Economic Environment of Business – Lecture 2

Private and public sector

Most of the businesses or organisations that we have looked at so far have been in the private sector of the economy. These are any organisations owned, controlled and managed by private individuals, usually for the purpose of making profit. However, they may also be in the public sector of the economy. 

The public sector is the government sector of the economy - don't muddle this with the general public - they are the private sector! This is referred to as public ownership. It was considered that the government would act in the interests of the population by providing vital services, even if there was no profit in this provision. Merit goods are goods such as medical care that might not be provided to all of the population by the private sector. Government may allow access to all people even if they cannot afford to pay. 

Public ownership is much less common these days as it is felt that businesses are much more efficient if they are privately owned. In the past few decades (since the start of the 1980s) many businesses have been privatised. This means that they have been changed from public ownership to private ownership. However, the balance between public and private ownership varies considerably from country to country. In recent years several government have begun to create partnerships with the private sector, which may run some aspects of public sector services such as hospitals and schools, even though these services have not been privatised. 

SUMMARY of types of organisations in the private and public sectors


Summary of types of organisations

Why not search around government web sites in your country to find data on the proportion of private and public companies?
Privatisation

This is the selling of nationalised or state-owned industries to private investors. It is claimed that privatisation:

· Reduces costs - the profit motive, and competitive pressures will drive costs down. The regulator will help! 

· Increases choice 

· Increases quality 

· Encourages innovation and invention 
· Brings market forces into play in a positive manner for the consumer 

· Saves the government money -the costs of the nationalised industries would be replaced by income from business taxes 

· Widens share ownership in the population 

Privatisation also has some possible problems:

· Monopolies would be in private hands 

· Loss of equity 

· Externalities -the private firm may not be so careful over pollution etc. 

Because of these potential problems, privatisation in many countries has been accompanied by the introduction of deregulation and the appointment of Regulators.

Deregulation

Deregulation is the removal of government rules, controls and restrictions on production and trade.

Some industries have in the past been government monopolies to protect them from competition. Deregulation is the removal of these government controls from an industry. Regulators are offices to control or regulate privatised monopoly industries.

Starting a business

In this section we are looking at profit organisations - that is organisations whose main objective is profit maximisation. We are going to look at this in the context of starting a small firm. We will be looking at the problems and requirements when aiming to begin a business either in manufacturing or in the tertiary sector.

Most of you will know, but what does TERTIARY mean?

To start a business and run it successfully you need:

1. A product or service 

You may have an idea, but how do you progress it further? A well-known entrepreneur in Europe is James Dyson. Dyson (see the Dyson web site for details of their products) had an idea, but it took him years of R&D, financed on a shoestring, to turn it into his successful vacuum cleaner. You are at a great disadvantage against the 'big boys', so perhaps you should look for a 'me too' product to start with and go for a marketing edge. 'Me too' products are basically adapted copies of existing products or services. Service activities are usually cheaper to set up and operate than production industries (sell it, rather than make it!). To find out about your product, you can do a lot of desk research at your computer, these days, but field research may be too expensive initially. Do you know what these terms means? Have a think about them and then click RESEARCH.

If you have identified a unique product then you must patent it. This means registering the product and its design to prevent others from copying it. If you don't, then the competition can just 'steal' the product design from you, and leave you for dead. 

A good example of a patent protecting a firm from another business copying its product was when Dyson sued Hoover in a dispute over its bagless vacuum cleaner. Dyson accepted a £4m ($6.3m) damages offer from its rival Hoover following a court ruling that Hoover's Triple Vortex cleaner infringed Dyson's patent for its Dual Cyclone vacuum cleaner. 

Patenting is expensive, though, and it must be done correctly.

So, a service firm is probably easier and cheaper to set up than a production firm.
2. A marketing edge 

The new firm may on firmer ground here. This approach may not be too expensive. It may need a unique selling point (USP), though.

Examples? In the selling area there may still be room for an Internet service. Look at 'Lastminute.com' and the like. Is there any room for further companies in this area?

3. Money / finance

You will never have enough, but your shortage can be serious at first. Depending on the structure of your company, you will have different sources of finance.

You could go to banks, shareholders and/or partners, depending on the legal structure of your firm. For a small firm, the only real alternatives for a legal structure are sole trader or private limited company. The latter is probably preferred since it is financially safer for all concerned.

4. Personal skills

Can you, or the fellow members of your team, do everything required? You will not be able to employ many people at the start up stage. (You can use consultants or contract staff, but they cost a lot of money.)

If you have the product, finance and confidence (and ability) you can go on and start your firm.

What then, though? You will now need:

· Site - another absorber of money. You won't want to spend too much on capital expenditure here, think about your working capital requirements. Keep the luxury furniture and big cars for later, when your business is successful! 

· Customers - these are vital. Who and where are they? How will you contact and communicate with them? No customers means no business. Peter Drucker once said that business is about "the customer, the customer and the customer'. 

· Cash flow management - vital. Cash flow is as essential to the life of a business as blood flow is to your personal survival! 

· A business plan - last, and by no means least. 

You have to decide:

· Where you are going 

· How you are to get there 

· How you will measure and monitor progress, especially in terms of sales and cash flow 

· How it all fits in with the limitations of your capital 

You need a plan, in particular a business plan. You will almost certainly need a bank loan, and the first thing that the manager will want to see is your formal business plan.

The business plan sets out in logical order what a firm proposes to do, how it proposes to do it, how much it will cost, what it will bring in etc. It will contain forecast accounts and a cash flow forecast. It should be supported by research data where appropriate. A business plan is a very important document.

Lastly, as we will see later, you must have a target, or a set of objectives.

Profit-based organisations - legal structure

Legal structure

Firms are either unincorporated or incorporated businesses. This is similar to saying that a firm is not a company (unincorporated) or is a company (incorporated). The main difference here is that in unincorporated firms the owner is the business and is legally responsible for everything. For incorporated firms, the firm is a legal entity in itself. When an incorporated firm is formed, it is like the birth of a new baby. The firm has its own legal personality, separate from those who formed it. The firm can be taken to court, or can take others to court. If, for instance, a person steals from a company, it is the company that prosecutes the offender. 

An important difference between incorporated and unincorporated businesses is that of limited liability. An unincorporated business has unlimited liability. The owner is responsible for all debts of the business and if necessary his/her personal assets, such as a house can be seized to pay off debts. An incorporated business is owned by shareholders. Every shareholder (owner) has limited liability. In the event of the business failing the shareholders can only lose up to the value of their investment. Their liability for debts is therefore limited.

Businesses which possess limited liability must say so after their name, e.g. 'ABC Limited. 
There are four main types of business, and these all have their advantages and disadvantages for the business, and also for everybody that the firm deals with. We look here at common features of these business organisations. However, they may differ from country to country. Why not have a search around your government's web sites to find out more detail about business structures where you are? The common international legal structures are:

Unincorporated organisations

The business and the owner/owners are seen legally as being one and the same. If you sue a sole trader for debt, for example, you sue the individual owner of the business. The owner is entitled to all the profit, but is also personally liable for all the debts. 

The owners can be taken to court, and lose all their personal possessions to meet unpaid debts. Sole traders and partners have unlimited liability.

Sole trader

Most new small businesses are set up as sole traders.

· This is the simplest legal structure. It is easy and cheap to set up; you just do it. There are few formalities, although you may need to apply for licences or to register the name of the business. Unless you do something else, you will be assumed to be a sole trader. The income of the business is your income and you pay tax on it. It may be hard to grow, though, as borrowing money may be difficult. Sole traders will usually need some security to support borrowing, often their house, and the loan potential is limited. They stand to lose everything if the business fails and may become bankrupt. This situation is called unlimited liability. Some businesses, however, stay sole traders for a long time, even when they are large and national. JCB, the digger firm, operated as a sole tradership for many, many years. 

· You deal directly with the national tax authority, and all profits are treated as income, and taxed accordingly. There are no shares or shareholders. It can be hard to raise money through the banks because of the unlimited liability and lack of security (your security will usually be your house!). Many sole traders are small businesses that sell services such as taxi drivers, plumbers, decorators and electricians. A sole trader ceases to exist when the owner retires or dies. 

Partnership

· This is a sole trader, in essence, where the ownership, profit and liabilities are shared between partners. There is more work necessary to set up a partnership. Generally, a legal agreement (a Deed of Partnership) must be drawn up by a lawyer. There is one major problem of a partnership and that is the responsibility carried by partners. Partners are responsible for losses, 'wholly or severally'. If they all can pay, they will share the debt, but if only one has any assets then this partner will pay all. Be careful if invited to be a partner! In other words they still have unlimited liability. A whole section of the law covers partnerships, and they can be difficult to set up and run. 

· Many professional firms are partnerships. Most firms of lawyers, accountants, vets and architects are partnerships. They have the necessary skill and knowledge to draw up the correct partnership agreement. 

· Some partnerships have to be re-established if one partner leaves or dies, as this invalidates the Deed of Partnership. 

The owners of sole traders and partnerships run their businesses and make all major decisions. Sole traders and partnerships cannot sell shares in their business to other people. This can be a restriction on them raising capital. In some countries certain occupations, such as doctors and lawyers, are prevented from incorporating, as there may be a conflict of interest between clients and owners. 

Unlimited liability and difficulties in raising finance may make businesses change their legal form to become incorporated.

Incorporated organisations

Here the firm and its owners are separate legal entities. Shares in the firm can be sold to the public. The firm can be taken to court. The owners of the businesses have limited liability; they are only responsible for their investment in the firm through their share capital. This can be a major advantage over being the owner of an unincorporated firm. The owners of the business are its shareholders.

Companies have continuity. They continue to exist if owners change, for instance. 

Private limited company (Ltd)

· Most companies start as private limited companies. They can be set up quickly and cheaply, and firms of lawyers are set up which specialise in this. Many private limited companies are family businesses as there is less risk of a takeover. Shareholders in private companies can put restrictions on who shares are sold to. 

· The owners also have to prepare and publish each year a set of legal accounts. The owners of the firm have to prepare legal documents (often called Articles of Association and Memorandum of Association) and be registered with the national government. The Articles lay out the internal rules of the business, such as the calling of meetings, the types of shares and the power of the directors. The Memorandum details any relationship between the business and its external environment. It shows the objectives of the business, the address of its head office and its maximum share capital. 

· There has to be at least one director, but other requirements are few. Shares can be sold, privately, but not on the national stock market. There is no minimum capital requirement, however. Shareholders have limited liability. That means they can only lose their share capital; creditors cannot claim any other assets. The company has to prepare legal accounts and should send these to the appropriate government organisation each year. Private companies are hard to take over without the agreement of the existing shareholders. Equally, they may be hard to sell. 

Public limited company (plc)

These are the public companies whose shares are traded on national and international stock exchanges.

With a public limited company qualifying shares are sold on the Stock Exchange to the general public. Anybody can buy them, and if they get 50% of the shares plus one more, they can control the business by outvoting all the other owners. This is the world of takeovers. You have to have a lot of money to become a plc; the company must usually have a minimum share capital to become a plc. There may also be many other requirements such as:

· A minimum number of directors. 

· A fully qualified Company Secretary (the chief administrative officer responsible for all legal affairs). 

· Legal accounts prepared each year and sent to the appropriate national government organisation. 

A plc can be taken over without the agreement of the present Directors. If the firm is doing well shares will sell easily, in fact they will be in high demand.

The law sets out a series of requirements, which are shown below:

The legal differences between private and public limited companies

	
	Private Limited Company

(Ltd)
	Public Limited Company

(plc)

	Memorandum of Association 
	
	Must state that the company is a public company 

	Name 
	Must end with the word 'Limited' or the letters 'Ltd' 
	Must end with plc, or the words in full 

	Minimum Authorised Capital 
	None 
	Varies according to local law, but usually a set limit 

	Minimum shareholders 
	2 
	2 

	Minimum Directors 
	1 
	2 

	Retirement of Directors 
	No age set, unless the firm is a subsidiary of a plc, when they must retire at 70 
	Must retire at 70 

	Issue of shares to the public 
	No advertising to the public. Sale by private agreement only 
	May do so on the Stock Exchange, by means of a Prospectus. 

	Company Secretary 
	Anybody 
	Must be professionally qualified as a Company Secretary 

	Accounts 
	Small and medium size companies may submit shortened accounts 
	Must file full accounts and Directors reports with national government. 

	Meetings 
	Proxy may address the meeting 
	A proxy cannot speak at a public meeting. 


Some of these requirements may differ in detail between countries, but this gives a useful guide as to the basis of incorporation of firms.
In incorporated companies, plc's or limited companies, the decision makers (the Executive Directors) are often not the owners; it is the shareholders who are. This separation (often called 'divorce') between ownership and control can cause major problems, as has been seen recently with firms like Enron and WorldCom.

Typically a new business will start as a sole trader, and then become a limited company as soon as possible. It will then 'go public' (float shares) when it thinks it is appropriate.

It is possible to set up as a private limited company quite easily and cheaply these days as shell companies are available to buy, i.e. companies where all the legal requirements have been completed, but the purpose is left very general. A good advisor can select the right one for you, and you have limited liability at once.

Advantages and disadvantages - summary

As we have seen above there are a number of advantages and disadvantages of each company structure. You need to make sure that you remember these. Here's a brief summary.

	Sole trader 
	or 
	Private limited company 

	Easy and cheap to set up 
	
	Can be costly. Legal requirements. 

	Unlimited liability 
	
	Limited liability 

	Difficult to raise money 
	
	Easier to raise money 


Other types of private sector organisations
Co-operatives

A co-operative is an organisation run by a group of people, each of whom has a financial interest in its success and how it is managed. That group may be the producers (agricultural cooperative), the workers or the customers (retail cooperative). The profits of the co-operative will be shared on an individual basis. Co-operatives are found across all sectors, but their importance differs from country to country. In Europe co-operatives are popular in the agriculture and retailing. Much of the wine industry in Europe is organised on a cooperative basis. Almost all of Japanese farmers belong to Nokyo, one of the largest co-operatives in the world

Nowadays, most co-operatives are registered as limited liability companies. 

Non-profit organisations

Most businesses that we will be looking at during the course, operate in the private sector of the economy. That is, they are privately owned by individuals or shareholders and we assume that their main aim is to maximise profits. However, there are many other types of business organisation that you may also come across during your course. One of these is a not for profit organisation. In a way the name speaks for itself, but this doesn't mean that they don't make a profit. They may have a surplus of income over expenditure, but this will be ploughed back in for the benefit of the members or beneficiaries. Non-profit organisations may be clubs, charities, pressure groups or other similar organisations that have some of the same aims as a private business, but profit isn't one of them!

Non-governmental organisations

Non-governmental organisations (NGO's for short) are organisations that may take part in business activity (as we have described it) but their interests are more likely to be the development of the community or countries than the pursuit of profit. 

NGO's are non-profit organisations, which are independent from government. In the US they may be more commonly known as PVO's - private voluntary organisations.

Nature, role and importance of objectives

Form of aims and objectives

We need to understand two pairs of terms before we go any further.

· Strategy - this is really a long-term objective. In terms of navigation and a flight to Singapore, that is the strategic aim - to get to Singapore at a certain time. 

· Tactics - this is short-term. It is how you will achieve the strategic aims. Using the example, it would be to arrive at a set of checkpoints at a set of times. 

The next pair of terms looks at the timeframe in which we consider our aims and objectives.

· Long-term - here you are looking into the future. 1, 2 years or even more would seem reasonable. 

· Short-term - this is much closer. Within the next 6 months to a year is a normal short-term time span. 

Short-term tends to go with tactics and long term with strategy, therefore.

The aims of a firm are its strategy. From this are derived tactical objectives. Any firm needs a strategic aim so that all its stakeholders know where it is trying to get to. The shorter-term objectives are there to supply immediate targets, motivators etc.

The first, the most basic, and the perpetual goal of any firm is survival. Only after this has been secured can there be any strategic aims. These may include:

· Increased profit 

· Greater market share 

· Elimination of competition 

· Possible takeovers or mergers 

· International expansion and growth 

Aims and objectives are there for everybody in the firm. They are there to give a target and to act as an encouragement or motivator to staff. It is important, therefore, to express them in the correct form of language.

Aims and objectives are not fixed, but will change from time to time. Why will they change? Here are just a few possible reasons:

· Changes in directors 

· Existing aims or objectives have been met 

· Changes in the performance of the competition 

· Changes in the economy 

· Changes in the performance of the firm itself 

· Changes in the government 

· Changes in government regulation 

Why have objectives? 

It is only with objectives, targets or aims that a firm can know where it is going, and measure its progress towards it.

Mission statements

It became popular recently for firms to publish 'mission statements'. These, in effect, are corporate goals. They define an organisation's purpose and primary objectives. By publishing them it was believed that everybody would be motivated and fired up. This only works if everybody can understand and relate to them, and then do something about it. The mission statement needs to act as a whole philosophy for the firm to help give a clear statement of direction for the present and so needs to have immediate relevance.

Mission statements are targeted at internal and external stakeholders. This means that the statements have to be suitable for a wide range of readers. Internally, they are meant to encourage and motivate everybody, thus they must give a target, which the reader can relate to. This is not easy, and an unsuitable statement could, arguably, do more harm than good.

The mission statement is not generally specific in any way and will not usually have quantifiable targets or measures, rather, it is aimed at helping customers, employees and all other stakeholders to understand the direction and objectives of the firm. The mission statement should:

· show the direction that the business is aiming to head in 

· provide some sort of statement of success - what the business wants to achieve 

· identify the way in which the organisation is aiming to develop over a period of time 

· allow the business to use the statement for the development of specific goals and objectives to achieve their aims - these should be relevant for all levels of the organisation 

· provide inspiration to employees to work towards achieving the aims or vision set out by the statement 

Vision statements

While a mission statement shows the way in which a company wants to head now and is of immediate relevance to all stakeholders, a vision statement is a more general statement looking at where the business wants to be in the future. A vision statement essentially outlines what a company wants to be in the future and it may well be related to some sort of future outcome.

Short versus long-term objectives

The previous unit showed how objectives can be long or short-term. It also demonstrated how they could change with time, particularly short-term objectives. These all link with planning, particular corporate (company) planning.

The planning cycle is concerned with four sequential questions.

1. Where is the company now? 

2. Where is it going? 

3. How is it to get there? 

4. How will it know when it has got there? 

It may be easier for you to understand this if you think about planning a journey from London to Sydney by air in two days time. Comments on this personal plan are given in the brackets after the business comment below.

The first question is fundamental; with no answer here the firm can get nowhere. (When you plan a journey you have to know where you will start from! You are in London)

The second question is really the firm's long-term objective. It is also the firm's strategic objective. (You want to get to Sydney, Australia. This is your long-term objective.)

The third question covers the short-term objectives, or tactics. (You have to choose an airline, an airport, a route and a departure time. You make the following tactical decisions - Singapore Airlines via Bali, departing Heathrow at 2100 on Saturday.)

The last question seems silly; should it really be obvious? You have to set a measure of a business achievement, however. (You will clear customs in Sydney) You think it is Sydney, but have you been there before? You could have got on the wrong plane at Bali. Is it Sydney, Perth, Tokyo or even London? You must have a way of knowing, even if it is just reading the name on top of the terminal.

What happens now? The company starts all over again. Having met one objective it now has to set another. Sometimes a cycle will not be completed, but the plan will be altered or modified (you might decide to divert from Sydney to Townsville, for instance).

Firms need to keep their long-term objectives in mind when they are making short-term tactical decisions. An opportunity may come up, but does it fit with the long-term objectives? Is it so attractive that the long-term objectives should be changed?

Long-term objectives are usually set by the directors, and only changed by them.

Short-term tactical objectives may well be delegated to senior, or middle, managers, who may also have the authority to change them, if necessary.

Changes in short or long term objectives can seriously influence the performance of a company and the moral of the employees. Remember, change is rarely popular, as people do not like it.

Hierarchy of objectives

Businesses may be described as 'decision making organisations'. They are an organisation run by people. Companies run in different ways, and have different corporate cultures.

Corporate culture

A set of values and beliefs that are shared by the people of an organisation.

The corporate culture is 'the way things are done'. It is what differentiates one company from another. Look at Japanese firms where all directors, managers and staff tend to eat together, rather than the old UK system of multi-layers of restaurants and canteens, the use of which is based on seniority.

Often the directors of a firm want one culture, but the actual culture is not what it wants yet. There is a culture gap.

Culture gap

The difference between the culture wanted and what it actually is.

It is important to efficiency and morale that everybody knows what the firm is trying to do, and how it is trying to do it. Staff must know what the corporate culture is, and work towards achieving it.

There are immediate problems here - communications. Language use and skills are different between different levels of the firm, and between different regions, if not countries. This gives problems when trying to develop or change Corporate Culture.

One way used to try and develop corporate culture is the mission statement. This is usually considered as being at the top of the hierarchy of objectives.

Mission statement

A mission statement is a philosophy or 'guiding hand', which provides a shared direction and focus for the firm. It should guide the firm's operations right from senior management through to the most junior employees. It gives the aims and objectives of the firm, but is more than just this.

Corporate culture and the resulting mission statements can change with time. If one firm takes over another both may change and this could be a problem.

Corporate plan

This is the master plan for a business. It describes in financial terms, the aims and objectives for a firm in the medium to long term. It is essentially concerned with strategic planning and decisions. It is the short-term plans where tactical decisions are discussed and agreed.

Corporate planning operates on a 5-year cycle. Each year is looked at 5 times before it becomes 'active'. Imagine we are at the corporate planning meeting for Student Computers plc for the year 2003. It would have before it plans for years 2003, 2004, 2005, 2006, and 2007. It will also have the plan and 'actual' for 2002.

Next year plans would advance by one year. Year 2008 will enter for the first time; year 2003 will become the 'plan' and 'actual'. Year 2004 will become active, having been reviewed and revised 5 times. This is illustrated below, where 2003 is the year in question:

	Year 
	2002 
	2003 
	2004 
	2005 
	2006 
	2007 

	Term 
	Short-term 
	Short-term 
	Short-term 
	Long-term 
	Long-term 
	Long-term 

	Plan 
	Plan & actual 
	Full tactical 
	Full tactical 
	Strategic 
	Strategic 
	Strategic 


Year 2007 strategic plan will be review and revised at that level for three years. It will then have two years of close tactical scrutiny before it is finally evaluated.

This procedure gives a firm an excellent chance of planning reasonable and achieving its corporate objectives. It incorporates a major element of contingency planning (see topic 2 for further details on contingency planning).

Ethical objectives 

Firms have a range of responsibilities to various stakeholders including the wider community in which they operate. These responsibilities are often called Corporate Social Responsibility. A successful range of socially aware policies should engage more members of the public and boost trade. They might also reduce costs as law suits and lost orders should be less. Customer loyalty, employee morale and retention should also improve as a result of a more socially aware strategy and its concurrent objectives.

However, there are a number of barriers to corporate responsibility that prevent businesses behaving in the most socially desirable manner. The first and most important of these constraints is cost. Behaving in a socially responsible way for many businesses will raise their costs and given the pressure on them to maintain their global competitive advantage, they may be unwilling to change their method of operation. Firms may often act ethically when profits are high, but change their behaviour when under economic pressure.

It may also be that the managers and directors of the business do not hold a similar set of values and beliefs to others in society (particularly pressure groups). Given that they set the direction, goals and actions of the business, this may be a significant constraint on achieving more responsible business behaviour. 

Finally, how do we know if businesses are behaving in a socially responsible way? It is difficult to get detailed information on business behaviour and any information that is available will often be manipulated to suit the view of those using it. The lack of information is particularly true when looking at multinational firms as their operations are spread throughout the world and can be very difficult to monitor.

Ethical objectives

These are codes of behaviour and the values included or illustrated by these that a firm accepts and behaves to. Such principles might come into conflict with decisions such as:

· Should we produce in a low-cost developing economy? 

· Should we promote products that might damage health? 

As with any business decision much will rest on whether it is cost-effective to adopt such a stance. Some firms, for example Body Shop have made an ethical stance part of their unique selling point and some investment funds are now doing this. 

To be effective in applying ethical standards a business needs to:

(a) Look carefully at the attitudes, values and standards on individual employees and if these fit with corporate expectations.
(b) Make certain that a corporate culture exists, is known by all employees and is evenly applied by all responsible for decisions relevant to the code of ethics.

If this approach is not followed the company runs the risk of having clashes of values and their application. Delegation will be jeopardised by inconsistency and problems will arise.

If the company does adopt a more ethical approach, this may have a number of benefits including:

· Improved motivation among employees - many employees will be more committed if they can see an ethical approach adopted by the company 

· Reduced labour turnover - improved motivation is likely to lead also to improvements in the recruitment and retention of staff who will be more motivated to work for an ethical company 

· Improved customer perception - consumers will often react positively to a more ethical approach and this may be used (as it is by many FairTrade companies) as a unique selling point for the business. It also helps provide the brand with a more positive association, which should enhance brand value. 

However, nothing comes for nothing and an ethical approach may have a number of potential problems. These may include:

· Higher costs - using ethically sourced raw materials, or producing in a way that is more ethical is likely to raise costs. If the company is able to use the ethical considerations to develop the brand, then this may not be a problem, but id they are in a highly price competitive market then it may be more of an issue. 

· Problems with suppliers - suppliers may not hold the same ethical views as the firm and this may lead to possible conflict with suppliers. It may also make sourcing supplies more problematical. 

· Lower profit - if the higher costs cannot be passed on to the consumer, then this is likely to lead to lower profitability for the firm. 

· Stakeholder conflict - not all stakeholders will be keen on an ethical approach if it compromises their objectives. For example, some investors may withdraw if they feel that the ethical stance of the company is affecting its long-term viability or profitability. 

Remember that ethics may be a subjective concept, varying from country to country and culture to culture. Ethics also covers different areas than that covered by the law. It is possible for a business to act legally, but in a manner that many would consider unethical. Selling cigarettes or weapons, for instance, fits into this category.

Corporate social responsibility

Business has a responsibility to the society in which it operates. Members of society are stakeholders (have an interest in how the business operates) and need to be treated accordingly. Let's look at the range of major stakeholders and think of how a business has a social responsibility towards them.

· Employees - well they look for job security and adequate rates of pay. 

· Customers - want to buy with trust and a belief that adequate quality will be a norm. They also assume safety has been a primary objective of the business and that the price they pay is a fair reflection of costs + a reasonable amount of profit. 

· Suppliers - expect some security of orders at a fair price and regular payment of bills. 

· Owners - look for dividends, increasing profits and they are beginning to look at how the image of the business is viewed by the wider public e.g. environmental responsibility. 

· Government - hope that business uses resources efficiently and effectively and makes decisions with the best and widest interests of society in mind. 

· Local community - again look for jobs within a secure environment and a lack of social costs. 

By being socially responsible firms hope to be seen as:

· Good employers 

· Responsible capitalists 

· Having a good image, which should allow them to build sales 

· Being capable of being trusted and therefore have a brand that people can show loyalty towards 

However, like so much of what we have been covering this may cost money. It may also take time for employees to adjust to what for some will be radical changes. Returning to costs, it may be that what seems to be a good idea to one set of stakeholders is not fully appreciated by another. The cutting of dividends to restore confidence in the business may not be popular with shareholders.

So, when looking at this growing area of importance we are really into an 'it all depends' section of business. Think carefully about the following:

1. Employment - maintaining this will help build good connections with the local community and reduce national economic problems, but will the individual cost to the business be too great and cause profits to fall? It's a case of balancing the costs and benefits and deciding on a compromise. 

2. Society - they could gain from socially responsible decisions by management but again this could be at the cost of higher costs and these may lead to higher prices. Also, in an internationally competitive world the standards and costs agreed by one country may be significantly different from those of another. This may give the latter a distinct cost advantage over the former. 

3. Morality - yes, we would all like this to be top of the list of corporate objectives but again does every nation have the same set of values? If they do not can you afford to be less cost competitive? 

4. Targets/goals - business is often more concerned with the immediate future, whilst society looks to decision-makers to look further into the future. Just look at the environmental lobby, or global warming, or transport congestion. We all want something done about them but firms are concerned that we won't pay for the extra cost of resolving these problems. 

Environment

A key area of corporate social responsibility is the impact that a firm has on the environment and this attracts perhaps more media and other coverage than many other areas of this important topic. So what can businesses do to minimise their impact on the environment?

To minimise damage to the environment, they could consider:

· Reducing emissions 

· Producing or using lead free fuels and other greener sources of energy 

· Incorporating cleaner production methods in new buildings, plants etc 

To try to reduce levels of waste,which should also have a cost benefit for them, they could:

· Improve industry re-cycling programmes 

· Encourage energy management schemes 

· Offer free long life shopping bags or other bio-sensitive packaging of products 

To try to raise environmental awareness, they could:

· Ask staff for ideas 

· Promote customer awareness and participation 

To help protect the environment, they could:

· Donate money for environmental projects that directly affect their stakeholders 

· Fund or sponsor education programmes 

· Provide recycling facilities 

To assist the community, they could try many of the above schemes and perhaps:

· Tree planting 

· Urban re-generation schemes 

How many examples of any of these practices can you see in your local area

Types of stakeholders

Stakeholders are classified as being either internal or external to the firm. They are either part of the business itself, or are influenced by it.

Internal stakeholders

· Shareholders - remember, shareholders are the owners of a plc's (public limited companies) or private limited companies. 

· Directors - executive or non-executive. Appointed by the shareholders to look after their interests. 

· Managers - these will include the executive directors. When they are running the company they are managers 

· Workers - here we mean all the non-managerial/supervisory people in a firm (it can be argued that all people in the above list, from directors down, are workers). 

Observe that it is possible to be in more than one group at any time. Directors, managers and workers can all be shareholders. This is becoming more common with the growth of share ownership schemes, especially if they are linked with profit sharing. Equally, executive directors are managers.

People and firms may well be shareholders in more than one company. This may cause a conflict of interest. Directors may also sit on the boards of many companies, especially non-executive directors. Non-executive directors may well have been appointed by a large corporate shareholder, such as a bank or insurance company.

These internal stakeholders may have different objectives and level of risk. Examine the chart below:

	Stakeholder 
	Objective 
	Risk 

	Shareholders (may be companies not people) 
	Dividend income 
	Small, if investment is part of the portfolio of shares owned. 

	Directors - executive 
	Income and power
	Higher, but may have many directorships, and savings. 

	Directors - non-executive 
	Many, depending why they are there. Gives some income. 
	May well be small, smaller than that of executive directors. 

	Managers 
	Income 
	Higher than Directors but lower than that of workers. 

	Workers 
	Continuation of job. Earnings to pay the cost of living 
	High. No job = no income. Jobs may be hard to get. 


External stakeholders

· Customers - have an obvious interest in the survival and efficiency of the firm. They want the product at the best price and quality possible. 

· Suppliers - have an obvious interest in the survival and efficiency of the firm. They want the product to sell so they get the orders for materials etc. 

· Competitors - they have an interest in the survival of the firm. Its failure may help them (more market share available), but so may their survival. (Monopoly markets are not as good as they may seem. New technology firms need competitors to help with the marketing and market development.) 

· Local government - firms are part of the locality so interface with the Local Government. They supply income (Business Tax) and need services. (Planning, health, fire, police etc.) There may be a clash, though. 

· Central government - firms supply the Central Government with a large part of its income. They can influence their decisions, though, especially if they are large and powerful. 

· The locality - firms create employment and income for the community. Employees spend in shops etc, creating more jobs. There is a multiplying effect from this income. They may cause pollution and other problems. A conflict of interest here. Do firms have a responsibility towards the locality? 

· Pressure groups - these may be stakeholders if they are affected directly or indirectly by the actions of a firm. Local communities, for instance, may form a pressure group to prevent a firm from expanding its premises or even setting up in the first place. 

The diagram below may help with remembering all the different stakeholders.
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Figure 1 Stakeholders - internal and external

This model can be a useful plan when answering questions.

Remember, stakeholder questions usually boil down to 'it all depends'. It all depends which stakeholder you are.

Stakeholder conflict

Different external stakeholders may have different objectives and priorities. This is summed up on the chart shown below:

	Stakeholder 
	Objective 
	Risk 
	Power 

	Customers 
	Maintenance of the supply of the product 
	Small. Unlikely that the product is unique. 
	Collectively high, but individually low. No customers, no business! 

	Suppliers 
	To keep supplying. 
	May be high or low depending on the number of customers. JIT and preferred suppliers has increased the risk. 
	As for customers. Strong if you have a unique product. 

	Competition 
	Be careful, it is not always to kill your company. 
	Depends on type of market. If you are small, but they are large, you are vulnerable 
	Depends how many there are. May have to work together. 

	Local government 
	
	
	

	Central government 
	
	
	

	Locality 
	This is the area of social responsibility. 
	
	

	Pressure groups 
	Dangerous, usually. 
	None to them. 
	Can be very high. 


The different interests of stakeholders may cause conflict:

· Shareholders - want maximum profit for high dividends and therefore low costs 

· Employees - want good terms and conditions and a safe working environment - increases costs 

· Customers - want a high quality product at a low price 

· Suppliers - want a high price from the firm - this adds to the costs of production and makes price higher 

However these conflicts may only exist in the SHORT RUN.

Competitive wages and good terms and conditions of employment for all employees leads to a highly motivated, content and productive workforce with low staff turnover. This in term leads to higher output and market share, economies of scale and lower costs, higher sales and profits, excellent image in marketing and recruitment terms. 

THIS BENEFITS ALL STAKEHOLDERS in the MEDIUM and LONG TERM. Most large plcs appear to be putting shareholder value as their KEY priority.

Decision-making and ethics - the shareholder v the stakeholder

Whenever decisions have to be made by a business the risk of stakeholder conflict is likely to arise. It is therefore not surprising that examiners often ask you to comment on this. Let's look at it in some more detail.

(a) The stakeholder - this wide-ranging group of interested parties have different feelings about how a business should be run. The needs of say employees and suppliers maybe rather different. A careful balance will be needed and charting such a course can be difficult.

(b) The shareholder - they tend to like profits and a return on their investment. They have risked their money and want something for taking such a risk. In their opinion the correct way to run a business is to make profits.

External environment

We now move on to look at the external environment, which the business operates in. Businesses do not operate in a vacuum, but they compete with other firms. This competition is increasingly global. Not only do firms compete but they also have to cope with the global economic and political environment they operate in.

External factors that may affect the firm could include:

· Government - political changes or changes in regulations in any market could affect the firm 

· Population changes - changes in the population of even the age structure of the population may affect the target market of the firm 

· Technology - the rate of change of technology may affect the firm's product range as well as the way they produce and sell their products 

· Economic policy - changes in economic policy and the state of the economy in their domestic market and globally will also affect the firm's ability to sell their products 

· The level of competition - as we have said, markets are becoming increasingly global and this may well mean that a firm is competing internationally even if they only sell in one economy 

· Social factors - changes in society and attitudes may affect the firm's product range or perhaps even their target marke

PEST/STEP analysis

To help a business analyse the economic and business conditions they face, and to set strategic objectives for the future, they could start with a SWOT analysis. Strengths (S) and Weaknesses (W) are internal factors, which influence performance. These are essentially controllable by the firm itself. Analysis of strengths and weaknesses is essentially an internal audit of where a firm is at present. If it is discovered, for instance, that motivation is poor, the firm could examine its recruitment or training, adjust payment schemes or look to empower the workforce. 

Opportunities (O) and Threats (T) are the result of the external environment within which all businesses operate. These are uncontrollable factors, although the business will seek to forecast and prepare for change and remain flexible enough to react to changing circumstances. 

The framework used to analyse the external environment is called a PEST/STEP (or PESTLE/STEEPLE) analysis. Essentially these different acronyms cover exactly the same ground and you should not be confused by textbooks which use different versions - there are others! Each new version tends to reflect a particular focus of business activity at that time. In the 1990s, businesses were under pressure to develop ethical approaches to their activities; hence a new 'E'.

A PESTLE includes an examination of:

· (P) Political factors - this considers changes in government policy that may affect the firm. This may include employment law, health and safety legislation, competition law and a range of other areas. 

· (E) Economic factors - this area includes looking at changes in the overall economic situation that the firm faces. This may include the stage of the business cycle the economy is at, the level of interest rates, changes in taxation, inflation or perhaps unemployment levels. 

· (S) Social / cultural factors - firms need to watch carefully social changes that are taking place. This may mean looking at population changes (demographic factors) and changes in the age structure of the population, changes in people's attitudes and opinions and perhaps lifestyle changes. 

· (T) Technological change - technology affects firms. This comes about partly because methods of production change, but also because technology changes the pattern of demand. Firms may be able to break into new markets if the technological opportunities exist. 

· (L) Legal constraints- as the law changes firms need to ensure that they are keeping up with legal requirements. For example, the introduction of the data protection act means that firms need to follow set requirements when keeping information electronically about people and firms they trade with. 

· (E) Environmental (ecological) - firms may well have an impact on the environment they operate in. They may cause external costs (pollution and so on) or they may even have external benefits for the environment. 

STEEPLE analysis adds:

· (E) Ethical factors - Ethics are a set of social principles that govern or influence how firms behave and provide a view of what isright and wrong morally. This will include the concepts of social responsibility.

