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Paper F1

Accountant in Business

Syllabus and study guide

Aim

To introduce knowledge and understanding of the business and its environment
and the influence this has on how organisations are structured and on the role of the
accounting and other key business functions in contributing to the efficient, effective
and ethical management and development of an organisation and its people and
systems.

Main capabilities

On successful completion of this paper, candidates should be able to:

A

Explain how the organisation is structured, governed and managed by — and
on behalf of — its external, connected and internal stakeholders

Identify and describe the key environmental influences and constraints on
how the business operates in general and how these affect the accounting
function in particular

Describe the history, purpose, and position of accounting in the organisation
and the roles of other functional areas

Identify and explain the functions of accounting systems and internal controls
in planning, monitoring and reviewing performance and in preventing fraud
and business failure

Recognise the principles of authority and leadership and how teams and
individuals behave and are managed, disciplined and motivated in pursuit of
wider departmental and organisational aims and objectives

Recruit and develop effective employees, using appropriate methods and
procedures, while developing constructive relationships through effective
communication and interpersonal skills

© Emile Woolf Publishing Limited 1



Paper F1: Accountant in business

Rationale

The Accountant in Business syllabus acts as an introduction to business structure and
purpose, and to accountancy as a central business function. The syllabus
commences with an examination of the structure and governance of businesses,
briefly introducing ethics. It then looks at business in the context of its environment,
including economic, legal, and regulatory influences on such aspects as governance,
employment, health and safety, data protection and security. From there, it focuses
on accounting, how it originated, how it is organised, its critical importance in
business planning and control, and how it affects other business functions.

The syllabus then introduces students to the accounting profession and to certain
aspects of the regulatory framework as they affect accounting, auditing and
governance. The syllabus also covers accounting, auditing, and internal control as
specific business functions and how these should be supported by effective
management information systems. Finally, the syllabus introduces key management
and people issues such as individual and team behaviour, leadership, motivation
and personal effectiveness.
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Syllabus and study guide

Syllabus

A Business organisation structure, governance and management

The business organisation and its structure

The formal and informal business organisation
Organisational culture in business

Stakeholders of business organisations

Information technology and information systems in business
Committees in the business organisation

Business ethics and ethical behaviour

Governance and social responsibility in business

OO Ul = WD~

B Key environmental influences and constraints on business and
accounting

Political and legal factors
Macro-economic factors

Social and demographic factors
Technological factors
Competitive factors

QL = W N =~

C History and role of accounting in business

1 The history and function of accounting in business

2 Law and regulation governing accounting

3 Financial systems, procedures and IT applications

4 The relationship between accounting and other business functions

D Specific functions of accounting and internal financial control

1 Accounting and finance functions within business

2 Internal and external auditing and their functions

3 Internal financial control and security within business organisations
4 Fraud and fraudulent behaviour and their prevention in business.

E Leading and managing individuals and teams

1 Leadership, management and supervision

2 Individual and group behaviour in business organisations
3 Team formation, development and management

4 Motivating individuals and groups

F Recruiting and developing effective employees

1 Recruitment and selection, managing diversity, and equal opportunity.

2 Techniques for improving personal effectiveness at work and their
benefits

3 Features of effective communication

4 Training, development, and learning in the maintenance and
improvement of business performance

5 Review and appraisal of individual performance
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Approach to examining the syllabus

The syllabus is assessed by a two hour paper-based or computer-based examination.
Questions will assess all parts of the syllabus and will test knowledge and some
comprehension or application of this knowledge. The examination will consist of 40
two mark questions, and 10 one mark questions.
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Syllabus and study guide

Study guide

This study guide provides more detailed guidance on the syllabus. You should use
this as the basis of your studies.

A BUSINESS ORGANISATIONAL STRUCTURE, GOVERNANCE AND
MANAGEMENT

1 The business organisation and its structure

(a)

(b)

()

(d)

(e)

(f)

Identify the different types of organisation:
(i) Commercial

(i) Not-for-profit

(iii) Public sector

(iv) Non-governmental organisations

(v)  Cooperatives

Describe the different ways in which organisations may be
structured: entrepreneurial, functional, matrix, divisional,
departmental, by geographical area and by product.

Describe the roles and functions of the main departments in a
business organisation:

(i) research and development
(i) purchasing

(iii) production

(iv) direct service provision
(v) marketing

(vi) administration

(vii) finance.

Explain the characteristics of the strategic, tactical and operational
levels in the organisation in the context of the Anthony hierarchy.

Explain the role of marketing in an organisation:

(i) the definition of marketing

(ii)) the marketing mix

(iif) the relationship of the marketing plan to the strategic plan
Explain basic organisational structure concepts:

(i) separation of direction and management

(ii) span of control and scalar chain

(ii) tall and flat organisations

Explain centralisation and decentralisation and list their
advantages and disadvantages.

© Emile Woolf Publishing Limited



Paper F1: Accountant in business

2 The formal and informal business organisation

(@) Explain the informal organisation and its relationship with the
formal organisation.

(b)  Describe the impact of the informal organisation on the business.

3 Organisational culture in business
(a) Define organisational culture.
(b)  Describe the factors that shape the culture of the organisation.
(c)  Explain the contribution made by writers on culture:
(i)  Shein — determinants of organisational culture
(i) Handy - four cultural stereotypes

(iii) Hofstede — international perspectives on culture

4 Stakeholders of business organisations

(@) Define the internal stakeholder and list the different categories of
internal stakeholder.

(b) Define connected and external stakeholders and explain their
impact on the organisation.

(c) Identify the main stakeholder groups and the objectives of each
group.

(d) Explain how the different stakeholder groups interact and how
their objectives may conflict with one another.

5 Information technology and information systems in business

(a) Discuss the types of information technology and information
systems used by the business organisation.

(b)  List the attributes of good quality information.

(c)  Explain how the type of information differs and the purposes for
which it is applied at different levels of the organisation: strategic,
tactical and operational.

d) Identify the different sources of internal and external information.

(e)  Describe the main features of information systems used within the
organisation.

6 Committees in the business organisation
(a) Explain the purposes of committees.
(b)  Describe the types of committee used by business organisations.
(c)  List the advantages and disadvantages of committees.

(d) Explain the roles of the Chair and Secretary of a committee.

6 © Emile Woolf Publishing Limited



Syllabus and study guide

7 Business ethics and ethical behaviour

(a)

(b)

()

(d)
(e)

Define business ethics and explain the importance of ethics to the
organisation and to the individual.

Identify influences that determine whether behaviour and
decisions are ethical or unethical.

Identify the factors that distinguish a profession from other types
of occupation.

Explain the role of the accountant in promoting ethical behaviour.

Recognise the purpose of international and organisational codes of
ethics and codes of conduct, IFAC, ACCA etc.

8 Governance and social responsibility in business

(a)

(b)

()

(e)

(f)

Recognise the concept of separation between ownership and
control.

Define corporate governance and social responsibility and explain
their importance in contemporary organisations.

Explain the responsibility of organisations to maintain appropriate
standards of corporate governance and corporate social
responsibility.

Briefly explain the main recommendations of best practice in
effective corporate governance:

(i) Non-executive directors

(ii)) Remuneration committees

(iii) Audit committees

(iv) Public oversight

Explain how organisations take account of their social
responsibility objectives through analysis of the needs of internal,
connected and external stakeholders.

Identify the social and environmental responsibilities of business
organisations to internal, connected and external stakeholders.

B KEY ENVIRONMENTAL INFLUENCES AND CONSTRAINTS ON
BUSINESS AND ACCOUNTING

1 Political and legal factors

(a)

(b)

()

(d)

Define environmental forces in terms of political, legal, economic,
social and technological factors.

Explain how the political system and government policy affect the
organisation.

Describe the sources of legal authority, including supra-national
bodies, national and regional governments.

Explain how the law protects the employee and the implications of
employment legislation for the manager and the organisation.

Identify the principles of data protection and security.

© Emile Woolf Publishing Limited
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(f)

(8)

Explain how the law promotes and protects health and safety in
the workplace.

Recognise the responsibility of the individual and organisation for
compliance with laws on data protection, security and health and
safety.

2 Macro-economic factors

(a)
(b)

()

(d)

(e)

Define macro-economic policy.

Explain the main determinants of the level of business activity in
the economy and how variations in the level of business activity
affect individuals, households and businesses.

Explain the impact of economic issues on the individual, the
household and the business:

(i) inflation

(i) unemployment

(iif) stagnation

(iv) international payments disequilibrium.

Describe the main types of economic policy that may be
implemented by government and supra-national bodies to
maximise economic welfare.

Recognise the impact of fiscal and monetary policy measures on
the individual, the household and businesses.

3 Social and demographic factors

(a)

(b)

()

Explain the medium and long-term effects of social and
demographic trends on business outcomes and the economy.

Describe the impact of changes in social structure, values, attitudes
and tastes on the organisation.

Identify and explain the measures that governments may take in
response to the medium and long-term impact of demographic
change.

4 Technological factors

(a)

(b)

Explain the effects of technological change on the organisation
structure and strategy:

(i) Downsizing
(iij) Delayering
(iii) Outsourcing

Describe the impact of information technology and information
systems development on business processes.

5 Competitive factors

(a)

Explain the factors that influence the level of competitiveness in an
industry or sector.

© Emile Woolf Publishing Limited
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(b)

Describe the activities of an organisation that affect its
competitiveness:

(i) purchasing
(i) production
(iii) marketing

(iv) service

C  HISTORY AND ROLE OF ACCOUNTING IN BUSINESS
1 The history and function of accounting in business

(a)

(b)

Briefly explain the history and development of the accounting and
finance role in business.

Explain the overall role and separate functions of the accounting
department.

2 Law and regulation governing accounting

(a)

(b)

()

Explain basic legal requirements in relation to keeping and
submitting proper records and preparing financial accounts.

Explain the broad consequences of failing to comply with the legal
requirements for maintaining accounting records.

Explain how the international accountancy profession regulates
itself through the establishment of reporting standards and their
monitoring.

3 Financial systems, procedures and IT applications

(a)

(b)

(d)

(e)

Explain how business and financial systems and procedures are
formulated and implemented to reflect the objectives and policies
of the organisation.

Describe the main financial systems used within an organisation:
(i)  purchases and sales invoicing

(ii) payroll

(iii) credit control

(iv) cash and working capital management.

Explain why appropriate controls are necessary in relation to
business and IT systems and procedures.

Understand business uses of computers and IT software
applications:

(i)  Spreadsheet applications
ii)  Database systems

Describe and compare the relative benefits and limitations of
manual and automated financial systems that may be used in an
organisation.

© Emile Woolf Publishing Limited
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The relationship between accounting and other business functions

(@) Explain  the relationship  between  accounting and
purchasing /procurement.

(b) Explain financial considerations in production and production
planning.

(c) Identify the financial issues associated with marketing.

(d) Identify the financial costs and benefits of effective service
provision.

D SPECIFIC FUNCTIONS OF ACCOUNTING AND INTERNAL FINANCIAL
CONTROL

1

Accounting and finance functions within business

(@) Explain the contribution of the accounting function to the
formulation, implementation, and control of the organisation’s
policies, procedures, and performance.

(b) Identify and describe the main accounting and reporting functions
in business:

(i)  recording financial information
(ii) codifying and processing financial information
(iii) preparing financial statements

¢) Identify and describe the main management accounting and
y & &
performance management functions in business:

(i) recording and analysing costs and revenues

(i) providing management accounting information for decision-
making

(iij) planning and preparing budgets and exercising budgetary
control.

(d) Identify and describe the main finance and treasury functions:
(i) calculating and mitigating business tax liabilities
(ii) evaluating and obtaining finance
(iii) managing working capital

(iv) treasury and risk management.

Internal and external auditing and their functions
(a) Define internal and external audit.

(b)  Explain the main functions of the internal auditor and the external
auditor.

Internal financial control and security within business
organisations

(a) Explain internal control and internal check.

(b) Explain the importance of internal financial controls in an
organisation.

10
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Describe the responsibilities of management for internal financial
control.

Describe the features of effective internal financial control
procedures in an organisation.

Identify and describe features for protecting the security of IT
systems and software within business.

Describe general and application systems controls in business.

4 Fraud and fraudulent behaviour and their prevention in business.

(a)
(b)
()
(d)

Explain the circumstances under which fraud is likely to arise.
Identify different types of fraud in the organisation.
Explain the implications of fraud for the organisation.

Explain the role and duties of individual managers in the fraud
detection and prevention process.

E LEADING AND MANAGING INDIVIDUALS AND TEAMS
1 Leadership, management and supervision

(a)

(b)

(©)
(d)

(e)

Define leadership, management and supervision and the
distinction between these terms.

Explain the nature of management:

i) scientific/classical theories of management Fayol, Taylor
ii)  the human relations school — Mayo

iii)  the functions of a manager — Mintzberg, Drucker
Explain the areas of managerial authority and responsibility.

Explain the qualities, situational, functional and contingency
approaches to leadership with reference to the theories of Adair,
Fiedler, Bennis, Kotter and Heifetz.

Explain leadership styles and contexts: using the models of
Ashridge, and Blake and Mouton.

2 Individual and group behaviour in business organisations

(a)

(b)

()

Describe the main characteristics of individual and group
behaviour.

Outline the contributions of individuals and teams to
organisational success.

Identify individual and team approaches to work.

3 Team formation, development and management

(a)
(b)
()

Explain the differences between a group and a team.
Define the purposes of a team.

Explain the role of the manager in building the team and
developing individuals within the team.

© Emile Woolf Publishing Limited
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(i)  Belbin’s team roles theory
(i) Tuckman’s theory of team development
(d) List the characteristics of effective and ineffective teams.

(e) Describe tools and techniques that can be used to build the team
and improve team effectiveness.

4 Motivating individuals and groups

(@) Define motivation and explain its importance to the organisation,
teams and individuals.

(b) Explain content and process theories of motivation: Maslow,
Herzberg, McGregor, and Vroom.

(c)  Explain and identify types of intrinsic and extrinsic reward.

(d) Explain how reward systems can be designed and implemented to
motivate teams and individuals.

F RECRUITING AND DEVELOPING EFFECTIVE EMPLOYEES

1 Recruitment and selection, managing diversity and equal
opportunity

(a) Explain the importance of effective recruitment and selection to
the organisation.

(b)  Describe the recruitment and selection processes and explain the
stages in these processes.

(c) Describe the roles of those involved in the recruitment and
selection processes.

(d) Describe the methods through which organisations seek to meet
their recruitment needs.

(e)  Explain the advantages and disadvantages of different recruitment
and selection methods.

(f)  Explain the purposes of a diversity policy within the human
resources plan.

(g) Explain the purpose and benefits of an equal opportunities policy
within human resource planning.

(i)  Explain the practical steps that an organisation may take to ensure
the effectiveness of its diversity and equal opportunities policy.

2 Techniques for improving personal effectiveness at work and their
benefits

(a) Explain the purposes of personal development plans.

(b) Describe how a personal development plan should be formulated,
implemented, monitored and reviewed by the individual.

(c)  Explain the importance of effective time management.

(d) Describe the barriers to effective time management and how they
may be overcome.

12 © Emile Woolf Publishing Limited
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(e)

(f)

Describe the role of information technology in improving personal
effectiveness.

Explain the purposes and processes of coaching, mentoring and
counselling and their benefits.

3 Features of effective communication

(a)
(b)

()

(d)
(e)
(f)

(8)

Define communications.

Explain a simple communication model: sender, message, receiver,
feedback, noise.

Explain formal and informal communication and their importance
in the workplace.

Identify the consequences of ineffective communication.
Describe the attributes of effective communication.

Describe the barriers to effective communication and identify
practical steps that may be taken to overcome them.

Describe the main methods and patterns of communication.

4 Training, development and learning in the maintenance and
improvement of business performance

(a)
(b)
(©)

(d)

(e)

(f)

Explain the importance of learning in the workplace.
Describe the learning process: Honey and Mumford, Kolb.

Describe the role of the human resources department and
individual managers in the learning process.

Describe the training and development process: identifying needs,
setting objectives, programme design, delivery and validation.

Explain the terms ‘training’, ‘development” and ‘education” and
the characteristics of each.

List the benefits of effective training and development in the
workplace.

5 Review and appraisal of individual performance

(a)
(b)

()
(d)
(e)
(f)

(8)

Explain the importance of performance assessment.

Explain how organisations assess the performance of human
resources.

Define performance appraisal and describe its purposes.
Describe the performance appraisal process.
Explain the benefits of effective appraisal.

Identify the barriers to effective appraisal and how these may be
overcome.

Explain how the effectiveness of performance appraisal may be
evaluated.

© Emile Woolf Publishing Limited
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CHAPTER

The structure of business
organisations

Types of organisation and organisation structures
Functional departments in business organisations

Functions and characteristics of management

B W N R

Basic concepts of organisation and management
structure

5 Committees
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1.1

Types of organisation and organisation structures

Types of organisation

Organisation structures

Entrepreneurial organisation

Functional organisation (departmental structure)
Divisional organisation structure

Matrix organisation

Types of organisation and organisation structures

Types of organisation

Accountants are employed by different types of organisation. Organisations can be
divided into two main types:

®  business organisations, and

m not-for-profit organisations.

Business organisations engage in commercial and industrial activities, with the
purpose of making a profit.

Not-for-profit organisations do not seek to make a profit, although they must
operate within the limits of the funding and cash that is available to them. They can
be divided into two main types:

®  public sector organisations: these are government departments or organisations
that are funded by the government

B non-government organisations: these are not-for-profit organisations that are
partly or wholly funded from non-government sources. Examples are charities,
clubs and societies.

The distinguishing features of different types of organisation

Each type of organisation has features that distinguish it from the other types of
organisation.

m  Purpose. They have different purposes. Business organisations exist to make a
profit. Public sector organisations exist to provide a benefit to the public, such as
good government or key services such as health, education, a police force,
national defence, and so on.

®  Ownership. They have different types of owner. Companies are owned by their
shareholders, whereas public sector organisations are owned by the government
(as the representative of the general public). Co-operatives are owned by
members.

®m  Funding. Business organisations obtain the funds they need to operate from a
variety of sources. A stock market company, for example, obtains its long-term

16
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Chapter 1: The structure of business organisations

funds from a mixture of reinvesting profits in the business, issuing new shares
and borrowing. Charities rely on a mixture of government grants and private
donations for the money they need. Public sector organisations obtain their
money from the government, which in turn gets its money from taxation.

®  Accountability. The management of an organisation is accountable to its owners
for the performance and achievements of the organisation. The directors of a
company, for example, are accountable to the shareholders for the financial
performance of the company. This is the main reason why companies produce
their annual report and accounts.

Co-operatives

Co-operatives are organisations in which there are members, and all members:
m  are actively involved in its activities, and

m  share in the benefits that the co-operative provides.

There are different types of co-operative.

®m In a workers’ co-operative, a number of individuals co-operate to carry out
related activities, such as operating a farm or a factory. They work for the co-
operative and they share the benefits that the co-operative provides.

® A number of individuals might form a co-operative for the purchase and use of
expensive equipment. Each member of the co-operative is entitled to some use of
the assets. For example, a number of small farmers might form a co-operative to
purchase and use expensive agricultural equipment.

® In a retail co-operative society, the members buy goods and services from the
retail outlets of the co-operative society, and each year they receive a share of the
profits that the society has made.

Co-operatives are more common in some countries than in others.

@ Examples

In the UK there is a bicycles co-operative that operates a small number of bicycle
retail outlets. After one year of employment in the co-operative, every full-time
employee is entitled to become a member. The profits of the co-operative are shared
between its members.

The UK also has a Co-operative Society, whose activities include operating a chain
of retail stores and a commercial bank. Individuals can become members by
shopping in the Society’s outlets, and they receive a share of the Society’s annual
profits. The size of their profit share depends on the amount of profits that Society
has earned and the amount of shopping they have done in the Society’s stores.

Co-operatives may be either commercial businesses or not-for-profit organisations.
If they are commercial businesses, the profits are shared by the members. In not-for-
profit co-operatives, other benefits (such as the output produced by the co-
operative) are shared by the members.

© Emile Woolf Publishing Limited 17
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1.2

1.3

1.4

Organisation structures

All types of organisations have some common features.

m They consist of more than one person. A two-man partnership is an
organisation. Similarly, a sole trader’s business is an organisation if the business
owner has employees working for him (or her). The work of the different people
in the organisation must be co-ordinated and given direction.

m Because they need direction and co-ordination, organisations need to be
managed. There are ‘managers’ in all types of organisation.

‘Organisation structure’ is the framework within which the activities of people
within the organisation are co-ordinated and managed. The examination syllabus is
concerned principally with business organisation, and common forms of business
organisation structure are:

B an entrepreneurial structure

m  a functional (departmental) structure
m  a divisional structure
n

a matrix structure.

Entrepreneurial organisation

An entrepreneurial organisation is managed by its entrepreneurial owner. The main
features of an entrepreneurial organisation are usually as follows:

m  The entrepreneur-leader takes all the main management decisions, and he does
not delegate decision-making to other people. He is closely involved in the day-
to-day operations of the business.

m There is no formal management structure. Individuals report directly to the
entrepreneur-leader, who tells them what to do.

®  The entrepreneur-leader therefore dominates the organisation.

m  The business operations are likely to be simple, because it is normally too
difficult for a single person to manage a business whose operations are complex.
For example, the business might make and sell a small number of products or
may provide just one type of service to customers.

An entrepreneurial structure is often appropriate when a business is in the early
stage of its life. In order to become profitable and grow, the business often needs a
dominant personality to control it. As the business develops and grows larger,
however, an entrepreneurial structure will become inefficient, and a more formal
management structure/organisation structure is needed.

Functional organisation (departmental structure)

A functional structure is usually the next stage in the development of a business
organisation as it grows in size. The organisation is sub-divided into specialist
departments, with each department specialising in a particular type of activity
(‘“function’).

18
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Chapter 1: The structure of business organisations

The nature of the functional departments varies according to the type and size of
business. The functional departments in a manufacturing business might include
buying (purchasing), manufacturing operations, sales and marketing, accounting,
research and development, and so on.

Within each function, the organisation might be structured as different sub-
functions. For example, the manufacturing department might have sub-departments
for machining, finishing and assembly. The accounting department might have
separate sections for book-keeping, cost accounting, payroll and internal audit.

Each function has its own management structure and its own employees.

A functional organisation structure can be shown in an organisation chart. A
simplified organisation chart for a functional organisation is shown below.

Board of
directors

Managing
director

' ! ! v

Accounting and Marketing and Research and Human relations
finance sales development management

Production

Machining Assembly Finishing

Advantages and disadvantages of a functional organisation structure

A functional organisation structure has several advantages, but there are also
disadvantages.

Advantages Disadvantages

Specialist skills are concentrated into the ~ When an organisation is divided into

same department, and employees in the = functional departments, ‘head office’

department can become ‘experts” in the =~ management has the task of co-

work that they do. ordinating the work of all the different
departments.

© Emile Woolf Publishing Limited 19
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1.5

Specialisation might improve efficiency,
because specialists should be able to do
their work more quickly than non-
specialists.

Specialisation should also improve the
quality of the work that is done.
Functional specialists should be capable
of achieving more than non-specialists.

When decision-making and other
management responsibilities are
delegated, a functional organisation
structure is usually a sensible
arrangement for businesses that are not
very large.

Divisional organisation structure

Co-ordination of activities can be very
difficult, especially in large and
complex organisations. Problems with
effective co-ordination are probably the
most serious weakness of a functional
organisation structure. For example,
the completion of a project or a
customer order depends on the work of
several different departments, and no
single function or functional manager
has responsibility for the entire project
or the customer order.

There is a risk that a functional
organisation structure will encourage
the development of bureaucracy, with
too much emphasis on following rules
and procedures.

Good communications are essential in
order to co-ordinate functional
activities effectively. However, each
department might develop its own
‘culture” and communication between
departments might be poor. For
example, scientists in the research and
development department might find it
very difficult to communicate with
accountants. Production staff and sales
staff might also have communication
problems.

An organisation structure based
entirely on functional departments is
probably inefficient when the business
has widely-diversified products or
services, and operates in a number of
different countries or geographical
regions.

In a divisional organisation structure, the organisation is divided into a number of
different divisions, sometimes called strategic business units or SBUs. There are two

main types of divisional structure:

m  a product division structure: each division specialises in a different product or

service (or range of products or services).

®m a geographical division structure: each division sells the same products or
services, but in different regions or geographical areas.
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@ Examples

A manufacturer of motor vehicles might be organised on a divisional basis, with one
division for motor cars and another division for trucks.

Similarly, a transport company might have separate divisions for bus travel
services, railway services and air travel services. A postal services company might
have separate divisions for letters and packages.

A geographical divisional structure is common in many multinational companies.
For example, a manufacturer of soft drinks might have separate divisions for
America, Europe, the Far East and the Rest of the World.

Authority is delegated from head office to the divisional management (led perhaps
by a divisional managing director), and responsibility for the implementation of
business strategy is mainly at divisional level.

m The divisional managing directors usually have the authority to take many
decisions without referring them first to head office.

m  Senior management at head office retain overall control of the business, and the
divisional managing directors report to head office and are accountable to the
senior management.

Each division usually contains its own functional departments, although some
specialist functions might be centralised at head office. For example, a company
with a geographical divisional structure might centralise research and development
under the direct control of ‘head office’. Similarly, in a company with either a
product division structure or a geographical division structure, head office
functions providing services to all divisions might include a corporate strategy
department, a legal department, a public relations department, an information
technology (IT) department, and so on.

A simplified organisation chart is shown below, for a divisional organisation with
two divisions.
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Board of
directors
CEO
' ! }
L L Head office
Division A Division B functions: IT, R&D
' } , !
Functional Functional Functional Functional
departments departments departments departments

In practice, in large organisations each division is a company or a group of
companies. ‘Head office’, which owns all the divisions, is called the parent company
of the group. For the purpose of the examination, however, it should not matter
whether divisions are all a part of a single company or whether they are separate
companies within the same group of companies.

Divisional structures and responsibility for sales, profits, return on capital
employed

Key features of a divisional organisation structure are that:

m A large amount of authority for decision-making is delegated to the
management of each division.

m  The divisional managers are accountable to senior management at head office,
for the performance of the division.

®m  The performance of divisions is normally assessed in financial terms, such as
profitability, return on capital employed and sales revenue.

Advantages and disadvantages of a divisional organisation structure

A divisional organisation structure has several advantages compared with a simple
functional organisation structure, but there are also disadvantages.

Advantages

Since most decisions are taken by the
managers within each division, decision-
making is usually quicker than in a
similar organisation where decision-
making is centralised at head office.

Disadvantages

Each division has its own functional
departments, such as sales and
marketing and accounting. There is a
risk that this duplication of functions
will be more expensive.
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Divisional managers are likely to be
much more aware (than head office
managers) of changes in the business
environment for their product or
geographical region. As a result, the
organisation should be more capable of
responding to new opportunities and

There might be a risk that head office
will be larger than it needs to be,
because most decision-making is done
at divisional level. Head office might
therefore result in unnecessary
expense, unless it is reduced to a
minimum efficient size.

new threats in the environment.

The organisation can develop managers
and employees with specialist
knowledge and skills relating to their
particular products or geographical area.

Senior management at head office are
able to control a diverse and complex
organisation on the basis of the financial
performance of each division.

1.6 Matrix organisation

It was suggested earlier that a weakness of functional organisation is that no single
function has responsibility for a project when several departments are involved in
the work.

The problem was recognised in the 1950s in the aerospace industry in the USA.
Major projects and customer orders involved the design, manufacture and testing of
aircraft and their different parts (engines, wings, fuselage and so on). Construction
projects were often delayed by a failure in co-ordination between the different
functional departments involved.

The challenge was to complete projects on time and on budget. However, the
traditional functional structure within the construction companies meant that no
one was responsible for the project as a whole. A matrix organisation or project
management organisation was introduced to overcome the problem.

®m  Project managers were appointed with overall responsibility for individual
projects or customer orders.

m At the same time functional managers, such as the management of engineering,
production and sales and marketing, retained their authority and decision-
making power.

In this way, a ‘dual command’ structure was created. In a matrix organisation, the
traditional ‘vertical’ command structure based on functional departments has an
‘overlay” of horizontal authority or influence. The project manager is responsible for
co-ordinating the activities of the different functions. Horizontal relationships
between individuals in different functions are as important as the ‘traditional’
manager-subordinate relationships within functional departments.
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Some entities have developed a matrix organisation structure. The matrix
organisation originated in the 1950s and 1960s, in entities where it was recognised
that different functions within the entity needed to work closely together.
Horizontal relationships across different functions were as important as the
‘traditional” reporting relationship within functions.

A matrix organisation has been defined as: ‘any organisation that employs a
multiple command system that includes not only a multiple command structure but
also related support mechanisms and an associated organisational culture and
behaviour pattern” (Davis and Lawrence 1977).

A matrix organisation and a project organisation are similar in concept.

m  With a project organisation, the project management comes to an end when the
project ends.

m  With matrix organisation, the matrix structure of authority and command is
permanent.

An organisation chart for a matrix structure shows functional responsibilities in
vertical columns, and cross-functional (project manager) responsibilities in a
horizontal line across the different functions.

Functional managers > | Production | Quality control Design

Project managers i

Responsible to quality
control manager

Project A

Responsible to Project Manager B Quality control expert

P
<«

Project B

Project C

In the diagram above, the person shown is a quality control expert and is
responsible to the quality control manager for technical aspects of the job,
maintaining quality systems and so on.

The person is also responsible to the manager of Project B. That manager will be
concerned with completing the project in time, within the cost budget and to the
proper standard.

Obviously conflicts can arise: the project manager might want to skip some tests to
make up time, but the quality control department won’t want to do that. Both can
put the employee under some pressure. However the matrix structure should allow
the employee to ask the two managers to discuss the problem, as it is plain that they
are both involved.
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Overall, matrix structures should:
®  encourage communication between functional departments

®  place emphasis on ‘getting the job done’ rather then on each functional manager
defending his or her own position.

@ Example

Another example of matrix organisation is commonly found in universities.

A university has a traditional functional management structure. Within the teaching
department there are functional specialisations for teaching, such as the engineering
function, art and design function, business studies function, law school, and so on.
Each teaching department has a head.

However, many courses at universities are multi-functional, and teachers for each
course come from a number of different functional departments. For example, an
accounting degree programme might use teachers from the business studies
department, law school and economics department.

In addition to the functional management structure based on heads of faculty and
heads of department, there is a course-based management structure in which
individual lecturers are responsible for all aspects of a particular course or degree
programme. For example, the course leader is responsible for obtaining and
managing the teachers from different faculties or departments, finding the lecture
rooms, marking the examinations, reporting absentee students to the administration
department, and so on.
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Functional departments in business organisations

The main business functions
Research and development
Purchasing

Operations function
Marketing function

Administration function

Finance function

Functional departments in business organisations

21 The main business functions
Most business organisations have a functional structure. Even divisional structures
and matrix organisations use functional management structures. The number of
different functions and the type of functions will vary with the nature of the
business operations and activities.
Most large companies have some or all of the following functions:
®m  Research and development
m  Purchasing
m  Operations
m  Marketing
®  Administration
®m  Finance.
Outsourcing functional activities
These functions are usually carried out by specialist departments within the
company. However, some functions might be ‘outsourced” to a separate company.
For example a company might outsource all its book-keeping and accounting to a
firm of accountants that provides book-keeping services for clients. Some
administration activities, such as cleaning services and security, might be
outsourced to specialist companies.

2.2 Research and development
A company is likely to have a research and development function when it needs to
innovate, and continually produce new or improved products (or processes or
services). For example, pharmaceutical companies have research and development
departments for developing new medicines. Food manufacturers use research and
development to develop new food products or ‘healthier’ contents.
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A distinction can be made between:
®  pure research
m  applied research

m  development.

Pure research (also called basic research) is experimental work or theoretical work
whose aim is to acquire new scientific or technical knowledge for its own sake. Pure
research is not directed towards any specific application or use.

Applied research is original investigations to gain new scientific or technical
knowledge that is directed towards a specific use or purpose.

Development is the use of scientific or technical knowledge to produce new (or
substantially improved) products, services or processes. If the development work is
successful, it will lead on to the commercial launch of a new or improved product or
service, or the introduction of a new process into operational use.

Pure research is often carried out in the scientific or engineering departments of
universities or in government-owned laboratories. Research in universities might be
sponsored partly or wholly by a commercial company. However, companies might
have their own research and development department for both applied research
and development.

@ Example

A research laboratory might conduct original research into the link between salt in
foods and heart disease in humans. This would be pure research, because there is no
specific aim other than to acquire new scientific/medical knowledge.

A research department might conduct research into how to reduce the amount of
salt in a food product without affecting the taste of the product in a way that people
do not like. This would be applied research, because the aim would be directed
towards the production of food products with a lower salt content.

A research department might use knowledge that has been gained about reducing
the salt content in food products to develop a new low-salt tinned soup. This would
be product development. If successful, the development work will lead to the
introduction of a new soup product to the market.

2.3 Purchasing

The purchasing department in a large organisation (also called the buying
department) is responsible for purchasing goods and services from external
suppliers.

Provided that the annual value of purchases is sufficient to justify the cost, there are
several advantages in having a specialist purchasing department.
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2.4

®m  The purchasing department is staffed by buyers who should have special skills
in buying, such as knowledge of how to negotiate the terms of a purchase
contract with a supplier, and how to arrange the shipment of goods from
another country.

m  The purchasing department should maintain a record of potential suppliers for
all items. Buyers should therefore know which suppliers to approach to ask for a
price quotation or negotiate a purchase order.

m  When all purchase orders from a company go through the same department, it
might be possible to negotiate ‘bulk purchase” discounts on the purchase price
for ordering in large quantities.

®m  Buyers have the responsibility for ensuring that purchase orders are met, and
that suppliers deliver the goods or services on time and to the required
specification. When there is no purchasing department, there may be no
individual in the organisation with special responsibility for ‘chasing up’ late
supplies or making complaints to suppliers.

®  When there is a purchasing department, it deals with all purchase orders. This
has the advantage of applying control over buying from external suppliers. It
prevents managers in all the functional departments from making their own
decisions to buy supplies whenever they want to, from suppliers of their own
choice. This should improve purchasing efficiency and help to prevent wasteful
spending.

The system for purchasing might vary between different organisations. Usually,
however, the procedure for making a purchase of goods or services is as follows.

m  The department wishing to make the purchase prepares a purchase requisition.
For regular items of inventory, the purchase requisition comes from the stores
department for a re-supply of the item that is now running out of stock. The
purchase requisition might be generated automatically by the inventory control
computer system.

m  Other purchase requisitions for unusual and non-recurring items might come
from the department that wants the goods or services. These are requests for the
purchase of specified items. Each of these purchase requisitions must be signed
by a manager in the functional department who has the authority to approve the
purchase.

m  The purchasing department uses the purchase requisition as its authority to
make the purchase.

Operations function

Every business has an operations function. The nature of this function varies
according to the nature of the business.

Manufacturing businesses
In a manufacturing business, the operations function is manufacturing
(production) and related activities.

® A manufacturing function includes not only the activities directly concerned
with producing the finished manufactured item from raw materials and
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components, but also support activities such as engineering and maintenance
work, production planning and control activities, and quality checking,
inspection of finished goods and quality control.

m In some businesses, pollution control and waste disposal might also be
important aspects of operations.

®  Manufacturing operations convert raw materials and components (many
provided by external suppliers) into a finished product. At any time, there will
be some inventories of raw materials and components that have not yet been
used in production. These are held in a stores department that might also be a
sub-function within operations.

There are often several stages in the manufacturing process, and the manufacturing
function may be sub-divided into sub-functions for each of the stages or processes.

Some manufacturing businesses produce standard products. These standard
products might be produced to meet specific customer orders. However, some of
the finished items are transferred to a finished goods inventory, so that future
customer orders can be met from existing stock.

Other manufacturing businesses produce non-standard items, to meet specific
requests from customers. The non-standard items are made to specifications
provided by the customer. Each customer order is treated as a separate ‘job” or
‘contract’.

Service operations

In a service business, the operations function involves the provision of the service
to the customer.

m  Some services involve the provision of a service to the customer by employees of
the business. Other services such as the provision of a telephone service, or
providing electricity, gas or water supply, do not involve employees of the
business, except for installation and repair work.

m Services provided by employees of the business might be carried out at the
customer’s premises or at the premises of the business. For example, car repairs
are carried out at the workshop of the business whereas a large amount of
auditing work is performed at the premises of the client.

Direct service operations might be divided into sub-functions. For example, a firm
of accountants might have sub-functions for auditing, tax consultancy and
management consultancy.

2.5 Marketing function

The marketing function within a business organisation is sometimes called the sales
and distribution department. The activities in the marketing function vary
according to the nature of the business and the way that it sells its products or
services. For example, a chemical manufacturer sells its products to other
manufacturing companies. Its marketing activities differ from those of a theatre
company, that sells its entertainment services direct to the ‘general public’.
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2.6

The activities that might be included within the marketing function include the
following.

Direct selling. Sales representatives might be employed to make sales direct to
customers. Direct selling by sales representatives can be expensive, because the
salaries, sales commissions and expenses of sales representatives might be high.
Direct face-to-face selling is therefore used only for large-value items where a
large profit can be made with each sale. Manufacturers of consumer goods, for
example, use sales representatives to sell their products to retail companies such
as supermarket companies and department stores. Some businesses use direct
selling by telephone, rather than direct selling by visiting the customer.

Advertising and sales promotion. Many businesses use advertising and sales
promotions to market their products or services.

Distribution (sometimes called outward logistics). Marketing usually includes
the activities involved in delivering products to the customer. This might
involve the physical delivery of goods to the customer by truck. For retail
companies, distribution usually involves persuading customers to visit retail
stores to buy goods; however, many companies now use the internet to sell
goods or services, and arrange for delivery by courier or by post.

Marketing is described in more detail in a later chapter.

Administration function

The administration function in a business organisation carries out all the tasks that
are not performed by the other functional departments. The term ‘administration” is
also used to describe several different functional departments in large business
organisations.

Examples of the work performed by the administration function are as follows.

Administration relating to employees. In many businesses, this work is
performed by a human relations management department (HRM department)
Some years ago, it was called the ‘personnel department’. A business
organisation must maintain employment records for each employee and arrange
for the training of existing employees. The HRM department is also usually
involved in matters such as recruitment and selection of new employees, and
dealing with redundancies, disciplinary matters and claims of unfair dismissal
by employees who have been dismissed.

Ensuring compliance with regulations. Many countries have regulations
relating to health and safety at work. An administration activity is to ensure
compliance with any such regulations.

Facilities management. This is a term used to cover a range of administrative
issues, including arranging for the security of buildings and other valuable
assets, office cleaning services and the purchase and maintenance of the motor
vehicles of the business.

Arranging insurance. Business organisations are required to arrange certain
types of insurance. In the UK for example, there is a legal requirement to arrange
employer’s liability insurance, which provides insurance cover against the risk
of claims by members of the public for injury caused to them by its employees.
There is also a legal requirement for any business to insure its motor vehicles
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and drivers. Some types of insurance are voluntary, such as insurance of
business premises against fire and theft.

2.7 Finance function

The main part of a finance function in a business organisation is the accounts
department. The accounting function is described in much more detail in a later
chapter.

Large companies might also have a treasury department within the finance
function. The role of a treasury function is to manage the company’s finances.
Activities of the treasury function include:

making sure that the business has the money it needs to pay employees, lenders
and suppliers on time and to finance new investments

managing the cash of the business: this is often the responsibility of a chief
cashier and cashier’s sub-department

obtaining new funds from the financial markets, including the negotiation of
new bank loans

investing surplus cash

arranging transactions for the purchase of foreign currency (for example to pay
for purchases from other countries) or sale of foreign currency (for example to
convert sales income in a foreign currency into domestic currency).
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3.1

Functions and characteristics of management

Functions of management: Henri Fayol
Functions of management: Henry Mintzberg

Principles of effective organisation and management

Strategic, tactical and operational management

Functions and characteristics of management

The organisation structure for a business can also be described as its management
structure. Every business organisation has managers, who make and implement
decisions on behalf of the business. In order to understand business organisation
properly, it is also necessary to understand something about the functions and
characteristics of management.

Functions of management: Henri Fayol

Ideas about the functions of management — what managers do — that were expressed
about a hundred years ago remain relevant today. An early writer about the
principles of management was Henri Fayol (1841 — 1925), a French engineer whose
views were formed by his experience in the mining industry. However, he believed
that there are some general principles of management that apply to all types of
business organisation in all industries.

He suggested that management performed five functions:

m To forecast and plan. Managers consider the future and try to forecast what
might happen. They look forward and plan ahead. They select objectives. They
formulate the strategies, policies, plans and procedures for achieving those
objectives.

- There is a need for unity in the planning process. The plans for different
parts of the organisation must be co-ordinated so as to achieve the aims of
the organisation as a whole.

- Managers must forecast and plan for the long term and the shorter term.
There should be consistency between long-term and short-term planning.

- Forecasts need to be accurate, so that realistic action plans can be prepared.

- Managers must also have the flexibility to deal with unforeseen
circumstances that arise, and adapt plans to meet those circumstances.

m  To organise. Managers build up the structure of a business organisation. They
acquire suitable assets and resources for the business, including employees, and
decide how these should be used.

- They create groups of jobs within departments or work sections.

- They appoint individuals to carry out those jobs.
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- They delegate authority within the management structure, and make
particular managers responsible for particular tasks.

- They gather the resources — men, materials, equipment and money — to enable
the tasks to be carried out.

- They also establish a system of communication and information within the
organisation.

® To command. Fayol suggested that managers were responsible for maintaining
activity amongst employees by telling them what to do. Giving commands is a
very authoritarian form of management, however, and today a more appropriate
description of this function is ‘to provide leadership’.

m  To co-ordinate. Managers co-ordinate the activities of all the individuals within
the organisation, to ensure that the activities are directed towards a common
purpose.

- Managers should co-ordinate the activities of their subordinates.

- They must also co-ordinate the activities of their own work group with the
activities of other work groups within the organisation.

m  To control. Managers make sure that actual performance conforms with policy
and established procedures. They also take control measures when actual
performance differs significantly from the plan or target, to bring actual
performance back into line with the plan (if this is possible).

3.2 Functions of management: Henry Mintzberg

Henry Mintzberg is another modern management theorist who has written on a
wide range of topics. He is particularly well-known for research that he carried out
into what managers actually do. According to classical theorists such as Fayol, the
role of managers is to plan, organise, command, co-ordinate and control.

Mintzberg suggested that reality is different. His research into the activities of
managers made the following discoveries:

m A lot of management work is disjointed. Planning, for example, is done on a
day-to-day basis, when time permits between more urgent or immediate tasks.

m  Managers spend some of their time on routine duties of a ceremonial nature,
such as meeting with important visitors.

m Managers prefer informal verbal communication to formal written
communications, such as reports and briefing notes. Communicating informally
by word of mouth is much faster and more effective than communication
through the formal information system.

® Management activities and decisions are based largely on judgement and
intuition. General principles of management are not relevant to management
practice. In practice, managers do many of their tasks quickly and superficially.

© Emile Woolf Publishing Limited 33



Paper F1: Accountant in business

Mintzberg suggested that managers perform three main roles.

m Interpersonal role. Managers spend much of their time performing
interpersonal roles:

As a figurehead. Managers often perform a ceremonial role, representing the
organisation at events and as a “public face’ of the organisation. Managers
also represent their organisation in its dealings with other organisations.

As a leader. Managers also deal with relations between individuals inside the
organisation, providing leadership (hiring, firing, training, motivating and so
on).

Liaison. Managers of groups within an organisation act as a link or bridge
with other groups. For example, different departments often communicate
with each other through their managers.

m  Information role. Managers receive and disseminate information, acting as a
channel of information both inside the organisation and in communicating with
external bodies. Managers gather information from formal and informal sources,
and develop an extensive knowledge of the organisation as a result.

®m  Decision-making role. Managers make decisions.

They have an entrepreneurial role, and take initiatives.

They have a role in resolving conflicts and disputes, and other similar
problems.

They decide how resources should be used, for example what the available
money should be spent on and how employees should use their time (what
work they should do).

They negotiate with others, and reach decisions through joint agreement.

@ Example

You have recently been appointed to a management position in your organisation,

a chain of hotels. You have been appointed as the manager of one of the hotels.

Required

(a) What are the management tasks involved in organising the work of the hotel
staff?

(b) What will be your role in achieving those tasks?

Answer

You might have your own ideas about what the role of a hotel manager should be,
but here are some suggestions.

(@) A manager must understand what is expected from him or her. An important
starting point is therefore to understand what the responsibilities of the hotel
manager are, and what targets he or she is expected to achieve, in both the short
term and the longer term. In other words, a manager must know the answer to
the question: “‘What am I expected to do?’
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- A new manager must also find out what tasks are carried out by his or her
employees. These will include short-term or routine tasks such as providing
hotel services - bookings, reception, room service, providing food and drink,
cleaning, and so on. There may also be longer-term tasks, such as ensuring
that the facilities provided by the hotel are appropriate and are replaced or
modernised over time.

- The manager must know what resources are at his or her disposal. In
particular, how many rooms are in the hotel, what is the size of its dining
room, how much money can the hotel spend, how many employees work in
the hotel, and what are their skills.

- Organisation involves deciding how the available resources should be
employed to carry out the tasks of the hotel, in order to achieve the targets
that the manager has been set.

(b) The management tasks to achieve these tasks might be listed as follows.

- There should be plans for carrying out the tasks of the hotel. These will
include short-term operational plans, such as planning the working hours of
the hotel staff and making sure that there are sufficient employees available
to provide all the necessary hotel services at all times. There should also be
longer-term plans, possibly based on a financial plan or budget. There may
also be longer-term plans for developing the hotel’s facilities and services,
and replacing or updating its facilities and re-decorating the rooms.

- Responsibility for carrying out the various tasks must be delegated. The hotel
manager should allocate tasks between his or her subordinates.

- The manager should set targets for each of the subordinates, or possibly
instruct them.

- The manager should monitor the activities of the hotel, and assess how well
or badly it is performing. In order to monitor and control activities, it will be
necessary to ensure that appropriate information is obtained. The manager
might therefore need to ensure that there is a formal reporting system that
tells him about the performance of he hotel, such as the number of guests,
room occupancy, revenue earned and costs incurred. He or she should also
monitor progress by carrying out regular checks on what is happening in the
hotel — simply by walking round the hotel and observing.

- The manager should be available to advise, counsel and encourage
employees.

- The manager should seek to develop a ‘corporate culture” amongst the hotel
staff, so that all the employees have a common sense of purpose.

- The manager should continually look ahead, anticipate any problems and try
to deal with them in advance.

- The manager must co-ordinate the activities of all the employees. In practice,
the main methods of co-ordination are likely to be setting plans and holding
regular ‘team meetings’ or management meetings of senior staff within the
hotel.

- The manager may need to resolve disputes that arise between members of
staff, to handle complaints from customers (hotel guests) and to discipline
members of staff for breaches of the hotel rules.
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3.3

- The manager should act as a figurehead for the hotel in its dealings with
outside organisations, such as travel companies and hotel booking agencies.

Within this list, you may identify references to Fayol’s roles of management or
Mintzberg’s functions of management.

Principles of effective organisation and management

Fayol also suggested that there are 14 principles of effective organisation and
management. Some of these might not be valid for every business organisation and
have been challenged by subsequent writers on management theory. The 14
principles are as follows.

Specialisation and the division of labour. The efficiency and effectiveness of a
business organisation is improved through specialisation. Work should be
divided into separate areas of activity, each with its own specialists with
particular skills. By focusing on a particular skill, individuals become more
efficient and produce work of a higher standard. For example, the labour
required to build a house can be divided into specialisations such as bricklaying,
roofing, plastering, electricity work, plumbing and decorating. Specialists in
these tasks should be able to construct a better house more quickly than a team
of general building employees who do not have any particular specialisation.

Authority and corresponding responsibility. If a manager is made responsible
for a particular aspect of operations or business activity, he or she must be given
the authority that is necessary to fulfil the responsibilities properly. Having the
necessary authority means:

- having the authority to make decisions relating to the activities for which the
manager is responsible, and also

- having the necessary resources allocated to the activities in order to do the
work properly. Allocated resources are budgets (for expenditure), staff and
assets.

The authority given to a manager should always correspond exactly with the
responsibilities of the manager. A manager should not be given authority
without responsibility, nor should he be given responsibility without the
necessary authority.

Discipline. Fayol argued that discipline is essential for trouble-free operations.
Without discipline, standards fall and there is no consistency of action. Fayol
defined discipline as ‘obedience, application, energy, behaviour and outward
marks of respect that are observed in accordance with standing agreements’
between a firm and its employees.

Unity of command. The principle is that an employee should receive
instructions from one superior only. No-one should have two bosses, who might
give conflicting and contradictory instructions. When an employee has two
bosses, each giving instructions, he might get into a situation where one boss is
telling him to do one thing and the other is telling him to do something different.
Alternatively, nether boss might give instructions or direction, assuming that the
other boss has given the instructions already.
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It is argued that in a matrix organisation the principle of unity of command
cannot apply, because individuals have two bosses. However, even in matrix
organisations one boss has the ultimate authority over any individual. For
example, when there are project managers in a matrix organisation, individuals
report to their functional/departmental manager and the role of the project
manager is to negotiate and persuade rather than to give directions.

®  Unity of direction. An organisation and its employees should have unity of
direction. This means having one agreed plan and objective for any particular
group of related activities.

®m  Subordination of individual interests to the general interest. Fayol argued that
the interests of any one person or group of employees must not be allowed to
prevail over the interests of the organisation as a whole. He assumed that
everyone in an organisation should have a shared set of values and that the
interests of the organisation as a whole are reasonable and can be identified. A
weakness of this principle is that there might be disagreement about what the
‘general interest’ of the organisation should be. Is it to maximise profits? Or
should considerations of ethical behaviour or business risk affect the general
interest? And if so, how might business ethics and concern for risk affect the
interests of the organisation?

m  Remuneration of employees. Fayol’s principle was that the remuneration of
staff should be ‘fair’. As far as possible employee remuneration should satisfy
both the employees and the employer, as the ‘price of services rendered’.

m  Centralisation. Fayol argued that some form of centralisation/ centralised
control over the business is essential for an efficient and effective organisation.
Centralisation and decentralisation are considered in more detail later.

m  Scalar chain/line of authority. The scalar chain in an organisation is the chain of
command and communication that runs from senior management at the top of
the organisation down to the employees at the bottom. Fayol argued that the
chain of command and reporting relationships must be sensible and clearly
understood.

®  Order. This is another principle of organisation and management that might be
challenged. Fayol argued that employees need to have a sense of order in their
work. They need to know where they fit into the organisation structure and
understand what the organisation expects them to do. They need policies, rules
and instructions that are understandable. Having order in the work place
implies that any changes to procedures and processes should be gradual and
evolutionary, rather than radical (because radical change will provoke anxiety
amongst employees). This principle is not accepted by those who argue that
radical changes to processes and business systems are often essential for a
business to maintain or improve its competitiveness.

m  Equity. A sense of fairness and justice should exist throughout an organisation.

m  Stability of tenure. An employee needs time to get used to a job and perform it
effectively. Employees should therefore be given stability of tenure in their job,
and should not be moved continually from one job to another. Stability of tenure
also promotes employee loyalty to the organisation.

m Initiative. If employees at all levels in the organisation are given scope to show
initiative, there will be much more enthusiasm and energy. This principle of
Fayol is supported by management theorists such as Tom Peters who have

© Emile Woolf Publishing Limited 37



Paper F1: Accountant in business

argued that the performance of an organisation is improved by ‘empowering’
employees to use their initiative and make decisions for themselves.

m  Esprit de corps. In an efficient and effective organisation, there is a strong sense
of belonging to a team. Team work and interpersonal relationships are strong
and positive.

3.4 Strategic, tactical and operational management
The decisions taken by managers within a business organisation can be categorised
into levels. Robert N Anthony identified three levels of management activity:
m  strategic level
m tactical level
m  operational level.
He described these three levels of management as a hierarchy, with the strategic
level at the top and the operational level at the bottom.

Strategic
level
Tactical
level
Operational level

This diagram also indicates that decisions at the highest level (strategic decisions)
are fewer in number or frequency than tactical decisions, as the most common type
of management decision is taken — on a daily basis — at the operational level.
Strategic level
At the strategic level, management is involved mainly in setting objectives and
policy-making for the organisation as a whole. At the strategic level, management is
concerned mainly with the long term.
Business strategy should evolve continually, and new strategies should be
developed to meet changing conditions in the business environment and product
markets. However, large businesses usually have a repetitive cycle of strategy
management that involves:
m  Stage 1: strategic position analysis
m  Stage 2: making decisions about strategic objectives and corporate strategy
m  Stage 3: making decisions about business strategies to support corporate strategy
m  Stage 4: implementing the strategies that have been selected.
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Strategic position analysis involves a study of the business environment and how it
is changing, to identify any threats or opportunities that might be emerging, and
how these might affect future strategy. It also involves a study of the competition in
the entity’s markets, and the strengths or weaknesses that the entity has in relation
to its competitors. One of the purposes of strategic position analysis is to recognise
the competitive strengths (‘competitive advantage’) that the entity enjoys and
should exploit.

Strategic objectives should be selected after a position analysis has been made. For
a business organisation, selecting strategic objectives involves deciding on the
products or services that the organisation should be providing and the markets in
which it should operate, in order to obtain a suitable financial return.

Having decided the strategic objectives, decisions have to be made about suitable
business strategies for achieving those objectives. For example, a company that has
decided on a strategy of growth in a particular market or industry should then
consider the most suitable strategy for achieving growth — internal development of
the business, acquisitions of other companies or strategic alliances with other
companies.

Decisions must then be made about how the chosen business strategies should be
implemented. For example, a strategy of growth by acquisition will require a plan
for financing the acquisitions, and implementation of the strategy will involve
raising the finance required to make the acquisitions.

Tactical level

Strategies are usually long-term in nature, covering a period of several years.
Strategic plans have to be converted into detailed plans of action, which are much
more short-term in outlook.

Anthony suggested that below the strategic level of decision-making, there is a
tactical level. At the tactical level, management is responsible for the formulation of
plans and policies and for establishing standards.

If a strategic plan covers the next five years, tactical planning is concerned with the
detailed plans of how to achieve the five-year targets, with particular emphasis on
the next year or two. Examples of tactical plans include:

®  annual budgets
m  setting annual sales targets

®  planning the activities needed to launch a new product on to the market.

At a tactical level, managers are also responsible for achieving the tactical planning
targets, such as annual performance targets. There should be a system of regular
performance reporting, so that actual performance can be compared with the
planned targets, and targets can be compared with revised forecasts of what is now
expected to happen.
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Operational level

At an operational level, managers are involved with the detailed planning and
control of operational activities. Operational plans are generally fairly short-term in
nature, and include scheduling work. Control at an operational level might include
supervision of employees and the inspection of finished work.

Levels of management and the organisation structure

Anthony’s three levels of management are identifiable within large organisations as
‘top management’, middle management” and ‘junior management and supervision’.

The roles associated with senior, middle and junior management can be broadly
differentiated as follows.

Senior managers and top Middle managers Junior managers and

managers supervisors

Set the organisation’s Involvement in short-to-medium  Work assignments within a

objectives term plans fairly limited area of operations

Forecast and plan for the Functional responsibilities Technical direction of work

medium-to-long term activities

Decide strategy Co-ordination of activities of Short-term planning
subordinates

Establish policies Co-ordination with other work Efficiency control, quality
groups and functions control, control of waste,

avoiding unnecessary spending

Approve annual financial plans ~ Monitoring and control Measuring results, reporting to

(budgets) middle managers

Organise resources on a Reporting to senior Employee discipline and

‘global’ scale for the management morale

organisation

Provide leadership and create
the organisation culture

Represent the company at a
senior level

These lists are indicative of what managers do at each level, but the lists are not
comprehensive.

Although it is possible to link management levels with positions in a management
hierarchy, this is not always what happens in practice. In smaller organisations,
there might not be a middle management level. In an entrepreneurial organisation,
there might be just one manager, the owner of the business. When there is just one
manager, management decisions at all three levels must be taken by the same
person.
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Basic concepts of organisation and management structure

The direction and management of a business
Span of control
Authority and responsibility

Scalar chain

Centralisation and decentralisation

4 Basic concepts of organisation and management
structure

This section considers some basic concepts of organisation and management
structure, and the advantages and disadvantages of different structures.

4.1 The direction and management of a business

Business organisations have both directors and managers. In some businesses, the
directors and managers are the same people. This happens for example in many
entrepreneurial businesses and business partnerships. However, directors and
managers need not be the same individuals. The distinction between direction and
management is perhaps most easily understood by looking at large companies.

Direction

The direction of a company is the responsibility of the board of directors, under the
‘leadership” of the company chairman. A board of directors should have a list of
matters that are reserved for its own decision-making that should not be delegated
to the management of the company. The matters reserved for decision-making by
the board should be those that are concerned mainly with giving direction to the
company and ensuring that its broad strategic objectives are achieved. Many
decisions at a strategic level are taken by the board, although strategy
implementation is delegated to the company’s management. They should include
the following:

m  setting the strategic objectives for the business
m  deciding the major business strategies

m making the more important investment decisions, such as approving major
capital expenditure projects and major new acquisitions of other companies

®  making any decision to withdraw from a market or shut down the production of
a major product

®m  deciding any major new financing initiative, such as a new share issue or major
borrowing programme, and setting total borrowing limits for the company

®  deciding dividend policy.

The directors are accountable to the shareholders of the company for the direction
they have provided, and for the success or failure of the company in achieving its
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strategic aims. They are also responsible to the shareholders for the overall
management of the company.

Communications between a company and its shareholders are channelled through
the board of directors or individual members of the board, such as the company
chairman.

Management

Management are responsible for the operational activities of their organisation.
Managers are also called ‘executives’. They make strategy decisions that have been
delegated to them by the board, and are also responsible for all decision-making at a
tactical and operational level (unless operational decisions have been delegated
even further to non-management employees). Management is therefore responsible
for implementing the strategic decisions of the board of directors.

The leader of the management team in a company is usually the chief executive
officer or CEO, who is also a member of the board of directors.

The term ‘managing director” is also used in smaller companies. In large companies
with a divisional structure, there may a managing director for each division or
strategic business unit (SBU) and the CEO is the overall head of the management
team.

Separation of direction from management

In large companies, particularly large stock market companies, there has been a
separation of direction from management, and the different responsibilities of the
board of directors and the executive management team have been recognised.

®m  Some directors are also executive managers, and they have responsibilities for
both the direction and management of their company. In large UK companies,
for example, it is usual for several executive managers to be company directors,
including the CEO and the finance director.

m However, some directors are not managers of the company. They are non-
executive directors or NEDs, appointed from outside the company. The role of a
non-executive director includes attending board meetings and some other
committee meetings, but the role is not full-time. Typically, a NED might
commit about 30 days each year to the company.

m  The company chairman is often a non-executive and part-time appointment.

It is argued that executive directors have strong personal interests in their company,
which provides them with most of their annual income. There is a risk that their
decision-making could be affected:

m partly by the desire to protect personal interests and

m  partly because they might have a narrow view of the strategic position of the
company, since they spend most of their time working in it.
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Independent non-executive directors can improve the strategic decision-making by
a board, and help to give better direction to the company. This is because they do
not have strong self-interest in the affairs of the company, and they can use their
external experience and knowledge to contribute positively to strategic discussions
at board meetings.

4.2 Span of control

The span of control refers to the number of subordinates for whom a manager is
directly responsible and over whom the manager has authority. For example, if a
manager has six subordinates who report directly to him, the span of control for that
manager is six.

In an organisation structure, or in the organisation structure for a particular function
or department, there is often a similar span of control for managers at the same level
in the management hierarchy. For example, if a Grade 3 manager in the marketing
department has four subordinates, it is often the case that the span of control for all
managers at Grade 3 level in the marketing department is about four.

It is therefore often possible to describe an organisation structure as one that has
either:

®  a narrow span of control, where managers have only a small number of direct
subordinates, or

®m  a wide span if control, where managers have a large number of subordinates
reporting directly to them.

In the diagram A below, the span of control is 3, which is narrow. In diagram B, the
span of control is 8, which is much wider.

Diagram A: narrow span of control

Manager A

Subordinates B C D

Diagram B: wider span of control

Manager A

Subordinates B C D E F G H I

In some operations, the span of control might be very wide. For example, a
supervisor in a telephone call centre might be directly responsible for a large
number of call operators (‘customer service staft’).
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Factors affecting the size of the span of control

When the span of control is narrow, a manager can spend more time with each
subordinate, providing guidance and leadership, or monitoring the work that they
are doing. A narrow span of control might therefore be associated with close
supervision and management control over individual subordinates.

Alternatively, when the span of control is narrow, managers can spend less time on
supervising subordinates and more time on technical work or other management
tasks such as forecasting and planning.

When the span of control is wide, managers do not have as much time to spend
with each individual subordinate. However, subordinates often take up much of a
manager’s time: the manager needs to give work to each subordinate and discuss
operational problems, consider training and development for each subordinate, give
performance reviews, discuss disciplinary matters or personal problems that the
subordinate wants to resolve (such as arranging holiday dates or reporting
grievances). The manager might have insufficient time for other responsibilities,
such as planning and forecasting.

Several factors influence the most appropriate size of the span of control for a
manager.

m  The size of the organisation. In very small organisations, the span of control will
be narrow because the number of employees is limited.

m  The complexity of the work and the knowledge required to do the work. When
the work is complex, or there is a high risk of mistakes by subordinates, a
manager should give each subordinate a reasonable amount of time and
attention, and should try to apply close control over the quality of the work. A
narrow span of control might therefore be appropriate. When the work is fairly
simple, a smaller amount of supervision is required and the span of control can
be much wider.

m  The geographical spread of employees. When employees are spread over a wide
geographical area, the span of control should not be so wide that a manager
spends most of his time travelling between the different locations where the
subordinates are working, because excessive travelling time is often a waste of
valuable management time.

m  The type of individuals and the culture of the organisation. When employees are
highly skilled and highly motivated, they can often be left to get on with their
work without too much supervision. Responsibility for much of the decision-
making might also be delegated to these individuals, making a wider span of
control appropriate. However when employees lack confidence and are
uncertain about what they should be doing, close supervision and a narrow span
of control is more appropriate.

In some organisations, there is a culture in which employees are encouraged to
use their initiative and make their own decisions, without having to wait to be
told what to do. In these organisations a wider span of control is appropriate,
compared to an organisation in which there is a culture of authoritarian
management.
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4.3

Disadvantages of a wide span of control and a narrow span of control

The disadvantages of a wide span of control and a narrow span of control are
summarised in the following table.

Disadvantages

Wide span of control Narrow span of control

Manager spends much of his time | Supervision and  control  over
managing people, and has not enough | subordinates might be excessive.
time for other responsibilities. Subordinates are not given as much
decision-making authority as when the
span of control is wider.

The manager might have insufficient | When the span of control is more
time to spend with individual | narrow than it needs to be, there will
subordinates. be an excess number of managers. This
is inefficient and expensive.

Communication between a manager and | Close supervision might be de-
a subordinate is likely to decrease as the | motivating for subordinates.

span of control widens.

Authority and responsibility

Authority and delegation

Authority is the ability to give orders or guidance to others, and to expect the orders
to be obeyed or the guidance to be followed.

In formal organisations, managers are given authority to make decisions relating to
a certain area of the organisation’s activities. Authority is delegated from top
management. In a traditional bureaucracy, authority is delegated down the
management hierarchy or line of command (the scalar chain).

The authority of managers is also associated with power. Managers in a position of
authority also have power over the individuals who work for them, through the
ability to reward or punish individuals, and through their control over resources of
the organisation (such as control over spending decisions).

According to ‘classical’ management theorists of the early 20t Century, managers in
a bureaucracy have a right to command others that comes from the authority they
have been given, and individuals have a duty to obey the instructions of their
manager.

A more modern view of management is that managers have authority delegated to
them, but that they should exercise their authority through good communications
with their employees, and through personal qualities of leadership.
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Although management authority comes from delegation and the position of the
manager in the organisation, individuals may exercise authority in other ways, such
as:

m  personal authority (the respect of others for the individual) or moral authority

m  expert ‘power’. An individual might have authority over others through the
recognition by others of the individual’s particular expertise or skills.

Responsibility and accountability

Responsibility is the duty of a manager to carry out the tasks and achieve the goals
for which he or she has been given the delegated authority.

m Individuals should be responsible for the use of the authority that is given to
them.

m  Responsibility is exercised through accountability — a manager having to account
for his performance to his or her superior, and to explain any poor performance
or failure to carry out his responsibilities properly.

As stated earlier, one of Fayol’s principles of effective and efficient organisation and
management related to authority and responsibility.

®m  An individual should not be held responsible and accountable for aspects of
work over which he has no authority.

m  Authority can be delegated to subordinates, but responsibility cannot be
delegated. A manager remains responsible to his own boss for the activities and
performance of his subordinates.

Example

Authority has been given to the head of a sales and marketing department to
manage the selling and marketing activities of the organisation. He has been given
sales targets to achieve for the entire company. There are three sales regions, each
with its own regional sales manager. These regional managers have authority over
selling activities within their region and have sales targets for the region. The
South Area sales region is divided into four sales areas, each with an area sales
manager who has authority over selling activities within the area and who is given
area sales targets.

m  Authority is delegated from the top management of the company to the head of
the department. Authority is delegated further to the regional managers and
then to the area sales managers.

m The area sales managers should be held accountable for the sales that are
actually achieved in their area, but should not be held responsible or accountable
for sales in any other sales area. Responsibility and accountability should be
matched with authority.

m  Although authority is delegated to the area sales managers, each regional sales
manager should be accountable to the head of department for the sales in the
entire region. Similarly, although authority has been delegated to each regional
sales manager, the head of department is accountable to senior management for
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the sales of the company as a whole. This is because although authority is
delegated, responsibility is not delegated.

4.4 Scalar chain

The scalar chain describes the number of different reporting levels through which
communications are passed and decisions are passed in an organisation.

In a bureaucratic organisation, the scalar chain refers to the number of levels in the
management hierarchy, between the most senior managers at the top of the

organisation and ordinary employees at the bottom.

Two examples of the scalar chain are shown below.

Divisional manager Departmental manager
Departmental manager Section manager
Departmental deputy manager Non-management employee

Section manager

Supervisor

Non-management employee

The scalar chain in the example on the left is longer than the scalar chain in the
example on the right, because there are more levels of management between the top
and the bottom of the organisational hierarchy.

m The scalar chain might be described as the line of command within an
organisation, through which senior management issue their instructions. For
example, a divisional manager might give directions to a departmental manager,
who then gives instructions to his deputy, who instructs a section manager who
gives directions to a supervisor, who then instructs an employee.

m  The scalar chain might also be described as the management structure that is
used to delegate authority from senior management down to more junior
management levels.

m [t is also useful to think of the scalar chain in terms of formal communications
and information flow within an organisation. Information can flow both ways,
from senior management down to employees, but also up from junior
management levels to more senior management.

Tall and flat organisations

Organisation structures might be referred to as being ‘tall” or ‘flat’.

m A tall organisation is one in which the scalar chain is long, and there is a large
number of levels in the management hierarchy.

m A flat organisation is one in which the scalar chain is short, and there is only a
small number of management levels.
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The appropriate length of the scalar chain

The length and nature of the scalar chain should be appropriate to the particular
business organisation, and should be neither too long nor too short. The purpose of
an organisation and management structure should be to create an efficient and
effective organisation, in which communications are effective.

®m The scalar chain should normally be short in a small business organisation,
because there should be no need for many levels of management in an
organisation with only a small number of employees.

® In any organisation structure with several levels of management, the managers
at each level in the organisation should be able to justify their existence. The
salaries they are paid (and the other costs they incur) must be justified by the
benefits they provide to the organisation.

The table below lists the disadvantages of having more or fewer levels of
management in a large business organisation.

Disadvantages of more levels in the
management structure (a tall
organisation)

Communications between the top and
bottom of the organisation might be
poor. Information from top to bottom,
or from lower levels up to the top,
might be ineffective, slow or even non-
existent.

Senior management can become remote
and far-removed from the business
activities.

The remoteness of senior management
can create an ‘us-and-them’ attitude
amongst non-management employees
and junior managers.

Managers at middle levels in the
hierarchy might not add value. Their
cost might exceed the benefits they
provide to the organisation.

Decision-making can be slow, where
the decisions are considered at every
level in the management hierarchy
before they are implemented.

There might be too many people
managing a task that one individual
could manage.

It is more difficult to delegate decision-
making to employees, and to
‘empower’ employees in a tall
organisation.

Disadvantages of fewer levels in the
management structure (a flat
organisation)

In a flat organisation structure, there
are fewer opportunities for career
development through promotion. It
might therefore be difficult to attract
and retain talented young managers.

The business might rely too much on a
small number of key individuals in the
management structure.

There might be a lack of adequate
supervision and control. This is because
in a flat organisation, the span of
control might be wide.

If there are not enough managers, there
is a risk that the activities of the
business will not be properly planned,
co-ordinated and controlled.
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4.5

Centralisation and decentralisation

The terms ‘centralisation’ and ‘decentralisation’ refer to the extent to which
authority within an organisation has been delegated.

® In a centralised organisation, a large amount of authority and decision-making
responsibility is retained at the ‘centre’ of the organisation. This usually means
that top management retains many of the control and decision-making powers.

m In a decentralised organisation, most authority and decision-making
responsibilities have been delegated to others at a ‘lower level’ in the
organisation. Top management allow others to make decisions, but monitor their
performance and provide leadership.

There are different degrees of centralisation and decentralisation, ranging from the
total centralisation at one extreme (where all decisions are taken by the top person)
to total decentralisation at the other (where very few decisions are taken by top
management).

Computer systems can support either a centralised or a decentralised management
structure.

® In a centralised management structure, computer networks make it possible for
information collected at lower levels of the organisation, or in distant
geographical areas, to be accessed by managers at ‘head office’. They can then
use this information to make informed management decisions.

® In a decentralised management structure, information held on central computer
files or databases can be accessed immediately by managers anywhere in the
organisation, to help them with their decision-making.

Example

With decentralisation, there is less need for a large management team at head
office. An extreme form of decentralisation is a company where the head office
consists of a small administrative group supporting the company chairman and
chief executive officer.

The board of directors retain responsibility for some strategic decision-making, but
the authority for most strategic decisions is delegated to the managers of strategic
business units (SBUs). Head office sets financial targets and other strategic targets
for each division, but the SBUs operate independently. The head of each SBU is
accountable to head office for the financial performance of the division.

Head office is responsible for preparing the financial reports and accounts for the
company, and for presenting these to the company’s shareholders.

Advantages of centralisation and decentralisation

The extent to which decision-making is centralised or decentralised depends partly
on the attitude of senior management and their philosophy of leadership. In
addition, the efficiency and effectiveness of an organisation can depend on where
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management decisions are taken and whether authority is centralised or
decentralised.

There are situations where decentralised decision-making is needed, because
immediate decisions have to be taken at a local level to deal with events as they
happen in the business environment and in the market place. There are also
situations where centralised control is needed to ensure that standards and
procedures are applied in the same way across the entire organisation.

Advantages of centralisation can also be described as disadvantages of
decentralisation. Similarly, advantages of decentralisation can also be described as
disadvantages of centralisation. The table below sets out the advantages of

centralisation, and compares these with the advantages of decentralisation.

Advantages of centralised decision-
making

Centralised management decision-
making might give senior management
more control over the activities of the
business, so that activities are co-
ordinated more effectively.

Centralised management is more
effective at applying standardisation of
products and procedures across the
entire organisation. This can be
important in some industries.

With a centralised management
structure, managers at head office are
able to apply a ‘corporate view’ to the
entire business, such as a view of
business ethics and standards.

A centralised management structure
might be cheaper than a decentralised
structure, because fewer managers
might be needed.

In a centralised management structure,
it is possible to use specialised
management support teams for the
entire organisation, such as IT
specialists and business planning
/forecasting specialists.

Advantages of decentralised decision-
making

Management at a local level are able to
respond more quickly to changes in
business conditions and events.
Decentralisation is usually desirable in
a fast-changing and unpredictable
business environment.

When a business operates over a wide
geographical area, some
decentralisation is necessary because
head office managers are too far from
the business operations. A global
business, for example, operates in many
different time zones.

When decision-making is delegated to
lower levels of management, conditions
might be more favourable for
encouraging innovation.

Delegating decision-making to lower
levels of management can help to
develop junior managers with initiative
and talent, and prepare them for future
promotion to more senior management
positions.

Delegation of authority and
decentralisation might be necessary to
reduce the workload of central
management at head office.
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Table continues
Advantages of centralised decision-
making

Some centralisation of management
decision-making is essential where the
business is trying to promote a global
brand image.

Advantages of decentralised decision-

making

Delegation of authority to more junior

levels can help to motivate junior
managers, who have more authority
and are able to use their initiative
instead of getting instructions about
what to do.

In a diverse and complex business,
some delegation is essential because
head office management cannot
understand the entire business in
sufficient detail to control it closely.
This is a reason why divisional
organisation structures developed.
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5.1

5.2

The nature and purpose of a committee
Types of committee

Committees and management responsibility
Advantages and disadvantages of committees
Role of the committee chairman

Role of the committee secretary

Committees

The nature and purpose of a committee

A committee is a group of individuals who are formally appointed to perform a
specified function collectively.

The normal purpose of a committee in a large organisation is to bring together
representatives from different parts of the organisation. The members of a
committee therefore represent a range of different interests and points of view.

By bringing together individuals from different departments, or with different
interests, a committee can be used to discuss problems that affect all
departments or interests, with a view to reaching an agreement or consensus
that represents the views of all the different interests.

Some committees represent a number of different organisations, and consist of
members who are drawn from a range of organisations that have an interest in
the matters for which the committee has a responsibility.

Types of committee

Committees are established for a particular purpose. In business organisations, for
example:

There may be a budget committee that meets to organise the annual budgeting
process. The budget committee members are managers from different divisions
or departments within the organisation.

Risk management committees may meet to consider the risk management
systems within an organisation, or to discuss the risks that are facing the
organisation. Members of a risk management committee should include
representatives from all the departments that are affected by the risks for which
the committee is responsible.

A company might have a health and safety executive committee to consider the
health and safety risks within the company, and the measures that are taken to
deal with them.

Committees might be established to review the progress on inter-departmental
projects. For example, responsibility for the oversight of a project to develop a
major new information system/information technology system (IS/IT system, or
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computer system) might be given to a project steering committee, which
includes representatives from the IT department and ‘user’ departments for the
new system.

Committees might be established permanently, with responsibility for the oversight
of a particular process that occurs at regular intervals. Permanent committees are
sometimes called standing committees. Examples of permanent committees are the
budget committee and risk management committees.

Some committees are established for a specific purpose, such as investigating a
particular problem and preparing a report. The committee is disbanded when its job
is completed. Another example of a temporary committee is a project steering
committee, which has oversight over a major new project development and is
disbanded when the project work is completed.

5.3 Committees and management responsibility

Committees are usually required to investigate problems or supervise new
developments. They might be required to prepare reports and make
recommendations to a decision-making body. For example, a budget committee
will make recommendations to the board of directors.

Occasionally, a committee might be given decision-making powers, but this is risky.
When committees are given the authority to make decisions, the decision-making
can be very slow and poor in quality. This is because a committee often looks for a
solution that will satisfy all its members, whereas this is not always the solution that
is best for the organisation.

The term ‘management by committee” is sometimes used to mean the poor quality
of ‘consensus’ or ‘conservative’ decision-making by committees.

5.4 Advantages and disadvantages of committees

The potential benefits of committees are as follows.

m They encourage co-operation within an organisation, by including
representatives from different departments or different parts of the organisation.

®m  They can provide well-considered advice to decision-making bodies, such as the
board of directors.

m  They are a way of communicating information and sharing information.

®  When a committee reaches agreement, this represents a consensus of the views
of different departments of different interests within the organisation.
Committees can be used to bring together groups with different opinions and
different interests, with a view to finding a common agreement.

m  Committees are useful for reaching agreement on policy issues that affect the
entire organisation.

m  Using committees can be “politically” desirable, since the views of many different
groups or interests can be considered, by including their representatives on the
committee.
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Committee members are able to explain the views of the committee to others.
They can therefore be a useful way of communicating views and opinions
throughout an organisation.

There are some potential problems with committees, however:

They can become a focal point for conflict when some of the committee members
have very different views.

Committees cannot meet in permanent session. Committees are therefore an
ineffective way of implementing plans and controlling activities. Committees are
not a substitute for management.

Committees may fail to reach agreement, especially if they are poorly managed
by their chairman. Since all committee members will expect to have an
opportunity to express their opinions, decision-making can be very slow.

They can become a ‘talking shop” where people exchange views but reach no
conclusions. This is a particular problem with large committees consisting of a
large number of members. When this happens, they become a waste of time and
money.

There can be serious problems when a committee is given decision-making
responsibility. This is because when a committee reaches a decision, it is a
collective decision by a number of different individuals. No single individual is
responsible for implementing the decision, and no individual is responsible if
things go wrong. When things go wrong, no one accepts the blame.

5.5 Role of the committee chairman

The chairman or ‘chair” of a committee is responsible for getting the committee to

achieve its purpose. The chairman is therefore responsible for ensuring that the

committee:

m Reaches agreement about a plan of action, if this is the reason why the
committee is established. For example, it is the responsibility of the chairman to
ensure that a budget committee reaches agreement about the budget plan for the
next financial year.

m  Reaches agreement about recommendations, if the purpose of the committee is
to investigate a problem and make recommendations about how the problem
should be dealt with.

m  Produces a report, if the committee is required to present a report to the board of
directors, or to a senior person, in which the committee presents its findings or
opinions.

The functions of a committee chairman are as follows.

m  The chairman acts as the leader and spokesperson for the committee.

m  He arranges the dates for the committee meetings.

m  He leads the meetings of the committee.

m  He decides the agenda for each meeting, although this should include “any other
business” for items that have been omitted from the agenda (usually items of
lesser importance).
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m  He is responsible for ensuring that every member of the committee is provided
with the information that is needed to contribute fully to the committee
discussions.

m  Where appropriate, he might be involved in decisions to replace committee
members, to remove individuals from the committee or to make new
appointments to the committee.

m  He is responsible for ensuring that actions agreed by the committee are properly
carried out.

An important function of the chairman is to lead committee meetings. To fulfil this
function properly, the chairman should:

®  encourage every member of the committee to contribute to discussions at the
committee meetings and present their opinions

m give adequate time at meetings for the discussion of each issue

m  ensure that meetings do not become a ‘talking shop” where members engage in
lengthy discussions without reaching any consensus or agreement, so that time
is wasted in achieving little or nothing: the chairman is responsible for ensuring
that the meeting progresses and gets through its agenda

m  ensure that the committee meetings are completed within a reasonable time

m attempt to arrive at a consensus: the chairman is responsible for identifying
when the committee members appear to have reached agreement on a particular
issue, and asking for confirmation from the committee members that consensus
has been achieved

®m  where the committee members do not reach unanimous agreement, put one or
more proposals to the committee for a vote, and state the results of each vote

m  express the decisions of the committee, and ask the committee members to
confirm that these are the decisions that have been agreed.

The chairman is also responsible for ensuring that when a committee member has
been asked to do something before the next meeting, that the required actions are
carried out. The minutes of committee meetings can be used to make sure that
individuals do what they have been asked to do.

Minutes of committee meetings

The minutes of a meeting are an official record of the discussions at a meeting, the
decisions that were reached at the meeting, and the actions that committee members
have been asked to carry out.

The minutes should take each item on the agenda in turn, and provide a record of
discussions, agreements and action points for each individual agenda item.

The minutes of the previous meeting are presented to the next committee meeting,
and the committee members are asked to confirm that the minutes are a true and
proper record of the previous meeting. The chairman then signs the minutes, which
become the official record of the deliberations of the committee.
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5.6

After agreeing the minutes of the previous meeting, the chairman should consider
any matters arising from those minutes. Matters arising include:

®  bringing the committee members up-to-date about any developments that have
occurred since the previous committee meeting, and

m  where the minutes contain action points for individual committee members,
asking the member to explain what action he has taken and what the results of
the action have been.

In this way, the chairman is able to ensure that action points are dealt with, and that
decisions by the committee are not subsequently ignored.

Role of the committee secretary

Every committee should have a secretary. The term ’‘secretary’ should not be
confused with typists or personal assistants. A committee secretary is usually an
experienced and senior administrator. For example, in large companies the secretary
of major committees of the board of directors (the audit committee, remuneration
committee and nominations committee) is often the company secretary, who is the
senior administrator within the company.

The role of the committee secretary is to provide administrative support to the
committee chairman. The secretary usually has the following responsibilities.

m  To prepare the papers for each committee meeting, and produce a copy of the
agenda for the meeting. The papers should include a copy of the minutes of the
previous meeting.

m  To distribute these papers to the committee members in good time before the
meeting.

m  To arrange the venue for the meeting and ensure that all practical arrangements
are made (for refreshments, for making formal presentations, for any
videoconferencing arrangements, and so on).

m To write the minutes of the meeting (and produce them in a form for
presentation and distribution after the meeting has ended).

m To keep the official minutes, signed by the chairman, in a formal record — the
‘minute book’.

m To deal with any queries and requests from the chairman: the secretary is the
first person that the chairman should ask for practical assistance with any issues
relating to the committee.

m  To deal with queries or requests from the committee members.
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1.1

®m  The marketing concept in business
®  The marketing mix

®m  The marketing plan and strategic planning

Marketing

An accountant in business needs an understanding of two important business
functions:

®  marketing

® information systems management. Most formal management information
systems are computerised, and the term IS/IT is often used. IS/IT stands for
‘information systems/information technology’.

This chapter provides an introduction to both these business functions.

The marketing concept in business

The term ‘marketing’ is normally used to describe the marketing approach to
business strategy and business thinking.

The marketing concept can be compared with two other approaches to business
strategy, which are no longer used in competitive markets. These two discredited
approaches to strategy are the manufacturing concept and the selling concept.

m  The manufacturing concept of business is that there is a shortage of products
and there are large numbers of customers wanting to buy whatever products are
available. All a business needs to do is to manufacture any products and
customers will buy them.

m  The selling concept is that customers have to be persuaded to buy the goods that
businesses produce, but they can be persuaded to purchase goods by effective
selling — a combination of the ‘hard sell” by sales representatives, supported by
advertising and sales promotion activities.

The manufacturing concept and the selling concept were rejected by competitive
business many years ago, in favour of the marketing concept.

The marketing concept is based on the following ideas.

m Most markets are very competitive, and rival businesses compete with each
other in their markets.

®m They compete by trying to offer products or services to customers that seem
more attractive than the competing goods or services of rival producers.

m  Successful businesses are able to offer goods or services in a way that appeals to
a sufficient number of customers, who prefer the company’s products to those of
competitors.

58

© Emile Woolf Publishing Limited



Chapter 2: Marketing. Information technology and information systems

®m  Successful businesses must therefore understand what customers need and
want, and offer a product or service that meets those needs or wants more
successfully than competitors.

In the marketing approach to business, the ‘consumer is king’, and the aim of a
business should be to identify customer needs and wants, and offer a ‘value
proposition” to customers that meets those needs and wants successfully.

Customer needs and wants

What customers need and want, it might be supposed, are the best-quality products
at the cheapest price. However, things are not quite so simple. Business entities can
try to offer customers better products at lower prices, but some customers are often
happy to accept lower quality for a cheaper price, and other customers are prepared
to pay more for something they consider better in other respects.

A product or service is marketed as a ‘value proposition’. It is a product or service
that offers a variety of features to a customer that ought to be unique and different
from any other competing product in the market. A value proposition for a product
consists of an item that:

performs a particular function or several functions
has a particular selling price

has particular design features

achieves a certain level of quality or performance

has value because of its “‘brand name’

is readily available when the customer wants to buy it, and can be purchased
conveniently.

Definition of marketing

The core concept in marketing is therefore meeting customer needs and wants
more successfully than competitors.

m [t might be supposed that the aim of marketing is to maximise sales revenue, but
this is not the case. If a business entity is able to offer products that meet
customer needs and wants better than competitors, it should succeed in
achieving a satisfactory level of sales and profits. However, marketing is not
about maximising revenues.

m [t might also be supposed that marketing is about trying to persuade customers
to buy the products or services of a business entity. However, making customers
aware of a product and persuading them to buy is only a part of the marketing
process. Unless the product or service meets customer needs and wants more
successfully than competitors, it will be very difficult to ‘persuade” customers to
buy them.
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The marketing process can be described as the process of:

m finding out what customers need and want, for example through market
research and also by analysing customer spending patterns and spending habits

m targeting all customers in the market, or just a particular segment of the market

m  developing products or services that meet the needs of customers (in the market
or market segment) better than any rival firm - offering a unique ‘value
proposition’

m  persuading customers to buy the products or services, and to buy again in the
future.

1.2 The marketing mix
The marketing department in a business organisation is responsible for marketing
the organisation’s goods and services. Marketing activities are a combination of
several different elements. Together, these elements should succeed in selling goods
to customers (persuading customers to buy). The elements in marketing are
commonly referred to as the marketing mix.
In marketing goods, there are main elements in the marketing mix. These are
sometimes referred to as the 4 Ps” or product, price, place and promotion.
Product
The actual and perceived features of a product are a very important element in the
marketing mix, because it provides the value for customers. There are many
different aspects to product design. Some add value to a particular product, others
do not. Features of product design that might be relevant to marketing are:
Comment/example
m Its functions What does it do? Does it do what customers want it to do?
m  Comfort For example, some chairs are much more comfortable than
others
m  Convenience For example, a mobile telephone that fits into a pocket or a
small handbag has the attribute of convenience. Ready-to-
cook meals are convenient for people who do not want to
cook meals themselves, or who do not have time to cook.
m The quality ofits  Customers will pay more for a diamond ring than for a
materials plain gold ring
m  Useful life A long-life battery has more value than a short-life battery
m  Reliability How often will it break down or fail to function properly?
Trust can also be an important perceived quality for many
services, such as banking and insurance, and medical
services.
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m  Safety With some products, health and safety issues might be
important - for example, some consumers are concerned
about the healthiness of food products.

®  Uniqueness/ Some customers will buy an entirely new product, for the
brand name prestige of being one of the few owners. Many consumers
buy goods on the strength of the brand name, and the
image of quality or status that the brand name is
associated with.

m  Packaging For some products, the wrapping or packaging can add to
their appeal to consumers. Features of packaging include
design, convenience of carrying and using, and the
amount of protection it gives to the product.

®  Product Although these might also be considered as features of
warranties and ‘price’ rather than the product itself.
guarantees
m  After-sales Customers might value a product for the after-sales
service service and customer service associated with it.
Price

The price of a product or service is often an important factor in the buying decision
of customers. As a general rule, customers will buy more of a product if the price is
lower. Pricing can also be used as a means of selling products or services. For
example:

m commercial customers might be attracted by good credit terms and bulk
purchase price discounts

®  consumers might be attracted by money-back coupons of two-for-the-price-of-
one offers, or short-term price discounts in supermarkets and stores

m  for products such as cars that are often bought with a personal loan (for example
on hire purchase), the terms of the finance deal might be important. For
example, customer might be attracted by offers of six months’” interest-free
credit.

Place

‘Place’” refers to the channels of distribution through which goods or services are
sold and then delivered to the customer. It refers to the way in which the customer
is able to acquire the product.

® Many consumer products are made available to consumers through retail
outlets, such as supermarkets, stores and shops. For consumer goods
manufacturers, place strategy will involve developing an adequate distribution
network for its products, so that customers can easily find a retail outlet that
sells its products. (This is important, for example, in the case of motorcar
manufacturers, and manufacturers of consumer durable goods such as washing
machines).
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®m  For many consumer products, customers expect to find the products whenever
they visit a supermarket. A key element of marketing for supermarkets is to
ensure that the products are always available on its shelves.

m Some manufacturers of consumer products might base their place strategy on
delivery of the product to the customer’s home or office. (For example, Dell
computers will deliver and, if required, install PCs at the customer’s address).

® Most goods sold to other businesses are delivered to the premises of the
customer.

® Many goods are sold through the internet. Some items can be downloaded
through the internet, such as theatre tickets, travel tickets and holidays. Other
goods are ordered through the internet and then physically delivered to the
customer’s address, by delivery van or by post.

m  Some items are made available where customers find them convenient to buy.
For example, product such as soft drinks, hot drinks and confectionary are sold
through vending machines. Newspaper might be sold outside railway stations.

® In recent years, in countries such as the UK, there has been a substantial growth
in e-commerce (internet shopping) and internet banking.

The choice of distribution network can be particularly important for entities that
rely on export sales, but do not have foreign subsidiaries or foreign branches. They
will rely on agents and distributors in other countries, and the control over the
distribution and availability of its products might therefore be restricted.

A ‘place strategy” might be used to gain a foothold in a market. A business entity
might seek to sell its product by offering it in a place (through a distribution
channel) that rival companies do not use. A current example is the development of
the market for music, and the use of the internet by consumers for purchasing and
downloading selected music. This new method of selling music is already having
significant impact on the music industry.

Promotion

Promotion refers to the activities associated with making customers aware of a
product and trying to persuade them to buy it. Promotion activities include selling
activities, advertising and sales promotion.

m  Selling activities. Sales activities involve selling face-to-face or by telephone.
Face-to-face selling by sales representatives is fairly expensive, and is therefore
more common for the selling of large-value items (such as the sale of industrial
goods to other businesses) than the sale of small-value items to consumers.

m  Advertising. Business organisations can advertise their products or services
through a range of different possible media, such as television, radio,
newspapers and magazines, advertising hoardings. Advertising messages might
be delivered to consumers by direct mail, or electronically as pop-up ads or
advertisements with search engine providers such as Google or Yahoo!

m Sales promotions. Sales promotions are usually associated with consumer
products. Promotions include sending brochures and leaflets by direct mail, or
by e-mail to a list of potential customers, or providing brochures or leaflets for
customers to take. In stores and supermarkets sales promotions include two-for-
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the-price-of-one offers and free trial samples. Sales promotions are often used
with price offers, such as special sales prices or discounts, but ‘for a limited
period only’.

Sponsorship. Some entities use sponsorship to increase public awareness of
their product, and improve their general image. For example, many sporting
events and sporting teams are sponsored. In addition, entities might use
sponsorship of television programmes to ensure that their name appears on
television at the same time as a popular television programme that large
numbers of viewers will be watching.

Public relations. The activities of public relations officers in obtaining ‘friendly’
news coverage for a business (or in avoiding unwelcome or damaging publicity)
are another aspect of promotion.

The elements of the marketing mix are used in different ways by different
businesses. For example, a “typical’ marketing mix varies according to whether the
product is a consumer product or an “industrial” product sold to other businesses.

Example

A company manufactures gloves. It makes fashion gloves for the consumer market
and industrial gloves for engineering companies, construction companies and other
industrial customers.

Its marketing mix will differ between consumer fashion gloves and industrial

gloves.

Consumer fashion products Industrial goods

Product Gloves must be attractive in Gloves must fulfil their function,
design, especially gloves sold which is to protect the hands of
as ‘brand name’ items. users.

Price For ‘cheap brand” products, Industrial buyers are likely to be
low prices are essential. Higher | price-sensitive, and might be
prices can be charged for ‘high | attracted by bulk purchase discount
fashion’ items. offers and good credit terms.

Place Customers will expect the Industrial buyers will expect
goods to be available to delivery of purchased items to their
purchase at a convenient premises.
location, such as a local store.

Promotion | Direct selling to chains of Direct selling might be used. Orders
stores. Possibly advertising in | might be taken by telephone or e-
fashion magazines. mail. Advertising in business

magazines.

Push strategy and pull strategy

Manufacturers of consumer products might use a combination of a push strategy
and a pull strategy in its promotion strategy mix.
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The push strategy is aimed at getting distributors to buy the product for resale in
their supermarkets or other retail outlets. The aim is to ‘push’ the product through
the distributor to the end consumer. To persuade distributors to buy its products, an
entity will need to use a direct sales force, and use marketing tools such as low
prices and generous credit terms to persuade the distributor to buy.

The pull strategy is aimed at getting the end-consumer to want to buy the product,
so that they expect their supermarkets or other retail store to have the product
available. If consumers demand the product, distributors will be more willing to
stock it because they will expect to sell it easily. Advertising and sales promotions
are an important element in a “pull” strategy.

1.3 The marketing plan and strategic planning
The strategic plans for a business should include ‘product-market” strategies. These
are strategies about which goods or services the business will sell and in which
markets it will sell them. For example, if a company has a strategy of growing the
business, it can select from a combination of the following strategies:
m  selling more of the existing products in existing markets
m  selling new products to existing customers and markets
m  selling existing products to new markets, or new segments of the market — such

as expanding into new geographical markets

m  selling new products to new markets: this strategy is called ‘diversification’.
A business organisation must then develop marketing strategies for succeeding in
each of its chosen product and market areas. A marketing strategy should be based
on:
®  identifying customer needs and wants
m  developing a product or service to meet those needs and wants, and
m  developing methods to promote the product or service.
There is a close link between business strategy, marketing strategy, and developing
a marketing mix for each product and market.
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Information systems and information technology

Definitions: IS and IT

Information systems

Types of information system

Information systems and information technology
Computer hardware

Data input methods

Software

Computer networks

2 Information systems and information technology

2.1 Definitions: IS and IT

You should note the following definitions.

® IS = information system. This is a system within an organisation that captures
and processes data from inside or outside the organisation, and makes the
information available to users. An IS is usually associated with a computer
system, but an IS does not have to be computer-based.

® IT = information technology. This is the equipment and software that is used to
provide an information system. IT refers to computer hardware and software,
and communications networks.

2.2 Information systems

Every business has information systems. Different types of information system are
described later. Basically however, there are two types of information system:

m  systems that process information and store information

m systems that produce information to help with decision-making by managers in
the business.

Managers are decision-makers. Decisions have to be taken by the strategic, tactical
and operational levels of management. Decisions have to be made about planning
and controlling the business and its operations. Decisions must also be taken about
how to deal with unforeseen problems that arise.

© Emile Woolf Publishing Limited 65



Paper F1: Accountant in business

Examples of IS that process and store Examples of IS that are used to

information provide information for decision-
making

Accounting  systems  (book-keeping Forecasting systems and ‘modelling’

systems) systems

Sales management systems Business planning systems (including

spreadsheet models)
Inventory control systems
Purchasing systems
Systems for employee records
Word processing systems

Features of information systems
An information system has four basic elements:

m data files (or information files)

B input

®m processing of input and file data
]

output.

Files

Updating

A\ 4

A\ 4

Input Processing Output

@ Example

An information system is used by the purchasing department to produce purchase
orders. The system is computerised.

Input to the system consists of:

m  purchase requisitions

m  deliveries of purchase orders from suppliers
m changes to suppliers’ details.

These might be keyed into the system, using a keyboard and mouse.

The system will contain files holding data about:
m  suppliers and the products that each of them supplies

m  purchase orders that have been issued, and the current status of those orders.
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The system processes new purchase requisitions to produce new purchase orders.
The files are updated with the new purchase order details, and information about
any orders that have been delivered.

Output from the system consists of new purchase orders and (probably)
information for management about the value of new purchase orders that have been
made.

Modular systems

Many computerised business information systems are designed as modular
systems. This means that the total system is divided into sub-systems, and each sub-
system can operate as a stand-alone information system. Each sub-system is a
‘module’ of the total system.

With modular systems, output from one module can be input automatically to
another module, without any need for human intervention.

Accounting systems are usually designed as modular systems. For example, one of
the modules in an accounting system might be used to calculate the payroll for
employees — the monthly salaries of employees and deductions for tax - and issue
automatic instructions to the company’s bank to make the salary payments. In
addition, output information about salary costs can be transferred automatically
into another module in the accounts system (the ‘general ledger’ or ‘main ledger’
module) that is used to record expenditures of the business.

2.3 Types of information system

Information systems can be classified into several different types:
transaction processing systems

management information systems

office automation systems

decision support systems

executive information systems

expert systems

knowledge work systems.

Transaction processing systems (TPS)

Transaction processing systems (TPS) are systems for processing routine
transactions, often in large volumes. They are used extensively in business.
Examples of TPS are shown in the table below.

Production and purchasing systems Accounting systems
Production planning General ledger system
Production control Receivables/ payables systems
Inventory control Payroll system

Purchasing system

Sales Human relations
Sales order system Processing employee records
Delivery scheduling system Processing training records
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The advantages of transaction processing systems, compared with manual systems
for processing transactions, are:

m the ability to handle much larger volumes of transactions
cost-effectiveness
much faster processing

fewer errors in processing

efficiency in storing/filing data records.

Management information systems (MIS)

Management information systems (MIS) provide information to management, of a
routine or non-routine nature, by analysing data and converting it into organised
information.

MIS provide management information in regular or routine reports, which
management can use for planning and controlling activities.

In many cases, management information is produced from systems that also process
transactions. For example, sales reports can be produced from a sales order
processing system, and financial reports can be produced from a general ledger
accounting system.

Management information systems provide structured information, and can help
managers to make fairly routine or standard decisions. They are not well-suited for
assisting managers with more complex decisions.

MIS may also rely mainly on data obtained internally, from within the organisation,
rather than on external data obtained from outside sources.

Office automation systems (OAS)

Office automation systems, as the name suggests, are systems that automate office
processes. They include:

®m  word processing systems

m database systems for desk-top PCs

m  electronic filing systems
[

systems with e-mail facilities and a link to the internet.

Decision support systems (DSS)

Decision support systems (DSS) are systems that provide support for managers in
making decisions for unstructured or semi-structured problems. (In comparison,
MIS can help managers with reaching decisions for structured problems.)

A DSS consists of data analysis models, and may have access to a database to extract
data for analysis. It should provide the user with information about a number of
different alternatives or different possible outcomes.
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® A DSS may include a forecasting model that allows the user to prepare forecasts
from available data, and to consider possible variations in the forecast using
sensitivity analysis or statistical analysis.

m A DSS may provide a planning model that allows the user to prepare draft plans
and then carry out sensitivity analysis on the data. (A spreadsheet model is a
form of DSS.)

Executive information systems (EIS)

Executive information systems (EIS) are information systems for senior executives.
They have access to data from sources both inside and outside the organisation. The
system has the ability to analyse the data in a variety of ways, so that senior
executives can obtain selected information on demand, analysed at a suitable level
of detail. EIS are also called executive support systems (ESS).

A key feature of an EIS is that it provides information to executives in summarised
form, for example information about performance in relation to critical success
factors and key performance indicators, but which also allows the user to ‘drill
down’ to extract more detailed information.

For example, an EIS may provide an executive with current data about sales
volume, which can be compared with targets. If actual sales are below target, the
executive can drill down into the sales figures to find out more details — for
example, which products are selling less than target, or which sales regions are
performing badly.

External data for an EIS may be provided from financial information providers (for
example, information about share prices, exchange rates, interest rates and so on).

Although information can be presented to executives in the form of tables, or even
narrative, EIS incorporate the facility to present information in a more user-friendly
form, for example in the form of graphs, bar charts or pie charts.

Expert systems

Expert systems are a type of artificial intelligence system. The purpose of an expert
system is to provide expert information to the system user.

An expert system covers a specific area of expertise. It allows a user to interrogate
the system to obtain information, advice or possible solutions to a problem.
Examples of expert systems are legal advice systems, investment advice systems,
medical diagnosis systems and tax advice systems.

An expert system has several components:

m a knowledge base, that holds all the facts and rules relating to the area of
expertise

®m  a knowledge acquisition program, through which the knowledge base is kept
up-to-date
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®  an ‘inference engine’, which is the software that responds to inputs from the
user, and draws on the knowledge base and applies reasoning to provide a
response

®m  an explanation program that provides an explanation of the reasoning that has
been used by the system to reach its conclusion and produce its advice.

Expert systems can be used by experts to reinforce their opinion or give them
suggestions. For example:

m  Professional lawyers can use a legal expert system to obtain information about
relevant legislation or court decisions.

m  Similarly, doctors can use a medical expert system to obtain a diagnosis, or
several possible diagnoses, of a patient’s medial symptoms.

B  An investment analyst can use a financial investment expert system to find
suitable investments to recommend to a client.

Knowledge work systems (KWS)

Knowledge work systems are systems that are used to create new knowledge or
integrate new knowledge into an organisation. They include computer-aided design
(CAD) systems and virtual reality systems.

Information systems and information technology

IT systems are an essential part of operations in many organisations.

m  Computer systems might direct and control operations, for example in transport
and shipping companies.

m  They are an essential part of product design in other companies, for example in
the design of engineering products

m  They are also used to process transactions, for example in retail organisations.

m  They are used extensively to provide management information.

Major developments have occurred, and continue to occur, in computing and
communications. These have a significant impact on how information is captured,
tiled, processed, communicated and used.

m  Over time, the computer has become smaller, more powerful, cheaper and much
more user-friendly. Computer literacy has increased. For example, many
computer users are familiar with Microsoft’s “‘Windows” operating software and
‘Windows’ application software such as MS Excel for spreadsheets and MS
Word for word processing.

®  Communications technology and computer technology have merged together:
developments in communications have included fibre optic technology, satellite
communications and mobile phones (for the transmission of data and images as
well as voice transmission).

m [t is possible to capture and store huge amounts of data, process it and use the
processed information and communicate it quickly to many different users.
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Some of the significant developments in the past 10-20 years are described briefly
below.

The internet

The internet is a world-wide communications network that can be used for holding
information and making information available to other users (on websites), for data
processing from remote locations and for obtaining information.

Internet users are able to gain access to many different sources of information from
other organisations, both commercial and non-commercial (such as professional
organisations and government departments).

Search engines such as Google and Yahoo! help users to locate information on
different websites. Much of the information can be accessed free of charge.
However, some business entities have recognised the commercial value of their
information, and make a charge for access to it.

The speed of access to and transmission of information on the internet has also
improved for many users, as they switch to the faster broadband services.

E-commerce (electronic commerce)

E-commerce is a term that means trading electronically.

The term ‘e-commerce” can be used for organisations that have EDI links between
their computer systems. EDI stands for Electronic Data Interchange. This is a facility
that allows two entirely different computer systems to communicate with each
other.

EDI might be used by a company and a major supplier: the company can place
purchase orders through its EDI link on standard (electronic) order forms, and the
supplier can confirm purchase orders and submit invoices electronically.

E-commerce is more commonly associated with buying and selling on the internet.
Internet users can access the website of a supplier (for example a retailer), place an
order for goods which is immediately confirmed, and pay for the goods using a
secure payments system and a credit card or debit card. The supplier can also
transmit a confirmed purchase order/receipt, for accounting and records purposes.

m  Trading between businesses through the internet is known as a B2B (Business to
Business) trading.

m  Selling to consumers via the internet is known as B2C (Business to Consumer).
For example, consumers can buy airline tickets, book hotel rooms and order
home deliveries of supermarket items via the internet.

®m Buying and selling between consumers (C2C or Consumer to Consumer) also
occurs, using website services such as ‘ebay.com’.
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Intranets and extranets

An intranet is an internal computer system within an organisation that uses the
internet to link distant terminals to a central ‘server” (central computer) for the
system, and which also enables users to access the internet.

Intranets usually have a central ‘web server’ to which all employees are connected
via their computer terminals (PCs) and software that provides a very user-friendly
‘interface’. The interface is an in-house website and has all the features of an
external website. Access to this internal website is usually restricted to the
organisation’s employees. However, the organisation may allow access to their
internal network to some external users, such as major suppliers or customers. An
intranet that also provides access to some external users is called an extranet.

Information stored or communicated on an intranet may include:
The name, location and contact details of all employees
Latest company news

Policies and procedures

Job vacancies within the organisation

Corporate events

The company’s financial results

Intranet and extranet systems also usually provide e-mail facilities for all users.

E-mail

E-mail (electronic mail) is the communication of messages electronically over the
internet (or within an internal communications network). E-mail makes
communications ‘immediate” and convenient.

m [t has replaced many communications by letter/post. E-mail messages can be
printed out and so are a substitute for letters sent by post. They have the
advantage of immediate delivery.

m  They are a useful alternative to communication by telephone. An e-mail message
can be sent at any time and read by the receiver of the message at a convenient
time. With telephone calls, there is always a risk that the other person will not be
available, and a message has to be left on voice mail or recorded message
service.

®  E-mail makes global communications much more convenient and efficient. Since
messages can be read at any time, many of the problems of working in different
time zones are removed.

m  E-mail can be used to transmit documents in electronic files, as attachments to
the e-mail message. This improves the communication capabilities of an
organisation.

There are problems with e-mails, however:

m [t is difficult, if not impossible, for organisations to control the content of
messages sent by employees by e-mail. In some cases, organisations can be made

72

© Emile Woolf Publishing Limited



Chapter 2: Marketing. Information technology and information systems

2.5

liable for the content of e-mail messages. For example, in 2002 an investment
bank in the US was accused of giving false investment advice to its clients, on
the basis of e-mail messages by an analyst of the bank. The e-mail messages gave
a very low opinion of companies whose shares the same analyst had
recommended to clients.

B An e-mail user might receive large amounts of unwanted messages from
external sources (in the form of ‘spam” messages or ‘pop-up” advertisements).

m  Computer viruses might be transmitted in e-mail messages (in attachments to
messages). A computer virus, unless detected and isolated, can wipe out or
damage computer programs or files.

®  Employees might waste time sending unwanted e-mail messages to each other.
E-mail users might receive large numbers of messages that take time to check,
and it can be difficult to identify important messages in the long list of messages.

Mobile computing and telecommuting

Mobile computing is a term to describe the ability to use computers whilst
travelling and in different locations. Laptop/portable computers enable users to
work away from their normal office locations, such as customers” premises and in
hotel rooms, aeroplanes and trains. The mobile computers can also be linked to the
organisation’s Intranet from any location in the world, for example using satellite
technology.

Also many more people work from home using a computer system linked to their
office systems. Working from home via a communications link to the organisation’s
computer system is known as ‘telecommuting’ (= going to work via
telecommunications link).

Mobile computing and the internet also make it possible to create a ‘virtual
organisation” or ‘virtual company’. This is a company that does not have a physical
centre or location. It is simply a group of individuals (with a ‘management’
structure), linked together from their homes by computers and the internet.

Mobile computing, combined with the mobile telephone, have also created the
24/7" working society. Employees can be contacted at any time of the day by
mobile phone or internet, and employers might expect them to respond
immediately and at any time of day to requests and instructions.

Computer hardware

Computer hardware consists of the computers themselves, and all the peripheral
equipment connected to a computer for input and output, and storage of data (such
as printers and stand-alone disc drivers).

The computers used in IT systems range from the very large to the very small. In
many systems, many different computers are connected to each other within a

network.

Computer hardware configurations within a network might include:
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® ‘supercomputers’ — used only in the very largest systems

®  mainframe computers — the most powerful computers until the development of
supercomputers, but still very powerful computer systems

B ‘mini-computers’ — less powerful than mainframes

m  desk-top personal computers (PCs) — a computer placed at the user’s desk with
its own processing capabilities, and usually a keyboard, mouse and screen: PCs
can operate as stand-alone computers, or may be linked as terminals to a
network

m portable laptop and notebook computers

®m  hand-held computers or PDAs (Personal Data Assistants).

The globalisation of the business environment has resulted in much more
widespread use of portable/laptop computers, which can be connected to the
organisation’s computer network or to the internet from remote locations, and
hand-held computers. This means, for example, that a manager can access his e-
mails or the organisation’s Intranet system from anywhere in the world.

Servers

Servers are computers that are used to perform a particular function within a
network system. They can range in power from ‘top-end” super servers, capable of
driving hundreds of terminals, to “low-end” servers which are typically a powerful
personal computer (PC).

m  File servers are used to manage the data files that are accessible to users of the
network. All the shared data files for the system are held on a file server, or are
accessible through a file server.

m Network servers are used to route messages from terminals and other
equipment in the network to other parts of the network: in other words, network
servers manage and control the routing of messages within computer networks.

2.6 Data input methods
In every computer system, there must be methods of data capture and data input.
The most efficient method of capturing data and the fastest method of input is the
input of data from other computer systems:
®m by direct transmission via a network
m  from electronic storage devices such as CDs, DVDs or other discs
m  downloaded files from the internet
m files attached to e-mail messages.
However, in most computer systems, data must also be captured from other sources
and input in other ways. These include:
®m  keyboard and mouse — probably the slowest method of input and the method
where the risk of error is highest
B document scanning systems and digital cameras, in publishing systems
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m special data capture systems such as optical character recognition (OCR)
systems, optical mark reading systems (OMR) and magnetic ink character
systems (MICR)

m  plastic card systems

m bar coding systems, such as the systems in supermarkets and other retail
organisations

B voice recognition systems.

Software

Computer software, essential for the operation of the hardware, may be divided into
the following types:

m  system software, which includes system software and communications software
®m  programming tools and language translators

m  application software.

Application software

Application software is software written to enable computer users to process data.
Application software can be classified into two broad types:

m  Off-the-shelf software or software packages. This is software that can be
purchased from a supplier and installed on the computer ready for use.
Examples are accounting software packages, word processing packages,
spreadsheet packages, database packages and modelling packages.

m  Bespoke software or tailored software. These are programs that are written for
a specific user, to meet the user’s specific processing requirements. Bespoke
software is commonly used by larger organisations for their more important
computer systems.

When an organisation wishes to introduce a new computer system, it might have a
choice between an off-the-shelf solution (buying a software package) and a bespoke
solution (designing and developing a bespoke system).

The advantages of bespoke software are as follows.

m  The purpose-written software will meet the specific needs of the user. An off-
the-shelf package, on the other hand, is a standard piece of software for all
buyers of the package. The bespoke software should therefore deliver more
benefits to the user.

m  Bespoke software can be adapted and re-written over time, to meet the changing
requirements of the user. Off-the-shelf packages are updated only when the
software provider decides to produce a new version.

m  Bespoke software can be designed so that output from the new system can be
input to another of the user’s computer system, or so that the output from
another of the user’s systems can be input to the new system. This is only
possible with off-the-shelf software when the computer user buys different
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modules from the same software supplier — for example, different modules of a
total accounting package.

m There might not be an off-the-shelf solution to meet the user’s particular
requirements.

The disadvantages of bespoke software are as follows.

m  The cost of designing and developing a bespoke system will be high. The cost for
a comparable off-the-shelf package should be much lower.

m A bespoke system takes time to design, develop, test and implement. An off-the-
shelf package is ready to install as soon as it is purchased.

®  When bespoke software is written, there is a high probability that errors in the
programs will remain undetected until after the new system has been
implemented. Off-the-shelf software, particularly if it has been on the market for
a long time, should be largely error-free.

Computer networks

A computer network is a number of computers and other equipment (such as
printers) linked together by a communications network, so that data can be
transmitted through the network, processed in one or more parts of the network,
and stored somewhere within the network for on-line access.

Local Area Networks (LANs)

Local area networks are computer networks within a small geographical area or
location. The computers are connected by cables, and communications do not go
across a long distance telecommunications network.

Since the communications do not go across a telecommunications network, there is
no requirement for modems in the network. (A modem is a modulator/
demodulator. It is a device that converts data messages from the format used within
computers to the format for transmission across a telecommunications network, and
then converts them back again at the other end.)

For example, an organisation with ten geographically dispersed business units
could have a LAN in each business unit for the computer users in that unit.

There are many LAN configurations; a typical structure consists of a number of PCs
connected to a central server where all common data files are held. LANs have been
developed to enable users within a small geographical area to share computer
facilities (files, printers, and so on).

Wide Area Networks (WANSs)

Wide Area Networks are similar in many ways to LANs. The main differences are
that:

m the computer network is spread over a larger geographical area: for example,
WANSs might be used to connect users in geographically remote business units
to their head office computer systems
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m since the computers are separated from each other geographically,
communications between them must go over a telecommunications network,
and modems must be positioned between the computers and the
telecommunications network

m there are often large numbers of computers in a WAN — many more than in a
LAN.
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Management and information

Uses of information
Levels of information: strategic, tactical and operational

Qualities of good information

Sources of internal and external information

Management and information

3.1 Uses of information
Information is processed data. Data can be defined as facts that have not been
assembled into a meaningful structure. Data is processed into a structured form that
has some meaning: this is called ‘information’.
Businesses use information in several ways.
®m  Information is used to perform routine transactions, such as order processing
and invoicing.
Information is used to make decisions.
m  Information is also developed into knowledge that can be used to improve the
business.
Managers could not make decisions without information. However, information can
vary in quality, and as a general rule managers will make better decisions when
they have better-quality information.
Decisions are taken continually in business. Routine decisions may be taken by any
employee as a part of normal procedures. However, a specific role of management
is to make decisions. Managers could not make decisions without information.
However, information can vary in quality, and as a general rule managers will make
better decisions when they have better-quality information.
Well-designed information systems can be used to:
m capture data from many different sources
m  store large quantities of data, which can be retrieved easily and quickly when it
is needed
m  process data in many different ways to provide valuable information
®  communicate information to managers and other individuals who need it
®m  improve communications within an organisation and world-wide.
3.2 Levels of information: strategic, tactical and operational
As explained in the previous chapter, management may be classified into three
levels:
m strategic management
m tactical management
®  operational management.
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These three classifications are based on the types of decision that are taken by
management at each level. For decisions at each level of management, a different
type of information is required.

The requirements of management for information vary with the level of
management. This concept is set out simply in the diagram below.

Levels of management and information requirements

Information required

Strategic
ARG e STRATEGIC
[actical TACTICAL
management
Operational OPERATIONAL
management

Strategic information

Strategic management needs strategic information. The characteristics of strategic
information may be summarised as follows:

It is often information about the organisation as a whole, or a large part of it.
It is often in summary form, without too much detail.

It is generally relevant to the longer term.

It is often forward-looking.

The data that is analysed to provide the information comes from both internal
and external sources (from sources inside and outside the organisation).

It is often prepared on an ‘ad hoc’ basis, rather than in the form of regular and
routine reports.

It may contain information of a qualitative nature as well as quantified
information.

There is often a high degree of uncertainty in the information. This is
particularly true when the information is forward-looking (for example, a
forecast) over a number of years in the future.
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Tactical information

Tactical information is used to decide how the resources of the organisation should
be used, and to monitor how well they are being used. It is useful to relate tactical
information to the sort of information that is contained in an annual budget. A
budget is planning at a tactical management level, where the plan is expressed in
financial terms.

The general features of tactical information are as follows.
m It is often information about individual departments and operations.

m [t is often in summary form, but at a greater level of detail than strategic
information.

m [tis generally relevant to the short-term and medium term.

m It may be forward-looking (for example, medium-term plans) but it is often
concerned with performance measurement. Control information at a tactical
level is often based on historical performance.

m  The data that is analysed to provide the information comes from both internal
and external sources (from sources inside and outside the organisation), but
most of the information comes from internal sources.

m [t is often prepared on a routine and regular basis (for example, monthly or
weekly performance reports).

m [t consists mainly of quantified information.

m There may be some degree of uncertainty in the information. However, as
tactical plans are short-term or medium-term, the level of uncertainty is much
less than for strategic information.

Operational information

Operational information is needed to enable supervisors and front line managers to
organise and monitor operations, and to make on-the-spot decisions whenever
operational problems arise.

Operational information may also be needed by employees, to process transactions
in the course of their regular work.

The general features of operational information are as follows.

m [t is normally information about specific transactions, or specific jobs, tasks,
daily work loads, individuals or work groups. (It is ‘task-specific’.)

® [t may be summarised at a work group or section level, but is in a more detailed
form than tactical information.

m [tis generally relevant to the very short-term.

m [t may be forward-looking (for example, daily plans) but it is often concerned
with transactions, procedures and performance measurement at a daily level.

m  The data that is analysed to provide the information comes almost exclusively
from both internal sources (from sources inside the organisation).

m [t is often prepared frequently, as required for daily operational needs.

80

© Emile Woolf Publishing Limited



Chapter 2: Marketing. Information technology and information systems

m [t consists mainly of quantified information. Most of this information is ‘factual’
and is not concerned with uncertainty.

3.3 Qualities of good information

The quality of an information system depends on the quality of the information that
it provides. Good information has several characteristics.

Relevance (and volume)

Information has no value unless it has a purpose and is useful. Information must
therefore be relevant for its intended purpose.

Some information systems process large amounts of data to provide large volumes
of information, but not all of it is useful. There may be more information than a user
can actually make sense of. Sometimes, the information generated by an information
system might not be entirely relevant, and might not tell the user everything that he
or she needs to know.

Information systems may be designed to help the user to find relevant information
easily and quickly, for example by searching an expert system (ES) or an executive
information system (EIS).

Reliability
Information must be reliable. Reliable information must be:

m accurate enough for its intended purpose and

®m  complete enough for its intended purpose.

Sometimes, this means that information must be 100% accurate and 100% complete.
However there are many occasions, particularly with strategic information used by
senior management, that information is based on estimates and forecasts, or
information is incomplete due to a lack of data.

There are also occasions when the users of information systems have to apply their
judgement and reach a decision on the basis of information available. Expert systems
are an excellent example of this. An expert system for medicine, for example, might
suggest several alternative courses of treatment for a patient, and an expert system for
law might indicate several different and opposing legal arguments.

For some information systems, information needs to be up-to-date. For example, an
on-line theatre booking system or airline travel booking system must ensure that the
data about seat availability is always completely up-to-date for users of the system.

The accuracy of information in a computer system can be improved, if required, by
trying to reduce the amount of errors in the input data.

m  Data validation checks can be written into the system software. These carry out
checks on input data and reject (refuse to accept) items for processing where
there is a logical error in the input.
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m  Input documents can be designed to contain as much pre-printed material as
possible, to reduce the number of errors in preparing the documents. Similarly,
when data is input by keyboard and mouse, data screens can be designed to
include as much pre-set data as possible, to reduce the risk of keying errors by
the computer operator.

Sufficient but not excessive

Information should be sufficient for its intended purpose, but should not be
excessive. Providing large amounts of information can lead to ‘information
overload’. When this happens, the user has difficulty in understanding the
important items of information in the time available to study it.

One way of avoiding excess information in a report might be to highlight key
information, for example in an executive summary.

Timely

Information must be available in time for its recipient to make use of it. Information
will be used for a purpose. Presumably, there is an ‘ideal time” for using the
information.

Managers might want items of information quickly, so that they can make an
immediate decision. Many information systems, such as expert systems and
executive information systems, offer immediate responses to input queries.

Speed of access to data (and the speed of a system in responding to queries) is often
regarded as a desirable feature of an information system.

User confidence

Users must have confidence in their systems and the information that they provide.
Information must therefore be realistic.

At the moment, information systems for business have not been designed that are
capable of removing the need for management judgement in making decisions.
However, information does not need to be 100% accurate for users to have
confidence in it. The user of information needs to know how reliable the
information may be, and (as suggested above) that the information will not be
completely wrong.

The value of information must be more than its cost

Information should not cost more to obtain than the value it provides.

® Some information systems may provide information at a level of detail (or
accuracy) that is not required, when it would be cheaper to provide less detailed
(or less accurate) information to meet the user’s requirements.

®m  Some information systems may provide additional information that is not used
at all.
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®  An information system may provide information that is used, but the benefits
from using the information are less than the cost of obtaining it.

Convenience of access and data security

Information should be easily accessible when it is needed. It is now common to
think of “accessible” information as information that can be obtained immediately,
on demand. In particular, databases can make large amounts of information
immediately available, especially when they are accessible through a computer
network.

However, it is also important to protect information against unauthorised access;
therefore data should also be kept secure. Methods of keeping data secure include
the following;:

m  Physical security. Access to computer centres may be restricted security
measures such as identity cards and entry cards.

m  Software security to prevent (or detect) unauthorised access, using passwords,
encrypted data, firewalls, and so on.

®m  Anti-virus software, to prevent the corruption or destruction of data and
software by hackers.

m  The use of back-up files, to ensure that data is duplicated or can be recreated.
Back-up files ensure that the data will not be lost if the main copy of a file is
physically lost or destroyed, or becomes unreadable.

3.4 Sources of internal and external information

Information is obtained from both internal sources within the business organisation
and from external sources.

m A large proportion of strategic information comes from external sources. Much
operational level information, in contrast, comes from internal sources.

m  Large amounts of external information are readily available to users through the
internet. In particular, the websites of government departments and
government-funded organisations often provide a wide range of statistics,
guidelines and other data.

m  Sources of information might be used regularly, or only occasionally, depending
on the nature of the information and the purpose for which it is required.

m  External information is often available without cost or at very little cost.
However, some external information must be purchased.

Each business organisation should ensure that it obtains good-quality information
for all levels of management, and this will usually come from a mix of internal and
external sources. Some of these are listed below.
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Sources of internal information

Computer systems, such as the
accounting system, sales system and
inventory control system.

The accounting system is a particularly
important source of information for
management, especially at strategic and
tactical management levels.

Management reports; performance
reports

Internal policy documents and
procedure manuals

Word-of-mouth communications
between employees and management
On-the-spot observation

Sources of external information

The  websites of  government
departments, government-sponsored
bodies and other public bodies.

The government is an important source
of official statistics on business and the
economy.

Published annual report and accounts
of other companies

External information providers: this
information must be paid for. For
example, Reuters and Bloomberg
provide financial markets information.

Professional bodies, such as the ACCA

Trade organisations, which provide
industry-related information to their
members. Many industries have a
trade organisation/trade body whose
membership consists of business
organisations in the industry.

Trade journals

General media, such as radio,
television, newspapers and magazines

Market research investigations

Word-of-mouth communications from
suppliers and customers
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Organisation culture in business

Formal and informal organisation

Definition of culture: organisational, corporate and group culture
The significance of culture for management

Factors that shape organisation culture

Edgar Schein: three levels of culture

Corporate culture: the views of Handy

Hofstede: international perspectives on culture

Organisation culture in business

Formal and informal organisation

Every large business entity and not-for-profit entity has both a formal organisation
and an informal organisation.

The formal organisation is the organisation structure that has been created and
maintained by its leaders. It can often be shown as an organisation chart, with job
descriptions. The earlier descriptions of organisation structures in this text are
descriptions of formal organisation.

In addition to the formal organisation structure, there is also an informal
organisation. This develops over time, but can change as some people leave the
organisation and new people enter it.

The informal organisation is a network of personal and social relationships. It
develops from the way in which individuals meet and communicate with each
other. They develop friendships and personal relationships, and they talk to each
other as individuals rather than simply as other employees who are required to do a
job. The focus of an informal organisation is people, not the work.

In an informal organisation, individuals begin to identify themselves with groups,
and these groups develop common rules of behaviour and normal ways of doing
things (‘norms’).

The significance of informal organisation

When an informal organisation is strong, it may become just as significant as the
formal organisation. Managers might need to consider how the informal
organisation affects behaviour at work — and work practice — and try to manage it.

For example, there might be a formal procedure for doing a particular task.
However, a group of individuals with strong interpersonal relationships might find
a different way of performing the task, which is easier or more acceptable than the
formal procedure.
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The informal organisation might also affect attitudes to work — whether a group of
individuals are keen to complete a task on schedule, or do a job well, or agree to
work overtime, or whether they are collectively hostile to management and working
conditions.

m  Informal organisation can therefore support the formal organisation, and help to
make working practices more efficient and effective.

® On the other hand, informal organisation might sometimes conflict with the
formal organisation, such as when a group of employees are hostile to their
work and their managers.

m  Managers might try to make use of a positive informal organisation by
formalising some aspects of the informal structure, for example by changing
work procedures or the methods used for communication.

1.2 Definition of culture: organisational, corporate and group culture

In addition to having informal organisation, business organisations (and other types
of organisation) also develop a culture. A culture is a set of dominant beliefs,
attitudes, values and norms that is shared by a number of people.

Edgar Schein suggested that employees working within a company have shared
values, beliefs and ways of thinking: these interact with the policies, organisation
structure and politics of the company’s management system to create a corporate
culture. Culture affects the expectations of employees within the company about
what the company should achieve.

Schein argued that organisation culture is strong because it is regarded as
something that helps the company to succeed. An organisation culture is a set of
assumptions that a group of people working together have invented, discovered or
discovered by learning how to deal with problems that the organisation faces,
internally and in its external environment. These assumptions work well enough to
be considered valid; they are therefore ‘taught’ to individuals who join the
organisation. New entrants therefore learn the culture of the organisation and
become a part of that culture.

m  Organisational culture refers to a set of beliefs, values and attitudes that is
shared by everyone in the organisation. Within an organisation, organisational
culture defines ‘the way we do things around here’. Peters and Waterman
argued that the most excellent business organisations are characterised by
particular cultural attitudes and beliefs.

m  Corporate culture refers to the way in which organisations are managed. This is
different from organisational culture, which is the set of values shared by all the
employees. (However, the term ‘organisational culture’ is often used with the
same meaning as ‘corporate culture’.)

m Work groups might also have their own distinct culture. Within the same
business organisation, there may be several work groups, each with a distinct
‘sub-culture’. For example, the culture in the sales department might be very
different from the culture in the accounts department, and both these cultures
may differ from the culture of the research and development department staff.
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1.3

1.4

Differences in organisational culture are probably best understood by looking at
different organisations with which you are familiar. It is widely understood, for
example, that business organisations are driven by a different set of priorities and
concerns than not-for-profit organisations. However, if you visit two different
companies in the same industry, you will probably find very noticeable differences
in culture — the way people talk to each other, the way they deal with outsiders,
their priorities and concerns.

How does culture differ from informal organisation?

Culture is deeply embedded within an organisation, and a common culture might
be shared by everyone in the organisation. When new individuals join an
organisation, they are ‘taught’ the organisation culture and learn to adopt it. In
contrast, an informal organisation is no larger than the individuals who interact
socially at work and the nature of the informal organisation can change when
individuals leave or join.

Because culture is deeply-embedded, it is very difficult to change.

The significance of culture for management

Edgar Schein, a writer on organisation culture, has written: “The concept of culture
is still misunderstood in organisations, being treated too much as a superficial
phenomenon’. He also wrote: ‘Culture is really a very deep phenomenon and ... if
managers/leaders are serious about changing culture, they must make an effort to
understand how culture really ‘works” and what it really is.”

An understanding of the culture of work groups is ‘essential to leaders of they are to
lead” (Schein). Managers need to understand the culture of the group or groups that
they manage. By understanding the group culture, they can try to influence it and
encourage positive attitudes to work.

Schein wrote: ‘Building an effective organisation is ultimately a matter of meshing
different sub-cultures by encouraging the evolution of common goals, common
language and common procedures for solving problems.” He was the first person to
use the term ’‘corporate culture’. He believed that successful managers develop a
positive corporate culture.

Factors that shape organisation culture

A combination of factors shapes the culture of a work group or an organisation.

m Formal structure and size. To some extent, the culture of an organisation is
affected by its size and its formal organisation structure.

m  Leadership. The leaders of an organisation can influence culture, for example by
stating the values of the organisation, and its goals and strategies.

m  Environment. Culture develops as a way of responding and reacting to the
environment in which the organisation operates.

m Events. Culture develops as a result of many events, and how a group or
organisation has responded to those events.
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The cultural web

An approach to analysing corporate culture has been suggested by Johnson and
Scholes. They have suggested that there is a cultural web within every organisation,
which is responsible for the prevailing culture, which they call the ‘paradigm” of the
organisation.

The cultural web consists of six inter-related elements of culture within an
organisation.

®m  Routines and rituals. Routines are ‘the ways things are done around here’.
Individuals get used to the established ways of doing things, and behave
towards each other and towards ‘outsiders” in a particular way. Rituals are
special events in the ‘life” of the organisation, which are an expression of what is
considered important.

m  Stories and myths. Stories and myths are used to describe the history of an
organisation, and to suggest the importance of certain individuals or events.
They are passed by word of mouth. They help to create an impression of how
the organisation got to where it is, and it can be difficult to challenge established
myths and consider a need for a change of direction in the future.

®  Symbols. Symbols can become a representation of the nature of the organisation.
Examples of symbols might be a company car or helicopter, an office or
building, a logo or a style of language and the common words and phrases
(‘jargon’) that employees use.

m Power structure. The individuals who are in a position of power influence
organisations. In many business organisations, power is obtained from
management position. However, power can also come from personal influence,
or experience and expertise. The most powerful groups within an organisation
are most closely associated with the core beliefs and assumptions in its culture.

®m  Organisation structure. The culture of an organisation is affected by its
organisation and management structure. Organisation structure indicates the
important relationships and so emphasises who and what is the most important
parts of it. Hierarchical and bureaucratic organisations might find it particularly
difficult to adapt to change.

m  Control systems. Performance measurement and reward systems within an
organisation establish the views about what is important and what is not so
important. Individuals will focus on performance that earns rewards.

Together, the cultural web consists of the assumptions that are ‘taken for granted’
within the organisation as being correct, and also the physical manifestations of the
culture.

15 Edgar Schein: three levels of culture
According to Schein, there are three levels of culture that members of an
organisation acquire:
m the outer skin, or artefacts
m the inner layer (or espoused values)

m the paradigm (basic underlying assumptions).
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These are inter-related and react with each other. However, aspects of culture,
particularly artefacts, are often difficult to ‘interpret’ and understand.

Levels of culture

Artefacts

A4

Espoused values

\ 4

Basic underlying assumptions

The outer skin (artefacts)

Visible structures and processes in the
organisation

Philosophies (mission), ethics, strategies, goals,
stated values

Unconscious beliefs, perceptions and thoughts
that are taken for granted

At one level, the culture of a company is evident in what a visitor can see and hear

by visiting the company.

m  The facilities and surroundings in which employees work help to create culture.
So too does the way that employees dress. For example, some organisations
insist on office workers dressing formally. In others, even senior managers go to
work in casual clothes, such as an open-necked shirt and jeans.

m  Culture is also seen in the way that employees talk to each other and interact
with each other. It can be heard in the language that individuals use when
talking to each other, such as the use of jargon’.

The inner layer (espoused values)

A company might have a formal code of ethical behaviour, which is intended to
shape the attitudes of all its members. It might have a formal code of ethical
behaviour, which is intended to shape the attitudes of all its members.

Stated values and mission statements are often expressed in general terms, such as
‘providing a service to the community” and “providing the best quality of service to

customers’.

Culture might also be expressed in the goals and strategies of the organisation.

This level of culture can be influenced by the organisation’s leaders.
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The paradigm (basic underlying assumptions)

‘Paradigm’ is a term for the shared assumptions and attitudes about what really
matters, that are taken for granted and rarely discussed. These affect the way that
the organisation sees itself and the environment in which it operates, and is the real
‘core’ culture of the organisation. Unlike mission statements and codes of ethics, a
paradigm is not written down, and it is difficult to identify or explain. The
‘paradigm’ has also been described as the reason why the organisation exists. A
police force exists to catch criminals, and a school exists as a place for learning.

A paradigm has been defined (by Capra, 1997) as: ‘a constellation of concepts,
values, perceptions and practices shared by a community, which forms a particular
vision of reality that is the basis of the way a community organises itself.”

Schein argued that changing corporate culture is very difficult. The ‘outer skin” can
be changed fairly easily, with a determined effort by management, but it is very
difficult to change the paradigm.

1.6 Corporate culture: the views of Handy

Charles Handy (in his book Gods of Management) suggested that there are four
different categories of corporate culture. He described these as cultural
‘stereotypes’:

m A power culture, also called a club culture and a spider’s web culture
m A role culture

m A task culture
]

A personal culture, also called an existential culture.

Power culture

In a power culture, there is one major source of power at the centre of the
organisation. Power, authority and influence spread out from this central point,
along functional or specialist lines, but control remains at the central point. Handy
compared the power culture to a spider’s web, with the spider at the centre
controlling everything. Individuals closer to the centre of the web have more
influence than individuals who are further from the centre.

A power culture is often found in small entrepreneurial organisations, where the
boss is usually the founder of the business and also a dominant personality, who
exercises close control over activities.

®m A power culture is based on trust.

®m  The ‘boss” maintains freedom of manoeuvre, and retains power, by writing very
little down and relying on the spoken word.

m  The ‘boss’ tries to influence other people through the force of his personality,
and personal charm.

© Emile Woolf Publishing Limited 91



Paper F1: Accountant in business

A problem with a power culture is that it depends on the character of the ‘boss’. As
an organisation grows in size, it becomes more difficult for one person to control
everything. There is a risk that the organisation will become inefficient unless the
corporate culture is changed. A power culture is therefore unlikely to be efficient for
organisations of more than about 20 people.

Role culture

A role culture is probably the most readily-understood of the four corporate
cultures. It exists in a bureaucracy, where the responsibilities of each individual are
defined by the job that he or she has, the job definition and its position in the
organisational structure. There is a traditional hierarchical structure to the
organisation, and each job (role) has a specific function. The organisation relies on
formal communications rather than informal communication.

A role culture has been compared with a pyramid of boxes, and each box has a job
description. The boxes remain in place and the culture is unchanged when the
individuals in the boxes leave the organisation and are replaced.

A role culture is probably best-suited to a large organisation in a fairly stable
business environment, where employees are expected to do the job that they have
been given, and where enterprise and initiative are relatively unimportant. People
in organisations with a role culture are ‘managed’ rather than ‘led’.

Task culture

In a task culture, the focus is on tasks and getting tasks completed in the most
efficient and effective way, and the main aim is the successful solution of problems.
In a task culture, organisation is flexible. Work teams can be formed, disbanded
when a task is completed, and then re-formed into new work groups to deal with
new tasks. Individuals gain respect and authority from their knowledge and skills,
rather than from their ‘official role” within a work team. A task culture is typically
found in project teams and development groups.

A task culture is well-suited to an organisation that is continually facing new
problems and challenges. This is often found in rapidly-changing organisations and
industries such as IT companies and knowledge-based industries. It is also found in
building and construction companies. In these organisations, work groups are often
formed to deal with a particular task, and disbanded when the task has been
completed.

In a team culture, personal relationships matter, and individuals are ‘led” rather
than ‘managed’.

Person culture

In a person culture, the entire organisation structure is built around one individual
or a group of individuals. The rest of the organisation exists to serve the needs of the
central individual. The culture is based on the view that the organisation exists too
serve the talented individual or individuals.
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It is unusual for an entire organisation to have a person culture, but small parts of
an organisation might be structured in this way. Examples are organisations built
around individuals in the sports or entertainment industries, small management
consultancies, or parts of investment banks. Firms of lawyers (barristers in the UK)
and small hospitals might also have a person culture.

In an organisation with a person culture, the central individuals may share some
common resources, such as a small administrative support function. However, the
individuals operate independently and have some dedicated support staff of their
own.

Different cultures may exist in different parts of the same organisation. The culture
of an organisation, or a part of an organisation, determines how it is managed, and
how individuals within the organisation think and act.

@ Example

According to Handy’s analysis of cultural stereotypes, which one of the following

should be expected to adopt a task culture?

(1) A government department with responsibility for collecting and publishing
official government statistics.

(2)  The human relations management department in a large commercial bank.

(3) The department of a consultancy firm that specialises in providing IT
consultancy services to client firms.

(4) A small fashion business that designs high-fashion clothes.

@ Answer

A task culture should be expected in (3), the department of a consultancy firm that
specialises in providing IT consultancy services to client firms. The IT consultants
are likely to work in teams, sharing their knowledge and expertise, to provide IT
solutions for clients. The team members are likely to show respect for technical skills
and experience among other team members, and there should be relatively little
concern for seniority or job descriptions.

A role culture should be expected in both (1) and (2). The structure is likely to be
hierarchical, with clearly defined job descriptions and responsibilities. This is
certainly the case with a civil service department, but is also likely to occur in the
HRM department of a large company such as a bank. Roles can be clearly defined. If
individuals leave, the same position is easily filled by someone else to do exactly the
same job.

A fashion business might have a task culture, where designers work in teams.
However, it is more usual, especially in small firms, for the organisation to be
dominated by the head fashion designer. Depending on the nature of the company,
a fashion business might have a power culture (where the organisation is led by the
entrepreneurial owner of the business) or a person culture, where the organisation
is based on providing administration support to key persons (fashion designers).

© Emile Woolf Publishing Limited 93



Paper F1: Accountant in business

1.7

Hofstede: international perspectives on culture

In the 1980s and early 1990s, Geert Hofstede added some useful views about the
effect of national cultures on organisational culture. Hofstede argued that culture is
a property of groups, not individuals. There is no such thing as individual culture.
Culture is the collective programming of the mind that distinguishes the members
of one group from the members of another group.

He argued that national cultures are different. As a result, the culture of business
organisations in one country will differ from the culture of organisations in a
different country.

Multinational companies face the challenge of trying to create a common
organisational culture for an organisation that operates across national boundaries.

Example

Different national cultures mean that business practices that are considered perfectly
acceptable in one country might be considered unacceptable in others. For example,
the following business practices are acceptable in some countries but not in others.

(a) Paying an adviser to discover loopholes in the tax laws, in order to avoid
paying tax on business profits.

(b) Inspecting the product of a competitor at a trade fair, and then developing a
close copy as a rival product.

(c) Paying a government official to speed up the completion of a bureaucratic
procedure.

(d) Giving a gift to the purchasing manager of a large company that buys your
products.

Hofstede suggested that there are five dimensions to differences in organisation
culture arising from differences in national culture.

m Power-distance dimension. This refers to the way in which power is dispersed
within the organisation. When the power-distance dimension is low, this means
that inequalities in the distribution of power within the organisation are
minimised. When the power-distance dimension is high, inequalities in power
are regarded as acceptable and those without power look to those with the
power to make the decisions for the organisation. Writing in the 1980s, Hofstede
suggested that the power-distance dimension was low in countries such as
Sweden and New Zealand, and high in Latin American countries and in the
‘Latin” European countries such as Spain and France.

m Individualism versus collectivism dimension. In some countries the interests of
the individual come before the collective interests of the group. (Hofstede gave
Australia and Canada as examples.) In other countries, concern for the group
comes before concern for the individual. (Indonesia is an example.)
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®m  Uncertainty avoidance. This is the extent to which a group feels threatened and
endangered by unexpected and unfamiliar happenings. When a culture of
uncertainty avoidance is high, work behaviour such as precision and punctuality
are highly esteemed. (Hofstede gave Japan and South Korea as examples.)

®  Masculinity versus femininity. In some countries there is a much stronger
cultural acceptance of ‘feminine” qualities such as modesty, intuition and quality
of life, rather than aggressive ‘masculine’ qualities of aggressiveness and
competitiveness. Hofstede gave the US and UK as examples of ‘masculine’
cultures.

m  Long-term orientation versus short-term orientation. In some countries, there is
a greater focus on short-term goals and short-term results, whereas in other
countries there is a greater willingness to consider the longer term. Short-
termism is a feature of organisation culture in the US and much of Western
Europe.
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Stakeholders of business organisations

Definition of a stakeholder
Internal stakeholders
External stakeholders

The main stakeholders

Stakeholder mapping: Mendelow’s power /interest matrix

Stakeholder conflicts of interest

Stakeholders of business organisations

21 Definition of a stakeholder
A stakeholder in an organisation is a person who has an interest (or ‘stake’) in what
the organisation does, and who might therefore try to influence the decisions and
actions of the organisation.
Stakeholders are individuals and other organisations, but they often have a common
interest. It is therefore possible to categorise some stakeholders into groups of
people with a similar interest.
Stakeholders can be either:
m  people or groups within the organisation (internal stakeholders), or
m  people, groups or other entities that are external to the organisation (external
stakeholders).
2.2 Internal stakeholders
Within a business organisation, internal stakeholders can be categorised into groups
as follows:
m  shareholders
m  executive directors and senior managers
m  other managers and current employees.
It might be appropriate to divide management and employees into sub-categories,
where there are groups with differing interests and concerns. For example,
managers and employees in different divisions of the company or in different
functional departments, might have different interests and concerns.
Shareholders/owners
In large companies, the main shareholders are not usually involved in the day-to-
day management (although there are some exceptions). Shareholders in a large
96 © Emile Woolf Publishing Limited



Chapter 3: Culture, ethics, governance and social responsibility

company are usually investors, seeking to earn a return on their investment in the
form of dividends and a higher share price.

Shareholders leave the management of their company to the board of directors and
executive management team. However, they might become more closely involved
in the company, and try to influence the decisions of the directors, when they feel
that their interests are threatened. For example, shareholders might express their
concerns about any of the following:

m  Falling profits and a falling share price

m  Lower dividend payments

® A proposal to invest in a major project where the business risk is high
]

A proposed takeover bid for another company or from another company.

When shareholders feel that their interests are threatened, they might try to become
more actively involved in the company. Major shareholders can discuss their
concerns with the company chairman and other senior directors. All shareholders
might be able to express their displeasure by voting against the directors at a
general meeting of the company, although their rights and powers are restricted by
company law.

A company might have a majority shareholder, who owns enough shares in the
company that the shareholder is able to control the composition of the board and
the decisions that the company’s directors make. When there is a majority
shareholder, the interests of this shareholder might differ from those of the minority
shareholders owning the remainder of the shares. (In other words, the majority
shareholder and the minority shareholders might be different stakeholder groups.)

Executive directors and senior managers

A board of directors might consist of executive directors and non-executive
directors. Executive directors are usually full-time employees of the company
(whereas non-executives are not).

As executives and full-time employees, executive directors are involved in the
management of the company. Their interests are therefore often similar to the
interests of other senior executives, who do not have a position on the board of
directors.

The interests of executive directors and senior managers are affected by matters
such as:

m their remuneration, which consists of basic salary, pension rights, cash bonuses
and share incentive schemes

®m  power and status
® career prospects

® job security.

Executive directors and other senior managers often want their company to grow in
size, because in a larger company, they expect larger remuneration, more power and
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status and better career prospects. However, growing the company is not
necessarily in the best interests of shareholders, who are more concerned about
profitability, dividends and the share price.

Other managers and employees

Managers in the middle and junior ranks of a management hierarchy might have
ambitions to become senior managers. However, their interests and concerns are
different. Often, junior managers and other employees share common interests, such
as:

pay
working conditions
job security

job satisfaction

quality of life.

2.3 External stakeholders
Business organisations, particularly large organisations, have a large number of
external stakeholders. These include:
m lenders
m  suppliers
B government
®m customers
®  local communities
m the general public, including special interest groups and pressure groups
® non-executive directors.
Lenders
Lenders to a company include banks and bondholders. (Companies might issue
bonds or debentures in order to raise finance. Interest is paid on the bonds, which
represent a debt that the company must eventually repay.) The main concerns of
lenders are that the borrower should be able to repay the debt, with interest, on
schedule.
Lenders might therefore be concerned about heavy borrowing by a business
organisation, because when a borrower gets into heavy debt, the risks increase that
it will not be able to meet all the claims for interest and debt repayment, especially if
profitability falls.
Suppliers
Business organisations buy goods and services from suppliers. Suppliers will
usually agree to allow their customers some credit (time to pay) but their main
interests are that:
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m  a customer will pay what is owed and will not become a bad debt
m  customers will continue to buy from them

m  customers will treat them fairly, and deal with them in an ethical way.

Government

The government has an interest in all business organisations, but especially large
organisations, for a wide range of reasons.

m Businesses pay tax on profits, so government has an interest in company
profitability.

m The government should want to create and maintain a strong economy. This
depends partly (or largely) on new investments by business. Government might
therefore want to encourage business investments.

m The government should want to achieve low levels of unemployment.
Businesses are major employers.

m The government regulates many different aspects of business activity:
employment law, environmental law, health and safety regulations and
company law are just a few examples.

The government might be a significant external stakeholder in a business because of
its power to introduce new laws and regulations, or amend existing laws.

Customers

Customers have a stake in a business organisation because they expect to obtain
value from the goods or services that they buy. The significance of the customer for
marketing and business strategy has been explained earlier in this text.

Local communities

In some cases, local communities might be stakeholders in a business organisation,
especially when the organisation is a major employer in the area and the local
economy depends on the work and business activity that the organisation brings to
the area.

The concerns of a local community might be very strong when a business
organisation proposes to close down operations in the area, and make its employees
redundant. Business shutdown by a major employer in an area has a knock-on effect
for other businesses, which will lose trade and income.

The general public

The general public might consider that it has a stake or interest in major companies,
because the actions of these companies can affect society as a whole. Public concerns
might be expressed by action groups or pressure groups. Areas of public concern
might include:

m  public health, especially in the case of food manufacturers and manufacturers of
drugs and medicines
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m protection of the environment, reducing pollution, and creating ‘sustainable
businesses’

®  corruption in business practices (such as bribery)

m the exploitation of the consumer through mis-selling and misleading
descriptions of goods

m the monopolisation of a market by one or a small number of companies. (In the
UK for example there is public concern about the dominance of supermarket
chains in the retail market, and the shift of retailing from town centres to out-of-
town locations.)

Non-executive directors

Oddly, perhaps, non-executive directors are external stakeholders in a company.
Although they are members of the board of directors, they are not full-time
employees, and they are usually appointed to a company’s board because:

m they bring experience and knowledge to the board that they have gained outside
the company, and which executive directors often do not have

m their interests are different from those of executive directors and senior
executives: they are not affected by concerns about remuneration (bonuses and
performance incentives), power and status or job security.

Appointing independent non-executive directors to the board of directors of a
company is good corporate governance practice, because independent NEDs can
help to prevent a company from being dominated by the personal interests of the
executive directors.

The main stakeholders

The main stakeholders in a business organisation, internal or external, are those
who exercise the greatest influence.

The most influential stakeholders in a company are usually the board of directors,
and possibly also senior executives below board level. These are the individuals
with the power to make most of the decisions for the company.

The directors will often be influenced by the opinions of their shareholders,
especially their largest shareholders, because shareholders can take some action
against the directors if they are dissatisfied. For example, shareholders can vote
against the re-election of directors (and in extreme cases can vote to have a director
removed from office).

Connected stakeholders

Other stakeholder groups, other than the directors, senior management and the
shareholders, might influence the decisions that directors and senior management
make. The term ‘connected stakeholder’ means a stakeholder who:

B is not a decision-maker, or

m is not a part of the permanent (full-time) infrastructure of the organisation, but
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® is nevertheless very influential in shaping the future of the organisation and the

decisions of its leaders.

The main connected shareholders in a company are usually:

B non-executive directors
m  employees
m  key suppliers

m  key customers.

The main connected stakeholders in a business organisation must have some power
that they are able to use to influence decisions. Some sources of power, and the
stakeholders who might have them, are listed below.

Source of power: the power comes
from an external source
Legal rights

Publicity, and ability to influence
customers or legislators

Control over key resources

Buying power

Source of power: the power comes
from an internal source
Position power

Claim on resources

Personal charisma or influence

Example

Shareholders have some legal voting rights
under company law.

Lenders have legal rights under the terms of
their lending agreements: for example a
lender has a right to take action in the event
of default by a borrower.

Pressure groups and protest groups might be
influential. These include environmental
protection groups, human rights protection
groups, and animal welfare activists.

A major supplier could exert influence by
controlling the supply of a key resource to
the organisation.

Customers can exert influence collectively
through their buying power. If they do not
like what a business organisation is doing,
they can switch to buying from competitors.

Individual employees might be in a position
of power within the organisation, perhaps
because of special expertise that they
possess. Top consultants and investment
bankers are examples.

Power might arise from a claim or control
that exists over particular resources of the
business. For example the power of
employees or trade union representatives
might come from their ability to withhold
labour in the event of a dispute with

management.
Some individuals might exercise
considerable  influence  through their

personal qualities and charisma.
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2.5

Stakeholder mapping: Mendelow’s power/interest matrix

The managers of a business organisation should manage its stakeholders,
particularly those with the greatest influence. Stakeholder mapping is a technique
that can help senior managers to assess their main stakeholders, and consider what
should be done (if anything) to win the support of particular stakeholders for
particular decisions.

One approach to stakeholder mapping is to evaluate each stakeholder group using a
2 x 2 matrix. One such matrix is a stakeholder power/interest matrix. This is
sometimes called a Mendelow matrix, named after the person who ‘invented” it.

The matrix can be used to identify the position of each group of stakeholders in a
matter affecting the organisation. The matrix compares:

m the amount of interest that the stakeholder has in a particular issue, on a scale
ranging from not at all interested (0) to very interested (+10), and

m the relative power of the stakeholder, on a scale from very weak (0) to very
powerful (+10).
Interest of the stakeholder

Very low Very high
(0) (5) (10)

Weak (0)
Minimal effort Keep informed

Power of the
stakeholder

(5)

Keep satisfied Key players

Strong (10)

The recommended approach to dealing with the stakeholder group is indicated in
each quadrant of the matrix. The key stakeholders are those who have considerable
power or influence, and also a keen interesting the matter or decision that
management is considering.

m  If a stakeholder has very little power and very little interest in a matter, minimal
effort is needed trying to keep the stakeholder informed about the matter or
satisfied.

m [f a stakeholder has very little power but a strong interest in a matter, the
appropriate way to deal with them is to keep them informed about what is
happening and why. The stakeholder should be kept informed even if they
oppose what the organisation is doing.

m If the power of a stakeholder is strong but the stakeholder has very little interest
in the matter, it is important to keep the stakeholder satisfied. It is essential to
avoid any course of action that will increase the stakeholder’s interest, and
persuade the stakeholder to exercise its power.
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m  The most significant stakeholders are those with a large amount of power and a
high level of interest in a matter. These stakeholders are key players and it is
essential to obtain and keep their support.

@ Example

The board of directors of a major company want to make a takeover bid for another
company. Stock market rules require that the agreement of the shareholders must be
obtained before any such takeover can go ahead.

In this situation, the shareholders are stakeholders with large power and a high level
of interest. Clearly, the board of directors must ensure that they win the full support
of the shareholders so that the takeover will go ahead.

@ Example

The directors of a company are planning to shut down an operations centre, because
it is losing money.

The employees who will be made redundant or transferred to other jobs within the
company are a stakeholder group that probably has relatively little power to affect
the shutdown decision. However, their interest in the matter is strong. The directors
should keep the employees fully informed about developments, what the company
is planning to do, and how this will affect each employee personally.

2.6 Stakeholder conflicts of interest

The objectives of stakeholders differ, but need not be in direct conflict with each
other. For example, shareholders want to receive a good return on their investment.
This need not conflict with the objective of executive directors and senior managers
to earn high remuneration, especially if their remuneration is performance-related.
Employees want a secure job, good pay and good working conditions: these
objectives are not inconsistent with the objective of making profits. Customers want
value for the money they spend: business organisations make profits by meeting
customer needs more successfully than competitors.

A business organisation is therefore normally able to meet many of the objectives of
different stakeholders, provided that some compromises are accepted. However, in
some exceptional cases, there might be a strong conflict of interests between
stakeholder groups in a business organisation.
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Example

The board of directors of a major company might set as an objective a 20% growth in

annual profits. To do this, it might have to take the following measures:

(a) reduce staffing levels and make a large number of employees redundant

(b) switch to different suppliers of key materials, who are able to supply the
materials more cheaply because they use child labour

(c) increase output in a way that will substantially increase waste levels and carbon
dioxide pollution.

In this example, the board of directors might face a strong conflict of interest with
employees (about redundancies), the general public and customers (about buying
from suppliers who use child labour) and the government, pressure groups and the
public (about waste and pollution).

Avoiding serious conflicts of interest

A company’s directors and senior managers should try to avoid serious conflicts of
interest between stakeholder groups. One approach is to apply principles of good
corporate governance and to recognise the corporate social responsibility of
companies.

Corporate governance and corporate social responsibility are explained in a later
section of this chapter.
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3.1

3.2

Ethical behaviour

Personal ethics and moral dilemmas
Business ethics

Corporate codes of ethics

The contents of a corporate code of ethics

Whistle blowing procedures

Factors that determine whether behaviour is ethical or unethical

Ethics

Ethical behaviour

Ethics is about morality, and acting in a way that is morally justified. Most
individuals develop a sense of morality, and act in accordance with what they
consider ‘right” and ‘wrong’. However, opinions about what is ‘right” and ‘wrong’
can differ enormously.

Ethics apply to organisations as well as to individuals and groups of people.
Companies might be driven by the profit motive, and all their actions might be
determined by doing whatever is necessary to maximise profits. On the other hand,
companies might recognise the need — and the benefits — of acting in an ethical way.

Accountants — both students and qualified professionals — are expected to behave in
accordance with professional codes of ethics, and to maintain standards of moral
behaviour that are ‘expected” from a professional body.

Ethics and the law

Some unethical behaviour is against the law. However, much behaviour is not
illegal but might be unethical. Problems for an individual at work can arise when he
is expected to behave in a way that is illegal or in a way that he considers unethical
even though it would not be illegal.

Personal ethics and moral dilemmas

Every individual acts in accordance with his or her sense of right and wrong. In
practice, there are often pressures on an individual at work to ‘bend the rules” and
act in a way that is not ethical.

Sometimes it is not clear what the right course of action should be. When an
individual thinks that something might be ‘wrong’, he could be faced with a
decision about what to do. Making a moral or ethical decision might not be easy,
especially when colleagues or bosses do not agree with you and will not listen to
what you have to say.
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Some individuals might take the view that when they are at work, they act
according to a different set of rules and with a different moral outlook, compared to
the way they think and behave in their private life. This view can be used to justify
decisions or actions at work that are unethical, on the grounds that ‘business is
different’.

Example

You receive a call from a customer. The customer complains that an item he ordered
from your company should have been delivered before now. When he placed his
order three weeks ago, he was told that delivery would be in two weeks’ time, but
this did not happen.

You know that the item cannot be delivered for at least one more week, possibly
longer.

What do you say to the customer?

Answer

One approach is to tell the truth, although the customer might want to cancel the
order and might become rude and unpleasant in talking to you.

Another approach is to tell the customer a ‘white lie’, that the item will be delivered
in the next two or three days. This might be sufficient to keep the customer satisfied
for the time being.

A third approach would be to say to the customer that you do not have any
information about his order, but you will get someone to call him back.

A personal moral dilemma might arise when as an individual you want to do
something, but you know that a different course of action would be more
appropriate in order to protect the interests of the business.

3.3 Business ethics
Business ethics are the ethics of business behaviour, and the ‘rights” and ‘wrongs’ of:
®m  how individuals act at work, especially in dealing with other people, and
m  how different business organisations deal with each other.
There are some aspects of behaviour in business that should be regarded as ethical
and desirable.
m Honesty. Individuals should be honest and should avoid telling lies. By
developing a reputation for honesty, individuals earn the trust of other people.
When there is trust, people are more willing to work constructively together.
®  Openness. Individuals should be open about what they are trying to do, and
should not be secretive. Openness, like honesty, encourages trust.
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m Integrity. Individuals should put the requirements of their work and their job
before self-interest.

m  Acting within the law.

Business ethics are different from personal ethics, because they relate to business
conduct. Some people believe that the profit motive in business is unethical, but
there are ethical arguments in favour of making profits.

It can be argued that when a business is profitable, many people benefit.
Shareholders benefit from higher returns and dividends; employees benefit from the
employment that a profitable business provides; customers benefit from the goods
and services that a profitable business is able to provide (that it would not be able to
provide if it did not make a profit); the general public gains from the benefits to the
economy arising from profitable businesses and additional economic activity.

Business ethics can also be used to justify actions in business that might seem
morally ‘“dubious’ or “‘wrong’ on a personal level, such as:

m  cutting costs (including making employees redundant)
m  down-sizing (which involves making people redundant)

m  doing business in a country with a dubious political system, such as a tyrannical
government.

34 Corporate codes of ethics

A corporate code of ethics is a code of ethical behaviour, issued by the board of
directors of a company. It is a formal written statement, and should be distributed
or easily available to all employees. The decisions and actions of all employees in
the company must be guided by the code.

The effectiveness of a code of ethics depends on the leadership of the company - its
directors and senior managers. These individuals must be seen to comply
themselves with the ethical code; otherwise other employees will see no purpose in
complying with the code themselves. The culture of a company drives its ethical
behaviour, and a code of ethics provides useful guidance.

It has been suggested that there are three reasons why companies might develop a
code of ethics. These reasons are progressive, which means that companies might
begin by having a code of ethics for the first reason, but then progress to the second
and third reasons as they gain experience with implementing the code and
appreciating its potential benefits.

®m  Reason 1: Managing for compliance. The company wants to ensure that all its
employees comply with relevant laws and regulations, and conduct themselves
in a way that the public expects. For example, companies providing a service to
the general public need to ensure that their employees are polite and well-
behaved in their dealings with customers.

®m  Reason 2: Managing stakeholder relations. A code of ethics can help to improve
and develop the relations between the company and its stakeholders, by
improving the trust that stakeholders have in the company.
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m  Reason 3: Creating a value-based organisation. A company might recognise the
long-term benefits of creating an ethical culture, and encouraging employees to
act and think in a way that is consistent with the values in its code of ethics. (It
could be argued that an ethical company is a more likely to be successful in
business in the long term. However, there is no firm evidence to prove this
point, and it is therefore a matter of opinion.)

3.5 The contents of a corporate code of ethics
A corporate code of ethics is normally quite short, dealing with each point in just a
few sentences, and sometimes in just one sentence.
There is no standard format or content for a code of ethics, but a typical code
contains:
®  general statements about ethical conduct by employees
m  specific reference to the company’s dealings with each stakeholder group, such
as employees, customers, shareholders and local communities.
General statements about ethical conduct
A code of conduct should specify that compliance with local laws is essential. In
addition, employees should comply with the policies and procedures of the
company. There might be a statement that any employee who fails to comply with
the company’s code of conduct will face disciplinary action.
The code might also include an overview of business conduct, and the need to
protect the company’s reputation and ‘good name’.
It might also contain statements about the values of the company, such as:
m  acting at all times with integrity
m protecting the environment
m the ‘pursuit of excellence’
m  respect for the individual.
Dealings with stakeholder groups
A code of conduct might address its main concerns about its dealings with
stakeholder groups and its ethical treatment of each group.
m  Employees. A code of ethics might include statements about:
- human rights, including the right of all employees to join legally-authorised
organisations such as a trade union or political party
- equal opportunities for all employees, regardless of gender, race, ethnic
origin, religion, age, disability or sexual orientation
- refusal to tolerate harassment of employees by colleagues or managers
- concern for the health and safety of employees
- respect for the privacy of confidential information about each employee
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3.6

3.7

- company policy on giving or receiving entertainment or bribes.
m  Customers. A code of ethics might include statements about:
- fair dealing with customers
- product safety and/or product quality
- the truthfulness of advertisements
- respect for the privacy of confidential information about each customer.
m  Competitors. A code of ethics might include statements about:
- fair dealing with competitors
- the use of techniques for obtaining information about competitors (industrial
spying)

m  Shareholders. A code of ethics might not include much about shareholders,
because the relationship between a company and its shareholders might be
contained in a code of corporate governance that the company follows. The key
issue with shareholders is to maintain and develop trust and confidence, which

might be achieved through disclosure of information (openness and
transparency).

Whistle blowing procedures

‘Whistle blowing” means reporting suspicions of illegal or improper behaviour to a
person in authority.

In a normal situation, employees report to their supervisor or manager. If an
employee has concerns about a transaction or a plan of action, and thinks that it
might be unethical (illegal or against the company’s code of ethical conduct) he or
she should normally report the concern to the supervisor or manager.

A problem arises whenever:
m the supervisor or manager is involved in the illegal or unethical activity, or

m the employee has spoken to the supervisor or manager about the problem, but
the supervisor or manager has taken no action and has ignored the matter, or
dismissed it as something that is not important.

In these situations, the employee would have to report his or her concerns through a
different reporting channel. In practice, this could mean reporting the matter to a
director or a committee of the board of directors. Some companies have established
procedures that allow employees to report their concerns (‘blow the whistle’).

Factors that determine whether behaviour is ethical or unethical

There is no universal standard of right or wrong. Opinions of individuals about
right and wrong vary widely. Factors that affect ethical views (both personal ethics
and business ethics) include the following:
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Factor
Culture

Law

Consequences

Codes of ethics

Comment

Ethical views differ between cultures. What is immoral or
even illegal in some cultures is acceptable behaviour in
others.

A major problem for multinational or global companies is
achieving a common code of business ethics to apply in all
countries in which the company operates.

Illegal behaviour is unethical, even when the law differs
between countries. Company codes of ethics typically state
that the company’s employees should always comply with
the local law in the countries in which they operate.
Sometimes, whether an act is ethical or unethical is judged by
the consequences it will have.

When there is a formal code of ethics, behaviour can be
judged in terms of whether or not it complies with the code.

Codes of ethics are also issued by professional bodies, such as accountancy bodies.
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Professional ethics and the accountant

Professional ethics

Acting professionally

Acting in the public interest

Public expectations of the accountancy profession
Professional codes of ethics for accountants

The IFAC Code (Code of Ethics for Professional Accountants) and ACCA
Code

m  Fundamental principles

4 Professional ethics and the accountant

4.1 Professional ethics

The word “professional” is associated with a highly-qualified group of individuals
who carry out a particular type of highly-skilled work. Examples of professions are
doctors and surgeons, dentists, lawyers, actuaries and accountants.

Each professional group is organised and regulated by a professional body. (In the
UK, the professional bodies often have a royal charter. The accountancy profession
has several different professional bodies.) The professional body has the power to:

®m  admit new members to the profession

m  award qualifications to individuals who achieve a required standard of skill or
competence

m  expel members from the profession, for unprofessional conduct.

It is often a legal requirement that certain aspects of the work of professionals must
be performed by professionally-qualified people.

Professionals and their clients

The relationship between professionals and their clients is based on several
perceptions of the nature of a professional person.

m  There is a relationship of trust. The client can trust the professional to act in a
proper way, in accordance with a professional code of conduct. In return, the
professional expects the client to place its trust in him (and her). For example, a
client should not withhold relevant information from a professional that would
affect his decisions or judgements.

m  There is an assurance that the professional has attained a minimum level of
expertise and competence. This assurance is provided, in accountancy, by the
requirements to (1) pass formal examinations in order to obtain a qualification,
(2) have relevant work experience and (3) continue with professional
development and training throughout the accountant’s professional career.
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4.2

m There is also an implication in the professional-client relationship that the
professional has more concern for the client than for his own self-interest. The
professional puts the client before himself.

Acting professionally

Professionals are expected to act in a professional way. Professional behaviour
means complying with relevant laws and obligations, including compliance with
the code of conduct (including the code of ethics) of the relevant professional body.

Professional behaviour is commonly associated with:
m  acting with integrity, and being honest and straight-dealing

m  providing objective opinions and advice, free from bias, influence or conflicts of
interest

using specialist knowledge and skill at an appropriate level for the work
confidentiality: respecting the confidentiality of information provided by clients

avoiding any action that brings the reputation of the profession into disrepute

compliance with all relevant laws and regulations.

The ACCA Code of Ethics and Conduct states that ‘the principle of professional
behaviour imposes an obligation on members to comply with relevant laws and
regulations and avoid any action that may bring discredit to the profession.’

Example

Karl Denning is the senior partner in a firm of accountants that specialises in
preparing financial statements for clients, tax work and auditing. Mr Denning has
decided to advertise the services of his firm in the local newspaper.

The advertisement states that Denning and Co is a highly experienced firm with
numerous clients, including foreign and domestic companies. It adds that the
services of the firm are of the highest standard, unrivalled by any other local firm of
accountants.

His colleague challenges him by commenting that Denning and Co does not have
any foreign companies as a client. Mr Denning replies that it is only an
advertisement, and no one ever believes the marketing claims in advertisements.

Has Karl Denning acted in a professional way? If not, why not?

Answer

Karl Denning has breached the code of conduct of his profession, by:
m failing to act honestly (and with integrity), and

® by implication, criticising the work of other professionals.
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The advertisement contains an untrue statement, that the firm has foreign
companies as clients. This is dishonest.

The advertisement also states that the standards of service from the firm are better
than those of any other firm in the area. This is a criticism of other accountancy
professionals, and is not permitted by the professional codes of ethics.

4.3 Acting in the public interest

An aspect of professional bodies, which separates a profession from a trade, is that
members of the profession are expected to act in the public interest. It is therefore a
responsibility of the accountancy profession ‘not to act exclusively to satisfy the
needs of a particular client or employer’.

When the demands or needs of a client or employer appear to be contrary to the
public interest, accountants should consider the public interest.

So what is the public interest? Professional codes of ethics do not provide a clear
definition, but it is usual to associate the public interest with matters such as:

m  detecting and reporting any serious misdemeanour or crime
m  protecting health and public safety

m preventing the public from being misled by a statement or action by an
individual or an organisation

m  exposing the misuse of public funds and corruption in government

m revealing the existence of any conflict of interests of those individuals who are in
a position of power or influence.

4.4 Public expectations of the accountancy profession

The general public has high expectations of the accountancy profession.

®  Many non-accountants do not have much understanding of accounting issues,
but they rely on accountants to ensure that financial reporting is reliable and
‘fair’, and that management is not ‘cheating’ by presenting misleading and
inaccurate figures in their accounts.

®m  Auditors are also seen, by many members of the public (rightly or wrongly), as a
safeguard against fraud.

®m  The public continues to believe that the accountancy profession is an ethical
profession that offers some protection to society against the ‘excesses’ of
capitalism.

4.5 Professional codes of ethics for accountants

A role of the accountancy bodies should be to reinforce this public perception of an
ethical profession. They do this by issuing codes of conduct, including codes of
ethics, and expecting all their members to comply.
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4.6

This point is made at the beginning of the IFAC Code: ‘A distinguishing mark of the
accountancy profession is its acceptance of its responsibility to act in the public
interest. Therefore a professional accountant’s responsibility is not exclusively to
satisfy the needs of an individual client or employer. In acting in the public interest,
a professional accountant should observe and comply with the ethical requirements
of this Code.’

The IFAC Code (Code of Ethics for Professional Accountants) and
ACCA Code

Every professional accountancy body has issued a code of conduct and code of
ethics for its members and student members. It applies to accountants working in
public practice (working for clients, for example as auditors) and accountants in
business (for example, working for a company or government department).

Although each professional accountancy body has its own code of ethics, all codes
are similar, because they are based on the IFAC Code. The IFAC Code (most recent
version 2005) is issued by the Ethics Committee of the International Federation of
Accountants, whose members include the professional accountancy bodies of most
countries.

The IFAC Code sets our the ethical requirements for professional accountants and
states that any member body of IFAC (such as the ACCA) or any individual firm of
accountants may not apply ethical standards that are less strict than those in the
IFAC Code.

The IFAC Code therefore establishes a minimum world-wide code of ethical
conduct for accountants. The IFAC Code is divided into three parts:

m general principles and application of the code
m  guidelines for accountants in public practice

m  guidelines for accountants in business.

The same general ethical principles apply to all accountants. The circumstances in
which ethical problems arise are different between accountants in practice and
accountants in business. Accountants in practice have to deal in an ethical way with
issues arising from the client relationship. Accountants in business have to deal
with ethical issues where they are employees of the organisation in which the
ethical problem has occurred.

The ACCA Code of Ethics and Conduct contains similar provisions to the IFAC
Code, but is structured differently. It is contained in the ACCA Rulebook, which
can be found on the ACCA website.

The description of professional ethics that follows is based on both the IFAC Code
and ACCA Code.

The IFAC and ACCA Codes are principles-based codes of ethics. A principles-
based code of ethics for accountants is a code that specifies general principles of
ethical behaviour, and requires the professional accountant to act in accordance
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with the principles. The accountant is required to use judgement in deciding
whether in each case a particular course of action is a ‘proper” or ‘ethical” one.

4.7 Fundamental principles

Professional accountants are required to comply with the following fundamental
principles:

integrity
objectivity

]
]
m  professional competence and due care
m  confidentiality

m  professional behaviour

]

technical standards.

The ACCA Code explains the fundamental principles as follows: ‘Ethics is about the
principles we use to judge the right and wrong of our actions.... It is about the
fundamental principles that our members review and agree to each year when they
renew their ACCA membership and submit their CPD (continuing professional
development) return.’

Integrity

An accountant must be honest and straightforward in his professional and business
dealings. This includes a requirement for ‘fair dealing” and a requirement to be
truthful.

Objectivity

An accountant must not allow his professional or business judgement to be affected
by:

m  bias (personal prejudice)

m  conflicts of interest

m undue influence from others: for accountants in business, this includes undue
pressure from the employer (senior management).

A very important aspect of integrity is that an accountant should not be associated
with reports or any other provision of information where he or she believes that the
information:

m the information contains a materially false or misleading statement

m the information contains a statement that has been prepared and provided
recklessly, without proper care or consideration for its accuracy

m there are omissions or the information is presented in a way that makes the
relevant information difficult to see, with the effect that the information could be
seriously misleading.
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For accountants in public practice, ‘integrity” is often associated with independence
of mind and judgement. For accountants in business, the concept of independence is
not relevant: however, accountants in business should try to apply the principle of
objectivity in all the work that they do.

For accountants in business, the concept of integrity also means observing the terms
of his or her employment, but avoiding involvement in any activity that is illegal. If
asked or encouraged to become involved in unlawful activity, the accountant must
say no.

Professional competence and due care

An accountant has a duty to maintain his professional knowledge and skills at a
level that enables him to provide a competent professional service to his clients or
employer. This includes a requirement to keep up to date with developments in
areas of accounting that are relevant to the work that he does.

Accountants should also act in accordance with relevant technical and professional
standards when doing their work for clients or employer.

Confidentiality

Accountants must respect the confidentiality of information obtained in the course
of his work. This applies to the confidentiality of information within the firm or
employer’s organisation, as well as to confidentiality of information about clients
(for accountants in professional practice).

The requirement to keep information confidential applies:

B in a social environment as well as at work: for example, an accountant must be
careful of what he says to a good friend who also happens to be a business
associate, or to a wife or husband who is also a professional accountant

m after the accountant has moved to another job — confidentiality applies to
information obtained when working for a former employer.

In addition, confidential information must never be used to obtain a personal
benefit or a benefit for a third party.

However, there are some circumstances when the disclosure of confidential
information is permitted or even required by law.

Professional behaviour

Accountants are required to observe relevant laws and regulations, and to avoid
any actions that would discredit the accountancy profession.

This requirement covers advertising by accountants, which must be truthful and
must not disparage the services provided by ‘rival” firms.
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Technical standards

A professional accountant should perform his professional tasks in accordance with
the relevant technical and professional standards. Technical and professional
standards include:

m standards issued by IFAC (such as International Standards on Auditing) or a
similar national regulatory body

m financial reporting standards (IFRSs)
m standards and regulations of the member’s professional accountancy body
® relevant legislation.

Professional accountants have a duty to carry out with care and skill the instructions
of an employer or client, insofar as these are compatible with the ethical
requirements for integrity, objectivity and (in the case of accountants in public
practice) independence.

Example

You are an accountant working in public practice. You receive a visit from two
police officers, who ask to see the files for one of your clients, a small import-export
company. They show you a warrant that authorises them to take away the client
files.

What should you do?

Answer

The requirement to maintain confidentiality of client information does not apply
when authorities such as the police have a warrant to inspect or take files relating to
the specific client.

You should be polite to the police in responding to their request, and you should
check the details of the warrant before providing the files that are required. If there
is any doubt about the details in the warrant, you might wish to ask for a legal
opinion before handing over the files.

You should not tell the client what has happened.

Example

You are an accountant responsible for the audit of a business client. During the
course of your audit work you discover that an employee of the client has probably
been engaged in a fraudulent activity. You are not entirely certain that fraud has
occurred.

What should you do?
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Answer

The issue of confidentiality does not arise here, because the problem relates to an
employee of the client. You should report your suspicions to a person of authority
in the client organisation.

If the fraud appears to be minor, you might decide to leave the matter in the hands
of the client. If the fraud appears to be a major crime, you should check what actions
the client takes in reporting the matter to the police authorities, to satisfy yourself
that appropriate action has been taken.
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Corporate governance and corporate social responsibility

Separation of ownership and control
Corporate citizenship and corporate social responsibility
The need for good corporate governance

The need for high standards of corporate social responsibility

Responsibility for good corporate governance and corporate social
responsibility

m  Best practice in corporate governance

5 Corporate governance and corporate social
responsibility

5.1 Separation of ownership and control

The need for standards of corporate governance arises from the separation in
companies between the owners and the individuals who exercise effective control.
In companies, control is exercised by the board of directors. In large companies, the
major shareholders are investors and responsibility for governance is given to the
directors.

The board of directors are responsible for achieving the objectives of the company,
and they should be accountable to the shareholders for the performance of the
company under their leadership. In practice, accountability to shareholders takes
the form (mainly) of presenting an annual report and financial statements, and
possibly other reports, to the shareholders.

Governance and management

The governance of an organisation is concerned with how it is governed. This is not
the same as the way in which it is managed. Management is concerned with the
effectiveness and efficiency of operations. Governance is concerned with setting
objectives for the organisation and ensuring that those objectives are achieved:
governance is about leadership ‘at the top’.

There is some overlap between these definitions of governance and management.
This is because the board of directors should make key strategic decisions, but other
decisions relating to business strategies are delegated to management. Strategic
management is therefore a combination of governance and management.

The management team is accountable to the board of directors (usually through the
chief executive officer) and the board of directors is accountable to the shareholders
for the performance of the management team.
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The fiduciary duty of directors

In the UK, directors are said to have a fiduciary duty towards their company. This
is a duty to act in the best interests of the company, without any regard to personal
interests or personal benefits. It is a duty to the company (a company is a legal
person) rather than to its owners, the shareholders.

This fiduciary duty is a legal duty, and in principle (although not often in practice) a
company might take legal action against a director for a breach of his fiduciary duty.

Governance and stakeholders

The ‘traditional” view of corporate governance is that the board of directors has a
responsibility to look after the interests of the company’s owners (the shareholders).
Their objective should therefore be to maximise the wealth of shareholders, in terms
of dividend payments and increasing the share price.

There are other views about the objectives of corporate governance.

®  An ‘enlightened shareholder view” of corporate governance is that although the
main objective of a company should be to increase the wealth of shareholders,
the interests of other key stakeholders (especially employees of the company)
should be taken into consideration as well. The decisions of directors should
have regard to the interests of these stakeholders as well as the interests of
shareholders.

m A ‘stakeholder view’ of corporate governance is that companies exist because
society allows them to exist. Companies therefore have a duty to consider the
interests of all stakeholders, including society as a whole, not just the interests of
shareholders.

These alternative views of corporate governance are consistent with the concept of
corporate social responsibility.

5.2 Corporate citizenship and corporate social responsibility

A widely-accepted view is that companies are a part of society, and can be described

as ‘corporate citizens’. As citizens of society, companies have social obligations to

the rest of society, and should act as responsible citizens. Companies therefore have

a social responsibility, and should be expected to act with social responsibility.

There are several aspects to social responsibility.

m Companies should meet acceptable standards of ethical conduct in their
business. For example, they should comply with the laws of the countries in
which they operate. They should comply with international agreements that
condemn the use of bribery to win business contracts in other countries.

m  Companies should show suitable concern for their employees and should treat
them properly. This means providing reasonable working conditions and paying
fair wages and salaries. It might also extend to a responsibility to develop the
skills and abilities of employees, for example through training and work
experience. Many aspects of employment are covered by employment law, and
employees are protected to some extent by the law. Socially responsible

120 © Emile Woolf Publishing Limited



Chapter 3: Culture, ethics, governance and social responsibility

companies go beyond the law, and do more for their employees than the law
requires.

m  Companies should respect human rights. In recent years some companies have
received adverse publicity from purchasing goods or materials from suppliers
who use slave labour or child labour. Adverse publicity of this kind can damage
the reputation of a company or a brand name. Some companies have a policy of
refusing to buy from suppliers who use child labour.

m  Companies should show concern for the communities in which they operate or
with which they trade. They should try to develop these communities. For
example, some multinational companies provide money for health care or
education in developing countries or local communities where they operate.
Some companies have a ‘fair trade’ policy towards suppliers in developing
countries.

m  Companies should show concern for the environment. This is now a major
aspect of corporate social responsibility. Many companies recognise the need to
reduce the pollution they cause, and the need to try to develop sustainable
business. Carbon dioxide emissions are a major pollutant, and some companies
have a policy of reducing their ‘carbon footprint” or becoming ‘carbon neutral’.
Other companies have a policy of trying to replace the raw materials they
consume (such as fish stocks or timber forests).

5.3 The need for good corporate governance

The need for minimum standards of corporate governance has been recognised —
gradually — from experience. In the UK during the 1980s, there were several
‘scandals’ involving the collapse of large stock market companies, such as the
Maxwell Communications Corporation (which owned the Daily Mirror newspaper
group) and Polly Peck International.

It was found on investigation that major reasons for the collapse of these companies
had been as follows:

B A dominant leader of the board of directors, who took decisions for the
company that were in his own personal interest rather than in the interests of the
shareholders. The leader was able to run the company as a personal empire by
holding the positions of chairman and chief executive, and having other
members of the board (executive directors) who depended on the leader for their
pay, status and position on the board. In other words, the failed companies had
a dominant leader surrounded by ‘yes men’.

m  Misleading financial reporting. The report and accounts of these companies
gave no indication that they could be in serious financial difficulty. The financial
reporting was therefore misleading. Questions were asked about the role of the
external auditors, and their failure to qualify the accounts. Were they properly
independent from their client company, or did their close relationship with the
company persuade them to overlook questionable accounting policies?

m It was also argued that communications between a company and its
shareholders (and other stakeholders) should be more open and ‘transparent’.
The quality of company information, especially information available to
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shareholders (and other investors) remains a key issue for good corporate
governance.

During the 1990s, other aspects of poor corporate governance emerged, and raised
the corporate governance debate in the UK.

m  Directors’ remuneration. Concern was expressed about the focus of business
leaders on short-term profits, and disregard for longer-term concerns and non-
financial objectives. The ‘short-termism’ of senior executives was blamed on
their remuneration packages. Directors were rewarded for achieving or
exceeding annual profit targets. Another concern was that top executives were
involved in deciding their own remuneration: for example a company chairman
or CEO helped to decide how much they should be paid and what their
performance targets should be (for the purpose of calculating bonuses). During
the mid 1990s, a number of public utility companies (gas, electricity and water
companies) were privatised and the same company leaders received very large
increases in remuneration for doing the same job as before: this led to a
condemnation in the UK press of ‘fat cat’ directors and overpaid executives.

m  Management of risk. Another governance issue, although one that attracted
much less publicity, was concern about the management of risk in companies.
Some companies appeared to be developing their businesses without giving
proper consideration to the risks that they faced and the controls that were in
place to manage the risks. Internal control systems and risk management
systems, it was felt, should be monitored by the board of directors. The directors
should satisfy themselves regularly that control systems and risk management
systems were sufficient and effective.

The problems of poor corporate governance are now recognised in many other
countries (but not all countries). In the USA, the financial collapse of several major
corporations in 2001 and 2002 rocked the financial markets. The corporate failures
included Enron and the near-collapse of WorldCom, but there were others. The
causes of the corporate failures were similar to those that caused the failures in the
UK in the 1980s: powerful executives running the company in their personal
interests, poor communications with shareholders, misleading financial reporting
and inadequate financial controls. There were serious concerns about the
independence of company auditors and Arthur Andersen, the auditors of Enron
and one of the world’s ‘Big 5" audit firms, collapsed as a result of the associated
scandal.

A requirement for good corporate governance has been imposed on major stock
market companies in many countries, including the US and UK. High standards of
governance are expected by investors, other financial institutions (such as banks and
stock markets) and government.

m [nvestors want to reduce the risk of corporate failures, which damage the value
of their investments in company shares. They consider that high standards of
corporate governance reduce the risks of failure. If investment risks are high,
investors might refuse to put their money into companies and the world’s capital
markets would decline.

m [Institutional investors in the US and UK have led the demand for better
standards of corporate governance. Since these institutions invest in capital
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markets around the world, they expect corporate governance standards to
improve globally.

m  The government might want to avoid the risk of more corporate failures due to
bad governance, especially in the US where many private individuals hold
shares in companies.

m It has also been argued that companies with a high standard of corporate
governance are more likely to succeed and prosper (financially) than badly-
governed companies. Evidence about this matter is not yet conclusive.

54 The need for high standards of corporate social responsibility

The need for high standards of corporate social responsibility is not as obvious as
the need for good corporate governance in large companies. However, many large
companies recognise the threat to their reputation from a failure to show social
responsibility. Reputation risk can be a major risk for companies that depend on
consumer support and brand recognition for their commercial success.

In the UK, major institutional investors also expect certain standards of corporate
social responsibility from the companies in which they invest. As major
shareholders in large companies, they are able to influence decisions by the board of
directors. If the directors are aware that their main shareholders expect the company
to be socially responsible, they will be more likely to take socially-responsible
decisions.

In Europe, stock market companies are now required to publish a narrative report
each year that discusses the company and its business, for inclusion in the annual
report and accounts. This business review should include an explanation of the
significant social and environmental risks faced by the company, and the measures
that have been taken by the company to deal with them.

There is also recognition by many large companies of public concern for the
environment. Some companies publicise their social and environmental policies and
activities in a voluntary ‘social responsibility report” or ‘sustainability report’.

5.5 Responsibility for good corporate governance and corporate social
responsibility

The board of directors has responsibility for standards of corporate governance and
corporate social responsibility, although they are expected to comply with certain
standards by a combination of:

m  legal requirements
voluntary codes of practice
pressure from institutional investors and other financial institutions

pressure from government

expectations of the general public.
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5.6

In countries such as the UK and Singapore, there is a voluntary code of practice for
corporate governance. Major stock market companies are required to comply with
this code or explain any non-compliance in their annual report and accounts.

In the US, some aspects of corporate governance for major corporations are legal
requirements (the Sarbanes-Oxley Act).

Corporate social responsibility is a voluntary matter. Provided that they comply
with the law, companies can decide their own policies on social and environmental
issues.

Best practice in corporate governance

Recognised ‘best practice’ in corporate governance varies between countries.
However, four aspects of ‘best practice” specified in the examination syllabus are:

B non-executive directors

B remuneration committee
®  audit committee
]

public oversight.

Non-executive directors (NEDs)

It is widely recognised that independent non-executive directors should have a
prominent role in the governance of major companies. Independent non-executive
directors are directors who:

m  are not full-time employees of the company, and

®m do not represent any other interests that might influence their judgement or
opinion.

(Most non-executive directors are paid a fixed annual fee and might be expected to

spend about 20-30 days each year with the company.)

Independent non-executive directors should raise standards of corporate
governance in several ways.

m  They bring independent opinions to discussions of the board of directors. They
are not under the influence of the company chairman or chief executive
officer, and so should prevent a board of directors from being dominated by a
powerful individual. Since they are not executive directors they do not represent
the interests of executive directors or executive management (whereas executive
directors have a personal interest in some issues, such as their remuneration).
Independent non-executive directors therefore improve the “balance of power’
on a board of directors. In the UK, independent NEDs should represent at least
50% of the total number of directors on the board of the largest stock market
companies.

®m  They should have a wide range of knowledge and experience, gathered from
outside the company. They should therefore be able to improve the quality of
debate and decision-making at board meetings, by presenting views based on
their knowledge and experience.
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m They are involved in monitoring standards of corporate governance, such as
the remuneration of executive directors and the quality of financial reporting
and auditing. In the UK, main stock market companies are required to have a
remuneration committee and an audit committee, whose members should all be
independent non-executive directors. Independent non-executive directors
should also represent the majority of committee members o n the nominations
committee: this is a sub-committee of the board of directors that nominates
(recommends) the appointment of new directors to the board.

Remuneration committee

A remuneration committee is a sub-committee of the board of directors. Its main
responsibility is to negotiate the remuneration package of executive directors, and
possibly also other senior executives of the company. The remuneration package
includes basic salary, pension, cash bonuses and other performance-related
incentives (such as the award of ‘free’ shares in the company).

The effect of having a remuneration committee of independent NEDs is that no one
in the company is involved in deciding their own remuneration. (The remuneration
committee does not decide the fees for NEDs.)

Remuneration committees are also responsible for ensuring that remuneration for
executive directors is high enough to attract and retain executives of the required
ability, but is not excessive.

In addition, the remuneration committee should ensure that the remuneration
package of executives includes a substantial performance-related element, with both
short-term and longer-term performance targets. If the performance targets are
consistent with the overall strategic objectives of the company, the remuneration
package should motivate the director to achieve levels of performance that are
consistent with the company objectives.

Audit committee

The audit committee is another sub-committee of the board of directors. Like the
remuneration committee it should consist entirely of independent non-executive
directors.

An audit committee meets only a few times each year, and it does not have any
executive or management responsibilities. The finance department (finance director)
is responsible for preparing the annual financial statements and for most dealings
with the external auditors at an operational level.

The role of the audit committee is to oversee the financial reporting and auditing
processes, to ensure that:

m the financial statements are reliable and

m they have been audited to the standard required and expected.

The committee should also help to ensure that the external auditors remain
properly independent from the executive directors of the company, because the

© Emile Woolf Publishing Limited 125



Paper F1: Accountant in business

committee recommends the re-appointment (or replacement) of the auditors for the
next annual audit, approves the audit fee and decides how much non-audit work
the audit firm should be allowed to perform for the company. In addition, the audit
committee provides a channel of communication between the auditors and the
board of the company, in addition to the communications that the auditors maintain
with the finance director and CEO.

An audit committee usually has the following responsibilities.

® It monitors the external audit of the company, and discusses with the external
auditors any issues that have arisen during the course of the audit work. The
auditors should be expected to discuss any disagreements they might have with
the executive management about accounting policies or estimates used to
prepare the financial statements.

m It considers whether the scope of the audit is sufficient to ensure that the
financial statements are audited to the required standard. The committee will
discuss the scope of the audit and the audit plan with the auditors and
(probably) the finance director.

m The committee should be asked to approve the annual audit fee that is
negotiated with the auditors.

®m  The committee assesses the quality of the audit work. In reaching its opinion, it
might consult the finance director.

®m  The committee recommends whether the auditors should be re-appointed for the
next annual audit.

m The committee should be responsibly for deciding company policy on how
much non-audit work may be given to the external auditors.

m The committee should also make recommendations about internal audit, and
assess the quality of the internal audit department. If there is no internal audit
function in the company, the audit committee should express an opinion ach
year on whether the company should have such a function.

The audit committee and the remuneration committee are both committees of the
board of directors, and they report to the board and submit their recommendations
for board approval.

In addition, the committees should also be accountable to the company’s
shareholders. In the UK, the annual report and accounts should include reports
from both the remuneration committee and the audit committee.

Public oversight

The general public has an interest in the proper governance of companies, because
standards of corporate governance affect confidence in the stock markets.

Corporate governance systems should therefore provide for some oversight of
governance standards, to ensure (in the public interest) that adequate standards are
maintained. Public oversight of financial reporting and governance standards
should be provided by an independent body, with responsibility for:

®  monitoring compliance with those standards
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m  enforcing compliance with those standards.

Such an oversight body might be called a Public Oversight Board. Its main
responsibilities are monitoring compliance with laws, regulations and standards,
and enforcing compliance. It might also have responsibilities for issuing new
standards of reporting, auditing or corporate conduct.

In the UK, public oversight of financial reporting and corporate governance is the
responsibility of the Financial Reporting Council (FRC). The FRC’s responsibilities
include:

m issuing and enforcing UK financial reporting standards

® issuing and enforcing UK auditing standards, and monitoring audit quality in
the UK

m the review of the UK’s corporate governance code for main stock market
companies (the Combined Code on Corporate Governance).
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1.1

1.2

The nature of environmental influences

m  The environment of an organisation
m  The consequences of environmental change: threats and opportunities

®m  Understanding environmental factors

The nature of environmental influences

The environment of an organisation

The environment of an organisation is a term that describes anything outside an
organisation that affects what it does or how it acts. There are many influences on
an organisation that come from pressures and changes in its environment. These
environmental influences differ according to the circumstances of the organisation.

To provide a logical structure for analysing environmental influences and their
effect on an organisation, it is often helpful to categorise them into different types.
One method of analysing environmental factors is to group them into four
categories:

m P - Political and legal factors

m  E - Economic factors

m S —Social, cultural and demographic influences
]

T — Technological factors.

This method of analysing environmental factors is called PEST analysis.

The consequences of environmental change: threats and opportunities

Environmental factors can have a significant effect on a business organisation, and
can affect its activities and profitability. Changes in the environment might affect
the planning and other decision-making of a business organisation.

Management should monitor developments in the business environment, and
should consider how the organisation should respond to changes and
developments.

Environmental scan

PEST analysis involves considering all the environmental influences on the
organisation, recognising which are the most significant, and deciding how the
organisation should respond to these changes or developments. This type of
analysis is sometimes called an environmental scan.
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When making an analysis of the business environment for an organisation, the
initial task is to identify factors in the environment that create threats or
opportunities.

m Threats. These are factors in the environment that might prevent the
organisation from achieving its business objectives.

®  Opportunities. These are developments that provide opportunities for the
organisation, so that it can achieve its objectives more successfully.

Measures should be considered for reducing or removing significant threats.

Plans or strategies should also be considered for taking advantage of significant
opportunities.

Note on strategic planning: SWOT analysis

An environmental scan is often carried out as a part of a regular formal review of
the strategic plans of a business organisation. An environmental scan provides
information about significant threats and opportunities arising from changes in the
environment. In addition, a position analysis of factors inside the organisation is
used to identify strengths and weaknesses in the resources and systems of the
organisation, such as strengths or weaknesses in particular skills or in the product
range of the business. Environmental threats and opportunities recognised in an
environmental scan, and internal strengths and weaknesses recognised in a position
analysis or resource analysis are brought together to carry out a strategic analysis of
strengths, weaknesses, opportunities and threats, which is called SWOT analysis.

1.3 Understanding environmental factors

You need to be aware of the influence of environmental factors on the activities of
business organisations and how their decisions and actions can be affected by
changes in the environment that provide threats or opportunities.

Environmental scanning is often associated with strategic planning and strategic
information, although some awareness of the business environment is needed at all
levels within an organisation.

This chapter describes some of the environmental influences on business
organisations. You should understand, however, that it is impossible to provide a
comprehensive description of environmental factors. They differ between
organisations and according to circumstances.

Your understanding of the business environment can be improved by paying
attention to news about political and legal developments, economic conditions,
social changes and technological developments, and their potential effect on
businesses.
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2.1

Political and legal factors

The scope of political and legal influence on business
Sources of legal authority

Employment law

Health and safety law

Data protection law

Competition law

Responding to political and legal developments

Political and legal factors

The scope of political and legal influence on business

Politics and the law have an extensive influence in business affairs, and political
decisions and changes in the law can affect just about any aspect of business
activities. Multinational companies have the additional problem that because they
operate in many different countries, their activities may be affected by political
conditions and legislation in each of the different countries.

Here are just a few examples of political and legal factors that might affect business.

Nationalisation of industry and privatisation. In some countries, industry is
nationalised and owned wholly or partly by the state (the government).
Occasionally, after a change of government, an incoming government decide to
nationalise a business and take ownership of existing commercial business into
ownership by the state. In other cases, a government might introduce a policy of
de-nationalising an industry (‘privatising the industry’) and transferring
ownership of state-owned businesses to commercial companies.

Transport and infrastructure. Businesses rely on the transport system to move
their goods (and employees), and the quality of the road transport system
depends on the infrastructure of roads. Although the transport system might be
operated by commercial companies, most of the road network and possibly also
the rail network are state-owned. Government policy on transport and building
roads or rail networks can have an important effect on business activity.

Education. In most countries the government is responsible for most of the
education system. Education policy affects the quality and skills of individuals
who make up the work force of business organisations.

Environmental policy. Business organisations might be affected by changes in
the environmental policy of a government, such as policy to reduce levels of
pollution in the air, water or land.

Taxation and subsidies. Governments use taxation to raise income. They might
also use taxation to influence behaviour, such as increasing tax on fuel in order
to encourage a reduction in fuel consumption and increasing tax on the disposal
of waste in order to encourage the recycling of waste. Governments sometimes
encourage particular activities by offering subsidies, such as subsidies towards
the cost of particular skills training.
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Here are some illustrative examples of how business can be affected by government
policy and the law.

@ Example

In 2007, oil companies operating in the Orinoco region of Venezuela were required
by the government to hand over majority ownership in their businesses to the state
(the government).

@ Example

In 2007, a large shipment of corn to Europe from the United States was found to
include genetically-modified corn. Although this was legal in the US, it was illegal in
the European Union. The shipment had to be returned to the US.

2.2 Sources of legal authority

Business organisations need to recognise the different sources of legal authority that
have the power to introduce changes in the law. The sources of legal authority vary
between countries, but usually include the following;:

m  Supranational bodies
®m  National government

m  Regional or local government, that exercises some powers either because it has
some independence from the national government or because some powers have
been delegated to the regional government by the national government.

Supranational bodies

A supranational body is a body that has responsibility or oversight of more than one
country. A supranational body in some cases has the power to impose decisions on
a national government. To have the ability to impose its rules, a supranational body
needs the formal support of national governments.

m In the European Union, the member countries accept that legal measures
introduced by the European Council must be introduced into the national laws
of each member country. (European Directives approved by the European
Council must be incorporated in the national laws of each member country.) A
supranational body such as the European Commission also has the power to
impose certain decisions, including decisions relating to various business
matters such as takeovers and monopolies.

®m In accounting, the International Accounting Standards Board is able to impose
standard rules for financial reporting on companies in every country whose
governments have agreed that these international accounting standards should
be applied.

®  Some supranational bodies attempt to influence activities in many countries but
do not have the right to enforce their wishes. Examples are the United Nations
and the World Bank.
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2.3 Employment law

Each country has employment laws. The purpose of employment law is mainly to
provide protection to employees, against unfair treatment or exploitation by
employers. Business organisations, as employers, are directly affected by
employment laws. They need to be aware of the employment law in each country in
which they operate, and understand the consequences of breaking the law or failing
to comply with regulations.

Here are some of the aspects of employment law.

® Minimum wage. A country might have a minimum wage, which is the
minimum hourly rate of pay that may be paid to any employee.

®  Working conditions. A variety of laws and regulations might specify minimum
acceptable working conditions, such as maximum hours of work per week or
month. There might also be laws relating to a maximum retirement age and the
employment of children. Working conditions are also covered by health and
safety law, which is described in more detail later.

m  Unfair dismissal. Employment law might give employees certain rights against
unfair dismissal by an employer. In the UK, for example, an employee who is
dismissed from work might bring a legal claim for unfair dismissal. The
employer must then demonstrate that although the employee has been
dismissed, the dismissal was not for a reason or under circumstances that the
law would consider ‘unfair’. When an employer is found guilty of unfair
dismissal, it might be required to re-employ the individual who has been
dismissed or (more likely) pay him or her substantial compensation.

®  Redundancy. In the UK, dismissal of employees on the grounds of redundancy
is not unfair dismissal, provided that discrimination is not shown in the selection
of which individual employees should be made redundant. However, UK law
requires an employer to consider transferring an employee to another job before
deciding that redundancy is unavoidable. (Failure to consider transferring
employees to other work would mean that the dismissals for redundancy are
unfair.)

®m  Discrimination. Some countries have extensive laws against discrimination,
including discrimination at work. In the UK, employers can be held legally liable
for showing discrimination against various categories of employee (or customer)
and also for discrimination shown by employees against colleagues. There are
laws against discrimination on the grounds of physical disability, gender, race,
religion, sexual orientation and age.

Changes in any aspect of these employment laws could have significant

implications for business organisations, especially those where labour costs are a

significant proportion of total costs.

24 Health and safety law

Health and safety law provides rules and regulations about minimum health and

safety requirements that employers must provide in their place of business and for

their employees. Standards of health and safety law vary substantially between
134 © Emile Woolf Publishing Limited



Chapter 4: Environmental influences and constraints

countries, although in countries with well-developed economies, health and safety
standards are usually high.

Laws vary between different countries, and you should try to become aware of how
the law applies in your own country. It is also important to recognise that health
and safety regulations can impose significant requirements on employers, and the
legal consequences of failure to comply with the regulations could be serious for the
company or the directors, managers or employees responsible.

In the UK, employers are required by law to provide a safe place of work for their
employees. A safe place of work is one where employees are not exposed to
unreasonable physical dangers or unreasonable risks to health. In the UK, a safe
place of work also means a place of work where employees are not subjected to
discrimination or bullying. Risks to health and safety should be reviewed regularly,
by means of formal risk assessments.

In addition to general laws about health and safety at work, there should also be
detailed regulations specifying the minimum health and safety standards in
particular types of industry or business, or particular types of business premises.
For example, there should be specific minimum fire regulations for all buildings in
which employees work. There should also be minimum health and safety
regulations in particular industries, such as transport, food processing, building and
construction and chemical processing.

There might also be voluntary health and safety codes that the government
encourages but does not enforce as a legal requirement. In the UK, for example,
there is a voluntary code of practice for employers aimed at reducing stress in the
work place.

In a company, the board of directors has the ultimate responsibility for health and
safety at work. Specialist health and safety officers might be employed by the
company.

2.5 Data protection law

Some countries have fairly strict data protection laws. The purpose of data
protection law is to protect individuals with regard to personal data about them
that is held and used by other persons. Data protection legislation is designed to
protect the private individual against others collecting, holding and using
information about them without their permission. (The legislation does not apply to
companies, however. On the contrary, it is generally argued that more information,
rather than less, should be available about many companies.)

It might be considered illegal, for example, that any organisation should be able to:

m gather and hold personal data about individuals without a justifiable reason,
and

®m  make use of that personal data without the individual’s permission.
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Someone holding and using personal data about individuals should also be under a
legal obligation to:

m  make sure that the personal data is accurate, and

m  ensure the security of the data, so that it is not made available to or accessed by
any other person who does not have any right to have it.

Data protection laws apply to any person holding personal data about individuals.
This includes business organisations, which hold personal data about employees
and (often) customers.

What is personal data?

Legal definitions of personal data might vary, but in European law personal data
means any data about a living private individual, where the individual can be
identified from the data. Normally this means that the personal data held about an
individual should include his or her name, although this might not be essential.

European law also makes a distinction between ordinary personal data about an
individual (such as name and address) and sensitive personal data. Additional
legal requirements apply to holding and using sensitive personal data, such as
details of a person’s ethnic origin, political opinions, religion, trade union
membership, physical and mental health and sexual habits or attitudes.

In many European countries, anyone holding personal data about individuals must
register this fact with a government department, and provide details of the type of
information they hold and the reasons why it is used.

Note also that data protection legislation applies only to particular categories of
information that are regulated by the legislation. There is no legislative protection
for non-regulated data. For example, information about an individual’s consumer
preferences is not regulated data. An individual might tell a market research group
that he prefers black cars to blue cars, and prefers chocolate to potato chips. This
type of information is outside the data protection legislation.

Legal restrictions on obtaining and using data

Organisations that hold and use personal data about individuals are required to
comply with regulations relating to how the data is gathered, stored, kept secure
from unauthorised access and used.

Failure to comply with the regulations could expose an organisation to legal action
by the individual concerned and/or the authorities.

Principles of data protection and security

You might be required to know the main principles of data protection and security.

The principles applied by UK law are as follows:

m  Personal data must be obtained and processed fairly and lawfully. Often this
means that the individual must have given his consent for personal data about
him to be held and used. Sometimes, it is lawful to hold and use personal data
for specific reasons, for example in connection with performance of a legal
contract (including a contract for the purchase and supply of goods or services)
or to comply with the requirements of employment law on employers.
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m  Personal data should be obtained only for one or more specified reasons. It is
illegal to obtain and store personal data without having a specific purpose for
which the data will be used.

m Personal data gathered and stored about individuals should be accurate,
relevant and not excessive. An organisation could be legally liable for holding
or using personal information about an individual that is not accurate.

m  Data should not be held for longer than is necessary for its purpose. When
personal data no longer has a use, it should be destroyed.

m  Personal data should be processed in accordance with certain specific rights of
individuals. For example an individual has a right to object to the use of
personal data being used for direct marketing by a business organisation, and
has the right to ask an organisation to stop sending him direct marketing
materials (such as brochures or e-mail marketing messages). In addition, any
individual should have the right to access and check personal data that is held
about him.

m Personal data that is held about individuals should be kept secure.
Unauthorised access to this data should be prevented (as far as is reasonably
possible).

m  Personal data should not be transferred to any country where the standards of
data protection are not as strict (or more strict).

Business organisations in countries where strict data protection laws apply should
keep data processing systems under review, to ensure that:

m the rules about gathering, holding and using personal data continue to be
applied, and that the regulations are not being broken, and

m  personal data is kept secure from authorised access.

This task can be much more difficult than it might seem, given that the law applies
to personal data held unofficially as well as in formal data processing systems. For
example it includes personal data about individuals in e-mails or e-mail
attachments. To apply the data protection laws properly, it is therefore necessary to
educate all employees in the requirements of the law and try to ensure that all
employees comply with legal requirements.

Competition law

Some countries have laws to encourage fair competition in markets and avoid anti-
competitive practices.

Monopolies

There might be a law to prevent a company from acquiring monopoly control over a
market. A ‘monopoly” of a market is theoretically 100% control of a market, where
only one entity supplies a product or service to the entire market. In practice,
‘monopoly’ is usually defined as a significant influence, such as control of over 30%
of the market.
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When a company has a monopoly of a market, it might engage in unfair business
practices, such as charging higher prices than they would be able to charge in a
more competitive market. The serious risk of anti-competitive behaviour from
monopolies is the main reason for laws restricting them.

When a company grows to the point where it becomes a monopoly, a government
organisation might carry out an investigation, with a view to deciding whether
measures should be taken to protect the public.

Similarly, when two companies propose a merger that would create a new
monopoly, a government organisation might investigate the proposed merger with
a view to recommending whether it should be allowed to happen, and if so whether
any conditions should be placed on the merger in order to protect the public.

In the UK, these investigations are carried out by a Competition Commission.

Anti-collusion regulations

Collusion occurs when two or more business entities secretly agree to so something
for their mutual benefit that is against the public interest. Typically it is a secret
agreement to raise prices, and avoid competition on process. In many countries,
collusion is a criminal offence.

Price controls

In some countries, the government might impose price controls on certain key
products or services, such as the price of essential services to consumers — water,
electricity or gas. Official bodies might be established to monitor the activities of
‘utility companies’ (providers of water, sewage, electricity and gas services) and
might have powers to restrict their activities. Official approval might also be
required for any increase in prices.

Responding to political and legal developments

Business organisations need to recognise the significant political and legal factors
that affect their business, and they have to decide how these factors should affect
what they do. They should be alert to:

m changes or potential changes in each of these factors, and

m changes in the significance of each factor, including the growing importance of
factors that were previously relatively unimportant.

Lobby groups

Large companies often use lobby groups to represent their interests by
communicating with politicians and government officials. A lobby group is a group
of individuals or a specialist firm that actively represents the interests of a company
with politicians, government bodies and government officials.
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In the UK for example, companies use specialist firms to represent their interests by
speaking to UK politicians and government officials, and also to officials in the
European Commission (the managing government body of the European Union).

Lobby groups can help companies to argue either for or against proposed changes
in the law, and to get politicians and government officials to understand the
interests of the companies they represent.
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®m  Impact of unemployment
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m International payments and international payments disequilibrium
m  National economic policies

m International economic policies
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The impact of economic policy measures

Economic factors

Macroeconomics and macroeconomic policy

If you have studied economics, you should be familiar with the content of this
section of the chapter, and can move on immediately to the next section.

Economics is the study of the choices made by societies and by individuals and
firms. Individuals and societies make use of limited economic resources (‘scarce
resources’) to satisfy needs and wants.

Macroeconomics is the study of the total economy or aggregate economy. It is more
usual to study macroeconomics at a national or a regional level, but
macroeconomics can also be studied at a global level. It is concerned with issues
such as employment and the level of unemployment, the amount of economic
wealth that is created (measured by national income) and economic growth, and the
rate of inflation.

Macroeconomics considers the aggregate economy. Microeconomics is concerned
with the study of economic choices by individuals and firms, and how individual
economic decisions are driven by prices, costs and “satisfaction’.

There are links between macroeconomics and microeconomics. For example, if the
level of unemployment in a national economy is very high, this will affect the
availability of additional labour for individual firms within the economy.

Economic policy

A government develops a macroeconomic policy. The aim of government economic
policy is normally concerned with objectives such as achieving economic growth,
full employment, stable prices and a sustainable balance of payments.

140

© Emile Woolf Publishing Limited



Chapter 4: Environmental influences and constraints

Developments in the national economy, and government policy to influence the
state of the national economy, can have an important effect on businesses and
individuals (who are often referred to in economics as ‘households’).

3.2 Measuring activity in the national economy

‘National income’, ‘gross national product’ and ‘gross domestic product” are all
measures of total economic activity during a given time period, usually one year, for
a particular country (or region). At this stage in your studies, you need not be
concerned about the technical differences in how each is measured.

There are three broad approaches to the measurement of total economic activity

during a given time period:

m  Expenditure approach. One way of measuring economic activity is to calculate
the total amount of spending there has been in the economy. This includes
spending on consumption by individuals and firms, spending on capital
investment and government spending.

®m Income approach. Another way of measuring economic activity is to calculate
the total income that has been earned by everyone in the economy during the
period, such as income earned by individuals and profits earned by companies.

®  Output approach. A third approach to measuring economic activity is to
measure the value of output by all industries and other economic activity. This
includes service industries as well as agricultural, mining, construction and
manufacturing industries.

We do not need to go into the detail of how national income or gross national
product is calculated using each of these approaches. In practice, the three
approaches produce different ‘answers’ because of the problems of government
statisticians in collecting complete and accurate data. In principle, however, the
three approaches to calculating national income should all produce the same figure.

The expenditure approach to calculating economic activity

The expenditure approach to the calculation of national income or gross national
product can be presented as a fairly short equation. This equation provides some
insight into how a national economy can grow, and key factors that affect economic
growth.

Economic activity (AD) =C+1+ G+ (X-M)

where:

C = the amount of consumption on goods and services

I = the amount spent on investment in long-term assets

G = the amount of government spending

X = the amount of exports of goods and services

M = the amount of imports of goods and services

(X = M) is the difference between exports and imports of goods and services, and
this is sometimes referred to as the balance of payments.
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Economic activity in this formula is sometimes called total demand or aggregate
demand (AD) in the economy.

Government economic policy aims

The main aim of government economic policy is usually to increase economic
wealth and achieve something close to full employment. If economic growth and
full employment are achieved, the wealth of the country as a whole will increase,
and everyone benefits. A government economic policy aim is therefore to increase
aggregate demand in the economy, and achieve a steady annual growth in national
income.

Economic activity, and so economic wealth, is increased as a result of an increase in
any of the items in the equation above. AD is increased by any increase in consumer
spending, investment, government spending or increase in the balance of payments
(X = M). However, the issue is not so simple, because increases in any item in this
equation might lead to a reduction in other items. For example:

B An increase in government spending G provides an increase in national income,
but if the extra government spending comes from higher taxation, and the
higher taxation leads to falls in consumption C and investment I, the end result
might not be beneficial.

®m Similarly an increase in consumption will provide an increase in national
income, but the extra money spent on consumption might be diverted from
spending on investment (so I will fall), or the goods might be purchased from
other countries (so M will increase) or might be goods that would otherwise
have been exported (so X will fall).

A link between national income growth and inflation

Another problem is that there are limits to the annual rate of increase in national
income that can be achieved. A country should be able to increase the total output
from its economic activities, but does not have the resources to grow in ‘real terms’
above a certain rate.

For example, national income can be increased by getting more unemployed people
into work, because these individuals will then become productive and will create
economic wealth. However, reducing unemployment by 1%, say, is unlikely to
increase national income by more than 1%. National income can also be increased
by introducing more new technology into business: however, the introduction of
new technology takes time, and will only help to improve national income
gradually.

When total spending in the economy increases at a faster rate than the economy can
grow in real terms, the inevitable result is price inflation. For example, if national
income (as measured by total expenditure in the economy) grows by 8% but the
‘real” economy — for example actual output of goods and services — increases by just
2%, the difference of 6% must be inflation — higher prices rather than higher output.
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3.3 The economic cycle

The economic cycle is a term used to describe how, in general, the national income
of a country increases or fall from one year to the next.

®  When national income increases from one year to the next, there is economic
growth.

® When national income falls from one year to the next, there is economic
recession (or in extreme cases, economic decline).

An economic cycle consists of several years of economic growth, with national
income each year being higher than in the previous year, following by economic
recession, which is a period of years during which national income is falling.

Government economic policy usually tries to achieve continued economic growth,
but if recession becomes unavoidable, policy is then aimed at making the recession
as short and as minor as possible.

34 Impact of inflation

Inflation is the increase in price levels over time. The rate of inflation is measured
using one or more price indexes or cost indexes, such as a consumer prices index or
a retail prices index or an index of wages costs.

Businesses are affected by inflation, because inflation means that they have to pay
more for resources, such as materials and labour. They will try to pass on their extra
costs to their customers, by raising the prices of their own goods and services.
Individuals have to pay higher prices for goods and services, so they need more
money to pay for them. If they are in work, they might demand higher wages and
salaries.

The ‘inflationary spiral” can go on indefinitely, with increases in materials and
wages pushing up prices of finished goods, which in turn leads to higher wages and
materials costs.

It is also recognised that the rate of inflation is affected by inflationary expectations.
This is the rate of inflation that businesses and individuals expect in the future.
Inflationary expectations affect demands for wage rises, and decisions by businesses
to raise their prices.

Implications of high inflation and inflationary expectations for the national
economy

Inflation also has implications for the national economy and economic growth.
m Increases in national income are the result of two factors:

- an increase in the ‘real” quantity of goods and services produced and the
‘real” spending on goods and services, and

- increases due to higher prices and costs.

m [t is possible for measured national income to increase when the real economy is
in recession. For example, suppose that measured national income increases
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from one year to the next by 3% but inflation during the year was 5%. This
indicates that the ‘real” economy has gone into recession, and is 2% lower.

m  Experience has shown that when the rate of inflation is high, and inflationary
expectations are high, the ‘real” economy is likely to stagnate or go into
recession.

A government might therefore take the view that some inflation is unavoidable
(although in some countries there has been deflation — a fall in retail prices).
However, the rate of inflation and inflationary expectations should be kept under
control, to give the ‘real economy” an opportunity to grow.

Implications of inflation for the distribution of wealth

However, although some inflation might be unavoidable, it has unfortunate social
and economic implications, because it results in a shift of economic wealth.

m In a time of inflation debts such as bank loans fall in real value over time.
Borrowers gain from the falling real value of debt. At the same time, lenders and
savers lose because the value of their loan or savings falls. For example, an
individual with cash savings might be earning 3% after tax when inflation is 5%:
if so he is losing 2% in real terms each year. The effect of inflation is therefore to
shift wealth from savers and lenders to borrowers.

m  Another effect of inflation is to reduce the real value of households on fixed
incomes or incomes that rise by less than the rate of inflation each year, such as
many pensioners. The rich might get richer (because their income is often
protected against inflation, for example by salary rises) whilst the poor get
poorer.

3.5 Impact of unemployment
When there are many people who are unwillingly out of work, this means that there
are not enough jobs for the people who want them. Business organisations (‘firms’)
could take on more labour if they wanted to, but they choose not to.
When there is economic recession and demand for goods and services is falling,
many firms will make some employees redundant because their profits are falling
and some aspects of their business are no longer profitable.
High levels of unemployment are unwelcome in an economy because:
m individuals who want jobs cannot get them (and high unemployment is
damaging to society and the welfare of the people)
®  economic growth is less than it could be: if the unemployed individuals could be
given work, output in the economy would increase and there would be
economic growth.
A very low level of unemployment might also be unwelcome because:
m firms that want to take on more labour might struggle to find suitable people,
and
m  the shortage of labour might push up the cost of wages and salaries.
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An additional problem is that although the level of unemployment might be high,
there could be a shortage of skilled labour. As the technological complexity of
industry increases, the demand for low-skilled jobs might fall even as the demand
for skilled labour rises. A shortage of skilled labour can only be overcome through:

m better standards of education
B more training

m if necessary, moving jobs to other countries where there is a better supply of
skilled labour.

Types of unemployment

Unemployment can be analysed into categories. These are some categories that
might be used for analysis.

m  Transitional unemployment. This happens when an employee has left one job
in order to start at another. If there is a gap of time between leaving one top and
starting the next, this is transitional unemployment. For example, a teacher
might leave a job at one school in order to start at anther school in three months
time. During the three month gap, unless one of the schools pays him, he is
transitionally unemployed.

m  Frictional unemployment. This is short-term unemployment when individuals
are dismissed from their work, for example because they have been made
redundant or because they did not like the job they were doing. It might take
them a little time to find a new job. Until they do, they are unemployed.
However, the unemployment should not last long.

®  Structural unemployment. This is unemployment that arises because of a
significant change in the structure of the economy, and in particular decline and
collapse of industries that used to be major employers. For example, there might
be structural unemployment because the mining industry used to employ many
people, but is now in decline. When an industry goes into decline and large
numbers of people are made unemployed, the consequences can be very serious.
Finding new jobs in other industries for all the unemployed workers can take a
very long time. There might be a demand for labour in other industries and
other parts of the country, but the unemployed people available for work are of
the wrong type, and have the wrong skills, or are in the wrong part of the
country and do not want to move their home.

m  Technological unemployment. This occurs when technological changes mean
that some types of workers are no longer needed, so that large numbers are
made redundant. The new technology replaces manual labour. This can happen
when manufacturing processes are automated. Technological unemployment
can add to structural unemployment.

®m  Regional unemployment. This is unemployment in a particular region of the
country. Levels of unemployment can vary from one region to another,
especially when there is no mobility of labour and individuals are reluctant to
move to other regions to find work.

®m  Seasonal unemployment. This is unemployment, often within a particular
industry, because the demand by firms for labour is higher at some times of the
year than at the other. For example, the demand for agricultural labour might be
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very seasonal, and there might be high levels of unemployment in the industry
in the low-season periods.

®m  Cyclical unemployment. When the national economy is growing, demand for
labour increases and unemployment should fall. When the economic cycle goes
into recession, the demand for labour fills and unemployment increases.
Governments try to deal with cyclical unemployment by managing the economy
and trying to achieve real economic growth.

Impact of economic stagnation

Economic stagnation occurs when national income is not increasing, but economic
activity is at a much lower level than it could be. Economic growth should be
possible, but is not happening.

A feature of economic stagnation is under-used economic resources, such as land
and capital equipment. Unemployment is high and there is little or no new capital
investment. Companies do not want to invest large amounts of money, because they
see no way of making a satisfactory return.

When a country or region of the world suffers from economic stagnation when
other countries are enjoying economic growth, it is becoming more poor relative to
those other countries. Households may therefore live in relative poverty, and many
individuals might look for ways of migrating to other countries where economic
wealth is greater.

Depressed countries of the world that suffer from economic stagnation often need
help from wealthier countries to develop their national economies.

Worldwide economic recession: protectionism

When the rate of economic growth in the world as a whole is falling, individual
countries might still try to increase their own national income. However, if the
world economy is not growing, any increase in a national economy has got to be at
the expense of other national economies.

This can create a risk of ‘trade wars” and ‘protectionism’. Protectionism takes the
form of government measures to discourage or prohibit imports of foreign goods.

In many countries, some industries are protected against foreign competition by
government measures against imports, such as:

m the imposition of high import taxes on goods coming into the country
®  setting quota limits on the amount of goods that can be imported
®  putting a ban on imports of some types of goods.

Attempts to promote ‘free trade” internationally are promoted by the World Trade
Organisation (WTO).

146

© Emile Woolf Publishing Limited



Chapter 4: Environmental influences and constraints
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International payments and international payments disequilibrium

International payments

International payments are the flows of money between different countries. The
main elements of international payments are:

B payments arising from international trade in goods and services (which might be
referred to as the ‘balance of trade” or ‘balance of payments’), and

®  movements of capital between countries.

For every country:

Surplus or deficit on trade in goods and services = Net outflow or inflow of capital

For example, if a country has a surplus of $10 billion on its foreign trade in goods
and services, it also transfers $10 billion in capital flows to other countries. Similarly
a country with a deficit of $25 billion on its trade in exports and imports receives net
transfers of $25 billion in capital.

International payments and foreign currencies

Payments between different countries (unless they are in the same currency area,
such as the eurozone in Europe) give rise to an exchange of currencies. Here are just
two examples.

m A UK company buys goods from a US supplier and agrees to pay in US dollars.
There is an international payment in dollars from the UK buyer to the US
supplier. To make the payment, the UK buyer has to arrange with a bank to buy
US dollars in exchange for pounds sterling in order to make the payment. The
trade in goods leads to a transaction in British pound/US dollar.

m A German investor decides to invest capital in the US. There are different ways
of investing. One is to buy shares in US companies or US government bonds
(‘Treasuries’). To make these investments, the German investor has to pay for
them in US dollars. To obtain the dollars to make the purchase, he has to sell
some euros. The international investment therefore leads to a transaction in
euros/US dollars.

International payments disequilibrium

In an ideal world economy, each country would achieve equality between the value
of its exports and the value of its imports. When this happens, there is also equality
between inflows and outflows of capital. In practice, however, this ideal state is
never achieved:

m There are always some countries that have a surplus on their balance of
payments between their exports in goods and services and their imports.

m  There are always some countries that are net recipients of international capital,
and some who transfer capital to other countries.
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Disequilibrium in international payments occurs when these imbalances between
balance of trade and international capital flows become excessive. This is the current
situation at the time of writing, with regard to the United States and China in
particular.

m  The United States has a very large balance of payments deficit in its trade in
goods and services. It imports far more than it exports. This huge deficit is
financed by capital investments in the US dollar by other countries, particularly
China.

m  China has a very large surplus in its balance of trade in goods and services,
exporting far more than it imports. This huge surplus is invested in other
countries, particularly the US. Investments in the US include purchases of US
government debt (Treasury bonds).

A serious concern is that such a large disequilibrium in international payments
cannot continue indefinitely. There will presumably come a time when people and
governments in other countries will decide to stop investing in US dollar capital
assets. If the capital flows into the US fall, the US will have to cut its balance of
payments deficit in goods and services. If the US stops importing goods and
services from other countries, this could have a devastating effect on the economies
of exporting countries and on world trade generally.

Foreign exchange rates and international payments disequilibrium

In theory a disequilibrium in international payments could be rectified by a change
in foreign exchange rates, and a fall in the exchange value of the currency of
countries that have a deficit in their balance of payments in goods and services.

If there is a fall in the value of the exchange rate, a currency becomes cheaper
relative to other currencies.

m  Exports from the country therefore become relatively cheaper and buyers in
other countries will buy more of them.

m Imports from other countries become relatively more expensive. Domestic
buyers will therefore buy fewer imported goods (and might switch to buying
more domestically-produced goods).

m If exports go up and imports fall, the balance of payments position in goods and
services will improve.

However, a very substantial change in foreign currency exchange rates is needed to
rectify a very large disequilibrium in international payments.

Example

At the time of writing this text, there is considerable concern about the international
payments disequilibrium affecting the US and China in particular. The probability of
a substantial fall in the value of the dollar is quite high, but the consequences would
be hugely damaging for international trade and the world economy.
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However, the value of the dollar is sustained by the willingness of foreign investors
to buy dollar assets, and maintain the international payments disequilibrium.

A fall in the value of the dollar would also damage the wealth of foreign investors in
the dollar. For example, suppose that a German investor buys US assets costing $100
million when the exchange rate between the dollar and the euro is €1 = US$1. The
investment would cost €100 million and would be worth $100 million.

Now suppose that there is a sharp fall in the value of the dollar, so that €1 = US$2,
and there is no change in the dollar value of the investment. To the German investor
the investment is still worth US$100 million but if he cashed it in and exchanged the
dollars back into euros, he would receive only €50 million. He would have lost €50
million. The loss to the German investor would be a capital gain to the US.

National economic policies

A national government has responsibility for economic policy, and the aims of a
country’s economic policy are usually economic growth and possibly also full
employment. Economic growth is usually given priority, because a reduction in
unemployment should follow on from economic growth.

Economic growth should be ‘real growth’. Some inflation is probably unavoidable
in order to achieve economic growth, but real growth is achieved if the increase in
national income each year exceeds the rate of inflation. Although a government has
an ultimate economic objective — sustainable growth and full employment — it needs
to establish intermediate economic targets. In other words, in order to achieve
economic growth it might be necessary to achieve some other economic targets first,
such as:

® a low rate of inflation: with high inflation there is a risk of economic recession
and also a fall in the exchange rate for the country’s currency

m  a stable exchange rate (or a target exchange rate against major world currencies
such as the US dollar or euro).

Fiscal policy

Fiscal policy is government policy on taxation, spending and government
borrowing. Government spending is a part of national income, but in order to spend
a government must raise the money in tax, and borrow any excess of spending over
tax revenue.

A government might also try to encourage investment by the private sector
(companies). It can try to do this by offering special tax incentives or subsidies (cash
payments). In the UK, government policy includes a ‘private finance initiative’
which encourages private sector investment in state investments, such as the state
transport system, and state schools and hospitals.
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Monetary policy

Government uses monetary policy as well as fiscal policy. Monetary policy involves
trying to establish monetary conditions that will be favourable to economic growth.

In the US, eurozone and UK, monetary policy is similar. The government seeks to
encourage long-term economic growth by keeping the rate of inflation within limits.
The rate of inflation is managed through control over interest rates.

The effect of managing interest rates

In the US, eurozone and UK the management of interest rates is the responsibility of
the central bank. The central bank is able to control short-term interest rates (on the
dollar, euro or sterling respectively) and can raise or lower interest rates as it
considers appropriate.

If the central bank is concerned about rising inflation, it can raise short-term interest
rates. When the central bank raises its own interest rates, other commercial banks do
the same to their interest rates.

There is then a transmission mechanism that slowly works through the national
economy. The effects are by no means immediate, and a change in interest rates
could take months, if not two years or more, to have an eventual effect. In principle,
however, higher short-term interest rates will mean that borrowers have to pay
more interest to borrow (and in the UK, borrowers with variable interest rate
mortgage loans on their homes are affected immediately). Higher short-term
interest rates could eventually lead to higher long term investment rates, and the
market value of investments in shares and bonds might fall. Higher borrowing costs
might make some individuals and companies less willing to borrow. If individuals
are borrowing less and everyone feels less wealthy, spending on consumption will
also fall (both domestically-produced goods and imports). All these changes might
take some of the inflationary pressures out of the economy.

Example

When a government is satisfied that inflation is under control, but is dissatisfied
with the slow rate of economic growth, it might consider several measures to boost
the economy in order to increase national income and reduce unemployment.

m [t might use fiscal measures. It could borrow money and spend the money it has
measured in order to invest in economic activity, such as new capital projects (a
new railway line or a new runway at the country’s main airport). Higher
government spending in order to increase economic activity is sometimes
referred to as ‘Keynesian economics’ after the famous 20t Century economist
John Maynard Keynes.

m [t might use monetary measures. If it manages the economy through interest
rates, it would reduce short-term interest rates. In time, this would work
through the economy (by means of the transmission mechanism). Eventually,
there might be more consumption spending and investment in capital projects.
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3.10

Economic policies to achieve social or environmental objectives

It is worth remembering that governments sometimes use economic policies to
achieve political, social or economic objectives.

For example, the countries of the United Nations might agree to a trade embargo
with a specific country, in order to persuade that country to change its policies. An
example is the UN trade embargo against Iran from 2006, which was intended to
persuade Iran to abandon its nuclear power development programme.

Governments might also try to discourage unhealthy behaviour through taxation,
for example by imposing high levels of taxation on tobacco (smoking).

Example

In 2007, the US government tried to persuade the World Trade Organisation to issue
a ban on subsidies for deep sea fishing. The purpose of such a ban would be to make
deep sea fishing less profitable, and so help to preserve the world’s stocks of deep
sea fish.

International economic policies

Wealthy economic nations recognise the need to help poorer countries to develop
their economies and efforts are made (with varying degrees of success) to provide
help. Much help is provided through supranational organisations such as the World
Bank (however, international aid is provided in a variety of ways).

When a supranational organisation develops a policy for providing economic aid to
developing countries, the main policy targets are often as follows:

®m Investment in infrastructure, such as roads and railways and investment in the
development of systems of telecommunication and for supplying energy and
water (dam construction, irrigation systems and so on).

®m Investment in education and health, to improve standards of the national labour
force.

m  Capital investment in particular industries. This could involve investment in the
development of major industries or in providing economic support to small
producers, such as small farmers. If there is investment in economic
infrastructure, and improvements in labour skills, multinational companies
might become interested in increasing their investment in the countries
concerned.

The impact of economic policy measures

Macroeconomic policies of government, and changes in the condition of the national
and world economies, affect businesses and individuals directly.

As you should imagine, firms and individuals will react to economic changes
according to the circumstances and the nature of the change.
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Example

The government raises tax on income from 20% to 25%. How would you expect
individuals or households to react?
Answer

Higher taxation means less after-tax earnings for spending. Individuals must either
reduce their consumption or borrow more. In practice, at least for the short term,
they might do both.

Example

The government increases interest rates from 4% to 5%. How would you expect
companies to react?

Answer

Companies are only affected if they borrow money at a variable rate of interest
from their bank, with a bank loan or overdraft.

After a large increase in interest rates, they might try to borrow less (but reducing
borrowings might take some time). They might try to pass on some of the higher
costs to customers by raising the prices of their products or services. Or they might
try to cut some costs, such as reducing labour costs by making some employees
redundant.

Example
A company believes strongly that the national economy will grow strongly in the

next few years, and that profits in its own industry and markets will grow. What do
you think the company should do?

Answer

The company should review its strategic position, and consider increasing its
investment in the industry.
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4.1

Social and demographic factors

®m  The nature of social and demographic factors in the environment
m  Ageing population and other demographic changes

m  Government policy for demographic change

Social and demographic factors

The nature of social and demographic factors in the environment

Social factors in the environment refer to changes in habits, tastes, values and
preferences. In the short term social attitudes and habits are also affected by fashion.

Demography is concerned with a specific aspect of society — the size, spread and
distribution of society.

Business organisations need to respond to changes in society, including
demographic changes. If they do not, they will continue to offer products and
services that are increasingly less relevant to the needs of customers.

The marketing concept in business requires that all successful businesses must keep
up to date with and aware of social and demographic change, and respond
accordingly.

Examples

Here are just a few examples of social and demographic change in the UK in recent
years.

m A very high proportion of the population expect to travel to other countries
regularly, at least once a year for their summer holiday.

m  Large numbers of individuals are concerned about health and weight. Interest in
fitness, healthy eating and diets has increased.

m The average age at which children leave their parental home has increased.
Many children are staying on at home until they are 25 or 30 years old — a much
higher number than in the past.

m There has been an increase in the number of ’‘single—parent families’ —
individuals living with one or more children but without a partner.

m  There has been a large number of people entering the country as migrants and a
large number emigrating to live in countries such as Spain and Australia.
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4.2

4.3

Ageing population and other demographic changes

Ageing population

For some Western countries, especially countries of Western Europe, there is an
ageing indigenous population. The birth rate is historically low, and the number of
new babies per woman of child-bearing age has fallen. Many women are leaving it
until much later in life to try to have children.

At the same time, average life expectancy has been increasing. More people are
living until an older age than in the past.

As a consequence, there is an ageing population, which means that a larger
proportion of the population than in the past will be of an older age — say past
normal retirement age.

Governments are aware that the consequence of this demographic change is that in
the future, there might be a relatively small working population and a relatively
large number of people in retirement. The ‘few” in work might be expected to
support the ‘many’ in retirement, for example by paying taxation to fund state
hospital services and many thousands of retired civil servants.

The ageing population of countries such as the UK, Italy and France has been
referred to as a ‘demographic time bomb’. The view is that the younger generation
might refuse to accept the economic burdens that government might try to impose
on it.

Other demographic patterns

Other countries have other demographic problems.

®m Some countries suffer from very high rates of mortality, particularly due to
disease. In these countries the population on average is very young and there are
very few older people.

m  Some countries have high rates of child birth but low rates of economic growth.
In these countries, large numbers of people might try to migrate to other
countries with a wealthier economy.

Government policy for demographic change

A government might try to develop a policy for social and demographic change. For
example, in a country with an ageing population, the government might consider
the following measures.

®m  Permitting immigration of people from other countries, possibly under a
controlled immigration scheme, in order to increase the size of the population at
working age.

® Increasing the average age at which individuals may retire with entitlement to a
state pension.

®  Encouraging individuals to work beyond their normal retirement age.
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®m  Providing some form of subsidy or tax-incentive to individuals/couples who
have children.

Business organisations are affected by social and demographic change, and by
government policy. As a population changes, in age or ethnic origin, the needs and
wants of consumers will change. Businesses must respond to those changes.

In addition, the nature of the work force — its age distribution, availability and skills
— will also change. Issues such as education and training take on importance for
ageing employees as well as young employees, if companies intend to employ them
beyond their normal retirement age.
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5.1

5.2

53

Technological factors

m  The impact of technological change on working methods
m  The impact of technological change on products and services

m  The impact of technological change on organisation structure and strategy

Technological factors

The impact of technological change on working methods

Over the years, machines have replaced man for mechanical tasks. Computers have
replaced man for many mental tasks and intellectual jobs. The impact of computers
on business organisations has been considered in an earlier chapter. Briefly
however:

m Computers have replaced man for many data processing and information
analysis tasks

m  Humans have been used for the ‘higher level” intellectual tasks and skills tasks
that computers have not been able to perform

m  Computers are taking over from humans even some high level intellectual and
analytical tasks.

The impact of technological change on products and services

The point should be fairly obvious, but you should also remember that
technological change has a huge impact on the nature of products and services that
businesses offer to customers.

Companies need to maintain technological developments in the design and
manufacture of products, and in the provision of services, in order to remain
competitive.

Example

A current example has been the competition between manufacturers of televisions,
such as Sony and Toshiba, to achieve a technological lead in the development of
televisions with the latest ‘flat screen” technology.

The impact of technological change on organisation structure and
strategy

Technological change has also had an effect for many businesses on their
organisation and strategy. Computerisation, communications technology and other
aspects of technological change have led to major developments in business such as:

m  downsizing
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m  de-layering
®  outsourcing.

To some extent, these developments in business organisation are inter-related.

Downsizing

Downsizing means the reduction in size of a business organisation. It does not
(necessarily) mean that the business organisation is selling fewer goods or services.
It means that its business activities are conducted by a smaller number of people.

Technological change makes downsizing possible, because tasks that were
performed previously by humans can now be performed by machine or computer.

De-layering

‘De-layering’ means removing one or more levels of management in the
organisation structure. It could mean removing all layers of middle management
entirely, leaving just senior managers and front-line managers and supervisors.

De-layering is made possible by high-quality communications, provided that senior
management can delegate sufficient authority to junior managers, and expect junior
managers to meet their responsibilities.

When an organisation goes through a de-layering, middle managers are made
redundant, and there is consequently some downsizing.

Outsourcing

Outsourcing means arranging for other business organisations to perform some
administrative tasks, or management tasks, instead of having to employ individuals
to do the task internally, as part of the organisation’s own activities.

For example, the following tasks might be outsourced.

® A company might arrange for an external accountancy firm to take over the
administration of the payroll, and administer wages and salaries for the
company’s work force.

® A company might arrange for an external building services company to take
over responsibility for cleaning and security in all its buildings.

® A company that produces motor cars might outsource the manufacture of most
(or even all) of the component parts, so that its only ‘in-house tasks” are product
design, assembly, testing and marketing.

®  Many companies outsource their IT requirements to specialist IT firms.

® Some companies outsource most of their office administration tasks, such as
record keeping and word processing.

The reason why outsourcing is now popular in many countries is that it can take
advantage of specialisations. The conceptual argument in favour of outsourcing is
as follows.
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m A business succeeds in its competitive markets because it is more successful at
doing some things than its competitors. A successful business has some core
competences that enable it to succeed and do better than rivals.

®m A business also has to do other tasks that support its main activities, such as
office administration, IT support, building and facilities administration and
payroll. It does not have any particular skills in these activities, and there are
other companies that can do these tasks just as well, and in some cases much
better.

m When a business performs all these non-core’ activities itself, this diverts
management attention away from the core competences. Management should
focus on its strengths, not the routine and ordinary.

m It should therefore outsource ‘non-core’ activities and concentrate on its core
activities, to make sure that it maintains or improves its competitive advantage
over rivals.

Outsourcing is made much easier by high-quality telecommunications and
computer systems, because data and information can flow easily between a business
and the other organisations to which it has outsourced activities.

Virtual company

Taken to an extreme form, a business organisation can outsource almost all its
activities, leaving just one or two individuals at the centre managing the business.

A virtual organisation is an organisation that has no physical hub or centre of
operations. Instead, it is a network of individuals linked by computer and
telecommunications network (such as the internet). The individuals need not be
employees of the business: they might be part-time workers or self-employed
individuals.

Each individual in the virtual company or virtual organisation might work from
home. Data and information is transferred between them, and each performs
particular tasks — with no office, no substantial assets and few (if any) full-time
employees.

The virtual company has been made possible by developments in IT technology.
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Competitive factors

®m  The competitive environment

The Five Forces model

Threat from potential entrants

Threat from substitute products
Bargaining power of suppliers
Bargaining power of customers
Competitive rivalry

Achieving competitiveness: adding value

The concept of the value chain

Adding value

6 Competitive factors

6.1 The competitive environment

In addition to understanding the broader business environment and the significant
opportunities and threats that the environment contains, business managers also
need to understand the nature of competition in their industry and markets.

If a business organisation operates in a market where there are no significant
competitors, it is a monopoly. When a business has a monopoly share of its market,
it is usually able to charge higher prices and make larger profits than it would in a
competitive market.

As a general rule, business organisations operate in a competitive market.
Customers in a market are able to choose between the products or services of rival
suppliers, and they can choose the product or service that appears to offer the best
value, in terms of price, product characteristics, convenience and so on.

Managers need to understand who their competitors are, and what sort of
competitive threat they provide. They need to know how customers decide whose
products to buy.

6.2 The Five Forces model

A well-know business model for understanding the nature of competition in an
industry, and the strength of the competition in an industry, has been provided by
Michael Porter (in The Competitive Environment). This model for analysing
competitiveness in an industry or market is called the Five Forces model, because
Porter is identified five factors (‘five forces’) that determine competitiveness.

These are:

m threats from potential entrants
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6.3

threats from substitute products or services
the bargaining power of suppliers

the bargaining power of customers

competitive rivalry within the industry or market.

When competition in an industry or market is strong, firms must supply their
products or services at a competitive price, and cannot charge excessive prices and
make ‘supernormal’ profits.

Threats from
potential entrants

l

Suppliers’ Competitive Customers’
bargaining power rivalry bargaining power

T

Threats from
substitutes

When any of the five forces are strong, it is difficult for a business entity to obtain a
dominant position in its market, and profitability for businesses in the industry or
market will therefore be low.

Threat from potential entrants

Competition in a market is affected by the threat of new business entities coming
into the market and adding to the competition. When new entrants are able to come
into the market without much difficulty, prices of products in the market will be
low. If prices went up and company profit margins improved, new firms would be
tempted to come into the market in order to benefit themselves from the higher
profits. The new competition would force down prices and profit margins.

Because of this threat, firms that are already in the market keep their prices and
profits low, and competition in the market is strong.

Competitive forces are reduced when it is difficult for new entrants to break into the
market — in other words, when the “barriers to entry” are high. A number of factors
might help to create high barriers to entry:

®m  Economies of scale. Economies of scale are reductions in average costs that are
achieved by producing and selling an item in larger quantities. In an industry
where economies of scale are large, and the biggest firms can achieve
substantially lower costs than smaller producers, it is much more difficult for a
new firm to enter the market. This is because it will not be big enough at first to
achieve the economies of scale, and its average costs will therefore be higher
than those of the existing large-scale producers. There are many examples of
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industries where the major companies have achieved a dominant market
position through the size of their operations so that they can make their products
cheaply and sell them at a low price.

m  Capital investment requirements. If a new entrant to the market would have to
make a large capital investment in assets such as factory premises and
equipment, this will act as a barrier to entry, and deter firms from entering the
market. This is because they would lose a substantial amount of money if their
new business venture failed and they might not want this ‘investment risk’.

B Access to distribution channels. In some markets, there are only a limited
number of distribution outlets or distribution channels. If a new entrant will
have difficulty in gaining access to any of these distribution channels, the
barriers to entry will be high.

®  Know-how. It be time-consuming and expensive for a new entrant to a market
to acquire the ’know-how” and experience to be successful.

m  Switching costs. Switching costs are the costs that a buyer has to incur in
switching from one supplier to a new supplier. In some industries, switching
costs might be high. For example, the costs for a company of switching from one
audit firm to another might be quite high, and deter a company from wanting to
change its auditors. When switching costs are high, it can be difficult for new
entrants to break into a market.

®  Government regulation. Regulations within an industry, or the granting of
rights, can make it difficult for new entrants to break into a market. For example,
it might be necessary to obtain a licence to operate, or to become registered in
order to operate within an industry. Companies that already operate within an
industry might have the benefit of patent rights that prevent new competitors
from ‘copying’ the products that they make.

6.4 Threat from substitute products

Competition within a market or industry will be higher when customers can switch
fairly easily to buying alternative products (substitute products).

The threat from substitutes varies between markets and industries, but a few
examples of substitutes are listed below:

m  Domestic heating systems. Consumers might switch between gas-fired, oil-fired
and electricity-fired heating systems. This means that the ability of a
manufacturer of gas central heating systems to charge higher prices for its
products will be restricted by the threat that customers might switch to oil-fired
or electricity-powered systems. Similarly, providers of gas supply are restricted
in their ability to charge higher prices for gas by the threat of customers
switching to electricity.

m  Transport. Customers might switch between air, rail and road transport services.
This means that the competitive strength of a rail company is restricted by the
threat of competitive actions by air transport companies or bus companies, and
also by the costs of private motoring.

m Food and drink products. With many food and drink products, consumers
might switch between similar products, such as rice, pasta and potatoes. For
example, the competitive strength of a manufacturer of a branded coffee is
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6.5

6.6

therefore affected not only by other manufacturers of similar coffee products,
but also by producers of tea.

Bargaining power of suppliers

In some industries, the competitive position of a business entity might be affected
by the bargaining strength of its major supplier or suppliers. When this occurs, the
suppliers might charge high prices to their business customers that these businesses
are unable to pass on to their own customers (by charging higher prices for their
own products). As a result, profitability in the industry is low.

Example

An example of supplier power is possibly evident in the industry for personal
computers. Software companies supplying the computer manufacturers (such as
Microsoft) have considerable power over the market and seem able to obtain good
prices for their products. Computer manufacturers are unable to pass on all the high
costs to their own customers for PCs, and as a consequence, profit margins in the
market for PC manufacture are fairly low.

Porter suggested that the bargaining power of suppliers might be strong in the
following situations:

®m  when there are only a small number of suppliers to the market
m  when there are no substitutes for the products that are supplied

®m  when the supplier’s product is an important component in the end-products that
are made with it.

Bargaining power of customers

Customers can reduce the profitability of an industry when they have considerable
buying power. Powerful buyers are able to demand lower prices, or improved
product specifications, as a condition of buying. Strong buyers also make rival firms
compete to supply them with their products.

In the UK, a notable example of buyer power is the power of supermarkets as
buyers in the market for many consumer goods. They are able to force down the
prices from suppliers of products for re-sale, using the threat of refusing to buy and
switching to other suppliers. As a result, profit margins in the manufacturing
industries for many consumer goods are very low.

Porter suggested that buyers might be particularly powerful in the following
situations:

®m  when the volume of their purchases is high relative to the size of the supplier
®m  when the products of rival suppliers are largely the same (‘undifferentiated”)

®m  when the costs of switching from one supplier to another are low.
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6.7 Competitive rivalry

Competition within an industry is obviously also determined by the rivalry between
the competing business entities. Strong competition forces rival firms to offer their
products to customers at a low price (relative to the product quality) and this keeps
profitability fairly low.

Porter suggested that competitor rivalry might be strong in any of the following
circumstances:

®m  when the rival firms are of roughly the same size and economic strength
®m  when there are many competitors in the industry or market

®m  when there is only slow growth in sales demand in the market, so that firms are
competing for a fairly fixed total amount of sales and customers

®m  when the products of rival firms are largely the same (“undifferentiated”)

m when the costs of withdrawing from the industry are high, so that even
unprofitable companies are reluctant to leave the market.

6.8 Achieving competitiveness: adding value

In order to succeed in a competitive industry, firms need to be competitive and do
some things better than their rivals. They do this by ‘adding value’.

Value relates to the benefits that a customer obtains from a product or service.
Customers are willing to pay money to buy goods or services because of the benefits
that they expect to receive from them. The price they are willing to pay puts a value
on those benefits.

Business entities create added value when they make goods and provide services.
For example, if a business entity buys a quantity of leather for $1,000 and converts
this into leather belts, which it sells for $10,000, it has created value of $9,000.

In a competitive market, the most successful business entities are those that are most
successful in creating value. The only reason why a customer should be willing to
pay a higher price than the lowest price in the market is that he sees additional
value in the higher-priced product, and is willing to pay more to obtain the value.

m  This extra value might be real or perceived. For example a customer might be
willing to pay more for a product with a well-known brand name, assuming that
a similar non-branded product is lower in quality. This difference in quality
might be imagined rather than real; even so, the customer will pay the extra
amount to get the branded product.

m  The extra value might relate to the quality or design features of the product.
However, other factors in the marketing mix might persuade a customer that a
product offers more value. For example, a customer might pay more to buy one
product than a lower-priced alternative because it is available immediately
(convenience) or because the customer has been attracted to the product by
advertising.
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6.9 The concept of the value chain

A value chain is a series of activities, each of which adds value. The total value

added by the entity is the sum of the value created by each stage along the chain.

Johnson and Scholes have defined the value chain as: ‘the activities within and

around an organisation which together create a product or service.’

Within an business entity:

m there is a primary value chain, and

m there are support activities (also called secondary value chain activities).

Primary value chain

Porter identified the chain of activities in the primary value chain as follows.

Inbound I I " | Qutbound | | Marketing | | Senvi
logistics perations logistics and sales ervice
This value chain applies to manufacturing and retailing companies, but can be

adapted for companies that sell services rather than products.

Most value is usually created in the primary value chain.

®m Inbound logistics. These are the activities concerned with receiving and
handling purchased materials and components, and storing them until needed.
In a manufacturing company, inbound logistics therefore include activities such
as materials handling, transport from suppliers, inventory management and
inventory control.

®m  Operations. These are the activities concerned with converting the purchased
materials into an item that customers will buy. In a manufacturing company,
operations might include machining, assembly, packing, testing and equipment
maintenance.

m  Outbound logistics. These are activities concerned with the storage of finished
goods before sale, and the distribution and delivery of goods (or services) to the
customers. For services, outbound logistics relate to the delivery of a service at
the customer’s own premises.

m  Marketing and sales. These are the activities associated with the ‘4Ps’ of
marketing that have been described earlier.

m  Service. These are all the activities that occur after the point of sale, such as
installation, warranties, repairs and maintenance, and providing training to the
employees of customers. An important aspect of service is often the work of
customer call centres or customer service centres.

The nature of the activities in the value chain varies from one industry to another,

and there are also differences between the value chain of manufacturers, retailers

and other service industries. However, the concept of the primary value chain is
valid for all types of business entity.
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Secondary value chain activities: support activities

In addition to the primary value chain activities, there are also secondary activities
or support activities. Porter identified these as:

m  Purchasing. These are activities concerned with buying the resources for the
entity — materials, plant, equipment and other assets. Successful buying often
means lower purchase costs, or achieving a secure source of supply for key
materials or components.

m  Technology development. These are activities related to any development in the
technological systems of the entity, such as product design (research and
development) and IT systems. Technology development is an important activity
for innovation. ‘“Technology” also includes acquired knowledge: in this sense all
activities have some technology content, even if this is just acquired knowledge.

® Human resources management. These are the activities concerned with
recruiting, training, developing and rewarding people in the organisation.

m  Corporate infrastructure. This relates to the organisation structure and its
management systems, including planning and finance management, quality
management and information systems management.

Support activities are often seen as necessary ‘overheads’ to support the primary
value chain, but value can also be created by support activities. For example:

®m Purchasing can add value by identifying a cheaper source of materials or
equipment.

m  Technology development can add value to operations with the introduction of a
new IT system.

® Human resources management can add value by improving the skills of
employees through training.

m  Corporate infrastructure can help to create value by providing a better
management information system that helps management to make better
decisions.

6.10 Adding value

Business entities should look for ways of adding value, because this improves their
competitiveness (and gives them a ‘competitive advantage” over rival firms).

®  Management should look for ways of adding more value at each stage in the
primary value chain.

m  Similarly, management should consider ways in which support activities can
add more value.

There are different ways of adding value.

®  One way of adding value is to alter a product design, and include features that
might meet the needs of a particular type of customer better than products that
are currently in the market. A product might be designed with added features.

m  Value can be added by making it easier for the customer to buy a product, for
example by providing a website where customers can make purchases.
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Bookstores can add value to the books they sell by providing sales outlets at
places where customers often want to buy books, such as airport terminals.

m  Value can be added by promoting a brand name. Successful branding might give
customers a sense of buying products or services with a better quality.

®m Value can be added by delivering a service or product more quickly. For
example, a private hospital might add value by offering treatment to patients
more quickly than other hospitals in the region.

m  Value can also come from providing a reliable service, so that customers know
that they will receive the service on time, at the promised time, to a good
standard of performance.

New product design (innovation) is also concerned with creating a product that
provides an appropriate amount of value to customers.

It is also important to recognise that value is added by all the activities on the
primary value chain. Customers might be willing to pay more for a product or a
service if it is delivered to them in a more convenient way. For example, customers
might be willing to pay more for household shopping items if the items are
delivered to their home, so that they do not have to go out to a supermarket or a
store to get them.
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History and function of accounting

The origins of accounting: double-entry book-keeping

The accounting and auditing profession has a long history, although most of the
developments in the profession have occurred from the middle of the 20t Century

The origins of accounting go back to the early days of organised trading and the
need to keep financial records of business transactions. Evidence has been found of
simple accounting records in the days of the Ancient Egyptian empire. However,
the ‘father of modern accounting” was Father Luca Pacioli, who introduced double
entry book-keeping into Western Europe at the end of the fifteenth century, just
over 500 years ago.

Double entry book-keeping is a system of recording the financial value of business
transactions. These records can also be used to prepare a statement of the
profitability of the business during a given period of time (an income statement)
and a statement of the assets and liabilities of the business at any given point in time
(a balance sheet).

Limited companies, financial reporting and external auditing

The next major development in accounting followed from the emergence of limited
companies. Limited companies are a form of business organisation, but they differ
from other types of business (sole traders and partnerships) in several ways.

m  They are legal persons. A limited company is recognised in law as a person that
can own assets and owe money in its own name. A limited company is separate
in the law from its owners, the shareholders.

®m  The owners of a company are often not the individuals who manage it. There is
a separation of ownership (the shareholders) from control (the board of directors
and management). The shareholders in large companies allow the directors and
managers to run the company on their behalf.
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m  The shareholders should therefore expect the directors to account to them for
their “stewardship’ of the business, and to inform them how the company has
performed and about its financial position.

From the middle of the 19t century in the UK (with the Companies Act 1844),
limited companies were required to produce an annual report and accounts for the
shareholders. These were the origins of company financial reporting,.

The shareholders of limited companies also needed reassurance that the financial
statements that were presented to them by the directors were reliable. A legal
requirement was therefore also introduced that the financial statements of
companies should be checked by external auditors, who should provide an
independent opinion about whether the statements gave a true and fair view of the
financial affairs of the company.

1.3 The accountancy profession

The accountancy profession also originated during the nineteenth century, for
example with the recognition of the Institute of Chartered Accountants in England
and Wales. At this time, accountancy work was divided into two different parts:

m the accounting work done within companies (and other businesses) by
accounting clerks and managers

m the external accounting services provided by ‘professional” experts.

The focus of the accounting profession at that time was the provision of external
professional services, particularly external auditing services and insolvency work.
During the nineteenth century, the profession earned much of its income from
insolvency work.

The purpose of the professional accountancy bodies is to represent the interests and
present the opinions of the accountancy profession, to the public generally but also
in dealings with business and government. Accountancy bodies also developed
their role as a regulator of members of the profession.

1.4 Cost and management accounting

Financial reporting is concerned mainly with providing information about the
financial performance and financial position of a company to its shareholders.
Information about profitability is also of value to management. However, managers
need much more detailed information about profitability. They need to know what
individual products and activities cost. They also need to plan for the future: this
involves preparing financial plans or budgets.

Cost accounting arose from the need for management information about costs and
profits, and for information that helps managers to prepare financial plans. It began
to develop from around the end of the nineteenth century.

The Great War of 1914-1918 also provided some external pressure for information
about costs. Governments wanted to be certain that they were paying reasonable
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prices to manufacturers for goods for the war effort, and manufacturers were
therefore very cost-conscious at this time. Cost accounting enabled them to monitor
their production costs.

As the demand for internal information about costs grew, and some new methods of
analysing costs and providing financial information emerged, ‘cost accounting’
eventually changed its name into ‘cost and management accounting” and then just
‘management accounting’.

Computerisation of accounting processes

In the second half of the twentieth century, from the 1960s, many accounting
processes that had been done manually began to become computerised. At first,
computerisation was limited to large organisations, large computers and transaction
processing (such as ledger accounting systems and invoicing systems). With the
development of smaller personal computers and standard software packages for
accounting, computerisation extended to smaller businesses.

Computerisation has enabled businesses to process more data much more quickly.
It has also enabled systems to hold much more data, and managers to extract much
more information from data than had been possible previously.

Accounting standards

With the growth of stock markets in the second half of the twentieth century,
investors demanded financial information about companies that was both reliable
and comparable. (This demand for reliable, relevant and comparable financial
information still exists today!)

The need for better accounting information in the financial statements of companies
led to the development of statements of standard accounting practice (accounting
standards). Initially, the professional body or bodies of an individual country
developed national accounting standards.

Since then, with the emergence of global investment, national accounting standards
have been giving way to international accounting standards (International Financial
Reporting Standards). International standards have been adopted in many
countries, and their use should extend still further in time.

Finance

The developments described so far relate to financial reporting and internal
management information about costs (cost and management accounting).

As the world’s stock markets and other investment markets have grown, finance has
become a major aspect of business management. Briefly, finance is concerned with
raising finance for business and other organisations (at the lowest possible cost), and
investing the finance to obtain a suitable return on investment.
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Raising and using finance are often regarded as a specialist stream of accountancy.
Within companies, the role of the finance director covers both accounting activities
within the company and also finance.

The department in a large company with responsibility for finance (and the
management of a company’s finances and financial risks) is often called the treasury
department.

1.8 Other developments in accounting and finance

Some other developments in accounting and finance are worth noting.

m  There have been (and continue to be) problems with poor financial controls and
fraud within businesses. Many companies have established an internal audit
department whose main function is to test accounting systems and procedures,
to ensure that controls are effective and are properly applied.

m  Firms of external auditors provide consultancy and advice services, in addition
to audit services. For example, audit firms often give advice to companies on tax
and on proposed takeovers or mergers with other companies.

- Tax evasion is a criminal activity. It involves breaking the law by not
declaring income or profits for tax, and so not paying taxes that ought by law
to be paid.

- Tax avoidance is not a criminal activity. It involves designing ‘tax-efficient
schemes” whereby companies, particularly multinational groups of
companies, are able legitimately to avoid the payment of tax. All the major
firms of accountants offer tax avoidance services (‘tax advice’) to client
companies and wealthy individuals.

m  Originally the accountancy profession itself had the responsibility for accounting
standards. Although the accountancy profession is closely involved in
developing new accounting standards and revising existing standards,
responsibility has passed to government or public bodies. In the UK for
example, responsibility for accounting standards has been given to the Financial
Reporting Council (FRC), which has oversight of the Accounting Standards
Board.

® At an international level, responsibility for international accounting standards
rests with the IASC Foundation and International Accounting Standards Board
(IASB). The purpose of the IASB is to ensure consistency in financial reporting
by companies worldwide, by issuing international accounting standards. The
IASB has support from governments around the world: for example, stock
market companies in the European Union are required by law to comply with
international accounting standards.

1.9 The role and functions of the accounting department

The role of the accounting department in a large organisation might be summarised
as follows:

m  Financial accounting

- Recording financial transactions, such as sales or purchases. Systems for
recording and processing financial transactions, and performing other
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standard financial administrative processes, are commonly called
transaction processing systems.

Providing financial information to external users (particularly the annual
report and accounts for a company)

Performing administrative activities such as credit checking, collecting
payment from customers, administering the payroll

Check the reliability of the financial information and the robustness of
financial controls (internal audit)

Management accounting

Providing information to all levels of management, at strategic, tactical and
operational levels. This information is largely, but not exclusively, financial
in nature.

Assisting with the preparation of financial plans, such as business plans and
budgets

Providing control information to management, such as budgetary control
reports

Management accounting systems are management information systems
because they provide information to management for planning or control
(such as budgetary control reports).

Finance (treasury department or cashier’s department)

Managing the finances of the organisation efficiently, including its cash

Assisting with raising fresh capital in the capital markets or by borrowing
from banks
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The role of an accounting department within an organisation is set out in a
simplified form in the following table.

Accounting department

Financial accounting Management Treasury Other functions
accounting

Book-keeping and Management Managing Specialist
transaction information systems finances functions, such
processing as:
Ledger accounts Budgeting Managing cash Internal audit
Sales invoicing Budgetary control (cashier) Tax advice
Recording purchases reporting Raising capital for
Payroll processing Inventory valuation investment

Performance Managing

reporting financial risks,

Financial reporting

Credit section

Credit checking
Collecting payments

Financial forecasting
Investment appraisal
(possibly)

such as foreign
currency risks
Investment
appraisal
(possibly)
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Laws and regulations governing accounting

Company law: accounting records

Company law: duty to prepare financial statements

Company law: duty to file the annual report and accounts
Company law: the requirement for audited accounts

Laws, regulations and the format and content of company accounts

The purpose of accounting standards

Stock market regulations

Laws and regulations governing accounting

Company law: accounting records

The duty of companies to keep accounting records of their business transactions
should be an element of national company law. Although the details of national law
vary between countries, the essential requirements should be broadly the same in
every country.

In the UK for example, company law states that companies must keep ‘adequate’
accounting records. ‘Adequate’ means that the accounting records should be
sufficient to:

®m  show and explain the company’s transactions
m  disclose (with reasonable accuracy) at any time the financial position of the
company, and

m  enable the directors to prepare financial statements for the company, as required
by the law.

In particular, accounting records should contain:

m  day-to-day records of all money received and spent and transactions in respect
of which receipt and expenditure will take place

®  arecords of all the assets and liabilities of the company

m  where the company holds inventory, a record of the inventory held as at the end
of the financial year and a record of all goods bought and sold (except in the
retail trade) in sufficient detail for the identity of suppliers and customers to be
identified.

(Records of credit transactions with individual customers are recorded in a sales
ledger or receivables ledger. Records of transactions with individual suppliers are
recorded in a purchase ledger or payables ledger.)

It is a criminal offence to fail to keep accounting records. In the UK, any officer of
the company (director or company secretary) found guilty of this offence could be
liable to imprisonment or a fine.
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This legal requirement applies to companies only. However, tax law requires the
owners of sole trader businesses and business partners to maintain sufficient
accounting records so that their tax liability on the profits of their business can be
calculated.

2.2 Company law: duty to prepare financial statements

Companies are also required by law to prepare financial statements, usually for
each financial year of the company. The financial statements must be approved by
the directors of the company, who must be satisfied that they give a true and fair
view of assets, liabilities, financial position and profit or loss of the company for the
year.

m With some exceptions, every company must prepare its own financial
statements. These are called individual company accounts.

m Companies that own one or more subsidiary companies are called ‘parent
companies’ of a group of companies. Parent companies are required to prepare
consolidated accounts for the group as a whole, also called group accounts as if
the group of companies were a single operating company.

Financial statements consist of:

m A statement of financial position (sometimes called a balance sheet), showing
the assets, liabilities and owners’ capital (‘equity capital” or ‘share capital and
reserves’) of the company

® an income statement, showing the profit or loss for the financial period
(financial year)

m a statement of cash flows, showing the cash received and paid out by the
company during the year

m a statement of changes in equity, showing how the component elements of the
owners’ capital has changed during the year

m some additional information, in notes to the financial statements. For example,
UK company law requires companies to provide information about employee
numbers and costs.

In the UK, there is also a legal requirement for companies to prepare a directors’
report in addition to the financial statements and a report by the external auditors.

A company’s directors are required to provide a copy of the annual report and
accounts to each shareholder (and any other person entitled to receive a copy).

In most countries, public companies must present the annual report and accounts
to the shareholders in an annual general meeting of the company.
2.3 Company law: duty to file the annual report and accounts

Although the regulations vary for different types of company, there is a general
requirement for companies to submit a copy of their annual report and accounts
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with a government body. In the UK, companies are required to ‘file” their annual
report and accounts with the Registrar of Companies.

Members of the public may (on payment of a suitable fee) obtain access to these
filed accounts, for the purpose of inspecting them.

Company law: the requirement for audited accounts

With some exceptions, a company’s annual accounts must be audited by
independent (‘external’) auditors, and the accounts must contain a statement by the
auditors (the auditors” report) about whether in their view the accounts give a true
and fair view.

External auditing is explained in more detail in a later chapter.

Laws, regulations and the format and content of company accounts

National laws vary in the amount of detail that they specify concerning the format
and content of company accounts (the financial statements and notes to the
statements).

The law might specify how a statement of financial position or income statement
should be presented, and the minimum items that it should contain. However,
guidance on the format of the statement of financial position and income statement
is also provided on one of the international accounting standards.

Financial statements are prepared in accordance with some long-established
principles of accounting, such as the going concern concept and accruals concept.
These principles of accounting are not contained in company, but all businesses are
expected to comply with them when preparing financial statements.

Some regulatory bodies responsible for preparing accounting standards have
produced a statement of principles and guidelines. The most important of these is
the Framework for the Preparation and Presentation of Financial Statements,
which has been produced and published by the International Accounting Standards
Board.

Accounting standards also specify much of the content of financial statements, but
they do not provide a comprehensive set of rules.

The purpose of accounting standards

As stated earlier, national accounting standards are issued in some countries by a
national standard-setting body. International accounting standards (now called
International Financial Reporting Standards or IFRSs) are issued by the
International Accounting Standards Board (IASB).

The stated objectives of the IASB include the aim of developing a single set of global
accounting standards that:

m are of a high quality, understandable and enforceable, and
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m  will require high quality, transparent and comparable information in financial
statements.

In other words, the IASB aims to achieve consistency and comparability in financial
reporting, throughout the world, through the adoption of its IFRSs by every
country.

IFRSs can be made enforceable by national law. As mentioned earlier, the
requirement for stock market companies to use IFRSs to produce financial
statements is already included in company law throughout the European Union.

IFRSs deal with a range of different matters:

m Some IFRSs require the inclusion of an additional financial statement in the
report and accounts. For example, one IFRS requires business entities to include
a cash flow statement in their annual accounts.

m Some IFRSs deal with the accounting treatment of specific issues, such as
accounting for leases, asset impairment and reporting earnings per share.

®m  Many IFRSs specify additional information that should be provided in notes to
the financial statements.

Enforcement of IFRSs

The International Accounting Standards Board does not have any powers to enforce
its accounting standards.

Enforcement comes through the adoption by national governments of IFRSs for
company reporting, and the enforcement of national regulations by the national
authorities.

Stock market regulations

Companies whose shares are traded on a stock market must comply with certain
regulations. These regulations might be issued by the governing body responsible
for supervision of the financial markets in that particular country. In the UK for
example, stock market regulations are issued by the Financial Services Authority
which is the government body responsible for supervision of the financial markets
in the UK.

Most stock market regulations do not concern accounting and financial reporting.
However, some regulations might include a requirement for stock market
companies to include specific items of information in their published financial
accounts. Regulations might also specify the maximum period of time within which
a company must prepare its annual report and accounts after the end of its financial
year.
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The main financial systems in business

Business systems and financial systems
Accounting for purchases

Sales invoicing system

Payroll system

Credit control system

Cash and working capital management

Controls for business and IT systems

The main financial systems in business

Business systems and financial systems

Every business organisation has operational systems for achieving its purposes and
applying its policies. The main operational systems make up the value chain, and
include purchasing, manufacturing or service provision, and marketing and sales.

These business activities are supported by administrative systems, such as human
relations management systems (‘personnel management’) and accounting systems.
This section provides a brief description of the main financial /accounting systems.

Accounting for purchases

In large business organisations, there is a specialist buying department with
responsibility for purchasing supplies (raw materials, components, office supplies
and other items) from external suppliers.

A typical purchase transaction (in a large organisation) goes through the following
stages.

A request (properly authorised) is sent to the
buying department, asking it to purchase a
quantity of a particular item. The requisition might
come from the manager of the stores department.

Purchase requisition

The buyer places an order with a supplier,
Purchase order probably after checking prices and delivery terms
with a number of different suppliers.

The supplier delivers the goods. The person
making the delivery provides a delivery note, as
evidence that the goods have been delivered. This
is signed by the person receiving the goods.

Delivery note
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The delivery note is used to prepare an internal
document, called a goods received note (GRN).
Goods received note This includes details of the goods received,
including the inventory code for the item. A copy
of the GRN is sent to the accounts department.

An invoice is received from the supplier. Suppliers
normally give customers a specified length of time
for making the payment (the ‘credit period’). The
supplier’s invoice, called the purchase invoice,
specifies the goods supplied, their cost and the date
by which payment is required.

Purchase invoice

The first accounting entry is made for the purchase
transaction. The accountant or book-keeper
matches the purchase invoice with the GRN and a
copy of the purchase order, to make sure that the
details agree. If they do agree, a record is made in
the accounting system for the invoice received (the
amount payable).

Accounting record for
the purchase invoice

Accounting record for
the payment

The invoice is eventually paid (by the accounts
department). A record of the payment must be
entered in the accounting system.

The accounting system also records goods returned to suppliers, for example
because they are faulty. The supplier gives a reduction in price for returned goods,
and acknowledges this in a document called a credit note. Details of credit notes are
also entered in the accounting system.

At any time the accounting system for purchases can provide information about:
m the total cost of purchases in a given period of time, such as for the year to date

m the amount currently owed to suppliers, both individually and in total.

Inventory records

The purchasing system for accounting might also be linked to a system for
recording inventory (an inventory control system). The inventory control system
records quantities of inventory received and used, and the cost of the inventory. It
also provides a record of the quantity and value of inventory currently held.

The purchases system might be linked to the inventory control system, because
details of goods received can be transferred from the purchases system into the
inventory control system.

3.3 Sales invoicing system

A sales invoicing system is a system for producing invoices and recording sales,
where goods or services are sold to a customer on credit. When goods or services
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are sold on credit, the customer is allowed a period of time before they have to be
paid for. A sales invoice is sent to the customer, giving details of the items sold, the
amount payable and the date by which payment is due.

A sales invoicing system is used to:
m  produce sales invoices for sending to customers
® recording the amount owed

m recording payments received from (credit) customers.

A typical credit sale transaction for the sale of goods goes through the following
stages.

A sales order is received from the customer. The
Sales order order goes through a credit check. (Credit control

is explained later.) The sales order is processed.

The goods are delivered to the customer, who signs
Delivery note the delivery note. A copy of the delivery note is

sent to the accounts department.

A sales invoice is produced from the sales order
Sales invoice and delivery note, and the invoice is sent to the

customer.
The first accounting entry is made for the credit
Accounting record for sales transaction. The accountant or book-keeper
the sales invoice records the details of the sales invoice in the
accounting system.

When the customer eventually pays, the payment

Accounting record for is sent or notified to the accounts department, and
payment received a record of the payment is made in the accounting
system.

The accounting system also records goods returned by customers, for example
because they are faulty. The amount of the reduction in the amount payable is
recorded in a credit note, which is sent to the customer. A copy of the credit note is
used to record the sales return in the accounting system.

At any time the accounting system for sales invoices can provide information about:

m the total value of sales on credit in a given period of time, such as for the year to
date

m the amount currently receivable from credit customers, both individually and in
total.
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3.4 Payroll system

The payroll system is the system for:
®m  Recording the total amount payable in wages and salaries to employees

m  Calculating the amount deductible from the pay of each employee, for tax and
other items (such as pension contributions)

m Providing employees with details of their total wage or salary for the period, the
deductions and the net pay in cash

m [ssuing instructions for the payment to employees of the money they are owed.
Payment might be in the form of a cheque or even cash; however, it is now
common for wages and salaries to be paid directly into the employee’s bank
account.

m  Recording details of the wages and salary costs in the accounting system, the
amounts of deductions (for tax and other items) and the amounts paid in cash to
employees.

When some employees are paid weekly wages, the payroll system is operated each
week. There is also a monthly payroll for salaried employees.

The accounting system must record each of the following items, for each employee
individually and for the work force in total:

Gross pay (= total pay) A
Deductions for tax and other items. (B)

Net pay (= money paid to the employee) A-B

Each deduction should be itemised separately

In order to prepare the payroll, the payroll staff must have the following
information:

m  alist of every employee, and the department in which he or she works

m the annual salary of the employee or hourly rate of pay (for wage earners) and
overtime rate

m  for hourly-paid workers, the number of hours worked in the week, including
hours worked overtime

m  details of other payments, such as bonuses
m  details for making the deductions from gross pay, for tax and other items

m  details for making the payment of the net wage or salary (for example, bank
account details for each employee).

3.5 Credit control system

A credit control system operates whenever goods or services are sold on credit. The
purpose of a credit control system is to:

m  make decisions about allowing credit to customers

®  monitoring the payment record of credit customers

m reviewing the amount of credit allowed to existing credit customers
]

collecting amounts overdue from credit customers.
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Giving credit

When a new customer applies for credit terms, a decision has to be made about
whether to allow the customer credit terms, and if so how much credit should be
allowed. (If you have a credit card, you should be familiar with this process from
the decision of the credit card company about how much credit to allow you when
you were first given the card.)

For example, a company might have standard credit terms of allowing customers 30
days to pay from the date of the sales invoice. It might then agree to allow a new
customer credit on those terms up to, say, €10,000. This is the customer’s authorised
‘credit limit’.

Before deciding whether to allow credit to a new customer, the credit control
department should carry out a credit check on the customer. Typical methods of
obtaining credit information are:

m  a credit reference from one or two other suppliers to the customer
m a credit reference from the customer’s bank

m possibly, by paying for a credit status report on the customer from a specialist
credit reference agency

® in the case of a corporate customer, by asking for and analysing the company’s
financial statements.

Monitoring payment records and reviewing credit limits

When a customer is given credit, the customer’s payment record should be
monitored regularly, to check whether the customer has paid invoices on time and
has not been allowed to exceed his agreed credit limit.

When a customer has a good credit record, a decision might be taken to raise the
credit limit (or agree to raise the credit limit if the customer makes a request).

Collecting overdue payments

The credit control section might also be responsible for trying to collect overdue
payments from credit customers. These are customers who have not paid an invoice
within the period allowed by the credit terms.

This process involves preparing a list of overdue payments, and contacting the
customer to ask for payment.

If customers continue to refuse to pay, or ignore requests for payment, further
action might be considered, such as legal action to obtain payment or the sale of the
amount receivable to a debt collection agency.
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3.6 Cash and working capital management

Cash management

Businesses need cash to operate. If an entity does not have enough cash to make a
payment when the payment is due, it might be forced out of business. (The entity
might be “insolvent” because it is unable to pay the money it owes, and it might be
forced into liquidation by a creditor, through legal process. When a business goes
into liquidation, its existence is brought to an end.)

It is therefore essential to manage cash, to make sure that there is always enough
available for making essential payments. Or if the cash is not available, there should
be an arrangement with a bank to borrow extra money immediately, for example in
the form of a bank overdraft facility.

Some business entities are ‘cash rich’, which means that they have more cash than
they need. A cash surplus might be permanent, in which case management should
decide how the surplus should be used. If a cash surplus is only expected to be
temporary, a decision might be taken to invest it in a short-term investment, such as
a bank deposit account, to earn some interest.

Cash management involves the following activities:

managing the bank account or bank accounts of the business
making cash payments

banking cash receipts

arranging bank overdrafts

investing temporary cash surpluses

making continual forecasts of cash receipts and payments (‘cash budgets’) to
make sure that there should be sufficient cash (or unused bank overdraft facility)
to make essential payments when these are due

®  monitoring actual cash flows.

Working capital management

There are several definitions of working capital. One definition is that working
capital is the amount of funding that a business entity has to support its day-to-day
operational activities.

A business needs funding for its day-to-day operations for the following reasons.

® It needs to buy raw materials and components, and inventories of materials and
components represent goods that have been bought but not yet used.

m If it is a manufacturing business, it has work-in-progress. This is inventory of
items that are in the process of production, but have not yet been completed.
Work-in-progress represents materials purchased and other costs incurred, for
goods that have not yet been produced and sold.

m [f it is a manufacturing business, it also has inventory of finished goods. Finished
goods are items that have been manufactured but have not yet been sold.
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Finished goods represents materials purchased and other costs incurred, for
items that have not yet been sold.

m  Business entities that sell goods or services on credit have receivables. These are
amount owed by credit customers. Amounts receivable represent items that
have been produced and sold, but for which no money has yet been received.

A business therefore needs funding for all its inventories and receivables. It has
incurred costs in acquiring these assets, but has not yet received payment.

To some extent, inventories and receivables are financed by amounts payable to
suppliers. In other words, credit taken from suppliers helps to fund working capital.
This is why a common definition of working capital is as follows:

Inventories A
Trade receivables (money owed by customers) B
Trade payables (money owed to suppliers ©
Working capital A+B-C

Working capital ties up cash. Money has to be spent acquiring inventories and on
goods that are sold to credit customers.

The management of working capital mainly involves:

m  avoiding excessive inventories, for example by speeding up inventory turnover
(using it more quickly)

m  avoiding excessive trade receivables, for example by making sure that credit
customers pay what they owe on time

®  making sure that suitable credit terms are negotiated with suppliers.

By managing working capital efficiently, a business will avoid having to invest too
much in inventories and receivables, and this will improve cash flow. There is a
close link between cash management and working capital management for this
reason.

Controls for business and IT systems

Risks

In any business system — including purchasing, production, service provision, sales,
credit management and cash management systems — there are risks that something
will go wrong.

A risk is the possibility that something that is expected to happen does not actually
happen. In business system, the risks are often on the ‘downside’, which means that

when something unexpected happens, it is usually unwelcome and ‘bad news’.

There are many different types of risk in business operations.
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People can make mistakes. A person might forget to do something that he
should do. Omissions are mistakes. A person might also do something
incorrectly or might not complete a task. Human error is very common.

Mistakes are normally accidental or unintentional. Sometimes however, a person
might intentionally do something that he should not, perhaps with the intention
of making a personal gain. Some business systems, especially those involving
money, are at risk from fraud. Fraud is a criminal activity, but it appears to be
widespread in business.

There are risks of unexpected external events, such as damage to business assets
caused by fire, storms or flooding. Systems might suffer from a loss of power
supply, or machine breakdown.

When a computer system is used, there are risks of system failures — errors and
breakdowns.

Risks to IT systems include the following:

There might be a loss of data. Data on a computer file might be lost because of a
fault in the system that corrupts the data, so that the computer is unable to read
it. If key data is lost entirely, the system might not be able to operate properly.

Data might be corrupted by a virus. A virus can destroy programs and files if it
is able to get into a computer system undetected. Viruses are written with the
deliberate intention of destroying computer data or systems.

There might be a malfunction of the computer system. There are occasional
reports in the press about large government computer systems that do not
function properly when they are introduced operationally for the first time.

There might be a loss of connection (communication) in a computer network, or
a fault in a central computer, that brings the system to a halt.

Individuals who are not authorised to access a computer system might gain
unauthorised access. Individuals who gain access to a computer system through
the internet are called ‘hackers’. However, unauthorised access might be
obtained by employees — for example by someone who gains access through an
unattended terminal. Whenever there is unauthorised access to a computer
system, there is a risk of fraud, or a risk that data might be altered, deleted or
corrupted.

There is a risk that confidential information might be accessed by an
unauthorised person. For example, a thief might steal a laptop computer
containing files with confidential customer information.

Risks and controls

Business risks, including IT risks, should be controlled. Controlling a risk means:

preventing the adverse event from happening, or

detecting an adverse event when it happens and taking measures to put things
right.

There should be controls both to prevent an adverse event and also to detect them
when they happen. (Preventative controls are rarely 100% effective.) For example
there should be controls in an IT system to prevent hackers from gaining
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unauthorised access. However, in the event that a hacker does break into a
computer system, there should be controls to identify that this has happened, so
that measures can be taken to deal with the problem.

Controls are discussed in more detail in a later chapter, in the context of internal
audit.
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IT applications in business

Advantages of computer systems

Business uses of computer systems

Main features of a computerised accounting system
Comparison of manual and automated financial systems
Spreadsheet applications

Database systems

4 IT applications in business

4.1 Advantages of computer systems

Computers and IT systems are used extensively in business. The advantages of
using IT systems can be summarised as follows.

Speed of processing. Computer systems can process transactions much more
quickly than humans. In addition, computer systems can usually provide instant
responses to queries.

Volume of processing. Computer systems are also able to process large volumes
of transactions. Large transaction processing systems, which can handle large
volumes of transactions and process them quickly, would not be possible
without computers.

Accuracy of processing. Computers are much more accurate than humans. With
manual processing systems, the risk of errors can be very high. With computers,
the only risk of error is the possibility of an error in the program itself.

Storage capacity. Computer systems are able to store very large quantities of
data on file.

Ability to access, extract and process data. Computer systems not only store
large quantities of data. They allow computer users to access data quickly and
easily and extract and process it.

Communication. IT systems — computers and communications networks —
enable data to be transmitted to any part of the computer network. Information
can be shared by many different users.

Labour-saving. Many computer systems (especially transaction processing
systems) remove much of the need for human intervention. When this happens
they are labour-saving and so reduce labour costs substantially.

Computer systems are also capable of providing much more management
information than manual processing systems. Some types of computer system can
be used for ‘modelling’: computer models can be used to make plans or forecasts
and assist with complex decision-making.
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4.2

4.3

Business uses of computer systems

Most business processes can be computerised. Computerisation is common in
accounting, where computers are used for book-keeping (financial transaction
processing), and preparing financial reports and budgets.

Business uses of computer systems might be divided into the following broad
categories.

Office routines. Computer systems can be used to assist with office routines,
such as preparing letters and reports (Word processing) and sending messages
(e-mails).

Transaction processing. Transaction processing systems have already been
mentioned. Many business entities computerise transaction processing,
particularly accounting transactions.

Management information systems. These are computer systems that provide
management information. Information might be provided in the form of
standard reports. Alternatively, a computer system might provide information
on request, in response to a specific enquiry. Transaction processing systems
often provide management information too. For example, a system for recording
payments from customers (receivables) can also provide management
information to the credit control department about overdue payments.

Decision support systems. Computer systems can be used to help management
make plans and forecasts, or to construct ‘models” to assist with other types of
decision making.

Expert systems. Some computer systems are able to provide expert advice in
response to enquiries. For example, there are expert systems for the law, and an
expert computer system can provide legal advice or legal information in
response to specific enquiries.

Main features of a computerised accounting system

Computerised accounting systems share the same general characteristics.

Accounting data is held on computer files. There files for customers
(receivables), suppliers and purchases (payables), inventory, employees (payroll)
and so on. For each customer, supplier, employee or inventory item, the file
contains ‘standing data” and ‘transaction data’.

Data about transactions is entered into the computer system. There are various
methods of data input. In microcomputer-based systems, transactions are
commonly entered into the system by keyboard and mouse. When a system
relies on human input by keyboard and mouse, there is a fairly high risk of
errors.

The computer program can recognise different types of input transaction, such
as sales invoice data, credit note data, sales returns and cash receipts (payments
received from customers) in a receivables system.

Standing data in the files reduces the amount of data that needs to be input to
the system. For example, entering the account number of a customer into a sales
invoicing system is sufficient to enable the system to recognise the customer
name, address and other ‘standing data’ on file.
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4.4

4.5

Integrated accounts packages

Many accounting systems are purchased ‘off the shelf’ from software suppliers.
Software packages are often available in the form of integrated packages or
‘modules’. Each package can be purchased and used separately, but the different
packages can also be used together, because they are integrated. This means that
data from one package can be transferred to another automatically.

Examples of separate packages or modules in an integrated system are:
Sales ledger system (receivable system and sales invoicing system)
Purchases (payables) system

Nominal ledger system

Payroll system

Inventory control system (with continuous stock records)

Cost accounting system

An entity can introduce computerised systems gradually by purchasing one or two
modules first, and then acquiring other modules later.

Comparison of manual and automated financial systems

In your examination, you might be expected to answer a question about comparing
computerised and manual accounting systems.

Wherever the use of computers in business is well-established, manual accounting
systems should be very rare. Even small businesses can use a small personal
computer (PC) and an off-the-shelf accounting software package to computerise
their accounting system.

Setting up a computerised accounting system for the first time involves some capital
expense. There is the cost of the computer itself and associated hardware (such as a
printer), and there is the cost of the software package.

The benefits of computerisation, however, are substantial. As indicated earlier,
computerised systems (in comparison with manual systems) are better because:

m  errors do occur (especially when input is by keyboard and mouse) but are less
likely to happen than in manual accounting systems

m the processing of transactions takes less time, and so operating costs are lower.

Spreadsheet applications

A spreadsheet is a computer software package that allows users to build
mathematical ‘models” in spreadsheets. A spreadsheet is a large table with rows and
columns. The rows and columns make a large table of boxes or “cells’, and each cell
has a unique identity reference number.
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4.6

A cell can be used to enter any of the following:
B text

®m  symbols ($, %, € and so on)

®  numbers
]

formulae

Where a cell contains a formula, the spreadsheet model produces a number from the
formula. For example, a formula in cell D6 might state that the value of the cell is
the number in cell B6 multiplied by the number in cell C6. The formula in cell D6
might be ‘=B6*C6’. If B6 contains the number 5 and C6 contains the number 10, cell
D6 will show the number 50. If the number in cell B6 is altered from 5 to 7, the value
in D6 will change to 70.

The main features of spreadsheets that you need to understand for your
examination are as follows.

m  Spreadsheet software is used to construct spreadsheet models.

m A spreadsheet model is used to produce a table of figures, with rows and
columns suitably labelled.

®m  Accounting information is often provided as figures in a table. Spreadsheets are
therefore particularly well-suited to accounting applications. Spreadsheets can
be used, for example, to prepare numerical forecasts and financial plans. They
can also be used to analyse data and make a financial evaluation of data.
Examples of the use of spreadsheets in accounting include spreadsheets for sales
forecasting, cash flow forecasting, preparing budgets (financial plans) and
control reporting (comparing actual performance with planned performance).
Spreadsheets can also be used for cost analysis and the financial evaluation of
proposed capital expenditure projects.

When a spreadsheet model has been constructed, it can be used to test different
possible “scenarios’ by asking ‘what if..?” questions. For example, with a spreadsheet
model for a cash flow forecast, it is possible to analyse the effect on cash flows of
any possible variation in possible future events, such as:

m  What if customers take 14 days longer on average to pay?
m  What if the rate of interest on the bank overdraft goes up by 1%?

®m  What if we have to pay for a new machine two months earlier than originally
expected?

Database systems

There are many different definitions of a database. Most definitions assume that a
database is computerised, but the term can also be applied to paper-based files.
Several definitions are listed here.

m A database is ‘a collection of information that has been systematically organised
for easy access and analysis’ or ‘a collection of data that is organised so that its
contents can easily be accessed, managed and updated’.
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A database is ‘a collection of data organised so that various programs... can
access the information.’

A database is “a collection of... data stored in one or more computerised files in a
manner that can be accessed by users or computer programs via a database
management system” or ‘a collection of electronic records having a standardised
format using specific software for computer access.’

There are several points to note about these definitions.

A database improves access to data, and provides a common set of data files for
all users of the system.

The data in a database can be accessed for use by many different users and
programs. A database can be used by application programs, as well as for
extracting information.

The data in a database has to be organised and in a standard format.

A computerised database is accessed and controlled by special software, a
database management system.

A database may be held on the same computer file, but a database may also be
distributed between several computers in a network.

Database management systems (DBMS)

A database management system (DBMS) is the software that manages a database,
dealing with all aspects of access to data, file maintenance and data security. The
facilities provided by a DBMS include:

the ability to add new records, and amend or delete existing data on the
database

the ability to retrieve data for processing or information to help with decision-
making

the ability to update the database without requiring modifications to any of the
applications programs that use data on the database

the ability to present data on the database in different combinations and in
different forms

the ability to control access to parts of the database, though the use of
passwords.

A database management system provides for the:

integrity
independence and

integration of data.

Integrity of data

The “integrity” of data refers to the way in which the data is kept, and:

the security of the data against unauthorised access

making sure that there is an effective system for restricting access to some parts
of the database to authorised individuals
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making sure that the data is accurate and up-to-date (for example by means of
extensive data validation checks in the software on insertions and amendments
to data)

restricting the authority to insert, amend or delete data to approved individuals.

A database administrator is the individual responsible for making sure that data is
accurate, and for monitoring access rights to the system and the database.

Independence of data

A key feature of database systems is that the data on the database is independent of
the applications programs that use the data.

A change to the data in the database does not mean that there must be
amendments to the application programs that use the data.

Similarly if a change is made to an applications program that uses a database,
there is no requirement to amend the database.

Integration of data

A key objective of database systems is data integration. The aim of data integration
is that data should be stored and maintained in a single file location within the
organisation.

If six different IT applications need the same or similar data, they should all use
the same data record. Each IT application system should not have its own,
separate data file.

When data is held in a single location, for use by all IT applications, there is no
risk that the data used by each application may be different (due to
discrepancies between the data files of the different systems).

Integration also avoids the duplication of data on different system files. (It
avoids ‘data redundancy’). Data has to be entered into the system once, and
once only. In contrast, if six systems each have their own data files, holding the
same or similar data items, new data would have to be entered six times, once
into each of the separate systems.

Data in a database is referred to as ‘shared data’ or ‘corporate data’.
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Advantages and disadvantages of database systems

The advantages and disadvantages of database systems are set out in the following

table.
Advantages of database systems Disadvantages of database systems
Independence of data: the data is available for Integrity of data. It is extremely important that
all users in the organisation, and is available for ~ the data in a database should be reliable, and so
different uses. Data is not just for individual sufficiently accurate. Ensuring the integrity of the
departments or applications. data may be a difficult task.

Integration of data: data only needs to be input The initial development costs for a database
once. There is no duplication of data in different ~ may be high. However, standard software is
systems. Because it is only input once, there is available for creating simple databases.
consistency of data and information throughout

the organisation.

A database is available for new uses and
applications. The database is therefore a
valuable resource for the organisation.

A database can be very flexible, allowing data to
be accessed and extracted in many different
ways and forms.

@ Example

An example of a database might be a set of files containing inventory records. The
same inventory database might be used by different departments in the
organisation:

® by the sales department, to check the availability of finished goods items for a
customer

® by the accounts department, to record transactions involving inventory in the
accounting system

m by the stores or purchasing department, to record inventory items on order,
inventory items delivered from the supplier and transfers of inventory from
store to user departments

® by the purchasing department, to record details of suppliers of each particular
raw material item or component item

® by senior management, to obtain data on inventory turnover for the purpose of
working capital management.
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5.1

Relationship between accounting and other business functions

Accounting and purchasing (procurement)
Financial considerations in production

Financial issues in marketing

Costs and benefits of effective service provision

Relationship between accounting and other business
functions

Accounting has been described so far largely as a system for recording financial
transactions, preparing financial statements and measuring costs of products,
services and activities.

Accountants in business should also be providers of extensive management
information. As providers of information, they should be involved with the
managers of functional departments and business processes.

This section looks at the relationships that might exist between the accounting
function and the managers of other business processes.

Accounting and purchasing (procurement)

The purchasing department is responsible for buying goods and services from
external suppliers. The buyers are responsible for deciding which suppliers to use,
and agreeing a price and other conditions of purchase.

Accountants are involved in preparing the annual financial plan or budget for the
business. An element of the budget should be a materials purchases budget, which
is the budget for the quantities of materials that will be purchased in the next
financial year and their cost. In order to prepare the budget, the accountant should
therefore discuss prices with the purchasing department.

The performance of the purchasing department should be assessed largely on the
basis of how good they have been at buying. One aspect of buyers” performance is
whether they obtained good prices from suppliers. The accounting department is
often responsible for producing management information about prices, by
comparing:

m  actual prices paid, with

m  expected or budgeted prices.

The difference between actual and expected purchase prices might be called a price
variance.
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Cost estimating

In some businesses, cost estimations or price quotations are prepared regularly for
customers. For example, in contracting industries, contracting companies are often
asked to tender for major contracts, by submitting bids. Tendering for contracts, and
quoting prices to a customer, might involve both management accountants and the
purchasing department, together with production management.

Monitoring purchase quantities

The accountant might also be asked to provide information to senior management
about inventory control, for the purpose of working capital management. A
business should try to avoid excessive inventories, because these have to be funded
and tie up cash. Large inventory levels and slow inventory turnover are also
associated with other costs such as losses through damage, deterioration and theft.

One of the reasons for excessive inventory levels might be excessive order
quantities. Management accountants might be expected to consider suitable
purchase order quantities to minimise costs, and discuss these with the buying
department.

@ Example

An example of excessive buying is often found with print orders. When a quantity of
books or brochures is ordered, the cost per unit is much lower for large order
quantities. For example, it might cost $2,000 to print 500 books but only $10,000 to
print 5,000 of the same books.

The cost per book is therefore $4 for an order of 500 and only $2 for an order of
5,000. A buyer might be tempted to buy 5,000 units in order to keep unit costs low.
However, if only 500 books are used, the remaining 4,500 will be thrown away and
the ‘saving’ in unit costs becomes excess spending of $8,000.

Monitoring buying procedures

Internal audit is a completely different aspect of the relationship between
accountants and the purchasing function. Controls are applied to the buying
process, to make sure that unauthorised buying does not take place (or that
payments are made for goods that have not been purchased at all).

Internal auditors might check that controls over purchasing have been properly
applied - for example that all purchases are properly authorised and recorded.
(Internal audit is described more fully in a later chapter.)

5.2 Financial considerations in production

In manufacturing businesses, accountants record the costs of production and
calculate the cost of closing inventory at the end of each financial year.
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5.3

Accountants also provide management information about production costs for the

following purposes.

®m  Accountants are involved in preparing the annual budget. This should include
the expected costs of production during the financial year.

®m  They might also be involved in calculating expected units cost of production for
each product item, where standard items of product are manufactured. Expected
unit costs might be prepared as standard costs per unit.

m They also produce control reports throughout the financial year, providing
information about actual production costs incurred. Actual production costs
might be compared with the expected or standard costs, and the differences
reported as cost variances.

In addition to preparing financial plans and control reports, accountants might be
involved with production management in assessing the costs of various aspects of
production, and considering ways in which costs might be reduced. Here are a few
illustrative examples.

®m  Production management should look for ways of using resources efficiently and
productively. This means making efficient use of resources such as materials and
labour. Materials should be used efficiently, to avoid unnecessary wastage.
Management should also try to improve labour productivity, for example by
reducing time lost due to bottlenecks in production and late deliveries of
materials. Production management should also consider ways of making the
best use of available capacity, such as machine time. The accountant can help
production management by estimating the costs of inefficiencies or the financial
benefits of improvements in efficiency or capacity utilisation.

®  When production managers are considering whether or not to purchase a new
item of machinery or equipment, accountants can help by providing a financial
assessment of the costs and benefits of the capital investment.

® A manufacturing business might be faced with a decision about whether to
continue to make a product ‘in-house’ in its own production department, or
whether to ‘outsource” production and buy the items from an external supplier
instead of making them. Management accountants can assist by providing
information about the expected costs and financial benefits of any such ‘make or
buy”’ decision.

m  Similarly, management might be considering a decision about whether to shut
down a production facility because it seems unprofitable. Management
accountants can assist with the decision by providing reliable financial data
about the costs and financial benefits of closure.

Financial issues in marketing

Accountants should provide information to assist marketing management.

The marketing managers (and senior management) make pricing decisions, and
decide how much should be charged for goods or services. Accountants can assist
with pricing decisions by providing information about costs and ‘gross profit
margins’ (Gross profit is the difference between the sales price of an item and its
cost of sale.)
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Total profit depends partly on the profit margin per unit sold and partly on the
volume of sales. Suppose that the cost of selling an item is $5.

m  [f it is sold for $7 and sales volume is 10,500 units, total profit will be $21,000.

m If it is sold for $7.50 and sales volume is 8,000 units at that price, total profit will
be $20,000. In this example, the lower price of $7 would seem preferable.

The point to note, however, is that accountants can help marketing management
with pricing decisions, by estimating total profit at different price levels.

Accountants should also be involved in the preparation of marketing budgets, and
providing control report information that compares actual marketing spending with
the budget.

In addition to assisting with the preparation of marketing budgets and preparing
budgetary control reports for marketing activities, accountants might also be
involved with marketing management in assessing the financial costs or benefits of
certain courses of action, such as whether to open up a new channel of distribution;
for example whether to start selling goods on the company website.

54 Costs and benefits of effective service provision

Business entities that sell goods (rather than provide services) also provide a service
to their customers. The service associated with a product is a part of the ‘value
consideration” that the customer buys.

Some entities provide a better service than others. The effectiveness of service can be
measured in several ways:

m  Promptness. Good service is often associated with providing a prompt service.
An example is the speed with which a maintenance or repair engineer comes to
fix a reported fault (such as a car broken down on the motorway, or a leak in the
plumbing).

m  After-sales service. Some manufacturers provide a good after-sales service, in
the form of warranties and guarantees, training in the use of the item for the
buyer’s employees, and maintenance and repair services.

m  Friendliness. Customers are often impressed by a friendly personal service.

m  Skills of the service provider. A service can only be effective if it is provided
properly and without mistakes.

A problem for businesses that provide a service to customers is to decide on the
appropriate standard or quality of service. Providing a better service often costs
more money. However, a better service should improve customer satisfaction,
which in turn might lead to more sales (such as repeat orders).

Accountants might be asked to assess the costs and benefits of service provision.
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Better service provision

Costs Benefits
More resources (such as more employees to Some revenue benefits (for example
provide the service) a maintenance contract with the

customer, or a system support
service for a customer’s IT system
Cost of providing warranties or guarantees  More customer satisfaction from
better service quality, greater
promptness and speed, or greater

reliability
Costs of training own staff to provide a The financial benefits of customer
good standard of service satisfaction should come from
higher sales

Costs of training customer’s staff

Concluding remarks

This section has tried to show that there are financial aspects to every business
system or business process, and accountants are often involved in providing
management information for the management of the system or process.

Accounting is more than just a matter of recording costs and calculating annual
profits!
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Specific functions of accounting

m  The broad functions of accounting and finance
®  Financial accounting and reporting
®  Management accounting and performance management
m  Finance and treasury function
1 Specific functions of accounting
1.1 The broad functions of accounting and finance

The main objective of a business entity is financial in nature. As specialists in
accounting and finance, accountants are involved in helping to set financial targets,
and in developing financial policies and accounting procedures that should
contribute towards the achievement of targets.

m At a strategic level, the accountant should provide advice to management about
setting profit targets and other financial targets.

m For many business entities, the annual budget is an important system for
planning and control. The accountant is involved in preparing the annual
budget and in providing advice on financial targets within the framework of the
budget.

®  Many business entities have reward schemes for managers (and possibly other
employees). For example, individual managers might be awarded an annual
bonus for the achievement of specific targets. The accountant is often involved in
providing information and advice to senior management about suitable
performance targets and the potential cost of bonus schemes.

®m  Accountants have direct responsibility for the finance function, and contribute to
funding policy decisions and activities connected with raising new funds, the
payment of debt obligations (interest to lenders) and cash management.

The accountant also contributes towards control within an organisation.

®m  Accountants should establish financial controls within an organisation, and they
may also be required to check whether these controls are effective.

m The accountancy function is usually responsible for performance reporting
systems, providing reports on actual performance and comparing this with
targets. Performance reporting systems are used for control purposes, as well as
for bonus incentive schemes.

The contribution of the accounting function to an organisation can be summarised
as:

®m  Record-keeping and preparing financial statements
m  Providing management information and giving advice to management

m  Direct responsibility for finance (funding and cash flow)
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m  Checking controls, particularly financial controls, and compliance with those
controls.

1.2 Financial accounting and reporting

The financial accounting function is concerned with record-keeping and financial

reporting.

m  All transactions of a financial nature are recorded in the book-keeping system.
Accountants (or book-keepers) keep the records, which are prepared from
source documents such as invoices, credit notes, receipts and payroll records.

®  When transactions are recorded in the accounting system, they are coded and
categorised so that the nature of the transaction can be analysed and entered into
the appropriate accounts in the system.

m Some transactions must be processed after they have been entered in the
accounting system. For example, invoices from suppliers are entered into the
accounting system, and must subsequently be paid. Similarly after invoices are
sent to customers and recorded in the accounting system, subsequent processing
is needed to record the receipt of the payment.

®m  The information in the accounting system also provides the starting point for the
preparation of the financial statements (balance sheet and income statement).

1.3 Management accounting and performance management

A cost and management accounting function should exist in all large entities, but
might not exist in smaller organisations. Its main purpose is to provide management
information.

Cost accounting

Cost accounting is a system for providing management with detailed information
about costs. The financial accounts record transactions about sales and expenses,
from which a profit or loss can be calculated. However, the financial accounts do
not provide detailed information about sales, costs and profits for individual
products or activities.

For example, for a company that manufactures cars, the cost accounting system
should provide information, for each model of car produced, about:

®m  what raw materials and components were used in the production of a car, and
how much these materials cost

®  how much labour time went into the production of a car, and what the labour
time cost

m  other costs incurred in the production of the car.

Costing systems are also used to establish costs of individual jobs or contracts, or
costs of manufacturing processes, or costs of business activities such as order
processing and order delivery.
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Detailed information about costs can help management to plan and control
expenditures, and to measure the profitability of individual products, services or
activities.

Providing management information for decision-making

Management accountants also provide information to management that should help
management to make well-informed decisions. The information is mainly financial
in nature, although some management accounting systems provide information of a
non-financial as well as a financial nature.

Examples of management accounting information include the following:

m  estimates of profitability at different selling prices, which helps management to
make pricing decisions

m information about the costs and benefits of closing down an operation, which
helps management to decide whether the operation should be closed down

® information that helps management to make the most profitable use of scarce
resources, where business activity is restricted by a limited resource (such as
skilled labour)

m information about the expected costs and benefits of a proposed new capital
investment.

Budgeting and budgetary control

The management accounting function assists with the preparation of the annual
budget, which is a detailed financial plan for a specified period, usually a financial
year. Budgeting (budget preparation) involves a large number of managers, but
management accountants are often responsible for integrating the budgets of the
many different functional and departmental managers into a comprehensive
‘master budget’ for the entire business.

For example, the budget for a manufacturing company co-ordinates the following
functional and departmental budgets:

®  a material purchases budget for production

®  alabour budget for production activities and each production department
®m  abudget for other production expenses
]

departmental or functional budgets for each department in administration, sales
and marketing

m  asales budget.

Budgets are based on detailed estimates of costs and sales revenues. Within the
budgeting process, management accountants are involved in establishing budgeted
costs for particular products and activities, or standard costs.

Many business organisations have a system of budgetary control. Budgetary control
is based on regular reporting (typically every month) of actual sales, costs and
profits, and comparing these actual results with the budget for the same period.
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Differences between actual performance and budget are reported as variances to the
managers responsible. These managers are then expected to:

m  explain why the variance happened

m  explain the measures that he is taking to deal with the cause of the variance (if it
is adverse or unfavourable).

Other performance reporting systems

A budgetary control system is a form of performance reporting system, because it
compares actual and budgeted performance. Other performance reporting systems
might be used, without the need for a budget, in which actual performance by
individuals, groups or departments is compared with a target or plan.

The management accountant is usually involved with gathering and reporting
information about actual performance within these systems.

14 Finance and treasury function

The finance function is sometimes called the treasury function or treasury
department. It has direct responsibility for funding and cash management.

Funding

Funding refers to long-term financing for a business entity. A business entity must
have capital (long-term financing), because capital provides essential financial
stability. Long-term finance for a company comes from two main sources:

®  equity capital, also called shareholders’ capital, and

®m  long-term debt capital.

Equity capital is obtained by issuing new shares. The shares are purchased by
investors, who become shareholders of the company. The money they pay for the
new shares provides capital for the company.

Equity is also obtained by making profits. Some of the profits earned by a company
are paid to shareholders as dividends on their shares, but some profits are retained
within the business (and reinvested). These retained profits add to shareholders’
capital.

The treasury function is not responsible for deciding how much profit to retain.
However, when new capital is raised by issuing new shares, the treasury function is
likely to be involved in the preparations for the share issue.

Long-term debt capital can be either:
m bank loans, or

m  borrowing in the form of bonds, debentures or loan stock.
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A company might issue bonds or debentures to investors as a form of long-term
loan. It pays interest on the bonds, and eventually redeems the bonds and repays
the capital borrowed.

When companies borrow through bank loans or by issuing bonds, the
finance/treasury function is involved in the process. The finance director or
treasurer will try to obtain funds at a low cost, for example by borrowing from a
bank on the best terms that can be negotiated. Having borrowed money, the
treasury function is also responsible for ensuring that interest payments are made
on time, and that the loan capital is eventually repaid as scheduled.

Large and growing companies often need to obtain new finance regularly. The
finance/treasury function provides advice to senior management on the most
appropriate method of obtaining new funds — as equity or debt capital.

Cash management

The treasury department is responsible for the management of cash. In a large
business organisation, the cashier’s section is a part of treasury, and the cashier
controls the business bank accounts. It controls payments into and out of the bank.

It is also responsible for monitoring cash flows and ensuring that there is always
sufficient cash (or unused bank overdraft) available to make payments when these
fall due.

The cashier’s department should prepare regular cash budgets that forecast cash
receipts and cash payments in the near future. In some companies, cash budgets are
prepared on a weekly or even a daily basis. The purpose of a cash budget is to check
that there will be enough cash to make essential payments. If there will not be
enough cash, measures can be taken to find the amount required (for example by
selling investments or negotiating a larger bank overdraft).

Some companies have temporary cash surpluses. A treasury function is responsible
for investing the surplus securely in short-term investments, so that the cash earns
some return until it is eventually needed.

Working capital management

Working capital management involves monitoring the total investment in working
capital. This should be a treasury concern, because working capital must be
financed.

Some of the responsibility for working capital management rests with operational
managers. Inventory control for example is the responsibility of operational
managers (and possibly also the purchasing department). The finance/treasury
department might also have some direct responsibility for working capital
management.

m  The purchasing department is responsible for negotiating payment terms with
suppliers, but actual payments to suppliers are made by the cashier.
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m  The credit control section might be a part of the finance/treasury department,
rather than a section within financial accounting. If so, the treasury department
would have direct responsibility for the control of credit and for debt collection
(collecting amounts receivable from customers that are overdue).

Treasury risk management

The finance/treasury department is responsible for the management of treasury
risk. Treasury risk is the risk from adverse movements in conditions in the financial
markets. Two major treasury risks are interest rate risk and foreign currency risk.

m Interest rate risk is the risk of an unexpected change in interest rates.

m  Foreign currency risk is the risk of an unexpected and significant change in one
or more foreign exchange rates, for example that exchange rate for sterling
against the US dollar or euro.

These risks can be very high, particularly for companies that borrow extensively
(interest rate risk) and companies that trade extensively in foreign markets (foreign
exchange risk).

Interest rate risk management involves making decisions about whether to borrow
at a fixed rate of interest (in which case there is a risk from falling interest rates,
which would make fixed rate borrowing expensive) or at a variable rate of interest
(where there is a risk of higher interest payments if the interest rate goes up).

Foreign exchange risk management involves decisions about which currencies to
hold (cash can be held in any exchangeable currency) and how to limit the risk from
unexpected exchange rate changes.
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2.1

2.2

External and internal auditing

The meaning of audit

The statutory external audit

Regulation of external auditing

The main functions of the external auditor

The nature of internal audit and role of the internal auditor

Internal and external audit compared

External and internal auditing

The meaning of audit

An audit is an official or formal examination. The term is commonly applied to the
formal examination of the accounts of an entity by an auditor. The objective of the
auditor is to obtain enough information to enable him or her to express an opinion
about whether the financial statements of the entity are prepared in accordance with
the requirements of national law, accounting standards and accepted accounting
principles.

® An audit of the accounts of a business entity might be carried out by an
independent auditor from an audit firm. This is an external audit by an external
auditor.

®m  An audit of the accounts of a business, or a part of the accounts, might be carried
out at the request of management by individuals who are employees of the
entity. This is an internal audit by an internal auditor.

The statutory external audit

All countries require companies by law to have an annual external audit of their
financial statements. This is called a statutory audit. (The requirement for a
statutory audit does not apply to sole trader businesses or partnerships, and might
not apply to small companies but these business entities may choose to have a
voluntary external audit.)

External auditors must belong to a recognised professional accountancy body, such
as the ACCA.

A statutory audit has several important characteristics.

m [t is carried out by an independent auditor. It is essential that the external
auditor should be independent from the company, so that he can provide an
independent audit opinion.

m  The external auditor carries out a check of the accounting system and financial
statements of the company, in order to reach an opinion. This opinion is
whether, in the auditors view, the financial statements give a true and fair view
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(or fair presentation) of the financial position of the company at the end of its
financial year and the financial performance of the company during the year.

®  The auditor does not give an opinion about whether the financial statements are
100% correct or accurate. The opinion is whether the financial statements give a
true and fair view ‘in all material respects’. Audit opinions are based on the
concept of ‘materiality’.

®m  This opinion is set out in an auditor’s report. The auditor’s report is addressed
to the company’s shareholders, and is included in the report and accounts
produced by the company for the financial year.

The main responsibility of the external auditor is therefore to ensure that the
financial statements of the client company are reasonably accurate and free from
bias.

It is important to understand what the external auditor does not do, and is not
responsible for.

m  The external auditors do not prepare the company’s financial statements, and
the auditors are not responsible for the information in those statements. The
company prepares the financial statements itself and the directors are
responsible for the information that they contain. The external auditor simply
provides an independent professional opinion about them.

m It is not a responsibility of the external auditors to discover fraud, where fraud
has occurred. The auditors might discover fraud in the course of their audit
work, in which case they will report it. However, they do not plan an audit with
the intention of looking for fraud, and it is quite possible that a fraud will go
unnoticed by an external audit.

m [t is not the responsibility of the auditor to make sure that the company complies
with the regulations relating to preparing the financial statements on time, or
submits a copy for filing to the government authorities. This is a responsibility of
the directors of the company.

Regulation of external auditing

External auditors are appointed by the shareholders of the company (on the
recommendation of the directors), and the audit fee is paid by the company.

However, external auditors are regulated by the accounting profession and other
bodies. They are required to carry out their audits in accordance with accepted
standards of practice and a professional code of conduct.

Many aspects of external audit work are covered by auditing standards.

®  There are International Standards on Auditing (ISAs). These are produced by a
committee of the International Federation of Accountants (IFAC) and published
by the International Audit and Assurance Standards Board (IAASB). The
purpose of auditing standards is to ensure that audit work is performed to a
high quality standard, so that shareholders and investors and the public
generally can have confidence in that financial statements provide a fair
presentation of a company’s financial position and performance.
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m  There are also national auditing standards, produced by a regulatory body of the
particular country. National auditing standards should be consistent with the
international auditing standards.

Professional accountants are also required to comply with ethical standards and
rules of professional behaviour, as specified by the professional accountancy
bodies. For the ACCA, these are set out in its Rules of Professional Conduct.

A regulatory body might also issue ethical standards for external auditors. In the
UK, the Auditing Practices Board has issued some ethical standards that are
mandatory for external auditors.

The main functions of the external auditor

The function of the external auditor is to examine the financial statements of the
client company. The exact nature of an external audit varies according to
circumstances, and the auditor will plan the audit in a way that should provide him
with the information he needs to reach an audit opinion.

An audit usually consists of a combination of three types of test or examination:
m tests of control and tests of compliance
® substantive tests

®  analytical procedures (a type of substantive test)

Tests of control and compliance

An accounting system contains a number (usually a large number) of controls and
checks. These controls are intended to prevent errors or fraud, or to discover errors
or fraud when these occur. The external auditors will examine the controls that
exist, and reach a view on how good or how weak they are: these are tests of
control. They will also carry out checks to establish whether the controls are applied
properly in practice: these are tests of compliance. Tests of control and compliance
enable the auditor to reach a view about how reliable the accounting records should
be.

Substantive tests

In addition to tests of control and compliance, the auditor will also carry out some
substantive tests. Substantive tests are tests by an auditor to establish whether a
figure in the financial statements is correct — such as the figure for sales, cost of
sales, inventory or value of plant and equipment.

Most substantive tests are tests of the accuracy of details, particularly in relation to
sales, purchases and payroll transactions and assets such as cash, inventory and
‘capital assets” such as property and plant and equipment. The auditor is looking to
establish whether transactions that are recorded in the accounts did actually occur
and whether they have been recorded accurately. They also need to check whether
transactions have been omitted from the accounts. They need to check whether

208

© Emile Woolf Publishing Limited



Chapter 6: Functions of accounting and internal financial control

assets that the company includes in its accounts do really exist and whether they
have been correctly valued.

Substantive tests are carried out mainly by taking a sample of transactions or assets
and checking them in detail for existence, completeness and accuracy. A problem
with substantive testing — which is why they are not used more extensively — is that
a large sample of transactions or assets is often needed to carry out the audit to a
sufficient level of confidence in the audit results. Substantive tests are therefore
time-consuming, so they are very expensive. (Auditors charge companies for the
time spent by their staff on the audit.)

Analytical procedures

Another form of substantive testing is analytical procedures. This involves
performing an analysis of the financial statements using ratio analysis and trend
analysis, to see whether there is anything that seems unusual or ‘different’. When
this analysis reveals something unusual, this should indicate the need for more
detailed (substantive) testing.

Analytical procedures have been described as carrying out a ‘quick and dirty
review’ and a ‘looking at the big picture’ for any features of the financial statements
that seem unusual and out-of-the-ordinary.

Other auditor assessments

The external auditor must also be satisfied that other aspects of the financial
statements are satisfactory. In particular, the auditor will look at the accounting
policies that have been used by the company, and they will also look at any
estimates or judgements that have been used by the company’s management.
(Financial statements include numbers based on estimates and judgements, as well
as verifiable numbers from the accounting records.)

Ensuring the independence of the external auditor

It has been recognised that although the external auditor is required to provide an
independent professional opinion, there are factors that could make it difficult for
the auditors to maintain their objectivity.

The auditors are paid by the company for their work. In some cases, the audit fee is
very large, and it should be expected that audit firms should want to retain their
audit clients each year, in order to earn revenue for their business. If an auditor is
concerned about retaining an audit client, there may be a reluctance to challenge the
company’s management and disagree with the information in the financial
statements.

One aspect of good corporate governance is that companies should establish an
audit committee of non-executive directors. One of the functions of the audit
committee is to monitor the external audit and discuss aspects of the audit with the
auditors. The audit committee should also recommend to the board of directors
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whether the audit firm should be re-appointed for the next financial year, and
should approve the proposed audit fee.

The external auditors communicate mostly with the company’s executive managers
— the finance director, chief accountant and other members of the accounts
department in particular. However, the audit committee should reduce the
dependence of the external auditors on the company’s management, and help to
protect and ensure the independence of their opinion. If they disagree with
management about any aspect of the financial statements, they can discuss their
concerns with the audit committee.

The nature of internal audit and role of the internal auditor

The directors of a company and the senior management are responsible for the
reliability of the financial statements. They are responsible for making sure that the
financial controls are sufficient for preventing, limiting or detecting errors and
fraud.

They might use internal audit to monitor systems of control within the accounting
system and the controls in other operations and procedures. Internal audit can help
management to obtain assurance that the controls that exist are adequate and are
properly applied and complied with. Where controls are weak, or are not applied
properly, an internal auditor can recommend improvements — such as new controls
or better procedures for enforcing compliance.

Internal audits are carried out by internal auditors. A company (or other business
entity) might ask an external firm of accountants to provide staff for internal audit
work. However, many companies employ their own internal auditors, and there is
an internal audit department or section within the company.

Internal audit: not a legal requirement

There is no legal requirement for internal audit, and many companies do not have
an internal audit department or internal audit section.

However, some codes of corporate governance require large stock market
companies that do not yet have internal auditors to consider each year whether they
should have them. This is a requirement, for example of the Combined Code on
corporate governance in the UK.

‘The audit committee should monitor and review the effectiveness of the internal
audit activities. Where there is no internal audit function, the audit committee
should consider annually whether there is a need for an internal audit function and
make a recommendation to the board, and the reasons for the absence of such a
function should be explained in the relevant section of the annual report.” (Extract
from the Combined Code).
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The nature of internal audits

Internal audits are initiated at the request of management, and an audit can be a
formal check of anything. Internal audits are usually divided into three types:

m  Financial audits: see below.

m  Operational audits: these are audits into any aspect of operations, such as health
and safety procedures, and security arrangements. The audit should provide
assurance to management that the objectives of the operation are valid, that the
control information produced from the system are reliable and that operational
activities are economical, efficient and effective.

m Compliance audits: these are audits to check on compliance with important
aspects of regulation, to make sure that the regulations are implemented.

Another type of audit is a management audit. This is a check on the effectiveness of
management and organisation structures in achieving the objectives and applying
the policies of the company. Management audits should be carried out by someone
at a senior management level (or by external consultants).

Within the context of corporate governance, the role of internal audit can be
described as follows:

m To review controls, and report to the directors of the company on the
effectiveness of the control system. These could be financial controls, controls in
the operating system or controls to ensure compliance with regulations.

m  To report both to directors and management of the company, presenting the
findings of the audit and making recommendations for the improvement of
controls or better compliance with existing controls.

The syllabus for the examination specifies financial controls; therefore the main
aspect of internal audit for the purpose of the examination is financial audits.

There are several types of internal financial audit.

m The ‘traditional’ internal audit is a financial audit into the effectiveness of
financial controls and the accuracy of accounting records. In this respect, internal
audit duplicates the work of the external auditors. The external auditors might
be able to rely on some of the work of the internal audit department in reaching
their audit opinion for the external audit, which means that their own audit
checks do not have to be as extensive. A traditional internal audit might take the
form of a systems audit, a compliance audit or substantive testing.

®m A systems audit is another name for a test of controls. A system and the controls
in the system are investigated and documented. The controls are then assessed
and weaknesses are identified. The internal auditor then makes
recommendations for improvements in the control system. The basis for a
systems audit is that if the controls in a system are adequate, the risk of errors or
fraud should be reduced to a tolerable level.

m A compliance test is a test to check whether the controls in a system and the
established procedures are properly complied with. Non-compliance increases
the risk of fraud or error. Compliance tests involve selecting a number of
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transactions and following them through the system, to make sure that all the
necessary controls were properly applied.

m A value for money audit or VFM audit is an investigation into an area of
operations, to assess its economy, efficiency and effectiveness:

- Economy is concerned with whether spending has been kept under
reasonable control, and has not been excessive. It is an audit of spending and
prices paid.

- Efficiency is concerned with whether resources have been used efficiently
and productively. The VFM audit looks at material usage/wastage rates,
machine utilisation and labour productivity.

- Effectiveness is concerned with achieving objectives and targets. An audit of
effectiveness is a check into whether the purposes or objectives of a process
or activity are being achieved. Resources might be used very efficiently, but
they might still fail to achieve their intended purpose.

m IT audits. Internal audits are often audits of IT systems, to carry out checks on
the effectiveness of controls in the system.

The internal auditor

The internal auditor is an employee of the company. There is no requirement for an
internal auditor to be a qualified accountant or a member of a recognised
professional accountancy body. There is an Institute of Internal Auditors, but
membership of this institute is voluntary.

An internal auditor might be a member of a professional accountancy body such as
the ACCA. If so he or she must comply with its code of professional conduct.

Even so, the internal auditor, as an employee of the company who relies on senior
management for decisions about remuneration and career development, there are
obviously problems with independence and objectivity. It is very difficult for an
internal auditor, for example to criticise an accounting system and control
weaknesses if the person responsible for financial controls is the finance director
and the internal auditors report to the finance directors.

Internal auditors should be made as independent as possible, within the limits of
the fact that they are also employees. Ways of making the internal auditor
sufficiently independent are:

m to make the internal auditor report to a very senior level of management —
possibly the finance director, and

m in addition make the internal auditor directly accountable to the board of
directors or the audit committee (which is a sub-committee of the board of
directors).
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2.6 Internal and external audit compared

The differences between the external auditor and internal auditor might be
summarised as follows.

Role

Report to
Appointed by

Employed by
Duties set out by
Qualification to
perform audits

Audit practice

Focus on

External audit

To express a professional
opinion on whether the
financial statements give a
true and fair view.

External audits are audits of
the financial statements.

The shareholders

The shareholders, on the
recommendation of the
directors

External audit firm
Company law (statute)

Set out by statute:
membership of professional
accountancy body required
External auditors must
comply with auditing
standards.

Financial statements and
whether these give a true
and fair view

Internal audit

To examine systems and
controls, and to assess the
risks and controls with a
view to making
recommendations to
management

Internal audits may be
financial, operational or
compliance audits.
Management
Management

The company

Management

No professional qualification
required

Internal auditors should be
encouraged to comply with
auditing standards, but do
not have to.

The management and control
of risks — identifying areas of
risk and recommending
ways of improving risk
management and control
systems. Internal audit might
look at operational and
compliance risk, and
strategic (business) risk, as
well as financial risk.
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3.1

3.2

Internal financial control

Internal control
The five elements in a system of internal control
The consequences of weak internal financial control

Risks and internal financial controls

Features of effective internal financial controls

Internal financial control

Internal control

Internal control within an organisation is the system of control within the
organisation that has been put in place in order to:

m prevent the system from getting out of control and failing to achieve its purpose,
and so

®  help the organisation to achieve its objectives and policies.

A useful definition of internal control was provided in 1992 in the US by the COSO
Framework (COSO is the Committee of Sponsoring Organizations of the Treadway
Commission). This defined internal control as: ‘a process, effected by an entity’s
board of directors, management and other personnel, designed to provide
reasonable assurance regarding the achievement of objectives” in three particular
areas: the effectiveness and efficiency of operations, the reliability of financial
reporting, and compliance with applicable laws and regulations.

m  Risks to the effectiveness and efficiency of operations are ‘operational risks” and
controls designed to limit operational risks are ‘operational controls’. (These
controls are tested by operational audits.)

m  Risks affecting the reliability of financial reporting, as well as risks of financial
fraud or error, are ‘financial risks’, which can be mitigated by ‘financial controls’.
(These controls are tested by traditional financial audits.)

m  Risks of non-compliance with important aspects of the law or regulations are
‘compliance risks’, which can also be controlled by appropriate measures.

The purpose of internal control is therefore to apply control to the system by
internal means and internal procedures and arrangements.

The five elements in a system of internal control

The COSO Framework identified five elements in a system of internal control. These
are elements of internal control that must be in place and sufficient in order for
internal control to be effective:

® a suitable control environment

m risk identification and assessment
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m the design and application of internal controls
® information and communication

B monitoring

A control environment

A control environment is the control culture within the organisation, and the
attitude of its employees toward ensuring that controls are adequate and properly
applied. Individuals within an organisation will not take control seriously unless
they are given direction form their bosses. The company’s directors are therefore
responsible for the control environment, and the board of directors must establish
policies on internal control. There should be a culture of control throughout the
organisation, from the board down to all employees, but the leadership must come
from the board, which sets the ‘tone at the top’.

Within this general control environment, an internal control system consists of four
elements. These can be seen as four sequential stages in a control system.

Risk identification and assessment

There should be a system for the regular review of risks, identifying new risks and
re-assessing existing risks. Risks that have been identified should be measured, to
assess their significance (in terms of probability of an adverse event and the amount
of loss that might be incurred if an adverse event happens).

Risk assessment can be carried out by means of a systems audit. Tests of control in
the external audit are also a form of risk assessment of current risks and existing
internal controls

Control activities (internal controls)

Controls for reducing risks should be designed and implemented. In financial
reporting, the main risks are risks of error and fraud. Controls should be designed
to eliminate a risk, but before effective controls can be designed, they must first be
identified and assessed. Management need to know what the risk is and how
serious it might be if it is not controlled.

Internal controls are a part of normal day-to-day operational activities and
procedures. The features of internal financial controls are explained in more detail
later.

Information and communication

An effective internal control system must have effective channels of communication,
to ensure that all employees understand their responsibilities for control and that all
relevant information reaches the individuals who need it. Controls cannot be
applied effectively unless the individuals responsible for the controls are kept
properly informed.
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Monitoring

There should be regular monitoring and review of the effectiveness of the system of
internal control. One way of monitoring internal control is to have an internal audit
department, for carrying out reviews and reporting to senior management.

3.3 The consequences of weak internal financial control

When internal financial control is weak, there is a high risk of errors and fraud in

the accounting records and the financial statements.

m When there is a large error, or an accumulation of smaller errors, the financial
statements will not be reliable.

m Weak internal control makes it easier for fraudsters to operate. Fraud is a
criminal activity, and is damaging to company, its shareholders and possibly
also its customers.

®m In extreme cases, companies might operate in a condition close to insolvency
without its management or its shareholders being aware of the problem. Weak
corporate governance and weak financial control have been identified as the
main causes of major corporate collapses in the past — and will probably be the
cause of more corporate failures in the future.

3.4 Risks and internal financial controls

Financial risks

Financial risks have been described so far as the risk of an error in the accounts or

deliberate fraud. It is useful to think about what types of error might occur in the

accounting system. (Fraud is described in more detail later.)

m A transaction might be omitted from the accounts entirely. For example, a sale of
goods on credit to a customer for $25,000 might not be recorded. If not, total
sales will be under-stated by $25,000 and the amount owed by customers will
also be under-stated by the same amount.

m A transaction might be recorded twice. For example a credit sale of $25,000 to
customer X might be recorded twice, so that total sales are recorded as $50,000.

®m A transaction might be recorded with the wrong value. For example, an item of
machinery that is purchased for $20,000 might be recorded in the accounts with
a value of $30,000.

® Numbers might be added up incorrectly. For example the total amount of
money receivable from credit customers might be stated incorrectly in the
financial statements because the amounts owed by each customer are added up
incorrectly.

m A transaction might be recorded as the wrong type of transaction. For example a
sale to a customer might be recorded as a purchase, or as a sales return.
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Types of internal controls

Internal financial controls are designed and implemented to deal with financial
risks. There are two broad types of internal control.

m  Preventative controls. These are controls that are designed to prevent the error
(or fraud) from happening.

m  Detective controls. These are controls that are designed to identify an error (or
fraud) when it happens. When there are detective controls, there should also be
corrective measures for correcting the error or dealing with the fraud.

3.5 Features of effective internal financial controls

Effective internal financial controls are controls that provide a high level of
assurance that errors or fraud will be prevented or will be detected when they
happen.

In addition, the cost of an internal control should not exceed the benefits obtain
from implementing it. (The benefits are the losses that might otherwise occur if the
control did not exist.)

You will learn more about internal financial controls as you progress through your
accountancy studies. However, various types of internal control procedure are
explained below. The analysis of internal controls is based on a mnemonic that was
used some years ago by the UK Auditing Practices Committee. It is no longer used,
but is nevertheless a helpful introduction to the subject.

Internal financial control procedures can be divided into eight types or categories,
which might be remembered by the mnemonic SPAMSOAP.

S Segregation of duties | Work should be divided between individuals
(segregated) so that work done by one individual
acts as a check on the work done by another. See
‘internal check’ below.

P Physical controls There should be controls to ensure the physical
safety or protection of assets. For example, cash
and valuable documents might be kept in a safe
and rooms containing valuable assets such as lap-
top computers should be kept locked when

unoccupied.
A Authorisation and These are controls to ensure that transactions
approval should not go ahead unless they have been

properly authorised. For example, purchases and
other spending transactions above a certain value
might have to be authorised by a manager with
sufficient seniority.

M Management Management have a responsibility for exercising
control on the basis of the information they
receive.

S Supervision Work done by individuals might be monitored

and checked by a supervisor.

© Emile Woolf Publishing Limited 217



Paper F1: Accountant in business

o Organisation Controls can be applied by the way in which work
is organised and authority is delegated, and how
the work of different groups is co-ordinated.

A Arithmetic and Checks on arithmetical accuracy and other checks

accounting controls within the accounting system help to identify
errors.

P Personnel controls There should be controls over the selection and

training of employees, to ensure that they are
aware of the need for accuracy and the need to
apply controls.

Internal check

An internal check is a type of internal control. An internal check is intended to
prevent errors or fraud, or to detect them quickly when they occur. In financial
accounting, an internal check involves arranging accounting tasks and duties so that
no single task is performed from beginning to end by just one person. In this way,
the work of each individual is subject to an independent check in the course of the
work that is done by somebody else.

Internal checks are included in the SPAMSOAP list above as ‘segregation of duties’.
Example
An example of segregation of duties is a purchase transaction.

A purchase transaction begins with a purchase requisition, which must be properly
authorised. A buyer checks that the purchase requisition is valid and had been
properly authorised, before sending a purchase order to the supplier.

A warehouse manager or goods inwards manager is responsible for checking that
purchase orders are delivered from the supplier, checks the items on receipt against
the purchase order and delivery note, and takes custody of the goods.

The purchase invoice is received by an accounts clerk and checked against a copy of
the purchase order and delivery note. The purchase invoice is then recorded in the
accounts.

The cashier is responsible for making the payment, and is responsible for ensuring
that the amount paid is the amount on the invoice.

The payment is recorded by the accounts clerk in the accounting system. The clerk
checks that the correct amount has been paid by the cashier.

Example

Another example of segregation of duties is a system in which the individual
responsible for sending out sales invoices and recording the sales and amounts
receivable in the accounting system should not be the same person who receives and
processes the payments from the customers.
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@ Example

Internal controls can be categorised as preventative controls, detective controls and
corrective controls. Here are some examples:

Type of internal control
Preventative

Detective

Corrective

Examples

Segregation of duties helps to prevent fraud.
Authorisation controls help to prevent improper
spending.

Passwords in computer systems prevent unauthorised
access.

Segregation of duties helps to identify errors

Reports of unusual amounts, values or transactions in
exception reports can bring possible errors to the
attention of management.

Reconciliation checks within an accounting system can
detect errors (when figures do not reconcile properly).
Supervisory checks can detect errors by accounts clerks.

Management action on receiving information about
errors or variances from plan.
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IT system security and controls

Threats to IT system security

General controls and application controls
General controls in IT

Application controls in IT

IT system audits

IT system security and controls

4.1 Threats to IT system security

Business organisations rely on IT systems to function. For example, accounting
systems are often computerised, and might contain large amounts of confidential
data. Computer systems need to be kept secure from errors, breakdown,
unauthorised access and corruption. Maintaining system security, even for small
home computers linked to the internet, is a permanent problem and the risks must
be managed continually.

Some of the major risks to IT systems are as follows:

® Human error. Individuals make mistakes. They may key incorrect data into a
system. In some cases, they may wipe out records, or even an entire file, by
mistake. Human error is also a common cause of lapses in system security —
leaving computer terminals unattended is just one example.

m  Technical error. Technical errors in the computer hardware, the software or the
communications links can result in the loss or corruption of data.

m  Natural disasters. Some computer systems may be exposed to risks of natural
disasters, such as damage from hurricanes, floods or earthquakes.

m  Sabotage/criminal damage. Systems are also exposed to risk from criminal
damage, or simply theft. Risks from terrorist attack are well-publicised. Losses
from theft and malicious damage are much more common.

m  Deliberate corruption. All computer systems are exposed to risk from viruses.
Hackers may also gain entry to a system and deliberately alter or delete software
or data.

m The loss of key personnel with specialist knowledge about a system (for
example, the risk that a senior systems analyst will leave his job in the middle of
developing a complex new system)

m  The exposure of system data to unauthorised users (for example hackers) and
industrial espionage.

In addition, there are risks within the computer software itself:

m  The software might have been written with mistakes in it, so that it fails to
process all the data properly.
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m  The software should contain controls as a check against errors in processing,
such as human errors with the input of data from keyboard and mouse. The
software might not contain enough in-built controls against the risk of input
error and other processing errors.

4.2 General controls and application controls

Controls in IT can be divided into two categories:
m general controls, and

m  application controls.

General controls are controls that are applied to all IT systems and in particular to
the development, security and use of computer programs. Examples of general
controls are:

®  physical security measures and controls
m  physical protection against risks to the continuity of IT operations

m general controls within the system software such as passwords, encryption
software, and software firewalls

m general controls over the introduction and use of new versions of a computer
program

m the application of IT Standards.

Application controls are specific controls that are unique to a particular IT system
or IT application. They include controls that are written into the computer software,
such as data validation checks on data input.

4.3 General controls in IT

Physical access controls
Physical controls in an IT environment are the physical measures to protect the
computer systems such as:

m  putting locks on doors to computer rooms and keeping the rooms locked when
there are no authorised staff in the room.

m putting bars on windows, and shatterproof glass in computer room windows, to
deter a break-in.

Protection against physical disaster: protection against risks to business
continuity

Computer systems are vulnerable to physical disasters, such as fire and flooding.
Risk control measures might include:

® Jocating hardware in places that are not at risk from flooding and away from
locations that are in low-lying areas
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physical protection for cables (to provide protection against fire and floods)
back-up power generators, in the event of a loss of power supply
using shatter-proof glass for windows where the computer is located

installing smoke detectors, fire alarms and fire doors

regular fire drills, so that staff know what measures to take to protect data and
files in the event of a fire

® obtaining insurance cover against losses in the event of a fire or flooding.

Note that in some organisations, risk measures have also been taken to counter the
risk to computer systems from terrorist attack, and ensure that the computer system
will continue to operate even if there is a damaging attack. For example, two
companies might agree to allow the other to use its mainframe systems to operate
key computer systems, in the event that one of them suffers the destruction of its
system in a terrorist attack.

Passwords

A computer password is defined as ‘a sequence of characters that must be presented
to a computer system before it will allow access to the systems or parts of a system’
(British Computer Society definition).

Typically, a computer user is given a prompt on the computer screen to enter his
password. Access to the computer system is only permitted if the user enters the
correct password.

Passwords can also be placed on individual computer files, as well as systems and
programs.

To gain access to a system, it may be necessary to input both a user name and a
password for the user name. For example, a manager wanting to access his e-mails
from a remote location may need to input both a user name and the password for
the user name.

However, password systems are not always as secure as they ought to be, mainly
due to human error. Problems of password systems include the following;:

m  Users might give their passwords to other individuals who are not authorised to
access the system.

m  Users are often predictable in their choice of passwords, so that a hacker might
be able to guess, by trial and error, a password to gain entry to a system or
program or file. (Typically, users often select a password they can remember,
such as the name of their father or mother, or the month of their birth).

m  Passwords are often written down so that the user will not forget it. Copied
passwords might be seen, and used, by an unauthorised person.

m Passwords should be changed regularly, but often-poor password control
management means that passwords go unchanged for a long time.
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A system of password controls should operate more successfully if certain control
measures are taken.

m  Passwords should be changed regularly frequently, and employees should be
continually reminded to change passwords.

m  Users should be required to use passwords that are not easy to guess: for
example, an organisation might require its employees to use passwords that are
at least 8 digits and include a mixture of letters and numbers.

®m A security culture should be developed within the organisation, so that the
user’s staff are aware of the security risks and take suitable precautions.

Encryption

Encryption involves the coding of data into a form that is not understandable to the
casual reader. Data can be encrypted (converted into a coded language) using an
encryption key in the software.

A hacker into a system holding data in encrypted form would not be able to read
the data, and would not be able to convert it back into a readable form (‘decrypt the
data’) without a special decryption key.

Encryption is more commonly used to protect data that is being communicated
across a network. It provides a protection against the risk that a hacker might
intercept and read the message. Encryption involves converting data into a coded
form for transmission with an encryption key in the software, and de-coding at the
other end with another key. Anyone hacking into the data transmission will be
unable to make sense of any data that is encrypted.

A widely-used example of encryption is for sending an individual’s bank details via
the Internet. An individual buying goods or services from a supplier’s web site may
be required to submit credit card details. The on-line shopping system should
provide for the encryption of the sender’s details (using a ‘public key’ in the
software for the encryption of the message) and the decryption of the message at the
seller’s end (using a ‘private key’ for the decryption).

Preventing or detecting hackers

Various measures might help to prevent hacking into a system, or to detect when a
hacker has gained unauthorised access. However, the fight against hacking is never-
ending, and computer users must be alert at all times.

Controls to prevent or detect hacking include:

®m physical security measures to prevent unauthorised access to computer
terminals

m the use of passwords
m the encryption of data

®  audit trails, so that transactions can be traced through the system when hacking
is suspected
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m  network logs, whereby network servers record attempts to gain access to the
system

m firewalls.

Firewalls

Firewalls are either software or a hardware device (between the user’s computer
and modem). Computer users might have both.

The purpose of a firewall is to detect and prevent any attempt to gain unauthorised
entry through the Internet into a user’s computer or Intranet system.

A firewall:

m will block suspicious messages from he Internet, and prevent them from
entering the user’s computer, and

B may provide an on-screen report to the user whenever it has blocked a message,
so that the user is aware of the existence of the messages.

In spite of the preventive measures that are taken, there is a very high risk that
computers attached to the Internet will suffer from unauthorised access. An
organisation would be well advised to carry out regular tests on its computers, to
search for items that have been introduced without authority and illegally, and to
get rid of them.

Firewalls can be purchased from suppliers. Some software is provided with in-built
tirewall software. Some firewall software can be downloaded free of charge from
the Internet. There is no excuse for a computer user with Internet access not to have
a firewall.

Firewalls are necessary for computers with Internet access because:

m they are continually exposed to corrupt messages and unauthorised access for as
long as they are connected to the Internet (which may be 24 hours a day) and

m  the volume of ‘suspicious’ messages circulating the Internet is immense.

Computer viruses

Viruses are computer software that is designed to deliberately corrupt computer
systems. Viruses can be introduced into a system on a file containing the virus. A
virus may be contained:

B in a file attachment to an e-mail or

®  on a backing storage device such as a CD.
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The term ‘virus’ might also be used to describe other methods of corrupting a

system.

Trojan horses Whilst the user thins that the system is carrying out one program, the Trojan
horse secretly carries on another.

Worms This is corrupt data that replicates itself within the system, moving from one file
or program to another.

Trap doors A trap door is an entry point to a system that bypasses normal controls to
prevent unauthorised entry.

Logic bombs This is a virus that is designed to start ‘working’ (corrupting the files or data
processing) when a certain event occurs.

Time bombs This is a virus that is designed to start ‘working’ (corrupting the files or data

processing) on a certain date.

Viruses vary in their virulence (the amount of damage they may cause to software
or data. The most virulent viruses are capable of destroying systems and computers
(by damaging its operating system).

Viruses are written with malicious intent, but they may be transmitted unwittingly.
Since a virus does not always begin to corrupt software or data immediately, there
is time for a computer user to transmit the virus to another computer user, without
knowing.

New viruses are being written continually. Some software producers specialise in
providing anti-virus software, which is updated regularly (perhaps every two
weeks) to include software for dealing with the most recently-discovered viruses.

Anti-virus software is able to:
m  detect known viruses in a file
m report the virus to the computer user

m isolate the virus so that it is not able to corrupt software or data in the computer.

There are a number measures that might be taken to guard against computer
viruses. These include the following:

®m  The computer user should buy and install anti-virus software. Since new viruses
are written daily, the anti-virus software must be updated regularly. Providers
of anti-virus software allow customers to download updated versions of their
software regularly.

m The computer user might restrict the use of floppy disks and re-writable CDs,
because these are a source of viruses. The computer user may even install
computer terminals that do not have a CD drive or floppy disk drive, to
eliminate the risk of a virus being introduced on a disk.

m  Firewall software and hardware should be used to prevent unauthorised access
from the Internet. This will reduce the risk from e-mails with file attachments
containing viruses.

m  Staff should be encouraged to delete suspicious e-mails without opening any
attachments.

m  There should be procedures, communicated to all staff, for reporting suspicions
of any virus as soon as they appear.
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4.4

4.5

When a virus is detected in the computer system, it may be necessary to shut the
system down until the virus has been eliminated.

IT Standards

A range of IT Standards have been issued. For example, the International Standards
Organisation (ISO) has issued IT security system standards. There are also IT
Standards for the development and testing of new IT systems.

IT Standards are a form of general control within IT that help to reduce the risk of IT
system weaknesses and processing errors, for entities that apply the Standards.

Application controls

Application controls are controls that are designed for a specific IT system. One
example of application controls is data validation. Data validation checks are checks
on specific items of data that are input to a computer system, to test the logical
‘correctness’ of the data. If an item of data appears to be incorrect, the system does
not process the data: instead it issues a data validation report, so that the apparent
error can be checked and corrected if appropriate.

Just a few examples of data validation checks are set out below, as illustration.

m A transaction for a sales invoice input to the accounting system must include an
amount for the sales value/amount owed. If a transaction is input to the system
without any value for the amount receivable, an error report should be
produced.

m A transaction for the purchase of goods from a supplier input to the accounts
system should include a code number for the supplier. If all supplier codes are in
the range 2000 — 3999, an input purchase transaction containing a supplier code
outside this range can be reported as an error.

m Key code numbers can be designed to include a ‘check digit’. This is an
additional digit in the code that enables the program to check the code against
an input error (such as entering a customer account code as 12354 instead of
12345).

Application controls of this kind are unique to a particular IT system, but are a way
of preventing errors from entering the computer system for processing, and
reporting errors so that they can be corrected.

IT system audits

Internal auditors might be used to perform IT system audits. The purpose of an IT
system audit is to:

m  assess the various risks to the system, such as the vulnerability of the system to
hackers (unauthorised access) and the risk of processing errors

m  assess the adequacy of the general and application controls for dealing with
those risks

® recommend improvements in general or application controls to reduce the risk
of error or fraud.

226

© Emile Woolf Publishing Limited



Chapter 6: Functions of accounting and internal financial control

5.1

Fraud and fraud prevention

Definition of fraud and types of fraud
Circumstances where fraud is more likely
The consequences of fraud

Detection of fraud

Prevention of fraud

Fraud and fraud prevention

Definition of fraud and types of fraud

Fraud is an intentional act involving deception, carried out by one or more
individuals with a view to obtaining a personal gain.

There are several types of fraud in accounting:
m  Theft of assets, including cash

®m  Unauthorised use of company assets, such as the use of a company car to
operate a private business

m  Deliberate falsification of documents and records, with a view to presenting
misleading financial statements (financial reporting fraud) or avoid payment of
tax (tax evasion).

m  Computer fraud, which is fraud carried out using a computer system or within a
computer system.

A distinction is also made between:
m internal fraud, which is fraud committed by one or more employees of the
entity, and

m  external fraud, which is fraud committed by someone outside the entity, such as
a hacker into a computer system.

Fraud might be committed by an individual acting on his or her own. Alternatively,
fraud might be committed by two or more people acting together: this is called
collusion.

Fraud is different from error. Errors are unintentional mistakes. Fraud, on the other
hand, is deliberate/ intentional. It is also a criminal activity.

© Emile Woolf Publishing Limited 227



Paper F1: Accountant in business

Examples of the different types of fraud are set out in the table below.

Type of fraud Examples

False accounting Deliberately increasing the reported profit by false means, in
order to increase the share price (and sell shares at a profit).
Deliberately increasing the reported profit by false means, in
order to earn a larger bonus.
Deliberately reducing the reported profit in order to evade
the payment of tax: falsifying records for tax purposes.

Theft Direct theft of cash, inventory or other assets. For example,
an employee might sell goods to a customer for cash and
keep the money.

Making false expense claims
Payroll fraud: arranging for payments of wages or salaries to
non-existent employees.

IT fraud Hacking/ unauthorised access into a system to transfer
money out of another person’s account (for example, hacking
into an online banking system)

Selling goods on a web site (and taking payment) without
any intention of delivering the goods to the customer.

Collusion An arrangement between an employee and a customer to
supply goods without the customer paying for them or with
the customer paying a much-reduced price.

An arrangement between an employee and a supplier to pay
for goods that have not actually been delivered, or to pay an
excessively high price.

Example of fraud: teeming and lading
A common form of internal fraud is teeming and lading.

With this type of fraud, an employee sets up a personal bank account, normally
using a false business name, which is very similar to the name of the business that
he works for.

He might receive a payment from a customer, say for $200, and pay this money into
his own personal bank account. This ‘missing money” will be detected unless the
fraudster hides what he has done. So when a payment is received from another
customer for about $200, he records this as the payment from the first customer.

This means that the payment by the second customer is ‘missing’, and to cover this
missing money, the fraudster will record another payment from a third customer as
the payment by the second customer.

This process can go on indefinitely, often with increasing sums being diverted into
the fraudster’s personal bank account as he gains in confidence.
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Another form of teeming and lading applies to suppliers, where a fraudster diverts
payments to suppliers into his own personal bank account, and hides the missing
payments by reporting subsequent payments to another supplier as payment to the
first supplier.

5.2 Circumstances where fraud is more likely

Fraud is more likely to occur in entities where some of the following circumstances
exist.

m The senior executive managers are dominant and domineering, and are not
sufficiently monitored by independent non-executive directors. This increases
the risk of financial reporting fraud.

®m  Remuneration for management is based on profit performance.

m  There are high rates of staff turnover in jobs that perform an important control
function (such as supervisory staff).

®  Employees in the purchasing or stores department have been in their jobs for a
very long time.

m  There is not enough segregation of duties, so that internal checks are weak or
non-existent.

m  Key staff work very long hours, often on their own in the office at the beginning
or end of the day; and they do not delegate work and do not take holidays.

m Internal controls are weak or not applied. For example, passwords to computer
systems are not changed frequently or access to sensitive areas is not restricted
to authorised personnel.

5.3 The consequences of fraud

Fraud is carried out with the intention of making a personal gain

m  Fraud with the intention of committing theft, both internal and external fraud,
results in financial losses for the employer. Money or other assets are taken by
the fraudster. For example, if a hacker gains entry to the bank account of an
individual with an on-line bank account, and takes money from the account, the
bank will usually be held liable for the loss.

m False accounting fraud might result in losses for the employer (due to the
payment of bonuses that are not properly deserved) or for investors (who might
be persuaded to buy shares in the company at a price that is not justified by the
‘real’ profit).

When fraud is discovered, particularly internal fraud, this can have an adverse
effect on the morale of other employees (who might feel that the fraudster has been
taking advantage of their own honest efforts).

If the existence of fraud becomes public knowledge, this could have an adverse
effect on the reputation of the entity. It has been reported that many incidents of
fraud are allowed to go unpunished because after its discovery, the employer is
unwilling to risk the bad publicity that might arise during a criminal prosecution of
the fraudster.
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5.4

The discovery of fraud can also be disruptive. Senior management are likely to
want an investigation into how the fraud occurred and why it was not detected
sooner. Investigations or audits of this time take up time and divert attention away
from normal day-to-day operational activities.

Detection of fraud

The directors of a company and senior management are responsible for detecting or
preventing fraud (internal and external). Fraud can be difficult to detect, because a
fraudster hides his illegal activities, and fraud might not be discovered until
someone actually looks for fraud, or until the losses become so large that they
cannot be covered up any more.

Example: consequences of fraud and failure to detect

A very well-known example of fraud arising due to weaknesses in internal control is
the collapse of Barings Bank, Britain’s oldest merchant bank, in 1995. The collapse of
the bank was the direct consequence of fraudulent activity by a rogue trader, Nick
Leeson.

In 1992, Leeson was transferred to the Singapore office of the bank as a general
manager. He then qualified to become an authorised trader on the Singapore
exchange (SIMEX). The branch also relied on his administrative abilities, and he
took on the responsibility for ‘back office” administration. He therefore acquired a
powerful position in the Singapore branch as general manager, head trader and
effective head of back office operations.

Leeson and his team engaged in two types of trading:

m They handled client orders and traded in financial derivative instruments
(futures and options) for the bank’s clients.

m  They also traded speculatively, seeking to make profits from price differences in
similar derivatives traded on the SIMEX exchange and Japan’s Osaka exchange.

Leeson took unauthorised speculative positions in futures and options, and he hid
his trading activities and trading position in an unused error account, number
88888.

He lost money on the speculative trading. Account 88888 had losses of £2 million by
the end of 1992, and these rose to £23 million by the end of 1993 and £208 million by
the end of 1994. In all this time, the losses were not noticed by the bank’s senior
managers. Barings management were totally unaware of the situation.

Early in 1995, Leeson felt that he could not hide the losses any more. They had now
risen to over £800 million He boarded a plane for Kuala Lumpur and left Singapore.

Weak controls and procedures within the bank help to explain why Leeson’s losses
were able to continue for so long without notice. Leeson had to pay large sums of
money to SIMEX to cover his losses, but he was able to obtain the cash from other
parts of Barings and from client accounts by falsifying accounts and other
documentation. Leeson reported to more than one ‘boss” in London, but his lines of
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reporting were not clear and none of his managers assumed direct responsibility for
monitoring his activities.

Leeson and his staff were able to profit personally whilst the bank was making huge
losses. This was because the huge losses in account 88888 were not reported, but
Leeson did report ‘profits’ that he booked to other trading accounts for the bank,
and the bank aid annual bonuses on the basis of these reported profits.

Better internal control should have either prevented the situation from arising, or
should have detected the problems much sooner.

5.5 Fraud prevention

The directors and senior management are responsible for preventing fraud as well
as detecting it when it occurs. Fraud prevention measures should consist of a
combination of:

B internal controls and

m  developing a culture of fraud awareness and a culture of control.

Internal controls for preventing fraud are often the same as the controls for
preventing errors:

m  individuals should be ‘screened’ before they are taken on as employees

m  all employees should be given training (including ‘refresher’ training from time
to time) in anti-fraud policies and whistle-blowing procedures

® senior management should ensure that other managers and employees remain
fully aware of the need to apply controls to prevent errors and fraud

m  fraud risks should be identified (as part of the regular review of financial risks)
and suitable controls for preventing fraud should be designed and implemented.

Whistle-blowing policy

An entity should have a policy to encourage whistle-blowing. Whistle-blowing is
the reporting by an employee of suspicious activities by one or more other
employees that cannot be reported through normal reporting lines. For example:

®  a subordinate might wish to report a suspicion of fraudulent activity against his
boss

®  when someone reports suspicions of fraud by a colleague to his boss, the boss
might refuse to believe the allegation and do nothing about it.

When an entity has a whistle-blowing policy, it provides a procedure for any
employee to report suspicions of fraud or illegal activity to a senior person or a
committee of senior individuals. The allegations should then be investigated.

There have been some notorious examples of whistle-blowing. Suspicions reported
by an individual in the accounts department of US corporation Enron (Sharon
Watkins) eventually led to the discovery of fraud by senior management, which in
turn led to the collapse of the company in 2002.
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However, in practice there have been problems with whistle-blowing procedures.

®  Some reports of suspicious activities by another person might be malicious and
deliberately untruthful

m [f a whistle-blower’s claims are dismissed, the whistle-blower might be exposed
to victimisation by the individual or individuals against whom he made the
allegation. Or example, if a subordinate reports suspicions of fraud by his boss,
which are dismissed, the boss might ‘get his revenge’ by refusing to recommend
the subordinate for any annual bonus or career promotion.
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1.1

1.2

Definitions: leadership, management and supervision

m  Definition of leadership
m  Definition of management

m  Definition of supervision

Definitions: leadership, management and supervision

Earlier chapters in this text described business organisation and governance. An
organisation consists of many individuals, who should be working towards
common goals or objectives. Individuals are given direction and co-ordinated by
their managers and leaders. This chapter looks at the role of the leader, manager
and supervisor, and how these roles differ.

Definition of leadership

It is often assumed that ‘leadership” and ‘management’” mean the same thing. In
business organisations, individuals are put into positions of formal authority, and in
that position they are expected to provide leadership to subordinates or team
members. It is certainly the case that in formal business organisations, managers are
expected to provide leadership. However, leadership and management are
different, and not all managers make good leaders.

Leadership means giving a lead to others. A leader gives guidance and direction,
and other (‘followers’) follow the lead that they are given.

It might be tempting to think of a leader as someone who tells other people what to
do, but there are different ways of leading, and ‘telling’ is just one of them.

Followers look to their leaders for direction and guidance. Leaders also influence
others, and can inspire them and motivate them.

Definition of management

Management is about planning, controlling, putting appropriate organisation
structures in place (organising), as well as communicating and co-ordinating. The
roles of management can be listed as follows:

m  set objectives

m  plan for the achievement of those objectives

® organise resources for the achievement of planning objectives (including
organising employees)

m  establish controls for activities and operations

m  co-ordinate activities

m  establish effective communications between people both inside and outside the
organisation

B monitor actual performance
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1.3

m take corrective action where hecessary

m review actual achievements and establish new planning objectives.

Giving leadership to employees is an element of management. Leadership is not the
same as management, but it is an aspect or feature of management. Planning,
organising, co-ordinating and communicating all require leadership, because they
involve giving guidance and direction to employees.

Several writers have analysed in detail the difference between leadership and
management. The ideas of some of these writers are explained more fully later in
this chapter.

Definition of supervision

Supervision means ‘looking over’ someone else. It is management by overseeing the
performance or activities of an individual or group of individuals, and making sure
that the work of the group or individuals is performed properly.

Supervision is also called ‘front line management” and ‘supervisory management’. It
is the lowest level of management in an organisation structure.

The main function of supervisors is to provide administrative management.
However, in addition to performing an administrative task, supervisors might also
be expected to:

m  develop staff, possibly by ‘empowering” them and encouraging them to take on
responsibility, and

m  help to train them (through ‘on-the-job-training).
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The nature of management: classical theories

Scientific and classical theories of management

F W Taylor (1856 — 1915) and scientific management
Henri Fayol (1841 — 1925) and principles of management
Weber (1864 — 1920) and bureaucracy

Elton Mayo (1880 — 1949) and the human relations school

Classical and human relations theories of management: a summary

The nature of management: classical theories

2.1 Scientific and classical theories of management
An earlier chapter on organisation introduced some of the classical theories of
management, in particular the ideas of Henri Fayol.
Early theories of management were concerned with:
m the roles of the manager and
®  how managers might perform their roles better and more effectively.
These theories focused mainly on the management of work (rather than the
management of people at work). ‘Classical’ theories of organisation and
management are associated with theorists such as:
m  Taylor and the scientific school of management
m  Fayol, and
m Weber.

2.2 F W Taylor (1856 — 1915) and scientific management
Frederick Taylor was a US engineer who is considered the founder of ‘scientific
management’. Scientific management is concerned with applying scientific
techniques of analysis and experimentation to improve the efficiency of work.
Taylor studied the relationship between people and the tasks that they perform. His
approach was to analyse the tasks that individuals perform at work, and break them
down into smaller units of work. Each small unit of work was then analysed to find
ways in which they could be performed with the greatest efficiency (in the shortest
time). Experimentation was used to find ways of improving efficiency for each small
unit of work, and Taylor measured the time that it took to carry out each small task.
Taylor is considered the originator of ‘time and motion study’. Scientific management
resulted in:
m  dividing larger tasks into much smaller units,
®m  employing individuals to specialise in each small unit of work, and therefore
m increasing efficiency through the division of work and specialisation.
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Taylor is probably best known for the experiments he carried out into shovelling
coal at the Bethlehem Steel Works in the US. Taylor succeeded in improving
productivity through:

®  analysing the tasks involved in shovelling coal

m  experimenting with different types of shovel (for example, different sizes of
shovel and shovels with different lengths of handle) and the amount of coal that
should be shovelled in a single action, and

®  introducing work specialisation within shovelling operations.

The four underlying principles of scientific management

Taylor suggested that there should be four underlying principles in scientific
management.

m  There should be a science of work, based on the analysis of work methods and
work times, with a view to finding the most efficient way of carrying out tasks.
A fair level of performance or efficiency can be identified. Workers should be
rewarded through higher pay if they succeed in performing more efficiently
than the expected or standard level.

m  Workers should be selected carefully. They should have the skills and abilities
that are well-suited to the work. They should also be trained in how to do the
work efficiently.

m  The scientifically-selected and trained workers and the science of work should
be brought together for the best results and greatest efficiency.

m There should be an equal division of work between the workers and
management, and workers and managers should operate closely together. (This
was not the normal practice at the time, in the US in the late 1800s.) The
management should take over all the work from the workers for which they are
more capable.

Criticisms of scientific management

Scientific management is still associated with work study and time and motion
study. It has been strongly criticised because it results in dull, repetitive and
monotonous work. Tasks are reduced to such small units, such as tasks on a large
production line in a factory, that they demoralise the workers who do the jobs.
There is a risk that when employees are doing dull, repetitive work, their efficiency
will be low because they are not at all interested in what they are doing.

However, some of the principles of scientific management are valid, and continue to
be applied. In particular, the scientific study of work can help to improve the
organisation of work procedures and methods.

2.3 Henri Fayol (1841 — 1925) and principles of management

The ideas of Henri Fayol are probably close to the ideas that many individuals hold
about management and the functions of management. Fayol argued that managers
are given formal authority within an organisation structure and they are responsible
(to their superiors) for the effective use of their authority.
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Fayol suggested that there are five main tasks of management:
®  to plan (and look ahead)
m to organise

®m to command: today, the word ‘command’ should probably be replaced by
‘provide leadership’

m to co-ordinate, and

®  to control (by monitoring performance and inspecting output).

He believed that there are principles of good management that apply to all types of
organisation, and that these principles should therefore be applied consistently.
These principles were described in a previous chapter and are not repeated here.

Weber (1864 — 1920) and bureaucracy

Max Weber was a German sociologist, who studied the growth in the number, size
and power of large bureaucratic organisations. He suggested that bureaucracy
provides an organisation structure in which human activity is ‘rationalised” and co-
ordinated.

He argued that an “ideal” bureaucracy has the following characteristics.

®m There should be a hierarchy of authority, from top management down to
workers at the bottom. Offices (management positions) should be ranked in
hierarchical order, with information flowing up the chain of command and
instructions and directions passing down the chain.

®  An ideal bureaucracy should operate in an impersonal and impartial way. There
should be a clear statement of duties, responsibilities, standardised procedures
and expected behaviour.

m  There should be written rules of conduct.

m  There should be promotion of individuals within the organisation, based on
their achievement.

m  There should be division of labour and specialisation of work.

m  The ideal bureaucracy will achieve efficiency in operations.

Weber was also interested in authority, and how men and women claim authority
over others, so that others will do what they ask. He defined authority as ‘getting
things done by giving orders, and having those orders accepted as justified and
legitimate.” (He made a distinction between authority and power. Power is getting
things done by using force or the threat of force or punishments.)

He identified three types of legitimate authority.

m Traditional. Weber suggested that authority based on tradition pre-dates
modern society. Traditional authority is associated with the hereditary power of
royal families and chieftains and the ‘head of the household’, with leadership
passing from father to son when the father dies.

m Rational-legal. This form of authority is associated with bureaucracies.
Authority is rational, because it is used to achieve clear goals with maximum
efficiency. It is legal, because it is based on an impartial system of rules and
procedures, and is exercised through the management position that the
individual in authority occupies.
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m  Charismatic. Authority is based on charisma when the individual has special
personal qualities that inspire others to do what the individual asks. Weber
argued that authority based on charisma depends on the individual for its
existence, and so is inherently unstable and short-lived.

Weber believed that bureaucracies would continue to grow in number and size,
because they provide a rational organisation for co-ordinating human activities,
based on a hierarchy of authority. He recognised, however, that large bureaucracies
lead to the ‘depersonalisation” of work.

Bureaucracy is often condemned because of ‘red tape’, ‘pen-pushing” and ‘soul-
destroying work’. However, in spite of the criticisms, many large organisations
today are bureaucracies. Government organisations in particular are usually
bureaucratic, because bureaucracy operates with clear and impartial rules and
procedures. Weber’s comments on the ‘ideal” bureaucracy may therefore remain
valid, even today.

Rosemary Stewart on bureaucracy

Rosemary Stewart is a modern (UK) writer on management theory. She has
summarised the four main features of bureaucracy as follows:

m  Specialisation. There is specialisation of work, but this applies to the job, not the
individual who does the job. This means that there is continuity. When one
person leaves the job, the job continues, and another person fills the same
position.

m  Hierarchy of authority. There is a distinction between ‘management’ and
‘workers’. Within management, there is a hierarchy with clearly-defined levels
of authority and ‘ranks” of managers.

m A system of rules. The rules of a bureaucracy provide impersonal and efficient
rules and procedures. Individuals within a bureaucracy must know what the
rules are to do their job successfully.

®m Impersonal. In a bureaucracy, the exercise of authority and the system of
privileges and rewards are based on a clear set of rules.

Stewart also suggested reasons for the growth of bureaucracy.

m  The growing size of organisations. Large organisations need some bureaucratic
structure to function efficiently.

m  Greater complexity of work. Complexity makes it necessary to have
specialisation of tasks within an organisation. Job-holders often need to be
‘experts’ in their work to deal with the complex issues involved.

m  Scientific management. A scientific approach to management is widely used.
This approach supports a rational way of organising work and having formal
procedures for getting work done.

® The demand for equality of treatment. Citizens expect to be treated equally by
organisations. Bureaucracies provide impartiality and should ensure equal
treatment for all.
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2.5

Elton Mayo (1880 — 1949) and the human relations school

Elton Mayo is regarded as the founder of the human relations movement of
management theory. Between 1927 and 1932, he was involved in a set of
experiments on productivity at the Hawthorne Works in Illinois (USA). The
Hawthorne works were a production site of Western Electric, a manufacturer of
telephone equipment.

The original aim of the experiments was a scientific management study into the
effect on productivity of changes in working conditions, such as lighting, rest
periods during the day, the length of the working day and pay incentives. Six
individual workers were selected to take part in the experiments, and their
conditions of working were varied in various ways, to see how the changes would
affect their productivity. The results of the experiments were unexpected. Even
when the working conditions for the six workers were changed back to ‘normal” (for
example, when they were given shorter rest breaks and longer working hours), their
productivity continued to rise. Mayo tried to explain why productivity continued to
rise when working conditions were made worse.

Mayo suggested that the reason for improving productivity among the workers
could be explained by:

m  the motivation and commitment of the individuals in the experiment, and

m the relationship between the employees and management.

Productivity had improved, he argued, because the six workers had become a team,
who developed social relationships with each other as well as a work relationship.
The team responded positively, because the workers felt that they were contributing
freely to the experiments, without any coercion from management.

Mayo developed several arguments, all related to the effect of positive motivation
on productivity.

m Work has a social value for workers. Mayo disagreed with the view of F W
Taylor, that workers are motivated only by self-interest. The ‘informal
organisation’ is important in affecting workers” attitudes.

®m  The productivity of workers is affected by their self-esteem. In the Hawthorne
experiments, the self-esteem of the six individuals increased because they had
been selected to do the experiments.

m  Work satisfaction lies in recognition, security and a sense of belonging, rather
than money rewards.

®m Motivation (and productivity) is affected by the relationship between
management and workers. Managers need to communicate with workers. When
there is no communication, conflicts are inevitable, and workers resent the focus
of management on cutting costs and improving efficiency. Management must
therefore develop and apply “people skills” in order to motivate their workers.

Mayo concluded that a lack of attention to human relationships was a major
weakness in earlier theories of management. Managers should become more
involved with their workers, and earn the respect of the workers. The result would
be improved motivation amongst workers and higher productivity.
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It is worth considering that although the ideas of Mayo might seem ‘obvious’ today,
he was the first management theorist to draw attention to the social aspects of
working and the effects of motivation on performance.

2.6 Classical and human relations theories of management: a summary

The early writers on management theory suggested that there is a set of concepts
and rules that apply universally to all managers and management tasks. Scientific
management was based on the belief that certain principles should be applied to the
study of work and work methods, in order to improve efficiency. Fayol argued that
all managers have a similar role in organisations, no matter what the type or size of
organisation, and there are principles of good management that should be applied
in every organisation. Weber identified the characteristics of an ideal bureaucracy.
Mayo identified the significance of human relations, and argued that it applies to all
individuals at work.

Modern writers on management theory have questioned whether ‘universal rules’
of good management do exist. Various ideas have been put forward that challenge
‘classical theories’.
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3.1

Modern theories of management

Peter Drucker (1909 — 2005)
Rosabeth Moss Kanter
Henry Mintzberg

William Ouchi: Theory Z

Differences between classical and modern theories of management

Modern theories of management

There are many writers on management theory, and there is no single ‘modern
theory” of management. The ideas of some well-known writers are described here.

Peter Drucker (1909 — 2005)

Peter Drucker was a leading writer on management theory for many years until his
death in 2005, and he wrote on a wide range of subjects.

He suggested that there are five areas or categories of management responsibility:

m  Setting objectives. Managers set objectives for the organisation, and decide on
targets for the achievement of those objectives, which they then communicate to
other people in the organisation.

®m  Organising work. Managers organise the work that is done, by dividing it into
activities and jobs. They integrate the jobs into a formal organisation structure
and select and appoint people to do the jobs.

m  Motivating and communicating. Managers need to motivate their employees.
They must also communicate with their employees so that they can do their
work.

®  Measuring. Managers measure performance, perhaps by comparing it against a
target or yardstick (benchmark). They analyse and assess performance, and
communicate their findings, both to their superiors and their subordinates.

®m Developing people. Managers need to develop their employees and also
themselves. Drucker wrote that the manager ‘brings out what is in their
employees or he stifles them. He strengthens their integrity or he corrupts them.’

Drucker disagreed with the views of Fayol that general principles of management
apply to managers in all types of organisation. He argued that managing a commercial
business is different from managing other types of organisation, because the business
manager has a key responsibility for the economic performance of the business.
Managers perform well and justify their existence and their authority only if they
produce the economic results (for example, profits) that are expected.

Drucker therefore suggested that there are three aspects to the responsibilities of
managers in business:

®  Managing the business. Business managers are responsible for matters such as
innovation and marketing. Drucker was one of the first management theorists to
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3.2

3.3

argue for ‘putting the customer first’ — a basic con