
e ltis difficult to look at more than one product at a time. Most \\\g\\ﬁ
companies have a portfolio of products/services which would, therefore, § \§ &

o All costs include only those that a business can
e Businesses often buy in bulk. If a firm neg
this would then change the grap

ot increase by the same

o Break-even graphs only r & Company's products/services all s \\\\\\\\\\\\\§
o Just because ahu he goods/services, it does not mean th ]
. ' sow that revenue increases as price increases. Howe \\\\\\\\
e price gets too high §
\\\x\\“
st \
- 2.2.3. Questions \\\\\

Please write your answers on a separate piece of paper or in an exercise book.

&

~

5. Many Faces Ltd manufactures novelty masks. The selling price of one mask is £. .
mask add up to £4.00. Total fixed costs are £500.
a. Calculate the contribution per mask.

S

i

i

b. Calculate the break-even point. §\ \%

c. The variable costs have now changed. Study the graph below and: = \\\\\\\
i.  Label each line on the graph \\\
ii.  Identify the break-even point \\\

Break-even Analysis for Many Fac:

£1,400.00

£1,200.00

£1,000.00

£800.00 -
Revenue o

£600.00 COPYRIGHT
S PROTECTED

£400.00

ig

0] 20 40 60
Units

0g
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6. Identify and explain two limitations of the break-even graph.
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2.2.4. Budgets

N

! Key Points Covered

« Purposes of Budgets Quantitative Skills C
« Types of Budget QS 2: calculate, use a
« Variance Analysis percentage changes
- Difficulties of Budgeting

Purposes of Budgets

The main purpose of any budget is to ensure that th
complete control over iis incomings and outa

make sure to earn a profit!

Planning

productlwty y"'O per cent t’( can ptan out how to support thls usi ng
its budget.

Forecasting

Businesses use cash-flow forecasts in order to predict what funds they

will have available to pay which bills on which month. These forecasts

allow businesses to make sure that they do not go under during periods of low s

Communications ,
Firms use budgets as a way to notify their employees of what targets they need t
in order to keep management informed of business aims and what spending they::
months or year.

Motivation

Once employees know what is expected of them, following a budget allows com
employee/management performance. This helps when delivering appraisals — co
way to decide who to watch more closely and who to reward (either financially o

Types of Budget
Historical Figures

This type of budget uses the figures from previous periods (i.e. months, years, et
budget. A business that gave its marketing department £1, OOO for example, woulg
year. The figure may even increase due to inflation. :

The benefits of historical figure budgetina,/
o ltis efficient to implemen
e Managers can pla

ses'can base their budgets on those%%
1e future as they clearly understand how ni

This budget §§ ...Jears all budgets every period {i.e. every year, every six months)
This then means that each department must present a proposal to the company
and to prove why.

The benefits of zero-based budgeting include:
e |t stops companies from creating unnecessarily large budgets
e Departments can only make purchases because they have proven there is:;
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Variance Analysis
Businesses use this form of analysis after a budgeting period (i.e. after six months
spending compared with the budget they set out to meet. Analysis can be either g
company's sales department is budgeted £2,500, for example, and they end up o
would be £500 favourable. If the department spent £3,500, however, the analysis

-

Y

Examples of Variance Analysis: §§\§
Budget Actual Spend Variance S

- L

£1,000 £1,200 £200 w

g

£500 £2,000 £1,500 B

£2,000 £1,700 £300 S

£300 £180 L W

£5,000 £700 s

R

\\\\\\\\\

3

&

\\\\

i \\®

.

W

i
i

E

i

Gt

Difficulties of Budgeting
Historic Budgeting -
While one of the benefits of historic budgeting is that managers can quickly plan &
results, this is also where the method can fail:

e Managers can become complacent with their planni

nd so miss the fai.

as much money as in previous years. This mor;,
e {f departments keep receiving the

have been better
rey may feel expected
. This could lead to unnece

COPYRIGHT
PROTECTED

budgets would decrease in

Zero-basi
Companies 't for zero-based budgeting, instead of historical budgeting, do:} v
departments can prove a genuine reason for their spending. This form also has |ts ig
e Zero-based budgeting takes a long time to implement, which in itself is ai;
e Budget proposals can be very short-sighted: if a business is only looking &

in budgets required to improve a department, even if it may bring more r.

0g

Education
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The Times Are Always A-Changing

Budgets are rarely exact. In fact, they are less an exact science and more an amal
departments need less cash than others. This changes from year to year — often
businesses should be realistic with their budgeting. If a budget is too tight, a dep
overshoot it. If a budget is too generous, on the other hand, departments will eit
spend it on unnecessary items just to make sure the budget is not cut next year!

-

Y

S

i " &

o

As well as being realistic, businesses need to be open to the fact that circumstan
may creep in that send a budget over the edge. Businesses need to understand,
(i.e. the line that a budget must not cross). This line probably changes from budg
company. A variance analysis that shows £150 adverse may pose a serious probl
business, for example, but may be completely normal for = : corporation.

A

i

P

b
bz

SR

/’////////

i,

5

i

- 2.2.4. Questions
Please write your answer;

S

B
S
.

§$@§

3

&

iece of poper or.in an exercise book.

£

analysis of:

Budget | Actual Spend Variance
£4,000 £4,500
£4,000 £3,900
£2,500 £2,501
£25,000 £2,500
£3,600 £2,950

i

i

i

i,

e

7

i

T \\®

.

W

8. Identify one benefit and one drawback of:
a. Historical-figure budgeting
b. Zero-based budgeting

Focus: Budgeting

Question:

Evaluate the validity of
Herman Heyns’s statement,
comparing any business
benefits of using budgets to
the drawbacks that Heyns
mentions.
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2.2. Keywords

Sales forecast:
Sales volume:
Sales revenue:
Fixed costs:
Variable costs:

Disposable income:
Contribution:

Break-ever:

Zero-based budget:

Variance analysis:

A prediction of the sales a company will make in
The number of units sold

The amount of cash generated by selling produ
Costs that do not change with the number of go
Costs that change according to the number of g

The amount of cash consumers have available t

is absolutely necessarv

e a company earns from selling

‘point where total costs of preducing a good
revenue earned are equal {i.e. where the lines on

Companies create a budget based on those of pre

All departments in a company start with no bud
company what they need in order to qualify for

A method to demonstrate how much of its budge
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2.2. Answers

1. Identify and explain three factors that can cause sales forecasts to iy

Students could identify and explain any three of the following:

»  Consumer Trends: if a product suddenly falls out of favour, or ex;

company'’s sales forecast can be significantly affected -

o Economic Variables: an example might be that in times of econg

be looking for so many cheaply made products and so this would
manufacturers

= Competition: companies should stay abreast of their competitiox

case one firm swoops into the market wzth a new, highly popular

o External Factors: this may include an

political struggle

mber and December were &

2. The number of sales forer

Competition entered the market, which turned consumers away f

o  External factors significantly affected the company’s supplier

e Economic variables could have changed the amount of disposabl

e Consumer trends might put the company’s products/services out
November/December

3. Many Faces Ltd manufactures novelty masks. They are popular dur\’{
dress parties. The selling price of one mask is £12.50.

a. In2014-15, Many Faces Ltd sold £6,950 worth of masks. Calcul;
sold by Many Faces Ltd during 2014-15.

Total Sales Revenue .

Sales Volume =

Selling Price Per Uni
Sales Vol _ 6950
ales Volume = ——

Sales Volume = 556 units

b. In2013-14, Many Faces Ltd sold 13,000 m Calculate the sa

2

r unit x Number of w
Sales Revenue = 12.50 x 13000
Sales Revenue = £162,500

4. Rearraﬁge the following into fixed costs and variable costs.

Fixed Costs Variable Costs
Mortgage on factory Production line costs
Salary for 15 regular staff Raw materials for masks
Annual interest on loan Extra staff during busy season
Electricity and other bills
Rental of reqular equipment
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5. The variable costs of one mask add up to £4.00. Total fixed costs ar
a. Calculate the contribution per mask. "

-

Y

Contribution = 12.50 -4 m

o i \

o & %
Contribution = £8.50 \\\‘\\\\ &
i k\\\\\\\

Contribution = Selling Price of one good -Variable C

=

i

g
Ui

b. Calculate the break-even point.

Bz
T

tal Fixed Costs§§

ribution Per U %‘\\\\ \\\\\

500 \\\ \%\%

. =

réak even point = —— . \\\\\\\\\\\\\%

8.50 -

S
S

S
i

\\\@

3

Q\-\
- "

T \\®

.

W

Break even point = 58.82

£

Break even point = 59 units

c. The variable costs have now changed. Study the graph below a
i. Label each line on the graph -
ii. Identify the break-even point

i

i

i

i

i
i

I &

Break-even Analysis for Many

i

~=Total Revenue s==wxFixed costs  s===Total Costs

£1,400.00 \@\@
£1,200.00 m\\\
£1,000.00
Revenue £800.00
£600.00
£400.00
£200.00
£0.00 COPYRIGHT
PROTECTED

wo limitations of the break-even graph.

Light include:

e Bretk-even charts work best when analysing just one product/servic
than one product, then, would find break-even a difficult method to u

e A company’s break-even analysis assumes that all products manufact
rarely the case and so does not give an accurate impression of the bu

»  Break-even charts do not include unforeseen costs that a company mi
were included in these graphs, the break-even point would likely have:;

e Likewise, break-even charts only take into account those factors that &
not consider external factors. -

ig

0g
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7. Calculate the variance analysis of:

Budget Actual Spend Variance
£4,000 £4,500 500 ——
S
£4,000 £3,900 100 \\\%\
£2,500 £2,501 1 . *\\E\ o
= & %
£25,000 £2,500 22,500 §\\~x\\\\\\\ E
£3,600 £2,950 650 s
8. Identify one benefit and one drawback of: §§‘§
a. Historical-figure budgeting: - i,
Benefits include: - %j\\ \§
» It’s an efficient system sin raw on figures from preg: % \@
»  Managers have a ti: ding of their available cash for & \\\\\\\\\\\\\§
5 B
Drawbacks i . S
. k1) 1 become complacent in their allocation of funds, wi \\\\\\\\
M aepartment requires it |
« WEChartments that receive the same budget year after year may fe: \\\\\\
wp
b. Zero-based budgeting \\\\\\

Benefits include: -
e  Stops companies from creating unnecessarily large budgets
e Purchases are only made once there is a genuine, proven reg

~

Drawbacks include: s,
e This system is time-consuming, which is a cost to the busines;

»  Companies can become too budget-focused, losing sight of th: | —
business is ever to improve (and, therefore, bring more rever \\\

\\x\

g,
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2.3. Managing Finance

2.3.1. Profit

| Key Points Covered

 Calculating Gross, Operating and Net Profit Quantitative Skills C
+ Statement of Comprehensive Income QS 1: calculate, use a
« Comparing Profitability QS 2:calculate, use a
+ Increasing Profitability and the Difference between

Cash and Profit

When analysing the success of a talk about three types of prof

profit for the year {i.e.

Businesses find gross profit by subtracting the cost of sales {COS) of producing go
revenue they make for the company. Gross profit allows a company to calculate ths
the raw materials needed to produce a good/service. =

Gross Profit = Revenue - COS

Let’s use an example:

Sparkling Crystal Ltd is a company that produces glasses for fine-dining ,
restaurants. Its COS includes raw materials for manufacturing the glasses, suppliec§§
needed for the production line and labour of company staff working on each glas::

All together, the raw materials, supplies and labour amounted to £6,000 for the y
Sparkling Crystal Ltd was £14,000.

Gross Profit = Revenue - COS
Gross Profit = 14,000 - 6,000

Gross Prof it = £8,000

This gross profit for 2014-15 shows that Sparkling Crys
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Operating Profit

More than a statement of how much value a business adds to their raw materials,
left over after other operating costs (also known as fixed costs) have also been des
costs to the business of their key activities, such as day-to-day administration. &

Operating Profit = Gross Profit - Other Operating EX}

Many business analysts prefer to look at operating profit rather than gross profit k
idea of how much profit the business has really made. A firm might make £20,000§§
operating costs are £21,000, then that figure is not really worth much.

Net Profit
This third profit is also known as the "bottom line’ b
statement of comprehensive income. Net prof

operating and gross proﬁts are both pos;twe, a negatwe net,profst would make a £
to investors. -

Statement of Comprehensive Income
This statement, also known as the ‘Profit and Loss Account’, gives a breakdown of
profits. Let's take a look at these figures in action.

Profit and Loss Account for Sparkling Crystal Ltd in 20

Expenses
Sales Revenue (a.k.a. Turnover)
Raw materials £2,000
Production supplies £1,000
Labour costs £3,000
Cost of Sales £6,000
GROSS PROFIT
Business expenses £1,900
Administrative expenses £1,100
Other Operating Expenses £3,000
OPERATING PROFIT
Interest Paid £965
NET PROFIT

The profit and loss acq Spatkling Crystal Lid made £14,000 in sale

Ges (sum of raw materials, production supplies and lab

. ~Subt‘t other operating expenses (sum of business expenses and admin
profit to find the operating profit of £5,000

e Finally, subtract interest paid from the operating profit in order to find th
profit, which comes to £4,035
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Profitability
You can use the profit and loss account as a way to calculate a firm's profitability
into profit. This is shown as a ratio: how much of the company’s sales revenue re

These ratios (gross profit margin, operating profit margin and net profit margin) h

as they give a more informed idea of how much profit the firm can expect depenc:

they make.

Gross Profit Margin

This shows how much of a company's sales revenue represents actual gross profit..

Crystal Ltd:

. . i Profit
Gross Profit Margir, - 100
Svenue
o 8000
“Profit Margin = X 100

14000

Gross Profit Margin = 57. 14 per cent

) g
This calculati®®:

represents gross profit, i.e. every pound represents £0.57 of gross profit.

Operating Profit Margin
This shows how much of a company’s sales revenue represents actual operating
Crystal Ltd:

Operating Profit Margin =

Revenue

x 100

0 ting Profit Margin = >000
perating Profi argin = o5

Operating Profit Margin = 35.71 per cent%

This calculation shows us that for every £1.00 of sales revenue for Sparkling Crystz%%
represents operating profit, i.e. every pound represents £0.36 (rounded up) of opé:

Net Profit Margin
This shows how much of a company’s sales revenue represents actual net profit.

Crystal Ltd:

) ) Net Profit
Net Profit Margin = ——— X 100
Revenue

Net Profit Marn

t Muargin = 28.82 per cent

This calculation sha
represents

shows us that for every £1.00 of sales revenue for Sparkling Crysta%

Operating Profit
X %

“isevery £1.00 of sales revenue for Sparkling Crysta
ry pound represents £0.29 (rounded up) of net profit...
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Comparing Profitability
Gross profit, operating profit, net profit. These figures are almost meaningless wit:
going to learn anything from these numbers, they need to be compared someho

-

=

\\\\

B

\\\

2014-15 201 5
& \\\\\\\\\

Expenses | Income | Expenses gt

Sales Revenue
(a.lc.a. Turnover)

Cost of Sales £6,000
GROSS PROFIT
OPERATING PR

£14,000 L

N B
£5000 »

\\\\
\\\\\\\\

\\\x\\“
e \

The profit margins for 2013-14 are calculated as: \\\\\\

Gross Profit

Gross Profit Margin = ——— x 100
G P it M [ 500 100
= X 2

ross Profit Margin 10000 —

i,

to generate. ™

Revenue

o
g,
T

////
. Yt

s

S

\\\§

Gross Profit Margin = 50 per cent
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Operating Prefit Margin = 32 per cent

ig

Net Profit
Net Profit Margin _ NetProfit . 160 Qg

Revenue i
Education |

2515
Net Profit Margin =

X
10000 100

Net Profit Margin = 25.15 per cent
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Comparing these three figures with the three before, not only did Sparkling Crysta
201415 but the company was also more profitable.

Increasing Profitability and the Difference between Cash a
The long-term aim for almost any company is to make a profit, This is true for the
trader all the way up to the multinational corporation. {0 ies, therefore, nee
their profitability.

Examples of ways tc achieve

Decrease cost 9 the amount of raw materials needed f

further sales
e Evaluate how much of the company’s day-to-day expenses are essential

As explained in the previous sections, profit is the prime, long-term objective for
overall success of a firm while cash, on the other hand, tells us how efficient a con:

Cash flow is integral to the day-to-day running of a business. Regardless of how i
the long run, if they do not have enough cash to pay their suppliers from one mot:!

term), they will come into serious problems. These issues could lead to the busine;

trust them, or, worse, going bankrupt from having so much more expense than in

Let's use Sparkling Crystal Ltd as an example:

Profit and Loss Account for Sparkling Crystal Ltd durin

Sales Revenue (a.k.a. Turnover)

Provi®ed there is still demand, the company could produce more goods/s;

Zfifit/f.fififififififi

Cost of Sales
GROSS PROFIT
OPERATING PROFIT

NET PROFIT

The company had a net profit of £4,03

nd Outgoings for Sparkling Crystal Ltd

Cash received (Incoming)

Cash paid (Outgoing)

4 look at their incomings &

Net Cash Flow

Sparkling Crystal Ltd's net cash flow is positive, but it is much lower than their net

they, and most firms, do business.
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Certain customers, for example, will have longer payment plans than others (espet:
in bulk!). Some suppliers will also demand Sparkling Crystal Ltd to pay quickly (i.e
might give the company a couple of months. All of these inflows and outflows aff
has available in order to pay its short-term debts.

-

W

e

Remember: profit is the goal in the long term, but a company must have cash freé%? =

actions. When it comes to the actual running of a business, profit is important, b @\ e

i £
s

7

S
S

o
\\\\x\\\‘

&\\\\\\\\\%\\\W

- 2.3.1. Questions .
Please write your answers on a separate piece of paper or in an exercise book. :

Q\-\
- "

R \\®

.

£

i

1. Sweet Things Ltd is a baker of cakes, tarts and biscuits. The company spent £54
production supplies for the year 2014—15, while sales revenue came to £135,00
a. Calculate the company’s gross profit for 2014-15. =
b. Complete the following profit and loss account for Sweet Things Ltd. :

G

i

i

i
i

I &

i

Profit and Loss Account for Sweet Things Ltd in

Expenses R\\%
4

Sales Revenue (a.k.a. Turnover) Q\\\\\\\\QQ

Ingredients £13,000

Production supplies £6,000

Labour costs £35,000

Cost of Sales

GROSS PROFIT

Business expenses £8,000

Administrative expenses

Total Other Operating Expenses
OPERATING PROFIT
Interest Paid

NET PROFIT

COPYRIGHT
PROTECTED

ig

Incomings and Outgoings for Sweet Things Ltd 2014-15

f ag
Cash received (Incoming) 135,000 Education |
Cash paid (Outgoing) 54,100

Net Cash Flow

b. Identify two reasons why a company’s net cash flow can differ from its ne
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2.3.2. Liquidity

N

! Key Points Covered R
- S \
S o
+ Statement of Financial Position Quantitative Skills C¢ g\\\\\\
+ Calculating Liquidity QS 1: calculate, use ari S S
L2 ' M
+ Improving Liquidity LT 8
« The Working Capital Cycle e o
S
P
While profitability shows the level of success a business can ex § \§ &
likeliness that they will be able to pay back their short- @\\\\
cash available for their day-to-day expenses than * i B
y- Yy exp \\\ §
= 5]
We can find the liquidity of a busi balance sheet. \\\\\\\\\\\\\%
s
Statemev al Position \\\\\\\
This statem YeiBo kriown as a balance sheet, shows the financial status of a busiz: §
(their assets) W what they owe (their liabilities). \\@
S \
Where Eagles Dare Ltd is a company that manufactures parachutes for skydivers. \\\\\\

include designing parachutes, purchasing raw materials to produce them, managi
their factories, transporting goods and promoting their products.

i,

A. &
The following shows a statement of financial position for Where Eagles Dare Ltd. % §
Statement of Financial Position for Where Eagles Dare Ltd @“\\\\\\%
2014-15 (£000s) 2013-14 (£000s) \\\§
o
\\x\
Factory 100 100 i
Office 65 65 Q\‘\‘\‘\\‘\\\\\\
Machinery 30 30
TOTAL FIXED ASSETS 195 195
Cash 40 20
Stock 20 60
Debtors 10 15
TOTAL CURRENT ASSETS 70 95
Overdraft COPYRIGHT
Creditors PROTECTED

TOTAL CURRENT LIABILITI
NET CURRENT ASSETS

Bank loan ¥

Property lease (20) {20) 19
TOTAL LTL (95) (115) ag
NET ASSETS 135 143 < Fducation
EQUITY

Owner investment 60 60

Retained profits 75 83 ;5

TOTAL EQUITY 135 143 <
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The statement of financial position shows the balance between a firm's assets an

make up a financial position include:

«  Fixed Assets: things such as property and equipment that are owned by th

+  Current Assets: these are assets that a business own for up to a year, such
are easier and quicker to convert into cash than fixed assets

«  Current Liabilities: debts that a company has and that will be paid within t

« Long-term Liabilities: debts that a company has and that will be paid in m

+ Net Current Assets: also known as Working Capital, this is the finance avai
to-day processes. It is calculated with the equation: Current Assets — Curren

+ Net Assets: this is what is left once all liabilities have been subtracted from
Fixed Assets + Net Current Assets — Long-term Liabilities

Calculating Liquidity
Businesses calculate their liguidity using

Current Ratio

This first ratig ets and current liabilities to show what cash a busi

Let's use Where Eagles Dare Ltd as an example:
Current Assets

Current Ratio for 2014-15 =

Current Liabilitiés

70
Current Ratio for 2014-15 = 3

Current Ratio for 2014-15 =2

The current ratio is 2:1, which tells us that Where Eagles Dare Ltd have £2.00 in asi
They have plenty of finance available to pay their short-term debts.

As a general rule, companies aim for between 1.5:1 and 2:1 as an optimal ratio.
detrimental to a business since they will not be able to pay off their short-term d
high ratio may mean that the company has too much cash wrapped up in assets
to make a profit in the long run.

Acid Test Ratio
Businesses have to accept that some of their assets may not sell. The acid test ra
takes this into account by removing a company'’s inventory from their current as
most liquid of assets, i.e. the ones that are most likely (and are quickest) to conv

Let's use Where Eagles Dare Ltd as an example again:

Acid Test Ratio for 2014

70-20
35

“Ratic for 2014-15 =

The acid tes o ; S "!\143:‘?, which tells us that Where Eagles Dare Ltd has £1.43 in
£1.00 of liabilities. Just like with the current ratio, the company has plenty of finan.:
short-term debts.

The optimal figure for a company's acid test ratio falls between 0.75 and 1.00. Mug:
acid test ratio shows that the business will have problems affording to pay off its &
lead to serious financial troubles. If the acid test ratio is significantly high, a busi
on current assets that could be better spent on fixed assets (such as new factory
assets may not help in the short term, but could create a lot of profit in the long
new factory, it will be able to produce more goods, make more sales and, as a re
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Improving Liquidity

If a business has a considerably low current or acid test ratio, it can improve this
e Sell off fewer current assets
e Hold back more cash, rather than investing in fixed assets

e Consider leasing some of its property, especially if it is not using it to full
e The business could even sell off a fixed asset and then rent it back in orde

If a business’s current or acid test ratio is high, it can address this in several ways, &
e Sell off more current assets, which are holding valuable cash for the comg:
e Use the available cash to invest in property or equipment, which could lea;

therefore, sales
o Change payback period with debtors so that the fi
invest this cash into its fixed assets.

The Working Capital Cv,
: mportant, cash is king. The main reason
0 companies must have a firm understanding of th

QUT: Purchase of
raw materials

) 4

IN: Customers
purchase goods

OUT: Stock held in
storage until
customers are found

Diagram: The Working Capital Cycle

Each inflow and outflow of cash has its own time period. The time period for pay

materials, for instance, may be much shorter than the pay period the firm gives it

Length of Working Capital Cycle = Time Goods Held + Time for Receivables Paid

Let's look at the working capital cycle for Where Eagles D
The company holds on to goods for 60 days. It give
company’s suppliers expect to be paid in_

Using these figures, we ca
Length of Worlkias C

e

Length of Working Capital Cycle = 69 days

arrives more quicy

wers 30 days to pay

=twe'working capital cycle for Where Eagles D
1e Goods Held + Time for Receivables Paid -3

RS AR,

Length of Working Capital Cycle = 60 + 30 — 21

This result shows that it takes Where Eagles Dare Ltd up to 69 days before it can
debtors (customers that owe money) into cash. Businesses all have different wor
for example, would buy in fresh fruit and vegetables and sell them soon after sto
manufacturer, on the other hand, may have a very long working capital cycle. It i
to keep track of how their working capital cycles change over time. If the cycle to
business could lose out since then it will not have enough cash available when th
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- 2.3.2. Questions

Please write your answers on a separate piece of paperor i

" The firm gives its custom

3. Sweet Things Ltd holds on to its produ
Dpliers (who provide the ingredients

for their purchases while th

any order. : : s
a.  Colog g capital cycle for Sweet Things Ltd. P

H
N
h M he answer to 3.a. means. - \\
o ‘\\
|

4. Inthis sé&tion, we talked mostly about profit and foss for Eagles Dare Ltd during:: S
; -

o

£

Statement of Financial Position for Where Eagles

2014-15 (£000s) -

FIXED ASSETS §\\\\ \§
Factory 100 % &
Office 65 §\\\\\\\\ \§
Machinery 30 \\\\\\\\\\\
TOTAL FIXED ASSETS 195 m\?@
CURRENT ASSETS P
Cash 40 i\\\\\\\\&\\
Stock 20
Debtors 10
TOTAL CURRENT ASSETS 70
CURRENT LIABILITIES
Overdraft (5)
Creditors (30)
TOTAL CURRENT LIABILITIES {35)
NET CURRENT ASSETS
LONG-TERM LIABILITIES (LTL) COPYRIGHT
Bank loan PROTECTED
Property lease {20}
TOTAL Lz {95)

135
EQUITY i g
Owner investment 60
Retained profits 75 Qg 5
TOTAL EQUITY 135 Education |

a. Calculate the current ratio for Where Eagles Dare Ltd during 2013—14.
b. Calculate the acid test ratio for Where Eagles Dare Ltd during 2013—14.
c. Explain the main difference between current ratio and acid test ratio.
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2.3.3. Business Failure

N

! Key Points Covered

+ Internal and External Causes of Business Failure + Financial and

The main culprit for why businesses fail is poor cash flow management. Without
become unpaid bills and eventually bad debts. There are many other factors, ho
to failure, however, which split into internal and external.

Internal Causes of Business Failure

Financial
«  Efficiency: businesses m
assets to converi to

irworking capital. This ensures
ey can pay their day-to-day expens
“a short term obje‘ctive is integral for a busi

Non-financial

«  Communication: (employer-to-employee, employee-to-
employer, etc.) is an integral part of running a business. If
everyone is not clear on a business’s objectives, failure is far
more likely as a result.

»  Efficiency: businesses that use their raw materials in the most
cost-effective manner possible benefit from having low cost of
sales and, therefore, higher profits. Businesses that waste their
raw materials, on the other hand, can suffer from producing
expensive products that no one can afford (or want to) buy.

»  Marketing: firms need to promote their goods to as many
customers as possible — and to the right people! If done
incorrectly, a business could suffer by trying (and failing) to sell
to the wrong people.

» Innovation: businesses that fail to stay up to date with their
markets (i.e. what consumers want and what they need) will find it diffict
business will introduce a better product/service and any firms left behiné

External Causes of Business Failure
Financial
+  Economic recession: a business must have a game plan for unforeseen

; eir raw materials fro
is can make supplies relatively ch
ning its currency, the business may have to
st of sales and, most likely, the price they charge f;

. National crises: disasters and states of emergency (e.g. war, disease, eai
catastrophic consequences for those affected. They can also significantly:
to purchase supplies from the affected area. If a business does not hav
they might lose all raw materials to make their goods/services. This wo
production, fewer sales, less profit and, ultimately, business failure.

»  Less export demand: businesses value their key contracts because thes;
guantities of goods. However, firms that rely mostly on consumers from::
products/services could suffer in the long run.
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A UK-based business that sells mostly to Turkey, for instance, could make a lot o
popular producer for the country. However, if the Turkish government decided t

within their own local economy, in order to keep the money in Turkey, the busines
main customers. f'

- 2.3.3. Questions
Please write your answers on a separate piece of paper or in an exercise book. -

5. Copy out and fill in the following table, using the phrases below. The first one hé¢

Currency strength Planning Communication
Economic recession Efficiency Marketing
Internal Causes of Business Failure External

Currency strength

6. Identify and expl f Umaoy come from a business ignoring the follc§
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Focus: Coca-Cola

B
R
# @\\R\\“\\
& o
g
L
Seasw
oca-Cola Comp g\\\\\\\\
. 2012 A\ 3K
Expenses Income ——
Sales Revenue 8,062 & e
Cost of Sales 5,162 R
GROSS P @\\\\\\\\\\f\
Administ¥ig 1,668 1671 (W
expenses s
Other operating 286 301 “ \\\%\\%&\
expenses s
OPERATING - -
SNy
PROFIT _ ¢ \
Questions: : E@i
- - . o # |
a) Flalculate the fqllowmg three figures for 2014, 2012 and 2010: \\\\\>§
i)  Gross profit e
ii) Operating profit \\\\\\\\\\“‘
iii) Net profit \\\
b) Calculate the following three figures for 2014, 2012 and 2010:
i)  Gross profit margin
ii) Operating profit margin
iii} Net profit margin
c) Using the data from your calculations, analyse whether The Coca-Cola C
k increasing or decreasing and suggest how the company could improve i
COPYRIGHT
PROTECTED

ig

0g

Education
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2.3. Keywords

Gross profit:
Operating profit:
Net profit:
Profitability:

Cash:
Profit:
Fixed assets:

Current assets:

Net current assets:

Net assets:

Liquidity:

The difference between revenue and cost of sale

The difference between gross profit and other op
The profit left after deducting COS and all operat

How profitable a business is, comparing gross, o
sales revenue

Money available for payment of day-to-day activ

Money that is left aftera inses and dividend

Things such s nd equipment that are

Business owns for up to a year, such;
e easier and quicker to convert into cash

Debts that a company has and that will be paid w
Debts that a company has and that will be paid |r

Also known as Working Capital, this is the finance%%
its day-to-day processes. It is calculated with the
Liabilities

This is what is left once all liabilities have been su
calculation for this is Fixed Assets + Net Current

2.3. Answers

The ability that a business has (through its assets):ij

1. Sweet Things Ltd is a ba

ingredients and production supplies for the year 2014-15, while sa

£135,000.

a. Calculate the company’s gross profit for 2014-15.

ker of cakes, tarts and biscuits. The compar

Gross Profit = Revenue - COS

Gross Profit = 135,000 - 54,000
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b. Complete the following profit and loss account for Sweet Thing:

Profit and Loss Account for Sweet Things Ltd in 2014-15

Expenses | Income

Sales Revenue (a.k.a. Turnover) £135,000
Ingredients £13,000

Production supplies £6,000

Labour costs £35,000

Cost of Sales £54,000

GROSS PROFIT

Business expenses

5,000
£13,000

Administrative expenses
Total Other Oper:

£68,000

£2,650

£65,350

2. The table below shows the incomings and outgoings for Sweet Thm\:
a. Calculate the net cash flow of 2014-15. .

Incomings and Outgoings for Sweet Things Ltd 2014-15

£
Cash reFelved 135,000
(Incoming)
Cash paid
(Outgoing) 54,100
Net Cash Flow £80,900

b. Identify two reasons why a company’s net cash flow can differ f;
Answers may include (but not limited to) debtors paying in the next t¢
share issue and government grants.

3

3. Sweet Things Ltd holds onto its products for five days. The firm glve\
(supermarkets) 30 days to pay for their purchases while the compa:
the ingredients) expect to be paid in 15 days after any order. -
a. Calculate the working capital cycle for Sweet Things Ltd.

Length of Working Capital Cycie
= Time Goods Hy

eivables Paid - Trade
Length of Working Capital Cycle = 5 + 30 -
Length of Working Capital Cycle = 20

b. Explain what the answer to 3.a. means.
This explains that it takes Sweet Things Ltd 20 days to convert its raw:
into cash.
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4.

In this section, we talked mostly about profit and loss for Eagles Das

during 2013-14.

Statement of Financial Position for Where Eagles Dare Ltd
2014-15 (£000s) | 2013-14

Factory 100 1
Office 65

Machinery 30

TOTAL FIXED ASSETS 195 1
CURRENT ASSETS

Cash
Stock 20 6C
Debtors

TOT gy

Overdi:é'f.t

Creditors (30) (

TOTAL CURRENT LIABILITIES (35) (

NET CURRENT ASSETS

Bank loan (75) (9;E 5

a. Calculate the current ratio for Where Eagles Dare Ltd during

Current Ratio for 2013-14 =

Property lease (20) (2 G
TOTAL LTL (95) (11
NET ASSETS 135 1
EQUITY

Owner investment 60

Retained profits 75

TOTAL EQUITY 135 1

Current Liabili .

Current Rati

b. Calc‘!'gte {5

Current Assets - Ir;

Acid Test Ratio for 2013-14 = Current Liab
5-60

9
Acid Test Ratio for 2013-14 = 3

35
Acid Test Ratio for 2013-14 = 32

Acid Test Ratio for 2013- 14 = 1.09 (rounded to |

013- 14 = 2.97 (rounded to 2.

st ratio for Where Eagles Dare Ltd during 2\
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c. Explain the main difference between current ratio and acid test

Students should show understanding that acid test ratio takes into ac;
easily (and quickly) converted into cash. Due to this, inventory (i.e. s

5. Copy out and fill in the following table, using the phrases below. Th |

for you.
Currency strength Planning Communication Na
Economic recession Efficiency Marketing
Internal Causes of Business Failure External Cat

Planning rrency strength i
Communication National crisis
Innovation Ecanomic recessi
Efficiency Export demand
Marketing

- capztal Possible effects may include:

«  The business might run low on cash/assets with which to p

e There may be too much cash which should have been investe,
therefore, overall profits

b. Economic stability. Possible effects may include:
e Loss of customers as disposable income decreases
o Ifthe business sells low-value goods, there may be a sudden s
been prepared, i.e. loss of potential earnings

¢. Marketing. Possible effects may include:
e Fewer people learn about the business/brand. These people
»  Business has more cash available to invest in other areas

w2 explain one effect that may come from a business ignot

A Level Edexcel Business Course Companion: Theme 2 Page 52 of 84

-

‘\\\\

\\‘\

o

\\\\\
\\\\‘\}\g

W

—
i
5
\\\\\\\\\\\\
N

\\\\\\\\

\\\x\“
e \
\\\\\\

i,

SRS

il

///
Gt

e

S

\\\§

*\\\\\\\\&\

COPYRIGHT
PROTECTED

ig

0g

Education




2.4. Resource Managemen

2.4.1. Production, Productivity and Efficiency

| Key Points Covered

+ Job, Batch, Flow and Cell Production « Efficiency
« Productivity

S

Methods of Production

A business must choose the right method of prodw
that businesses choose depend on many |
aims and growth objectives.

Job
This metho!
product at a g

ion is the one of choice for small businesses and sole trad
Wsuch as an artist working on a piece of pottery.

Batch
Bakeries are the classic example of this production method. A bakery will focus o .
one type of bread, baking as many loaves as it can, before switching production
another and baking enough to meet demand. The method normally requires
specific equipment (such as a baker’s oven) but every good is produced in the
same way. This is a much more efficient method than job production because =
manufacturers can produce many goods at a time. It is flexible, too, as the busines:
can produce goods to order as demand increases and decreases.

Flow

This method of production is used by car manufacturers, and other such busines
a significantly large scale. Businesses manufacture their goods in a conveyor-belt
equipment. Once in motion, however, this method of production is extremely cost:
method when they have a piece of equipment to dedicate to the manufacture of ¢
focusing one factory on the production of their Fiesta cars. -

Cell

Large manufacturing firms, such as producers of electronic goods, use this
method as a way to efficiently divide production. Employees are split into
teams, with each team working in the same way but focusing on a
different product This method i mcreases the responsibility th employees

well for extremeiy large compames
duties cannot be carried out w

was able to gﬁ wh;!e speed shows how quuckiy they were abie to doit. Productlonsé:
output a firm produces in a specific amount of time, while productivity gives the kg

each input.

Outputs can include the amount of productivity per person, per factory or per mas
monitor their employees on how many sales they make. This productivity is meas
per salesperson.
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Factors that Influence Productivity -
Businesses use all sorts of methads in o heir productivity, includiriy

inployees work

\\\\
Py,

\\\x\\“
There are downsides to these methods, however, which can lead to pushback froré% \\\\\\
e Employees very rarely choose to work longer hours
e While a firm may offer new training or change business procedures, their
to learn 5
o If alabour force is expected to increase its productivity, it may want to be
e Whenever a firm announces changes that affect productivity, some memb§
as a threat to their jobs
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Productivity and Competitiveness
Both of these terms are closely linked with the success of a business. Firms looking
competitiveness within a market (e.g. gain more market share) will explore produé:
achieving this.

The operations department is normally the business area responsible for increasin
processes that operations lead must be in line with the aims and objectives of the
become more competitive, for instance, operations will need to support this by in;

Firms concentrate on productivity as a method of becoming more competitive for.
e Firms that cannot produce enough to fulfil market demand will lose out t¢
business must, therefore, increase productivity in Ofdef to meet demand

o Markets that have particularly price-elastic dema

to reduce their costs enough (e.g. by mcre.m

o If a firm's main objective is to dec 7
productivity. The more gon: an produce the lower its overall ¢

o Service-focused fir te on productivity as a way to provide
The maga riais a business has available at any time, the more;

i nd, hopefully, encourage further sales in future.

COPYRIGHT
PROTECTED

15 per cent, it can achi

ig

Efficiency
This refers to the maximum output a business can achieve through a minimum nu
Efficiency involves everything from a business’'s workforce to its procedures, scale,
equipment and machinery).

0g

Education

Efficiency can be improved either by a firm increasing the number of outputs it
producing its outputs using fewer inputs.
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Let’s show that visually:
Efficiency method 1:

Business’s Inputs
(i.e. labour, capital, etc.)

More Outputs
(i.e. products, servi¢

Efficiency method 2:

Business’s Outputs
e. products, servic:

Fewer inputs
(i.e. labour, capital, etc.)

Labour-intensive or Capital-ir
Businesses make the decici
skills and efficizmci

€r o focus on labour— or capltal mtensw

oy

size and poskg®wvithin the marketpiace and the kind of service consumers need

When a firm understands which route is best for it, it can explore the different o
more efficient. These include:
e Productivity of labour: encouraging the workforce to increase their pr.
targets, motivation and/or better matching people’s skills to tasks =
¢ Nature of processes: businesses must use the correct method of produc;
manufacturer might use flow production since it needs to produce many &
standard
e Capital utilisation: the fixed costs of a business stay the same regardless::
so a business must utilise these (i.e. equipment, machinery) to their maxirt
goods/services will become more expensive to produce.
e Scale: businesses all look for profit and so they also look to grow. This cat
as purchasing, which help a business lower costs overall. However, if a b
suffer from diseconomies of scale, such as poor communication through
e Innovation: firms are always looking for cost savers, ways to either prod
efficiently or deliver them more cheaply. Retailers that move online, for i
longer needing a shop window. .
e Lean production: businesses invest in methods to reduce waste not only“
as a way to save money. Less waste (as well as fewer repeat processes) h
and improve efficiency.

- 2.4.1. Questions
Please write your answers on o separate pi

an exercise book.

1. Complete the followin the phrases flow, job, batch and cell.

ch as Toyota, are well-known examples of

focus th\a@®Gichinery on the creation of the same product over and over agai

on the other hand, uses production because each prog:

bakery is the classic example of production. Paint mas

Technology firms like to use production because it a

on one specific task(s).

2. Identify and explain two ways in which a firm can increase its efficiency.

A Level Edexcel Business Course Companion: Theme 2 Page 55 of 84

-

‘\\\\
\\‘\

o

\\\\\
\\\\‘\}\g

W

\\\\
Py,

\\\\%\‘
e \
\\\\\\

i,

SRS

il

///
Gt

e

S

\\\§

*\\\\\\\\&\

COPYRIGHT
PROTECTED

ig

0g

Education




2.4.2. Capacity Utilisation

N

! Key Points Covered

« Capacity Utilisation Quantitative Skills
« Over- and Under-utilisation of Capacity QS 2: calculate, use a
« Improving Capacity Utilisation

AR IR,

Firms calculate capacity utilisation to show their actual output and how it compare:
output they couid produce. :

The equation for this is: _
Current Output

- Maximum Possible Output

three factoru:* here it is able to produce a maximum of 50,000 mannequins pe

however, it has only managed to produce 37,000 mannequins each month.

Capacity Utilisation for Plastic People Ltd =

37,000%
50,000

Capacity Utilisation for Plastic People Ltd =

Capacity Utilisation for Plastic People Ltd = 0.74 »

Capacity Utilisation for Plastic People Ltd = 74 p:

This calculation shows that Plastic People Ltd is performing at only 74 per cent of &

Implications of Under- and Over-utilisation of Capacity

In the previous example for Plastic People Ltd, we showed that the business was
was not making the most of the machinery/workforce/equipment available to it.
over-utilisation, where a business runs at more than 100 per cent of its available ¢

There are problems that come with under-utilisation of capacity, including:
e The fewer resources that are used by a firm, the higher the fixed costs are}

if fixed costs are spread across more product 1 work out cheaper::

e  Firms that under-utilise their capacitv run 7 not meeting demand
case, a firm would have exce “itis unable to fulfil. This coulc
negative image for it -

Over-utilisation of capacity comes with many issues, too, including:
e Workload can get too intense for a firm's workforce, who then become dé¢

e  Whenever machines or people do things quickly, they run the risk of she

be able to produce more goods in the given time, but each product ma

e If a business is already producing at over-capacity, it will have problems if
higher as the firm will have no way of fulfilling its surge in custom

¢ Maintenance of equipment and machinery becomes near-impossible sinc

tilt at all times

\at is not strong enough to compete.
nder-utilises its capacity could be lacking in::

A Level Edexcel Business Course Companion: Theme 2 Page 56 of 84

-

‘\\\\
\\‘\

o

\\\\\
\\\\‘\}\g

W

\\\\
Py,

\\\\%\‘
e \
\\\\\\

i,

SRS

il

///
Gt

e

S

\\\§

*\\\\\\\\&\

COPYRIGHT
PROTECTED

ig

0g

Education




Improving Capacity Utilisation -
As we now understand, fixed costs do not change and so businesses should aIwayEE
of the capacity they have available. This will help keep production costs low whil
fulfil potentiat demand.

A firm can make improvements to its utilisation fiwh s sing or decreasing us

'heip the business prepa

e Und™® anding the consumer: this is normally done through primary ang.
more a business fearns about its customers (and potential customers), the:!
to make sure it meets demand.

e Sale of assets: if the business is continually unable to use its entire capaci
wish to consider selling some of its machinery/equipment. This money ¢
business as promotion in order to create more interest in its goods.

e Employing more/fewer staff: capacity can take the form of equipment, :
business has more employees than its consumer demand requires, it may::
Likewise, if demand is high, the business could need more staff in order
manufacture goods.

~ 2.4.2. Questions

Please write your answers on a separate piece of paper or in an exercise book.

3. Copy out the following statements into the correct categories.

Statements

*  Quality might be ignored and so can decrease to the point of products be

e The fewer goods a firm produces, the higher the fixed costs per unit :
*  Maintenance of equipment becomes impossible as there is simply not en¢
»  Workforces lack in motivation as there is little drive tr. aver-achieve

utilisation

4. A cutlery manufacturer produces between 250,000 and 300,000 sets of cutlery
goods, the firm uses three expensive pieces of machinery (which it owns) and er;
years, however, the demand for cutlery has fallen and so the firm has had to cut;
produces. -
a. Identify whether the manufacturer is experiencing under- or over-utilisati
b.  Explain one way in which the firm could improve its utilisation of capacity.
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2.4.3. Stock Control

N

! Key Points Covered

+ The Stock Control Diagram + Just-in-time Mag:
+ Buffer Stocks +  Waste Minimis
« Implications of Poor Stock Control « Competitive Ad

The Stock Control Diagram
Stock involves the raw materials, supplies or goods that businesses hold over a spi
must keep tabs on (i.e. manage) what stock they have, sy have sold/used &
Without good stock management, most busine out of commission 1

R

tock Control Diagram

80

70

60

Stock 50

40

30

20

10

0 10 20 30 40 50 60 70
Weeks

Diagram: Stock Control Diagram

The above is an example stock control diagram. This allows us to identify:
e The reorder level of stock
e The level of buffer stock available
e The time it takes for stock to arrive once ord

The buffer stock shows the differeng bt
case, 20 units) and zero,

e apsolute minimum stock that a

The reorder; w low the stock can get before the company needs

The reorder tirrie tells us how long it takes for new stock to arrive once the compai;

In the example above, new supplies take around seven weeks to arrive once orde
of stock once there are 50 units left. The stock arrives by the time the company g
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Buffer Stocks
The buffer stock of a business is the difference between the minimum amount of
hold and absolute zero. For example, if the minimum number of brushes a paint
150 this is also the business’s buffer stock.

There are positive and negative sides to holding buffer stock, which differ from cc:

Advantages of holding buffer stock:

Disadvantages of holding buffer stock:

Production flow: large manufacturing firms, such as
Toyota cars, need to keep a steady flow of praduction. I
stock falls below a certain point (or even down to zero) the
business will hit a bottleneck, which will slow pro
a halt. Keeping a steady flow of stock, the
production flow, too. "
Ability to satisfy de
available ensure

ifer stock readily
always able to fulfil normat
{s, for instance, keep a steady flow of
of milk or bags of potatoes) because they
knoww®®Ere will be demand.
Coping with peaks in demand: this is important for most
businesses, especially those whose demands are influenced
by cultural trends. Take a shoe shop, for instance: if the
owners learn that their shoes have received a surge in
popularity (perhaps a famous singer was seen wearing
them), they will need to react by buying in more stock so
that they can satisfy the sudden spike in demand.
Economies of scale: buying in bulk helps businesses bring
down their cost of sales because they have more power to
negotiate with suppliers. An electronics company, for
instance, might be able to purchase raw materials more
cheaply if they place a significantly high order with their supplier.

Opportunity costs: one main problem for any business is the fact that t
could have been better used as reinvestment in the company. It is a risk
Costs of storage: this can involve stocking warehouses full of finished p
firms), filling shelves and freezers (as with supermarkets) or even keeping
shops or convenience stores). Stock might need to be chilled, heated or
form of management, such as a computerised database. All of these aspe:!
Depreciation/obsolescence: let’s use the shoe shop example again. If a
popular, management may respond by purchasin em in bulk. How
enough of these shoes while they are at th popularity, the shog
are worth nothing compared to wha: ‘ht originally paid for th
supermarkets for whom thg goods have sell-by dates, and so
right time.

e taken care of; this is not just to keep it refrig

Insurance: in case any stock is stolen or damaged, businesses need some .
insurance for this, which can be very expensive, especially if the goods are::
Administration: buffer stock is handy for fulfilling demand, but the busin
order it, transport it and check it is up to the correct standard. This all cos::
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Implications of Poor Stock Control

Firms that have too much stock (i.e. much more than demand) are running ineffi
money that could be better used as investment in the business. Likewise, not havi;
significant risk: if businesses have insufficient stock levels, they will make a loss on:
are unable to satisfy.

These are known as stock-in and stock-out costs, i.e. the costs of holding too muct
enough (stock-out).

Let’s use some examples: -
A large electronics retailer has been at the forefront of consumer technologies for
new computer or DVD player, they go there first. The retai

meant signit Y stock-in costs for the business’s rivals.

Christmas time is normally a good period for butcher shops, with
turkeys their biggest seller of the season. It wasn’'t always a good time
for one small shop, though, who would purchase enough birds to
satisfy demand but never sell them all. One year, in fact, they bought
100 birds and only sold 25. The other 75 birds could barely be sold,
especially after the Christmas period, and so the business suffered
significant stock-in costs. The shop have since learned from their
mistakes and now take orders for turkeys at Christmas. Customers
must pay for each turkey in advance and collect one week before
Christmas. This ensures that the business purchases only enough birds
to satisfy demand — no more, no less — which makes the Christmas period a happ}éé

Just-in-time Management of Stock
The just-in-time (JIT) method of managing stock has become more adopted ove
method keep a low inventory of stock and produce only to specific orders. This
forecasting method, wherein businesses predict how much demand there will be
to cover this; instead, businesses produce to requirements. This method requires
must be able to inform their suppliers in time when consumer demand rises.

Advantages of JIT Management of Stock
e Time saver: businesses receive an order rest
good or put it directly on the shel
e Money saver: the busi
. Compact produ:-+

whsch would be money wrapped up in stc»:k
e Less obsolescence: this is still a risk, but businesses run much less risk o
and sell goods when there is demand
e Lessrisk to goods: if fewer goods are in storage, then they are less likely:t
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Disadvantages of JIT Management of Stock

* Suppliers: businesses need suppliers they can trust to do a good job at st

produce stock in time, the business will suffer greatly.

e Expensive: this can be expensive to do on a grand scale, as businesses ne:

computer systems in order to monitor incoming orders and available sto
e Mass orders: if a business using JIT stock management suddenly receiv
to cope with the volume of requests. Moreover, the business’s suppliers
enough stock.
e Unforeseen circumstances: war, famine and natural disasters can put h
business’s supplier

The JIT method of stock control is particularly suited to b s such as car m
print on demand. In both of these cases, stock is nce an order ha
closely linked with waste management a i since it helps a busin
and improve efficiency from start

R ount of waste they create for many reasons, from addr.
reacting to CX®er demand. By correctly managing their waste, businesses ca
simultaneously bringing down their costs of production.

Technology has been a major player in the movement towards waste minimisatiot

these new technologies in order to:
e Reduce defective products
e Curb overproduction of goods
e Decrease wait time for consumers and downtime of machinery
e Monitor and moderate unnecessary stock
e Streamline production

Waste minimisation also relates to actual waste, i.e. overuse of product packaging.:

bring down their packaging costs by using reusable boxes. Transport costs, mea
their goods in bulk rather than per order.

Competitive Advantage from Lean Production

Lean production is a form of production that focuses on waste-saving measures, |
manufacturers. This form of production involves a range of techniques, including:::

o JIT
e Total quality management (TQM)
o Kaizen

e (ell production
e Reduction of excess stockholding
e Improvement of communications between o

Further Reading:

Jump to the chapter agement to learn more about TQM and k

Benefits o8 Production
Businesses can reap many rewards from employing lean production, including:
e Productivity: this increases as employees decide the most efficient way
e Motivation: businesses can motivate their workforces by giving more re
e Shared decisions: empowered workforces take part in decision-making
management and opens up the potential pool of ideas
e Waste management: businesses that operate lean production benefit f
holding (from JIT methods), which increases available funds and, therefo
e Quality: employees and management work together to streamline and
can help increase quality
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~ 2.4.3. Questions

Please write your answers on a separate piece of paper or in an exercise book.

5. Copy out the following stock control diagram and fill in the five missing labels. R

B \
i
k | e
Stock Control Diagram & o
8 Q\\\\
90 S
Y
" .
70 x\ .
L W
50 \\\\\\\\\\%
Stock 50--- R
\\\\\\\\
“ |
30 \\\\‘\\\
: - \
20 \\\\\\
10
0 x\ §
! «x\\“
R

////
. Yt

s

6. Identify and explain two reasons why companies hold buffer stocks. \\\\\\
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2.4.4. Quality Management

N

! Key Points Covered

+ Quality Assurance, Control and Circles and Total + Continuous Impr
* Quality Management + Competitive Adva

The quality management techniques used by businesses relate closely to those of

Quality Assurance vs Quality Control
These two terms are frequently used in business and
quality assurance and what is guality control

\Quality Control (QC)

Analysis of quality in a finished
good/service.

QC is a corrective method. It helps
Why used? identify and fix defects in goods before
they are released.

This is a reactive measure. Businesses
When used? make improvements to any defects at
the end of the production process.

Quality Circles: One way for businesses to empower their workforces is to use g
of their employees into groups (quality circles) and give them direct responsibility:;
helping to improve — business processes. The circles identify potential for enhance
and efficiency.

Kaizen

Kaizen businesses work to improve their processes with the idea that this should
outcomes. Unlike quality circles, which give responsibility to some employees, kai3
of the workforce by continually asking for ideas on how employees believe their &

The kaizen method (also known as continuous improvement) can bring about man:
employee motivation and productivity, reduction in wasteful processes, higher g
a business’s final products/services. Firms that use kaizen consider it an integral
good example of kaizen-focused business is the Japa

Did You Know?
The word kaizen'is

iprovement’.

The philoso e yind kaizen is based on gradual change and employee suggest
small, considered steps (rather than focusing on large, individual innovations) witk:
volume of changes will eventually result in huge improvement.

Businesses cultivate a culture of continuous improvement by encouraging their we
These suggestions can be as big or small as necessary — sometimes improving the
creates the most noticeable of results! Suggestions can be given anonymously, u
person. Kaizen businesses focus on the talents of their employees, and their abilitg
than invest in expensive machinery in order to get to the same outcome.
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Kaizen may seem like a long-winded (and, therefore, pricey) way of working, but E
(the people most involved in a business’s quality procedures day in and day out), §
foundation for innovation that gives them a competitive advantage over any rivals.

quality, but increases motivation, too, as employees feel more valued and are, th
extra mile for their employers.

Total Quality Management (TQM)

TQM is another method that aims to empower employees: unlike kaizen, which w
involves the entire business; it is the culture of the organisation. Employees act li
analysing the work they receive from other departments in arder to, as a unit, cri
best quality product/service possible.

Competitive Advantage of Quality Managerv

Keeping goods/services to a high stand
gives a business competltsve ad
appears to consumers.
are of a simil s

“how well the product d
s#sTivals — the higher guality your g
mage can a!so nge the pez ception that

- 2.4.4. Questions

Please write your answers on o separate pi n an exercise book.

7. Identify two differenc ality controf and guality assurance.

Rould benefit the company.

cturer is considering whether to employ the kaizen method 5
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Questions:

utilisation for both.
its capacity utilisation.
so much money in it

d)

practice.

R

a) Assuming that the maximu
capacity for Rover in 1999
was 100,000 units and that
the maximum capacity for
BMW in 2007 was 250,000
units, calculate the capacity

b) Identify and explain two way
Rover could have improved

c) Compare the benefits and
drawbacks of BMW investis

the poté’ﬁtial value that the
company can draw from this

2.4. Keywords

Job production:
Batch production:
Flow production:

Cell production:

Over-utilisation of capacity:

Under-util’

Productivity:
Efficiency:

Kaizen:

TQM:

: When a business produces fewer goods/services

When a business produces goods/services one a
When a business produces goods/services in gro
A canstant flow where a production line focuses

When a business splits itself i
production of a good/:

to specialist areas,

©s more goods/services
stress on overworked staff and mi
ie and maintenance of equipment.

lead to staff being underworked, which may dem
money an employees they do not need.

A company’s hourly rate of output per each inpu

How much a business can achieve through a min
costs

Employees are organised into groups (quality cir

for continuously analysing, and improving, the pr :

A constant, company-wide culture of quality man
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2.4. Answers

N

1. Complete the following sentences using the phrases flow, job, batch T

Car manufacturers, such as Toyota, are well-known examples of _FLOW_ S \
machinery on the creation of the same product over and over again. An i \\\\%
the other hand, uses __]JOB__ production because each product is made in \:\ o
. , , & 8
classic example of _BATCH__ production. Paint manufacturers also use t W§

to use __CELL__ production because it allows each group of workers to fo

2. Identify and explain two ways in which a firm can increase its effic
Answers may include, but not limited to: productivity (i.e. encourage incr
through targets and reward schemes}, inputs vs ou .e. fewer inputs
same amount of inputs for more output}, i creating better
efficient ways of producing them} tion {i.e. creating less

&\\\\\\\\\\\§

B
Py,

\\\\%\‘
e \
\\\\\\

3. Copy out the follo ts into the correct categories.

‘«s of under-utilisation Drawbach

i,

The f®00ds a firm produces, the higher the Quality might be ig::
fixed costs per unit the point of produc;
Workforces lack in motivation as there is little Maintenance of eqi:
drive to overachieve there is simply not ¢

SRS

Firms are unable

il

///
Gt

e

4. A cutlery manufacturer produces between 250,000 and 300,000 set:
produce this many goods, the firm uses three expensive pieces of m:
employs a workforce of 200. In recent years, however, the deman
the firm has had to cut back on the number of goods it produces.
a. Identify whether the manufacturer is experiencing under- or o

Students should show that the manufacturer is experiencing under-

S

\\\\

Tl

*\\\\\\\\&\

b. Explain one way in which the firm could improve its utilisation
Ways to improve under-utilisation of capacity might include: -
e Sales forecasts could help the firm predict any further drop.
»  Create more demand through advertising, branding and pr
»  Market research to find out where the firm might be going
e Sell off one of the pieces of equipment to free up some cash
the firm
The firm may have to make redunda
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5. Copy out the following stock control diagram and fill in the five mi

-
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Stock Control Diagram
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6. Identify and explain two reasons why companies hold buffer stock
Students might include any of the following: :

e Buffer stocks keep a company’s production flowing, lessening the:;

o A steady flow of stock also means firms can always fulfil their deré

e Keeping more stock than enough allows a firm to react to spikes &

*  Bulk-buying of stock can lead to economies of scale through a rec

i

///
Gt

e

S

\\\§

*\\\\\\\\&\

7. Identify two differences between quality control and quality assura
Quality assurance is a proactive measure that involves managerial decisio
implement processes that best ensure their goods are produced to the higk:

Quality control, on the other hand, is a reactive measure. It involves the co
products before they are made available on the market. -

8. A computer manufacturer is considering whether to employ the kag
Explain one way in which kaizen could benefit the company.
Students could explain any of the following:

¢  Increase in employee responsibility can le
«  Employees are the ones who know th
increase in efficiency and p
= Thisalso relates to
improveme 3

smotivation

s hest and so the COPYRIGHT
PROTECTED

vas eﬁu‘ processes, higher quality
ss's final products.

ig

0g

Education

A Level Edexcel Business Course Companion: Theme 2 Page 67 of 84



2.5. External Influences

2.5.1. Economic Influences

| Key Points Covered

+ The Effects of External Influences on Businesses Quantitative Skills
+ The Effect of Economic Uncertainty on the QS 4: interpret index
Business Environment

There are many economic factors that can influen of a business.

Inflation
This describes the increa : es in an economy. Inflation is measured
(CPI), which cogss onsumer's shopping basket of goods and ser:

oy

An inflated g5y has a few benefits to businesses, such as:

e it helps with borrowing as long as the available interest rate is less than
e |t raises the value of property and stock, which increases a business’s ca
e |t can allows businesses to increase their prices without raising suspicion t

However, an inflated economy poses a lot more negatives to a business than it dc
e Asinflation increases, so do prices, which can turn away consumers, espec;

essential goods

e Consumers can become price-sensitive and so look elsewhere once therei:

e Cash flow becomes much more difficult to come by
e Suppliers increase their prices, which puts more pressure on businesses tc:
e Company workers may demand more pay in line with inflation

e The country becomes less competitive as the currency means less

e Forecasting becomes difficult since there are so many changes happeni

With all of these examples, the degree of severity for a business depends on ho
If a business offers a particularly price-elastic good, it is very likely that consume
once inflation sets in.

Exchange Rates

These show the price of one country’s currency compared to another. In
the UK, we compare all currencies to the pound sterling. For example,
we might compare the US dollar 1.50 to the pound.

e Decreasing the price of imports

As the price of exported goods increases, businesses may find it harder to sell th
harm revenue and, therefore, profits. If businesses sell products that have high pri:
less competitive as demand decreases due to high prices.

Depreciation creates a weaker currency, which can affect a business in the opposit;
given above. :

R
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Interest Rates
These are the costs of borrowing and rewards for lending. Businesses will generalE:

see that the return will be greater than the interest rates they would have to pay. i

If interest rates fall, businesses can be affected in the following ways:

» Less saving: consumers do not want to save when interest rates are low &:

with businesses
e Credit: the cost of buying goods on credit decreases and so consumers c;

e Loans/mortgages: the rates for these decrease, which gives consumers n

with companies
e Fewer costs: a business's fixed costs decrease since interest rates are lows

If interest rates rise, the opposite would occur w:t
still depends on the type of business. A fi

affected as much as a firm whose ~ mely price elastic.

Taxation ancaZo
Tax comes PR« r businesses:

. ind;rect tax

Direct tax is that which is directly felt by the business, such as
corporation tax. /ndirect tax, meanwhile, covers such taxations as
value-added tax (VAT) and excise duty (for alcohol, petrol and

cigarettes).

Businesses can feel the effects of taxation in many ways:

e VAT increases/decreases the price of goods, which in
turn increases/decreases demand and the volume of
goods a business can afford to produce. Levels of
production then inform businesses on decisions

regarding redundancies, i.e. if there is not enough demand, there is not et

employ workers

e High corporation tax can scare off new start-ups while low corporation t
to enter the market

e Excise duty can either help or hinder a business — firms selling alcoholic
difficult to compete with such high taxes to pay

e Low rates of income tax can give consumers more disposable income, wh

e Some taxes are set so that higher-earning businesses pay more than tho
cash back into the economy, which helps less profitable businesses, whil
make a significant profit.

Government spendi‘ng can signiﬁcantiyaff ot

hurt othe;s

e A decrease in government spending, on the other hand, can lead to a dx

businesses as there is less incentive

e Productivity would then decrease, leading to less competition between
rates of unemployment

e  With unemployment, of course, comes less consumer spending, which di
more susceptible to income elasticity of demand
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The Business Cycle -
This shows the ups and downs of an economy by following the growth of gross di:
main elements to any business cycle are boom, recession, slump and recovery.

GDP Boom

Diagram: Example of a Business (ycle

The business cycle has effect on a business depending on the income elasticity of
products/services. A car manufacturer, for instance, may be greatly affected depe
economy reaches in the business cycle. When consumers have less disposable inc
as many luxury items, such as new cars. A regular baker, on the other hand, who
bread, would have fewer problems depending on the business cycle because the
have money available to spend on bread.
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The Effect of Economic Uncertainty on the Business Enviro;
Nothing is ever certain in the business world, with economic environments chan
refer to macroeconomics (factors affecting businesses that are beyond their cont
(factors affecting businesses that are within their control).

Many of the world's leading businesses are depen eir supply and so they

times of economic uncertainty.

Let's use coffee as :

f coffee halved, supply would decrease

. Supphers would then be able to charge more for their beans
e Businesses would be forced to increase their costs
e Selling prices would then rise due to higher costs

Businesses create contingency plans in order to manage economic
problems such as a drop in world supply. These plans set out what to
do in an emergency situation. Firms, therefore, need to forecast what

economic problems are likely to occur, e.g. sudden fluctuation in an

exchange rate, so that they can consider the best possible options.

Forecasting, however, is difficult, especially when it comes to uncertainty, and so r
preventative measures that will help lessen the effects of economic factors. Many &

materials from more than one supplier — this way, if supplies dry up from one so
more it can use. Another preventative measure is the use of future contracts, wh

currency in advance at a fixed rate. This helps prevent exchange issues later down::
expensive, especially if the exchange rate moves in the opposite direction to what
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[ 2.5.1. Questions
Please write your answers on a separate piece of paper or in an exercise book.

1. The following diagram shows an example of a business cycle.
a. Complete the diagram using the terms boom, slump, recession and recov

GDP

S
]

R
&

i " &

o

A

i

P

b
bz

SR

/’////////

3
S

i

b. Iderni }}"bne characteristic of each stage in the business cycle.

2. Complete the following table to show either benefits or drawbacks to business

B
S
.

\\\\@

3

£

Effects to businesses from an inflated econo

i

e Businesses can increase their prices without raising suspicion
e Consumers may become price-sensitive

*  Business cash flow becomes much tighter

e It raises the value of property and stock

e Suppliers are able to increase their prices

e Company workers make demands for higher pay

8
=
2

i

7

T \\®

.

W

Benefits
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Competition Policy

This is regulation to ensure businesses are competing fairly in the marketplace. |
monopolies and cartels. An example piece of legislation is the Fair Trading Act o
investigate business takeovers and scrutinises existing monopolies and anti-com

Possible effects for businesses include;
e Lowering prices in order to compete, which brings down profits
e Improved quality
e Fairer competition
e Easier market entry for small businesses, who would

otherwise have great difficulty getting a foot in the door
e Punishment (i.e. fines) for anti-caompetitive behavios
such as collusion and price-fixing

Health and Safety
This aims to ensure busin

fe working

the health, saféty and Welfare of all empioyees.

Possible effects for businesses include:

e Costs from complying with the legislation

e Enhanced company brand since it promotes a safe

working environment

e Increased employee motivation

- 2.5.2. Questions
Please write your answers on a separate piece of paper or in an exercise book.

3. The following shows a list of possible business effects and government legislat
correct effect.

Motivation increases as working
conditions increase

S

Enhanced company brand since it
promotes a good working environment

Improved quality of products/services

Positive branding for any business that
significantly reduces its harmfu
emissions

Lowering nrice

environmental policy.

4. Apaper manufacturer is fooking into ways that it can comply with enwronment;{;
costs that come with this. Explain two ways in which the business can benefit fre:

S
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2.5.3. The Competitive Environment

N

! Key Points Covered b
® “\\\\ \
. G
+ Competition « The Market Q\\\\
\\\ \\
Competition

Whenever two or more businesses go after the same consumers, they are said to
another. This can happen in a direct way (e.g. two barber shops working in the san
streaming service vs a high-street cinema). Both forms of comnetition affect busin

R
Competition is generally seen as a positive thi sTipete on low prices (w \\\ §
quality can become higher {especi ' main competitive area) and cu " =
) ~ \\\\\\\\\\\\\\
makes consumers make repea
B
\\\\\\\\\
&
e \\\x\\“
expecia jons . . . - \
e Some businesses will eventually fail (normally the smaller ones with less
;-

unemployment and harm to the local economy

e As businesses grow competitively, they have the chance to consume sm
competitive market

SRS
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e

S
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Competition affects a business’s actions in terms of what products/services it sel
greengrocer and convenience store would have to change if they wanted to stay
moved in. One way to do this would be to offer something the supermarket doe

COPYRIGHT
PROTECTED

businesses. There are many more, however, such as: 19
e Market size: if there are few consumers, the potential for profit is not gre;
market has much potential for sales and, therefore, profit - QQ 5
e Market price: many organisations will alter their prices depending on the | EdUCQtiOﬁ
e Market expectations: consumers become accustomed to how product
how they are marketed. It is expected, for example, that most book deal

instead of) from a bricks-and-mortar shop window
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There are four main characteristics of a market, notably perfect competition, monos:
monopoly. When a business is considering whether to enter a market, it must unds
market and, therefore, what it can expect. Businesses use many methods to analys;
Porter’s Five Forces model:

Bargaining Power of
Market Suppliers

h

Rivalry of the

Threat of New Entrants
to the Market

Bargaining Power of
Market Buyers

Diagram: Porter's Five Forces

Porter's model shows how the activities of a market are influenced by its key pla
businesses. We discuss Porter’s Five Forces model in more detail in Theme 3 of Ed:
well, though, as it gives a visual idea of the market place.

Analysing the market is especially helpful when considering whether to introduce
Motors, for instance, finally brought the battery-powered car to the masses afte
similar feats but without addressing the important aspects of price (must be affo
petrol-driven car) and convenience (how easy it is to refuel). Since its inception,
vehicles, including the Model S whose computer software can be updated over th;
smartphones receive updates.

- 2.5.3. Questions
Please write your answers on a separate piece of paper or in an exercise book.

5.  Explain why the following two market elements are important to a company whs
introduce a new product/service: :
a. Market price
b.  Size of the market

6. Exploin two ways in which consumers might suffer
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Focus: Chocolate

Question: R
Consider the world G

demand for i

& ol

chocolate and i\\‘\\\\\\\\%é

evaluate the effects _—

that contingenc B i

lans ma Eave};n e

chocolate-produ .

c ocofater-pm uct By
manufacturers. S

&

3

-

i,

%\\\\\

L

3

SR

i

s,

/////

vl

i

T \\®

.

W

| ‘Skokurce: http://www.washingtonpost.com/blogs
\ biggest-chocolate-ma

COPYRIGHT

2.5. Keywords PROTECTED

Competiticgti When two or more businesses compete for the s
et and/or market share ,
Market size:w Measurement of a particular market, such as the *9

total sales volume or profits

0g

Market price: The average price of a product/service dependin .
to pay Education

Microeconomics: Factors affecting businesses that are within their

Macroeconomics: Factors affecting businesses that are beyond thei
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2.5. Anhswers

N

1. The following diagram shows an example of a business cycle.
a. Complete the diagram using the terms boom, slump, recession
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b. Identify one characteristic of each stage in the business cycle. s
Answe_rs might include (but not limited to): F -
Recession: demand falls, output decreases
Slump: demand is I?w, businesses 'chqrge lower prices ffo create sales \%\\\\
Recovery: demand increases, profits increase, new businesses can sta
Boom: demand is greater than supply, excess demand and so business &

£

i

i

i

Hiy,

I &

2. Complete the following table to show either benefits or drawbacks
inflated economy.

i

Benefits \\\§

Businesses can increase their prices without Consumers may be Q\\\\\\\\ﬁ\@

raising suspicion Business cash flow oy
It raises the value of property and stock Suppliers are able
Company workers

3. The following shows a list of possible business effects and governm
legislation to its correct effect.

Motivation increases as working

conditions increase \
Enhanced company brand since it

promotes a good working
environment

COPYRIGHT
PROTECTED

&

Pasitiv®branding for any business

that significantly reduces its
harmful emissions

ig

Qg :
Lowering prices in order to EéUCQtiOﬁ
compete, which brings down ‘

profits
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4. A paper manufacturer is looking into ways that it can comply with €
does not like the high costs that come with this. Explain two ways ir;
benefit from complying with environmental policy.

Students can explain any of the following:
e Avoid fines for not complying with policy
»  Build up the company brand as environmentally focused
* Doing fewer wasteful practices can save the business money AE
o The business can improve its branding with the environmentally

5. Explain why the following two market elements are important to a ;
whether to introduce a new product/service:

a. Market price:

If there is a market for something, there i

sure that they can pmduce their go
Businesses can also cons

to pay more.

e 'Ees can potentml]y make bgg money When sellmg to a large mc;; 5
dictates how many consumers will be involved and so businesses need:;
demand. =

6. Explain two ways in which consumers might suffer from increased
Students may include any of the following drawbacks for customers:
e Companies can become too focused on price in highly competiti
to a reduction in quality
*  Reduction in quality can also relate to health and safety issues ft
»  Ifhigh competition causes a business to fail, consumers may suff
they are also part of the business’s local economy)
*  Businesses that grow and eventually consume smaller firms ma
behaviour, such as having great influence over the prices consu
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Keyword Glossary

Batch production:

Break-even:

Cash:

Cell production:

Competition:

Contribution:

Current assefca.

T
Current liab"¥e

Disposable income:

Dividend:
Efficiency:

Fixed Assets:
Fixed costs:
Float:

Flow production:

Grant:

Gross profit:

Historical budget:

Job production:

Kaizen:

Liquidation:

Liquidity:

e

Long-term liakd

Market price:
Market size:

Microeconomics:

Net assets:

“ebts that a company has and that will be paid |r

When a business produces goods/services in gr .'

the point where total costs of producing a good
revenue earned equal (i.e. where the lines on th

Money available for payment of day-to-day acti

When a business splits itself into specialist areas,
production of a good/service

When two or more businecs:
and/or market sh

vwen the variable costs of prod
Ue a company earns from selling

se are assets that a business owns for uptoaj
These assets are easier and quicker to convert int:

debts that a company has and that will be paid wit

The amount of cash consumers have available t
is absolutely necessary

The share of the profits that shareholders receiveﬁ”

How much a business can achieve through a mi
average costs

Things such as property and equipment that are ¢
These are costs that do not change with the nu
When a company decides to trade its shares on
A constant flow where a production line focuses

Cash that is given to a business. Unlike with loan
grants back.

The difference between revenue and cost of sales%%

Companies create a budget based on those of pre

When a business produces goods/services one at::

Employees are organised into groups (quality ci
for conti‘nuous{y analysing, and improving, the p

close. ‘The . en seil off its assets in ¢

a business has (through its assets)

Factors affecting businesses that are beyond thei

The average price of a product/service dependm@
to pay

Measurement of a particular market, such as the
total sales volume or profits

Factors affecting businesses that are within their ¢:

This is what is left once all liabilities have been sug
calculation for this is Fixed Assets + Net Current
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Net current assets:

Net profit:
Operating profit:

Over-utilisation of capacity:

Productivity:
Profit:
Profitability:

Sales forecast:
Sales revei
Sales volumW#®™

Share:
Shareholder:
Stock market:
TQM:

Under-utilisation of capacity:

Variable costs:
Variance analysis:

Zero-based budget:

Also known as Working Capital, this is the financ
its day-to-day processes. It is calculated with the
Liabilities.

The profit left after deducting COS and all opera
The difference between gross profit and other o

When a business produces more goods/services
This can cause stress on overworked staff and m
downtime and maintenance of equipment.

A company'’s hourly rate of output per each input%

Money that is left after.z ses and dividend:

5 is, comparing gross, o

diction of the sales a company will make in

The amount of cash generated by selling produc

The number of units sold

Partial ownership of a company. If, for example, a
and one person owns 10 shares, they own 10 pe

A partial owner of a company. Shareholders inve
for a stake in its success.

A place where company shares are bought and so
York and London stock exchanges.

A constant, company-wide culture of quality ma

When a business produces fewer goods/services
lead to staff being underworked, which may dem
money on employees they do not need.

These are costs that change according to the nu
A method to demonstrate how much of its budg

All departments in a company start with no budg
company what they need in order to qualify for a
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Focus: Anhswers

Focus Answers: Innocent Drinks -
a) Identify and explain two reasons why a company chooses to issue s}
Possible reasons may include (but are not limited to):
e Expansion: as a way to grow the business without having to invest:
e Payback: investors do not expect payment from their share owner:
profit j’
e Low cost: the business does not have to pay anything in order to g:

b) Explain two ways in which Innocent Drinks’ success could have bee;
the Coca-Cola Company.
Possible ways in which Innocent Drinks

e  Marketing power: the ¢
Campalgns and

who do not agree with the ethics of Coca-Cola. This could creat¢
previous core customer base.

c¢) Compare the benefits and drawbacks of a business having unlimit

liability. -
Possible benefits and drawbacks for unlimited liability include:

e The owners are completely responsible for all debts that affect

The law does not distinguish between a business and its owne

The personal assets of the company owner are liable if the com;:

Responsibility falls with the owner and so do all decisions .

Possible benefits and drawbacks for limited liability include: :
e Itencourages shareholders to invest since they are only liable &

e The law separates the owners of a business and the business i

e The personal assets of the company owner are not liable if the
e  Though the business is helped by shared ownership, this can al

are many voices all trying to guide the same business -

d) Analyse why the Coca-Cola Company decided not to make many cha:
practices of Innocent Drinks.
Some of the points that students may consider in their analysis include
¢  The already-existing branding of Innocent Drinks
¢  The customer base that Imlocent Dri
*  The expectations for asm
¢ The assumptions the
Emmcent

]‘nﬁocent Drinks :
make about Coca-Cola and ho

power that Coca-Cola has and which it could us¢

Focus Answers: Budgeting

Evaluate the validity of Herman Heyns's statement, comparing any bu

to the drawbacks that Heyns mentions.

Some of the benefits that students could consider as part of their answer in
e  Budgets can be based on figures from previous years, which make tt
e  Managers can plan for what cash they will have available in future
e Companies can plan for periods when cash is tight and better under;

receive payments and need to settle debts

e  Budgets help companies decide whether a project is worth taking
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Focus Answers: Coca-Cola
a) Calculate the following three figures for 2014, 2012 and 2010:
i) Gross profit

ii) Operating profit B

iii) Net profit “\\\\\%\
i) 2014:$2,973m 2012:$2,900m 2010: $2,480m Q\\\\

ii) 2014:$1,019m 2012:$928m 2010: $810m \\
iii) 2014:$893m 2012: $837m 2010: $746m | R\\@\ &
sy
b) Calculate the following three figures for 2014, 2012 and 2010: L
i) Gross profit margin Sy
) Grossp 8 .y

ii) Operating profit margin
iii} Net profit margin

; &
i} 2014:35.98 per cent{to 2 57 percent (to2d.p.) @ \i\ \§
ii) 2014:12.33 per cent ([ 11.51 percent(to2d.p.) _—
iii) 2014:10.81 ne: Wp) 2012:10.38percent (to2dp) N
‘ . e
c¢) Using, . ur calculations, analyse whether The Coca- \\\\\\\\
increa wﬁ\s i decreasing and suggest how the company could imp \ \\\
Student¥should show that Coca-Cola’s profitability has increased and - \\\

Gross and net profitability are lower in 2014 than in 2010 while opera

though not by much. Students may wish to highlight the fact that we n \\\\\\
make a more accurate analysis.
R
Coca-Cola could improve its profitability in several ways, including (bu §§ \§
e Increase promotion of certain products in order to generate h L
e Decrease cost of sales by reducing the amount of raw materials ; g\\\\\\\\
product/service \\\\\\\&\
e Increase employee efficiency - \\\
e  Produce more goods in order to generate further sales \\\
e  Make cuts to the company’s day-to-day expenses, only funding -
essential i\\\\\\\\\\
Focus Answers: BMW
a) Assuming that the maximum capacity for Rover in 1999 was 100,
maximum capacity for BMW in 2007 was 250,000 units, calculate
both.
1999: 56 per cent capacity utilisation
2007: 80 per cent capacity utilisation
b) Identify and explain two ways Rover could have improved its cap
Possible ways to improve capacity utilisation might haze included: -
* Sale of assets: if Rover had eqmpme ort:that it wasn't ful COPYRIGHT
. . PROTECTED

ig

could have creat‘ed more demand for its pmducts and, therefore,

0g
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c) Compare the benefits and drawbacks of BMW investing so much m(\f

Possible benefits of investing funds in the Oxford plant include:
e The plant can purchase more equipment and machinery in ordé

the production process

e The plant can employ more staff and/or invest in training to in¢

e BMW can purchase more supplies so that it can make better us¢
demand

Possible drawbacks of investing funds in the Oxford plant inclug
e Ifacritical failure hits the plant, BMW will feel the effects since
« Consumer trends change and so the Mini may eventually fall ou
less valuable
¢ Depending on available cash for th;
other lucrative areas of the b

Possxbie pmnts to consider (not limited to}):
¢ Businesses using TQM create a culture of constant quality manag
employee the responsibility for their own set of tasks

o All staff will understand the main aim of a company as being quaj

e Staff are encouraged to behave like supplier and customer, i.e. wi
from another department, they must consider whether it is good;

are produced to the best possible quality.
e TQM can slow down the production process since it requires all §
give feedback before the good can be released on the market

e A culture of TQM can encourage employees to take great pride 1r

improve motivation

o Employees are more invested in the business as they are all work
e The culture of TQM is attractive to other potential employees w
TQM can also create a brand of high quality that consumers knov

Focus Answers: Chocolate
Consider the world demand for chocolate and evaluate the effects that ¢
on chocolate-product manufacturers.

Students should consider the positive and negative effects that contingency p

product manufacturers.

Possible points to consider:
e These plans are for emergency situations only,
situation until it has been in one. There

crisis.
Contingency plans de

o RelyW#55 3 contingency plan is unhealthy for businesses; it would bg
supplier, or more than one production line, in order to better react ta:;

business truly -
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