
How Small Businesses Operate
Businesses exist in order to provide a range of goods and services for people.  
We all have NEEDS that we cannot live without.  For example, we need water, food, clothing and shelter in order to survive.

We also have WANTS as well as needs.  Wants are extra things that make life more enjoyable for us. Examples of wants are fashionable clothes, mobile phones, cars, television sets, holidays abroad. None of these goods or services keeps us alive but we enjoy them.

BUSINESS ACTIVITY can be described as any activity that provides GOODS and SERVICES to satisfy our needs and wants.

What is the difference between a GOOD and a SERVICE?

GOODS are products that you can see or touch.  Examples of goods are tables, chairs, chocolate bars & crisps.

There are 2 types of goods: DURABLE GOODS and NON-DURABLE GOODS.
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DURABLE GOODS are goods that you can use until they 
eventually wear out or break down.  Examples of durable
 goods are computers, CD players, motor cars, etc.

[image: image2.wmf]NON-DURABLE GOODS are goods that can only be used once.  Examples of non-durable goods are food, drink, books & flowers.

[image: image3.wmf]SERVICES are things that are done for us.  
Examples of services are hairdressing, hospital 
services, banking, train and bus services.
BUSINESSES EXIST for a wide variety of reasons, but some of the main reasons why they exist are

(
to satisfy peoples’ needs and wants

(
to provide a service (schools, hospitals, banks)

(
to make a profit

(
to develop a good idea.
Cycle of Business

The cycle of business illustrated below shows how PRODUCTION and CONSUMPTION lead to the SATISFACTION of CONSUMER WANTS.  Businesses see the WANTS that consumers have and PRODUCE GOODS AND SERVICES to meet them.  Consumers BUY these goods and services.  They can then MEET THEIR WANTS BY CONSUMING these goods and services.  This is a never-ending process of business activity.
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Opportunity Cost

Unfortunately the resources that are used in order to provide the goods and services that are wanted are very scarce therefore choices have to be made.  The cost of choosing something is the things we gave up to get it.  This is known as OPPORTUNITY COST, eg the opportunity cost of going to the pictures is all of the other leisure activities you gave up.
Factors of Production
In order for businesses to provide goods and services, they need RESOURCES.  These resources are known as FACTORS OF PRODUCTION.  They are:
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LAND – all the natural resources like water, oil and the actual land itself.
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LABOUR – all the manpower and skills needed to produce goods and services.
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CAPITAL – the money available, machinery, equipment and factories.

[image: image8.wmf]ENTERPRISE – the idea which a person has and is willing to take a risk developing, in order to produce goods and services.
The role of business therefore is to find out the wants that people have and produce goods and services in order to satisfy these wants.
Sectors of Business Activity
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Businesses in this sector are involved in getting raw materials from the land and sea.


Examples are farming, mining and fishing.

[image: image10.wmf]SECONDARY SECTOR
Businesses in this sector use raw materials and change them into things we can use.


Examples are car manufacturers, clothing companies and building firms.

[image: image11.wmf]TERTIARY SECTOR
Businesses in this sector provide a service to people.  Examples are hospitals, banks, supermarkets, hotels.

Why do People set up in Business?

People might want to set up in business on their own because:

· They want to be their own boss;

· They think they can earn more money than they would if they worked for someone else;

· They have been made redundant and decide to use their redundancy money to help start up their own business;

· They have an idea for a new product or service;

· They have a hobby which could be the basis for a business – eg a keen gardener might decide to sell his own plants;

· They do not like their present job;

· They have skills but cannot find a job and decide to set up on their own, eg a trained electrician or painter and decorator.
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An ENTREPRENEUR is a person who develops a business idea and 
combines the factors of production (land, labour, capital and 
enterprise) in order to produce a product or provide a service.  Entrepreneurs are usually willing to take a risk and use their initiative.  They initially make all the business decisions from raising finance to hiring staff, so they have to be good decision-makers.  Two well-known examples of entrepreneurs are Richard Branson (Virgin Group) and James Zuckerman (Facebook), who have built up very successful businesses.
Qualities of an Entrepreneur

· Natural leader
· Enthusiastic with a strong desire to succeed
· Good at predicting problems and dealing with them
· Capable of delegating responsibility to others
· Responds well to changing circumstances
· Learns from mistakes
· Communicates well with others
Business Plans

A BUSINESS PLAN is an outline prepared by a business, stating the objectives of the business and how the business hopes to achieve these objectives.  Business plans differ from business to business, but in general they cover the following areas:
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	Name of business, what it hopes to achieve, where it is likely to operate from and what its legal structure will be (sole trader, partnership etc) 
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THE PERSONNEL
	Who the key people will be, their position in the organisation, their skills and experience and an indication of their salaries
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THE PRODUCT
	What will be produced, in what quantities and at what price; also an indication of whether any market research has been carried out;
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THE MARKET
	Results of any research, with an indication of size of market and potential growth; who customers might be and what methods of promotion or advertising might be used; strength of any competitors



	PREMISES/

EQUIPMENT
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	What will be needed, will it be hired or bought, are any costings available
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PROFIT ESTIMATES
	Based on estimates of sales and costs and showing BREAK-EVEN POINT 
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CASH FLOW
	Estimates of difference between cash in and cash out on a monthly basis 
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	Who will provide the initial finance – owner or borrowing? What cash is needed for, when any loan might be paid back




A business plan is usually shown to an external agency such as a bank.  If the bank is going to lend money to the business, it will prefer to see clear plans and intentions.
SAMPLE BUSINESS PLAN
	BUSINESS DETAILS



	Name:
	Haddock Enterprises Ltd

	Address:
	12 Fish Lane

Glasgow

G12 2FC

	Business Type:
	Private Limited Company

	PRODUCT DETAILS



	Product:
	Fast Food – Fish and Chips

	MARKET STRUCTURE



	Customers:
	5,000 workers and shoppers pass premises daily

	Competition:
	McDonalds (900m away) – prices are similar on average

	MARKETING INFORMATION



	Pricing:
	£3.00 for suppers, £2.00 for singles and £1.50 for chips

	Promotion:
	£2.00 suppers at lunchtimes, local paper adverts


	RESOURCES REQUIRED



	Staff:
	4 part time and 2 full time staff 

	Premises:
	12 Fish Lane – rent £300 per week

	Equipment:
	Frying equipment – purchase at £5,000

	FINANCE REQUIRED



	Start up:
	£5,000 of Ordinary Shares between 5 owners

£5,000 bank loan for purchase of frying equipment

	FORECASTS



	Sales:
	100,000 sales per year at an average of £3.00

	Profits:
	£150,000 (see Forecast P&L Account)

	Cash Flow:
	No problems expected (see Cash Budget)
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Objectives of Business Organisations
OBJECTIVES are goals or aims which all organisations have.  The objectives of an organisation will depend on a number of factors, such as –

•
the TYPE of organisation it is.

•
the SIZE of the organisation.

•
the TYPE OF GOOD OR SERVICE that it provides.

The following table shows some of the OBJECTIVES that business organisations in the PRIVATE SECTOR may have:

	To make a profit
	To make as much profit as possible.


	To survive


	To continue to trade – especially for a new business if it is faced with stiff competition.

	To grow
	To increase in size and dominate the market.


	To provide a good service
	To provide services which people require and are pleased with.  (This is an objective of many hospitals, charities and local authorities.)

	To show social responsibility
	Some businesses may wish to improve their public image by showing that they are socially responsible.  For example, they may give money to charities or spend money on improving the environment.


The following are OBJECTIVES of the PUBLIC SECTOR organisations:

· [image: image24.wmf]To provide a quality service

· To make best use of funds available

· To serve the public interest

The following are OBJECTIVES of the VOLUNTARY/THIRD SECTOR:
· To help the needy
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· To relieve poverty

· Maximise cash collections

· Open more branches 
· Increase number of volunteers

Mission Statement

[image: image26.wmf]This summarises the strategic aims of the business.  It can be released to the press to help market the business and its products, and issued to all employees.  It shows that the business has plans for the future, and how those plans will affect all the interested parties.  It is often displayed in the organisation’s reception area.  The mission statement may contain information on how the business will treat shareholders, the environment and most importantly consumers.
Types of Business Organisation
Our society is made up of many different types of business organisations. Listed below are the main ones:
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SOLE TRADER
A SOLE TRADER is a business that is OWNED and 
CONTROLLED by ONE PERSON.  Examples of 
sole-trader businesses are plumbers, hairdressers, small shops.

	Advantages
	Disadvantages

	· It is easy and cheap to set up.

· Owner has complete control over all decisions.

· All profits are kept by the owner.

· Owner can choose how many hours he/she works.

· A more personal service is offered to customers.
	· The owner has unlimited liability. This means that if the business is unsuccessful the owner could lose his/her business and also his/her possessions such as his car and home.

· It can be difficult to raise finance as banks may be reluctant to lend you money.

· No one to share workload with.

· If owner is ill or on holiday, work has to stop and no money is coming in.


Partnership
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A PARTNERSHIP is a business which usually has 2 TO 20 
PEOPLE.  These people (partners) own and control the business.  
In some partnerships, however, there can be more than 20 
people.  Examples where this is allowed are accountancy and 
law firms. In a partnership a legal document called a partnership agreement is drawn up.  This sets out how profits are to be shared.

	Advantages
	Disadvantages

	· Easy to set up.

· Lots of expertise available from different partners.

· More finance available.

· Responsibilities are shared – so less pressure.
	· Unlimited liability – they could lose personal wealth if business fails.

· There may be disagreements between the partners

· If one of the partners leaves, this can upset the running of the business.


Private Limited Company
A PRIVATE LIMITED COMPANY is one which is OWNED BY SHAREHOLDERS and is RUN BY A DIRECTOR OR BOARD OF DIRECTORS.  Private Limited Companies tend to be owned by families who all own a certain number of shares.  The SHARES are NOT AVAILABLE for purchase on the STOCK EXCHANGE.  To operate as a private limited company, you must register with Companies House in Edinburgh and complete 2 documents – the MEMORANDUM OF ASSOCIATION and ARTICLES OF ASSOCIATION which set out the details of the company, the aims of the company and how it will be run and financed.
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	Advantages
	Disadvantages

	· Shareholders have limited liability.
· This means that, if the business fails, each shareholder only loses the amount that he/she has invested in the business.

· More finance can be raised from shareholders.
· Shareholders may have experience and expertise that they can bring to the business.
	· Profits are shared among more people.

· There is a legal process in setting up the company.

· The business must abide by the rules of the Companies Act.


Public Limited Company
A PUBLIC LIMITED COMPANY (PLC) is usually a much larger company than a private limited company.  It SELLS SHARES to the GENERAL PUBLIC through the STOCK EXCHANGE.  The owners often lose control over decisions because it is the shareholders who appoint the Board of Directors to oversee the business.
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	Advantages
	Disadvantages

	· Easy to raise large amounts of finance due to their size.

· They can sell shares at any time so this means they can raise finance easily for large projects.
	· Set-up costs can be high

· They must abide by the roles of the Companies Act.

· They must publish their yearly accounts.

· They have no control over who buys their shares


Franchises
FRANCHISES are business arrangements where one firm pays for the right to run under the name of another.  

The person or firm who owns and runs the business is called the FRANCHISEE.  The firm that owns the name is called the FRANCHISER. 
	Advantages to the Franchiser
	Disadvantages to the Franchiser

	· Allows the franchiser to increase its market share without investing heavily

· Provides a reliable revenue (the franchiser will receive a percentage of the turnover or a set royalty payment each year

· Risks and uncertainty are shared between the franchiser and the franchisee


	· The franchiser only receives a share of the profits
· Profits dependent on the ability of the franchisees

· Reputation of the whole franchise is dependent on individual franchisees




	Advantages to the Franchisee
	Disadvantages to the Franchisee

	· Already established business
· Guaranteed customers
· Less risk
· Brand name and reputation already exits
	· Has to run according to rules set by franchisor
· Percentage of profits has to be paid to franchisor
· Little scope for individualilty
· Can be costly to purchase a successful business
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Publicly Funded Organisations
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These are organisations that are set up and OWNED by the GOVERNMENT.  These organisations PROVIDE SERVICES TO THE PUBLIC.  Examples of publicly funded organisations are our local-authority education service, houses provided by the local authority, refuse collection and hospitals; also bodies like the BBC, etc.

They are funded from taxes which people pay.

Third Sector Organsations/Non-Profit Making Organisations
The ‘third sector’ is the term used to describe the range of organisations that are NEITHER PUBLIC SECTOR NOR PRIVATE SECTOR.   It includes voluntary and community organisations (both registered charities and other organisations such as associations, self-help groups and community groups), social enterprises, mutuals and co-operatives.

VOLUNTARY/THIRD ORGANISATIONS are run and managed by volunteers.  Examples include the scouts, tennis clubs, youth clubs.  They bring together people with similar interests.
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CHARITIES are also VOLUNTARY ORGANISATIONS. 
Examples of charities are Oxfam, Cancer Research and the Red Cross.  Charities must be registered with the Charities Com missioner who regulates their activities.  Charities do not require to pay some taxes such as VAT.
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SOCIAL ENTERPRISES are businesses with a social objective whose surpluses are reinvested for that purpose in the business or in the community.
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Sources of Finance
Businesses are financed in many different ways.  The main 
sources used to finance them are as follows.

	Source
	Advantage
	Disadvantage

	Owner’s Saving
	No interest charges to pay.
	Risk of losing your investment if business fails and you have unlimited liability.

	Loan from Family and Friends (sole traders often use this)
	Usually quick to set up.
	Can result in arguments if they want the loan repaid sooner rather than later.

	Bank Loan
	Usually quick and easy to set up.  Regular monthly payments can be made over a period of time.
	Small businesses tend to be charged a higher rate of interest.

	Bank Overdraft
	Usually quick and easy to set up.  Useful for a short period of time when a business has a shortage of money
	Small businesses tend to be charged a higher rate of interest.

	Government Grant
	Normally you do not have to pay this back.
	This can take quite a while to obtain.  The government may make conditions which firms have to comply with, such as providing jobs for the unemployed or people with disabilities.

	European Union Funds – grants or loans
	Grants which may not need to be repaid or loans at a low rate of interest.
	Loans need to be repaid with interest.

	Charitable Grant, eg Prince’s Youth Trust, Start-ups
	Normally you do not have to pay this back.
	You may need to ensure matching funds are available to meet any grant received.

A description of what you plan to do with the money in terms of a ‘project’, as well as clear and concise business plan should be produced.


Sources of Advice

SCOTTISH ENTERPRISE AND LOCAL ENTERPRISE COMPANIES – these are government funded organisations set up to help business start-ups and existing companies to grow.  They offer:
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· advice

· training courses,

· provide contacts

· assist with gaining grants and funding

· promote exporting

CAREERS SCOTLAND – this organisation is part of Scottish Enterprise and provides:
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· assistance with recruitment and training

· information on local labour markets

· employment law

BUSINESS GATEWAY – this is a Scottish Enterprise funded organisation.  It provides information on:
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finance and grants

· taxation

· health and safety

· IT and e-business

· sales and marketing

LOCAL AUTHORITIES – each local authority in Scotland may provide different business support depending on local circumstances.  Some offer:
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· help in locating premises

· local planning matter

· loans and grants

· subsidised premises
PRINCE’S SCOTTISH YOUTH BUSINESS TRUST – this organisation gives:
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· advice

· training and grants 

to young people (18-25 year olds) starting a business.
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THE EUROPEAN UNION – this offers financial help through:

· regional development fund

· social fund
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BANKS – These give advice on:

· sources of finance

· drawing up a business plan

· information packs for small businesses

· advice and support from their business advisors
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HMRC – gives advice on taxation matters

LAWYERS AND ACCOUNTANTS – give legal and financial advice
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Business produces goods and services





Consumers have wants





Consumers buy these goods and services





Business sees these wants
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Business in Action
Business in Action
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