Economics and Business Factsheet Number 4
When you have read this Factsheet you should be familiar with:

· the nature, variety and pattern of business activity

· how business must meet the needs of both consumers and other stakeholders if they are to successful

· the ways in which value is added

· the ways in which a competitive advantage is achieved

In this Fact sheet we will be introducing the main aspects of what is a business and what is it attempting to do. Some of you might have expected to see details on the types of business etc but these will appear in later Fact sheet as part of the material being covered.

What is a business?

In what are often called ‘primitive’societies the majority of people’s wants are provided through their own hard work. As the society grows so the level of specialisation increases. People begin to specialise and share through the process of exchange. Through either the exchange of skills or the fruits of those skills the business activity emerges. What emerges can range from a street trader, through to small shops and offices and can of course continue through to a large, multi-national corporation.

Businesses are started because someone thinks that they can produce and sell something that someone else wants. They are producing for what we call consumers. The business will continue if the consumers feel satisfied with the good or service being provided by the producer.

Being in business is a two-way process. To succeed you must attract enough customers and then keep the majority of them. In more technical terms a business is concerned with attracting a customer base and gaining customer loyalty or repeat purchases. To achieve these targets a business must be satisfying the needs of consumers, or customers.

The set-up costs of starting many businesses are high and a fundamental question has to be asked. Namely, could I make a better rate of return on the money if it were put into a savings account at a bank? Economists have an expression for this and they call it the opportunity cost, which in simple terms means what, is foregone on order to allocate the resources in their current way. Let’s say that you decide to go ahead with the business you want to invest in. Several different parties will be interested in the success or fail of your venture. These could include:

· those who have lent you some money

· those you are employing

· those who are supplying you with the resources you need to make or provide your goods or services

· those who are buying whatever it is you are producing

All of these ‘interests’ are stakeholders in the business with a distinct role to play in whether you succeed or fail. 

In most businesses it takes time to become ‘successful’. Not all debts can be met immediately or even within the early period of trading. However, one fact applies to all business, whatever its life span and that is you need to generate cash to survive. This is known as your Cash Flow and you must have enough to pay your bills. Too many businesses fail because they have not:

· planned well enough

· realised that selling does not always equal cash

A business can normally forecast it’s out goings but the in-comings might be more difficult to predict. Even a business that appears to be ‘successful’ can founder because it does not generate enough cash to pay its obligations.

Adding value

People normally buy a good or service because they perceive that has a value to them. One of these is normally that it provides good value for money but there are other qualities a good/service can possess. The concept of ‘added value’ is very difficult to measure but most people have some idea of why they use a particular brand of something. To be fair many purchases are almost automatic but even the buying of an everyday item such as toothpaste allows us a choice and if our favourite brand disappoints us in someway then we will switch to another.

A business begins with a set of inputs or resources. These are called:

· Natural resources – those things that form the basic ingredients of the product or assist in its manufacture. So, we are referring to such resources as coal, steel and other resources that will one day be exhausted and the physical assets such as buildings that help in the production process.

· Capital – the assets through which business is done or the cash that makes this possible. So, a shop is part of this stock of capital and so is an oil refinery.

· People – these are normally referred to as the most important asset a business owns. The abilities of the employees are vital to the success of any business. The attitudes shown by both employees and managers will shape much of what happens within any business. Managers (or as some books prefer to call them the entrepreneurs) will be called upon to lead and workers/employees will be responsible for making the goods/services that the customers want. If any member of this process gets it seriously wrong then the livelihoods of all are threatened.

Obviously, these inputs vary in nature and importance from one business to another. Their cost of acquisition can be calculated and this represents the minimum value of the product. The success of the company will depend on how much above that cost of production they can pitch their selling price. The greater the level of perceived ‘value added’ the larger the gap between the cost of production and the final selling price.

So, we have somewhat different definitions of what is, in theory, the same thing!

A producer will see value added as the difference between what it costs to make something and what can be charged for the product in the market place. Whilst the consumer sees it as partly a ‘good buy’ in that it may be costing less than they would have paid and partly that what it provides makes them consider buying some more a later date.

Adding value in a supermarket

· the careful selection and buying or the product range

· the branding and packaging of goods

· the methods of distributing and transporting goods to stores

· the ways in which the goods are presented and sold to customers

· the range of other services offered within the complex that is the ‘store’

A short exercise

Make a visit to your local supermarkets and not:

1. What services are available to customers before they even enter the store

2. What other services are available within the store other than goods to buy

3. What services are offered before you actually leave the area within which the store stands

REMEMBER THAT THE FACTORS OF PRODUCTION ARE THE INPUTS THAT CREATE A SALEABLE PRODUCT BUT THEY DO NOT GUARANTEE AN ADDED VALUE TO THAT PRODUCT

Some exercises

1. Many of you will have attended a ‘pop concert. Think about the reasons why you went and whether you felt that you got ‘value for money’.

2. Ask yourself why you visit a certain web site, say www. Bized.ac.uk and what you expect to gain from the visit.

3. Now think about what resources went into producing the pop concert and the web site and which ones were the most important and why.

4. Think of two brand names that are linked with reliability. Consider if they are really any more reliable than one of their close competitors.

5. Think of two brands that sell heavily on image and explain why they can charge higher prices than most of their rivals.

This process of adding value is a complex one but if the business succeeds then it will have what is known as a competitive advantage. This will enable it to make profits that exceed the opportunity cost of the resources used in the production of the goods or services it is making. A key job of any business manager is to identify and develop the factors that give their products their competitive advantage.

A Case Study

Tom was becoming tired of just designing packet tops for someone else and so he decided to open his own business. As a graduate of the Royal College of Art he felt that he had enough skill to actually design furniture that people would actually want to buy. A visit to several retail outlets convinced him that he could produce quality products but in part of the market where the big, flat-pack manufacturers did not want to operate. He also thought that ‘green credentials’ would be a major part of his marketing appeal.

To keep his costs to a minimum Tom displayed his products at open-air markets in towns where he felt those who could afford his price-range would come to shop.

After one year he was making money and considering his next move. He added most of his value by buying cheap re-cycled materials and carving individual designs and pieces of furniture from this low cost source. He used shape and a mixture of colours to give his designs a very visible image. Soon he noticed that others were beginning to get as close to his designs as they could. His customers tended to be young, working in well-paid jobs and looking for pieces that could not be bought in the B and Q styled outlets. Tom realised that to stay ahead of any new arrivals that might be attracted by his price levels he must create new designs and take his customers with him on his journey through ‘accepted’ patterns of furniture design.

If he could achieve this careful balance of innovation yet accepted taste then he would have a ‘winner’ on his hands. He wanted to build a solid customer base and introduce to them new and exciting designs.

1. What are the components of Tom’s competitive advantage? Are they a secure set of advantages?

2. Tom sells his furniture for what he accepts are quite high prices. Can he continue with this policy?

3. Should Tom consider introducing a new? lower-priced range of furniture

4. If he does introduce a cheaper range should he (a) cut some of costs of production?

(b) Accept lower profit margins?

Some final thoughts

Should a business always be trying to increase its prices or should it concentrate on lowering costs? In the real world of business this problem is resolved by, wherever possible, aiming to monitor and achieve both. In that way the enterprise is trying to be both efficient and competitive.

Competitive advantage can be achieved by altering both the price of a product and the methods by which it is sold. Until quite recently many supermarkets sold heavily on price. Quality was less visible until certain of the market leaders began to put more emphasis on what they we actually delivering to customers. By promoting quality they managed to increase their margins, so becoming a more profitable concern. If you want to test this observation call up the Tesco site and read their history. They accept that they increased some costs of production but felt confident that they could pass these onto customers by the perceived added value represented in the product.

It would wrong to think that improving quality or moving ‘upmarket’ is the only way to improve business performance. In the highly competitive markets of home entertainment equipment margins can be very small. B&Q appreciated this and aimed for ‘reasonable’ quality but also focused on prices as their major selling tool. The B&Q organisation sell well-known brands at prices that cause other retailers to struggle. This is how B&Q achieved their competitive advantage.

Successful management keeps a balance between prices and the quality perceived to be the product. As we shall see in alter Fact sheet they also build-up close relationships with their suppliers, or what is known as the supply chain.

In the next Fact sheet we will turn our attention to:

WHY BE IN BUSINESS AND METING THE DEMANDS OF CUSTOMERS

Summary

In this Fact sheet you should have recognised that:

· good business satisfies consumer needs and meets the requirements of other stakeholders

· All business seeks to add value and because they succeed in this they are producers.

· To achieve added value a business must use its resources effectively and efficiently

· Consumers or customers are always looking for value and that a business must be trying to increase the ways in which it offers value to its customers

· That a successful business will achieve a competitive advantage and in so doing will begin to meet the expectations of its stakeholders

Key terms

Added value - the difference between the price which is charged and the total cost of the material inputs for the product.

Capital – one of the factors of production, the wealth that makes business possible. The amount of money used within a business

Cash Flow – the movement of cash into and out of a business. The business needs a positive cash flow in order to survive.

Competitive Advantage – those individual aspects of the business that attract its customers and set it aside from its main rivals

Consumers – those who use a product or service.

Customer base -  those who buy your product or service. Most organisations monitor and try to respond to the make-up of this ‘base’ on a regular basis.

Customer loyalty – the process of gaining the trust of customers, so trying to get them to come back for further purchases in the future.

Entrepreneurs – the factor of production that bring together the others and take the risks associated with running a business.

Inputs – the resources which are brought together to produce goods and services.

Investment goods - those goods which are bought to enable production to take place. Good examples are: machinery and raw materials

Natural resources – the basic ingredients of any good or service. Included are: land, labour or people, capital and the entrepreneur.

Managers – those involved in the daily running of company affairs

Opportunity Cost – the cost of something in terms of the next best thing or foregone alternative.

People – the essential asset of any business. It consists of all the human effort available to the business

Production – the process of adding value when inputs are used to create  outputs of goods and services.

Repeat purchases – the aim of business to attract and keep a high proportion of their customer base.

Services – activities which satisfy consumers needs. They can be personal eg financial advice or public eg transport.

Specialisation – concentration on part of a process or activity. This usually increases the quality of the output, A business can also concentrate or specialise in part or segment of a market.

Stakeholders – those who have an interest in a business. It is used to indicate all those different groups who have an interest in the activities of the firm.

Value added – the difference made by production. It is the difference between the value of the inputs and the value of the output obtained from them.

