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HOW TO USE THIS GUIDE 
 

This workbook belongs to you.  It is designed to serve as a guide for the duration of your 

training programme and as a resource for after the time.    It contains readings, activities, 

and application aids that will assist you in developing the knowledge and skills stipulated in 

the specific outcomes and assessment criteria.  Follow along in the guide as the facilitator 

takes you through the material, and feel free to make notes and diagrams that will help you 

to clarify or retain information.  Jot down things that work well or ideas that come from the 

group.  Also, note any points you would like to explore further.  Participate actively in the skill 

practice activities, as they will give you an opportunity to gain insights from other people’s 

experiences and to practice the skills.  Do not forget to share your own experiences so that 

others can learn from you too.   

ICONS 
 

For ease of reference, an icon will indicate different activities.  The following icons 

indicate different activities in the manual. 
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PROGRAMME OVERVIEW  
 
PURPOSE 
 
At the end of this training session you will be able  

Identify, use and maintain a range of hand and power tools, machines and equipment.  

Use a range of levelling devices to determine and transfer horizontal and vertical 

levels.  

Select materials and use appropriate application methods.  

 

LEARNING ASSUMPTIONS 
 

Communication at NQF Level 3.  

Mathematical Literacy at NQF Level 3  

 

HOW YOU WILL LEARN 

 
The programme methodology includes facilitator presentations, readings, individual 

activities, group discussions, and skill application exercises. 

 
HOW YOU WILL BE ASSESSED 

 
This programme has been aligned to registered unit standards.  You will be assessed 

against the outcomes of the unit standards by completing a knowledge assignment that 

covers the essential embedded knowledge stipulated in the unit standards, and by doing a 

practical assessment to apply the learning to your work situation.  When you are assessed 

as competent against the unit standards, you will receive a certificate of competence and be 

awarded 4 credits towards a National Qualification. 
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CHAPTER 1 

AN UNDERSTANDING OF AN ENTREPRENEURIAL 
PROFILE 

 
US ID: 263356 

 

 
CHAPTER OBJECTIVES  

 

 Entrepreneurship is described and discussed in terms of employment opportunities . 

 Entrepreneurial opportunities are identified and described within a specific economic 

area related to the interest of the learner. 

 Advantages and disadvantages of entrepreneurship are explained with examples. 

 Reasons for business failure are identified and discussed with examples. 

 The role of entrepreneurship in social development is explained with examples  

 
 

 

Entrepreneurs 

Entrepreneurs are innovators, willing to take risks and generate new ideas to create unique 

and potentially profitable solutions to modern-day problems. This innovation may result in 

new organizations or revitalize mature organizations in response to a perceived opportunity. 

The most obvious form of entrepreneurship is starting a new business (referred as a startup 

company). In recent years, the term has been extended to include social and political forms 

of entrepreneurial activity, which are often referred to as social entrepreneurship. 

Entrepreneurial activities differ substantially depending on the type of organization and 

creativity involved. Entrepreneurship ranges in scale from solo projects (that can even 

involve the entrepreneur working only part-time) to major undertakings that create many job 

opportunities. Many high-value entrepreneurial ventures seek venture capital or angel 

funding (seed money) to raise capital for building the business. 

Characteristics & Skills 

Entrepreneurs are like gamblers, and like any gambler, their chances of winning increase if 

they have the right cards. Let's look at some characteristics and skills that help an 

entrepreneur succeed. 
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A tolerance for risk-taking is a necessary attribute for entrepreneurs. You can think of risk-

taking as pursuing an activity even if there is a chance of a negative consequence. Starting a 

business is risky, and even more so when you're using your own money. Sometimes you 

can spread the risk by convincing investors to come along on your new venture or by 

forming an entrepreneurial team, like Eddie is trying to do. But, at the end of the day, you 

can't avoid risk if you are going to start a new business and innovate. 

Entrepreneurs also need creativity. Think about Steve Jobs and Mark Zuckerberg; these 

two entrepreneurs brought innovative products to the market that changed the way we live. 

Successful entrepreneurs innovate in one of two ways. They can bring an entirely new 

product or service to the market, like the first cellular phone.  

1.4. Qualities of entrepreneurs  

 

In order to organize and run a business successfully, an entrepreneur must 

possess certain traits important for driving success. Some of them are:  

Self-confidence − Others will trust you only when you trust yourself. This is the most 

important trait of an entrepreneur, who should have the confidence to take one’s own 

decisions. 

Risk-taking ability − Business is all about taking risks and experimenting. 

Entrepreneurs need to have a risk-taking ability. 

Decision-making ability − Entrepreneurs should have the willingness and capability to 

take decisions in favor of the organization all the time. 

Competitive − Entrepreneurs should always be ready to give and face competition. 

Intelligent − Entrepreneurs always need to keep their mind active and increase their IQ 

and knowledge. 

Visualization − Entrepreneurs should have the ability to see things from different point 

of views. 

Patience − This is another virtue which is very important for entrepreneurship as the 

path to success is often very challenging and it requires a lot of patience for 

sustenance. 

Emotional tolerance − The ability to balance professional and personal life and not 

mixing the two is another important trait of an entrepreneur. 
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Leadership quality − Entrepreneurs should be able to lead, control and motivate the 

mass. 

Technical skill − To be in stride with the recent times, entrepreneurs should at least 

have a basic knowledge about the technologies that are to be used. 

Managerial skill − Entrepreneurs should have the required skill to manage different 

people such as clients, employees, co-workers, competitors, etc. 

Conflict resolution skill − Entrepreneurs should be able to resolve any type of dispute. 

Organizing skill − They should be highly organized and should be able to maintain 

everything in a format and style. 

High motivation − Entrepreneurs should have high level of motivation. They should be 

able to encourage everyone to give their level best. 

Creative − They should be innovative and invite new creative ideas from others as well. 

Reality-oriented − They should be practical and have rational thinking 

Advantages and disadvantages of entrepreneurship  

a. List of Advantages of Entrepreneurship 

1. It gives a great amount of freedom. 

If you are working for a boss and a company, you need to meet all their 

requirements and only have very little freedom on the job. On the other hand, 

if you start your own business, you will be able to make your own demands 

and set your own schedule. You dictate everything you do, giving you a level 

of freedom that you will not see when you are employed. 

2. It can be exciting.  

Entrepreneurship can be very exciting, with many entrepreneurs considering 

their ventures highly enjoyable. Every day will be filled with new opportunities 

to challenge your determination, skills and abilities. 

3. It allows you to set your own earnings. 

Of course, you will be the one setting your own wage and making investments 

when you own the business. The work that you do would be for something 

you own, which can be a huge advantage compared to when you are working 

as an employee for a certain company. 
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4. It offers flexibility.  

As an entrepreneur, you can schedule your work hours around other 

commitments, including quality time you would spend with your family. 

b. List of Disadvantages of Entrepreneurship 

1. It requires you to dedicate a huge amount of time. 

One big challenge in starting your own business is the amount of time you 

have to dedicate to it. Remember that entrepreneurship is not easy, and for it 

to be successful, you have to take a level of time commitment that many 

people are just not willing to make. And even if you are able to enjoy flexibility 

in your work schedule when your venture does become successful, you will 

still have to dedicate a substantial amount of time to growing the business. 

2. It can be difficult to compete with other businesses.  

It is very important for an entrepreneur to stay competitive. This means that 

you have to differentiate your business from others in your niche in order to 

build a solid customer base and, finally, become profitable. 

3. It does not guarantee 100% success. 

Entrepreneurship would make your dreams come true, which does not often 

happen with traditional employment, but you need to make some sacrifices to 

make it happen. You should know that this type of venture does not 

guarantee 100% success. 

4. It comes with unpredictable work schedules.  

One major drawback of being an entrepreneur is that more work and longer 

hours will be required from you than being an employee. While you want to 

become your own boss, you must first know the amount of effort, time and 

investment to make your venture successful. Even though there is a lot of 

rewards coming from it, it also has certain downsides. 

 

Reasons for business failure  

 Not Seeking Professional Advice 

 Lack of Good Customer Care 

 Copying Others 

 Lack of Experience 

 Unaccountability 

 Lack of Personal Growth 
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 Poor Location 

 Lack of Focus 

 Wrong Expectation 

 Quitting Too Soon 

 

 

 

1. NOT SEEKING PROFESSIONAL ADVICE 

No matter how informed you feel you are, once you want to startup a new line of business, it 

is pertinent that you seek professional advice. This will help you ascertain whether or not the 

business is profitable as you thought. Most times, entrepreneurs start up a business 

because they find others doing the business and profiting. Yes, they might be profiting from 

the same business but there might be a secret behind the success. It might be location, 

good customer service, knowing the right source to get raw materials etc. 

It is good you have a mentor that will always put you through to avoid silly mistakes. Another 

advantage of seeking professional advice is that, you are meeting people that have already 

done the business and they have made the mistakes and known the best way of doing it. 

Avoid Negative People 

2. LACK OF GOOD CUSTOMER CARE 

It is very important that you make your customer care a priority. A business with good 

customer care grows. Good customer care brings return customer and return customers 

bring referral customers. If you do not treat your customer well, they go to your competitors. 

Learn to show your customers that you appreciate them. Always ask them questions about 

the product and offer them some percentage when they give your product a review (either 

positive or negative review). If you are not close to your customers, if you treat them like 

every other seller, they will only come when there is no other option. Bad customer care has 

killed a lot of businesses. 

Your Customer Care Unit Defines Your Brand 

3. COPYING OTHERS 

What worked for Mr. Francis must not work for Mr. Reader. Many people have gone into 

business or made a business choice because they see others doing it and think they can be 

successful in it if they try. It is good you add your own idea after proper consultation, that will 

distinct you from others. Copying without consultation leads to dead end. 
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Do Not Copy, Initiate 

4. LACK OF EXPERIENCE 

Lack of experience is one of the causes of business failure. If you are inexperienced or your 

management is made up of novices, then your business is as good as dead. When starting a 

new business, it is advised you get the services of people experienced in that field. They can 

be your partners or you employee. Get experienced marketers and well trained customer 

service personnel. 

Experience Count 

5. UNACCOUNTABILITY 

You must be accountable for any dime your business makes. Most times, many 

entrepreneurs could not account for their daily sales. Once there is a sale, they spend the 

money on personal needs believing that they will make another sale. If you must succeed in 

business, you must be accountable for every dime that you make. Make sure you plan out 

your spending, for a business you plan to grow, 60% of your profit must go back into the 

business and that is after removing tithe (10% of your income). 

Be Accountable 

6. LACK OF PERSONAL GROWTH 

Many entrepreneurs do not invest on themselves. They want to be great but they do not read 

nor research, neither do they attend seminars and workshop that can increase their 

knowledge base. Personal development of your attitude and communication skills is a must. 

It is hard work and it takes discipline. You will have a hard time succeeding without 

protecting and working on your attitude. No one gets ahead in life without building 

themselves with new knowledge. 

Never Stop Learning 

7. POOR LOCATION 

There was an entrepreneur who had a coffee shop in a local area. His coffees are nice and 

affordable. He relates very well with his customers. But over the years, his coffee shop was 

not growing and he could hardly maintain the place so he decided to sell the shop. Another 

29 year old entrepreneur with enough capital felt he can make the coffee shop profitable by 

injecting cash into the business and making it classier. He also could not make the coffee 

business profitable. Why? Because of the business location. 
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Bottom Line, you cannot start a business where the service is not required. Making it classy 

will not make people to patronize you. A good market survey is required before a business 

location is chosen. 

Poor Location Equals Reduced Patronage 

8. LACK OF FOCUS 

Entrepreneurs can easily be distracted with too many minor tasks. Everyday that their focus 

tends to shift, their thinking shrinks. A good entrepreneur or business person will never lose 

focus on what’s important and where their priorities are. The weakness is when they get 

caught up in trivial perfectionism in the tasks which can and should be left to others. 

Entrepreneurs should learn to delegate tasks. The short-sightedness become obvious when 

DOING rather than BECOMING becomes an obsession. 

Being busy does not mean being productive 

9. WRONG EXPECTATIONS 

Some startups were being sold the idea that all they need to do is get into business and the 

money starts rolling in without doing anything. Sometimes it is the person’s fault because 

they only hear what they want to hear or they think they know better. Bottom line, building a 

successful business is not an overnight event . If you don’t want to die in poverty or see your 

business collapse, then you must be diligent. 

Do Not Expect What You Didn’t Work For 

10. QUITTING TOO SOON 

This is the biggest reason why many businesses fail. If you do not persevere, enquire, 

research, fail and try and try again, you might not be successful in business. First, you 

should know that any business done half way can never be a success. You must strive 

against all odds to make a business stand. Another problem that has close many businesses 

almost as soon as they start is inadequate funding or paucity of fund. Many entrepreneurs 

make the fatal mistake of commencing on business with inadequate operating funds. Such 

businesses don’t last as the initiators will easily be discouraged especially when there are 

big competitors. 

I advice, before you start any business, have the mindset of I will do whatever (Positive) it 

will take to succeed, that alone is the beginning of your success. That mindset will help you 

broaden your business scope. 
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 Identifying Entrepreneurial opportunities 

Entrepreneurs often live with the hope that if they build it, customers will come. But in today's 

economy, it takes a lot more than hope to get people to purchase your products or services: 

New business-building practices are a must if you want to expand. 

Another necessary element is a clear-cut plan for growth. But many entrepreneurs get 

obsessed with creating the perfect plan. Or they never get around to putting one together. 

Crafting a plan is necessary, quick and effective. And we can show you how to do it. The 

following seven steps should take you no more than four hours to complete-a small price to 

pay for a tremendous upside. The result? A road map that will infuse new energy, 

enthusiasm and vision into your company's growth plans. So let's get started. 

Step 1: Focus on your core product. A very successful e-newsletter entrepreneur has built 

his business around this mantra: "Prospects buy when they trust your value is applicable to 

them and believe your company is stable." This strong position allows him to constantly 

check up on the services and value he's providing his customers. Keep this statement in 

mind as we go through the rest of the seven steps, because internalizing this mantra is the 

key to a solid plan. 

It's common in small, service businesses that the entrepreneur feels he or she must do 

everything the "big guys" do to compete. The truth is, small-business owners can really 

never compete in the same way. So it's essential for small businesses to differentiate 

themselves by focusing on the unique capabilities and core products they bring to prospects. 

Specialization is the entrepreneur's greatest asset. 

Step 2: Keep your pitch simple. The last time you asked someone at a party what their 

company does, did you get a clear, concise response? Or did your eyes glaze over by the 

time they got to the end of their explanation? My guess is, it was probably the latter. Now 

imagine that same pitch being presented to prospects who don't have a glass of wine in their 

hands to distract them! It's not a pretty picture. 

What every company needs is a simple "elevator pitch." That's a short, concise message 

that can communicate your message to a prospect in 30 seconds or less. It explains the 

value your product or service provides so the prospect understands why it's applicable to 

them. 
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Try this little exercise to test your pitch clarity quotient. Ask someone who doesn't know what 

you do to listen to your pitch. Explain what your company does, and watch for signs of 

fatigue-eyes watering, lids getting heavy, and so on. Of course, you may have the perfect 

pitch. But if you don't, you'll recognize it right away from verbal and physical responses. 

Step 3: Stay true to who you are. Knowing who you are and what gets you excited (and 

bores you to tears) will help you reach your goals. Nothing can derail a growth plan more 

than discomfort and procrastination-it's simply human nature to procrastinate over things that 

cause discomfort. And there are dozens of daily business requirements that every business 

owner detests. If you're finding yourself putting things off, it's time to start delegating 

Stay true to who you are and what you do best: Hand off those tasks that will blow you off 

course because you don't like doing them, so you don't! Stretch and grow your capabilities in 

alignment with your interests and expertise. If accounting is your nemesis, hire a 

bookkeeper. If your personal organization is out of control, hire a temp to set up a new filing 

system. Always make sure that you're focused on your priority "A" tasks and delegate your 

Bs and Cs. 

Step 4: Map it. Mapping your capabilities with your target clients' needs is an excellent way 

for you to determine your service strategy. You'll find that while you may be perfectly skilled 

in many areas, you're going after customers who don't need your particular expertise. 

One common trait among many entrepreneurs is the urge to "cast a wide net" by being all 

things to all companies. In almost every case, however, a small business flourishes because 

it has a narrower service offering. Remember, a small company's value is that it can 

specialize in unique, top-quality services. 

Develop a list of decision-making criteria that you expect your clients to use when choosing 

a provider in your industry. Then rank yourself (and be brutally honest) in terms of where 

you'd be positioned in each category. After this intense evaluation, make sure that your 

elevator pitch is still on target. 

Step 5: Utilize marketing tools that work best for you. When deciding on a marketing 

strategy, implement one that fits your personality and the customers you serve. For instance, 

if you're terrified of getting up in front of a crowd, don't schedule yourself to participate on a 

panel in the hopes of generating business. You'll derail your efforts if you don't perform well. 
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Identify the top two marketing tools you've used in the past that have worked for your 

company. Let's say that's cold calling and a Web site. Then start adding new ideas for a 

fresh perspective. When selecting your marketing tools, also evaluate them from a financial 

and cost basis. Decide what will yield the best return on your efforts. Each tool should lead 

to a revenue-producing result in one way or another. 

Step 6: Implement a plan of action. Up until now we've been in the planning mode, but 

now it's time to dig in and put it to work. Your action plan will also give you the map you can 

use to measure your progress. 

Establish goals that can be reviewed at three and six months. At incremental points within 

each three-month period, keep checking your plan to see if you're meeting your goals. If you 

find you're missing the target, ask why. Were the tools appropriate for your target customer? 

Did you integrate the strategy, or did you just focus on one of the tools? 

And don't forget to plug in specific actions that you'll do every day to help you meet your 

goals. That daily strategy will keep the goals of the plan top of mind. 

Step 7: Exercise the plan. This final step is really straightforward: Just do it: Complete the 

daily actions, and then do something extra to accelerate your success plan. If you approach 

your plan and get butterflies in your stomach, either get over it or substitute an action that 

you're comfortable with so you stay on course. Don't let unplanned tasks waste precious 

time that should be applied toward reaching your goal. And most of all-enjoy the process! 

 

CHARACTERISTICS OF A SUCCESSFUL ENTREPRENEUR.  

2.1. The characteristics of a successful entrepreneur 

1. Passion & Motivation 

If there's one word that describes the fundamental trait in an entrepreneurship, it would be 

passion. 

o Is there something that you can work on over and over again, without getting bored? 

o Is there something that keeps you awake because you have not finished it yet? 

o Is there something that you have built and want to continue to improve upon, again 

and again? 
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o Is there something that you enjoy the most and want to continue doing for the rest of 

your life? 

Your demonstration of passion and motivation will determine your success in any 

entrepreneurial venture. From building and implementing a prototype, to pitching your idea 

to venture capitalists, success is a function of passion and determination.  

2. Risk Taking 

Entrepreneurs are risk takers ready to dive deep into a future of uncertainty. But not all risk 

takers are successful entrepreneurs. What differentiates a successful entrepreneur from the 

rest in terms of risk? Successful entrepreneurs are will to risk time and money on unknowns, 

but they also keep resources, plans and bandwidth for dealing with "unknown unknowns" in 

reserve. When evaluating risk, a successful entrepreneur will ask herself, is this risk worth 

the cost of my career, time and money? And, what will I do if this venture doesn't pay off? 

3. Self-belief, Hard work & Disciplined Dedication 

Entrepreneurs enjoy what they do. They believe in themselves and are confident and 

dedicated to their project. Occasionally, they may show stubbornness in their intense focus 

on and faith in their idea. But the flip side is their demonstrated discipline and dedication. 

4. Adaptability & Flexibility 

It’s good to be passionate or even stubborn about what you do. But being inflexible about 

client or market needs will lead to failure. Remember, an entrepreneurial venture is not 

simply about doing what you believe is good, but also making successful business out of 

it. Market needs are dynamic: changes are a recurring phenomenon. Successful 

entrepreneurs welcome all suggestions for optimization or customization that enhances their 

offering and satisfies client and market needs. A product you develop for yourself alone may 

qualify as a hobby, but a product for the market should satisfy market needs. 

5. Understand Your Offering – And Its Market 

Entrepreneurs know their product offering inside and out. They also know the marketplace 

and its dynamics inside and out. Remaining unaware of changing market needs, competitor 

moves and other external factors can bring even great products to failure (for example, 

Blockbuster). 

https://www.investopedia.com/terms/r/risk-seeking.asp
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6. Money Management 

It takes time to get to profitability for any entrepreneurial venture. Till then, capital is limited 

and needs to be utilized wisely. Successful entrepreneurs realize this mandatory money 

management requirement and plan for present and future financial obligations (with some 

additional buffer). Even after securing funding or going fully operational, a successful 

businessman keeps a complete handle on cash flows, as it is the most important aspect of 

any business.  

7. Planning (But not Over-planning) 

Entrepreneurship is about building a business from scratch while managing limited 

resources (including time, money and personal relationships). It is a long-term commitment, 

and attempting to plan as much as possible at the beginning is a noble impulse. In reality, 

however, planning for everything and having a ready solution for all possible risks may 

prevent you from even taking the first step. Successful entrepreneurs do keep some dry 

powder in reserve, but more importantly they maintain a mindset and temperament to 

capable of dealing with unforeseen possibilities. 

Do a feasibility analysis; identify time and capital thresholds; take the deep dive with your 

limited resources. If your thresholds are crossed, look for alternatives and be prepared to 

take the next exit. 

8. Networking Abilities 

How do you tap your network for solutions? Many people seek comfort in commiseration: 

friends, colleagues and neighbors are happy to complain with you about "the global 

slowdown,” poor demand, or unfair competition; but that won't improve the bottom line. What 

do successful entrepreneurs do? They reach out to mentors with more experience and 

extensive networks to seek valuable advice. 

Having such networking abilities, including more experienced mentors, is a key 

characteristics of successful entrepreneurs. 

9. Being Prepared to Take the Exit 

Not every attempt will result in success. The failure rate of entrepreneurial ventures is very 

high. At times, it is absolutely fine to take the “practical” exit route and try something new, 

instead of continuing to make sunk cost investments in the same venture. Many famous 

https://www.investopedia.com/terms/d/drypowder.asp
https://www.investopedia.com/terms/d/drypowder.asp
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entrepreneurs weren't successful the first time around. But they had the serenity and 

foresight to know when to cut their losses. 

10. Entrepreneurs Doubt Themselves – But Not Too Much 

You may ask yourself, am I an entrepreneur? And the very question may put you in doubt 

about the answer. Instead of worrying about fitting the image of the perfect entrepreneur, 

check in with your gut. Is it on board? 

 

2.2. The technical, business, managerial and personal strategies required for 

establishing a successful venture  

What Motivates an Entrepreneur? 

Many research studies have been conducted by researchers to understand and answer this 

question so that the factors that motivate people to take all the risk and start a new 

enterprise can be identified. 

The 6Cs that motivate entrepreneurs to establish their own business are as follows − 

Change − Entrepreneurs frequently want change, not only change, they also want to be 

the bearers of change. They are solution givers and want to interrupt the status quo. 

They have a vision like "I want to assemble the world's information" or "I want to put an 

AC at every desk" and they take an attempt to make this change. In this attempt, some 

succeed and some fail. 

Challenge − Some people love challenges and they opt for starting a new business as 

it is very challenging to handle big problems. These people find typical job in a big 

corporate as boring and not challenging enough. 

Creativity − Running one’s own business is all about being more creative and having 

the independence to make new discoveries. For example, testing a new website design, 

launching a new marketing scheme, creating inventive items that solve a known issue in 

a different way, creating new advertising campaigns, etc. One needs to have an infinite 

room to welcome and introduce creativity in a small business. 

Control − Some people tend to start a business because they don't want to be pushed 

around and work for a product/company in which they have no way to shape their 

destiny. They want to be their own boss having their own time, own pace, location of 
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their choice, employees of their choice and have a progressive role in deciding the 

direction of the company. 

Curiosity − Successful entrepreneurs are always anxious and ask − "what if we do X 

this way?” They want to have more than one option to do a work and choose the best 

one from them. They want to understand the customer's perceptions, point of views, 

markets and competitors. They are frequently anxious to see how their particular theory 

like "people want to do A with B" works. In this aspect, they can’t be differentiated from 

a scientist who is trying to prove his theorem. 

Cash − The last but not the least part is the cash. Money says it all. Many 

nonentrepreneurs have a misconception that cash comes first for entrepreneurs but this 

is never really true. If this would be the case, then there is no reason for an Ellison or 

Gates to keep expanding their business aggressively after they have made more than 

billion dollars. However, money is not the primary motivation. 

From the above discussion, it can be said that the highest motivating factor is the urge to 

get something or the drive to do something differently. 

Results of Motivation 

Successful entrepreneurship needs determination, freedom, discipline, connectivity and an 

abundance of skills in planning. People with a complete package of physical strength 

combined with perseverance, mental strength, and self-discipline have the passion and 

urge to succeed. With proper motivation, we get the following outcomes − 

Heavy industrialization − Tremendous growth can be seen in industrialization.  

Self-employment − A common man gets a chance to make a difference, set a new 

standard of industrial growth.  

Economic growth − When there is growth in an individual’s economy, there is a growth 

in the company’s economy, which in turn results in the growth of that particular area and 

country. Example: Emergence of smart cities concept. 

Creating new jobs − More entrepreneurship leads to more job openings. More job 

openings leads to more employment opportunities. 

Proper social benefit − When a country’s economy grows or increases we see that 

more advanced and proper social benefits are provided to the general public like 

construction of roads, school, hospital, colleges, etc. 
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Entrepreneurial drive is the inbuilt encouragement some people possess to make 

something happen. It is the energy that pushes one forward as a founder and forces not to 

give up in the face of failure, ultimately leading to success. 

Enterprise & Society 

Entrepreneurship has a major contribution in the growth of national economy. So, it is very 

important to acknowledge the motivational features spurring people to become 

entrepreneurs and explaining why some are more successful than others. 

An enterprise is nurtured by the society. Thus, we can say, it is a portion of society. In the 

social environment, both of them share a close bonding where they affect each other and 

share their profits and loss combined. In this “affecting & being affected relationship”, a 

proper balance should be maintained. 

Entrepreneurial Achievement 

Entrepreneurs are not always motivated by profit but regard it as a standard for measuring 

achievement or success. An entrepreneur greatly values self-reliance and strives for 

distinction through excellence. They are highly optimistic (otherwise nothing would be 

undertaken), and they always favor challenges of medium risk that is neither too easy, nor 

ruinous. 

Given below are some factors that contribute to the success of an entrepreneur. The 

factors are − 

Self-confidence − Before convincing others to trust us, it is important to trust our self. 

The determination or the courage and belief one has on self to achieve the goal is 

known as self-confidence. 

Experience − It’s not always necessary to be experienced for starting a business, but 

yes, having some experience will definitely help save time and effort. 

Profit − Opting for a business that has a demand in the market, is always a better 

choice. However, it is always good to think of a steady income rather than just profit. 

Brand − Everybody opts for or at least wishes to opt for branded products or services. 

The reason varies, some see it as a standard of living, for some it’s the quality. Keeping 

this in mind, it is very important to create a signature mark of your product. 

Market share − It adds to an individual’s, groups, or firm’s contribution in the market 

when by contributing their company product in the market. A company designs a 

product with respect to the demand of the mass. 
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Some other factors like consumer relation, social support, government support also 

contribute as important factors in entrepreneurial achievement. 

Before starting an enterprise, some factors which should be taken care of are − 

 Identification of business opportunity. 

 Preparation of project. 

 Selecting a business opportunity. 

 Accessing the viability (technical, operational, financial marketing) of the project. 

 Deciding the location for production, offices etc. 

 Deciding the size of the project. 

 Deciding the source of finance. 

 Deciding about marketing. 

 Deciding the launching of the project. 

 Deciding the plan, program & policy, strategy of the project. 

Starting a business includes planning, making crucial financial decisions, and 

accomplishing a series of legal activities. 

Taking care of the following six steps will ensure a successful start. 

Go beyond the Business Plan 

Careful planning of business before launching it is not restricted to preparing a business 

plan. Preparing a business plan is an important exercise. Bachenheimer recommends the 

following three planning methods for a business plan − 

The Apprentice Model − Earning from direct work experience in the industry. 

The Hired-Gun Approach − Partnering or sharing with experts who are more 

knowledgeable and have more experience. 

The Ultra-Lean School of Hard Knocks Tactic − Finding out a way to frequently test 

and refine the model at a very reasonable cost. 

While documenting a business plan is precisely helpful, the real value is not in having the 

finished good in hand, but instead in the process of researching and thinking in a 

systematic approach. It assists in thinking things through in depth, to study and research if 

the facts provided are completely accurate. Starting a new business without the 

commitment of thorough preparation, can be a very expensive lesson in the value of 

planning. 
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Test your Idea 

It is recorded that approximately sixty percent of new businesses fail within the first three 

years, as mostly the young entrepreneurs rush into business without carefully checking out 

their idea and all other aspects to conclude if it will work. 

Know the Market 

It is crucial to understand the critical metrics of the market, even if it is as simple as sales 

per square foot and inventory turnover, or an esoteric measure in a highly specialized 

upmarket. Questioning others, conducting research or gaining experience by assisting 

others to learn the inside of the market, engaging with the main suppliers, distributors, 

competitors and customers is a must. 

 

 

Understand your Future Customer 

In most business plans, a description of potential customers and how they make purchasing 

decisions, receives much less attention than operational details such as financing, sourcing 

and technology. In the end, customers determine the success or failure of an enterprise. 

It is important to understand the customers’ demands, what affects their purchase 

decisions, what can be done to differentiate the offering from that of competitors and how to 

convince them that the value offer is genuine. Acknowledging and understanding the needs 

of the future customers is a crucial and important step in launching a business. 

Establish Cash Resources 

Necessary measures and steps are to be taken to frequently capitalize the business and 

secure ready sources of capital for growth. While some startups rely on owners' capital, 

others look for investors. 

To determine the total amount of cash required, develop a cash-flow statement that 

evaluates complete expenses and income of the company. Accurate stages of expenses 

are marked by researching costs of actual business. Minimizing long-term commitments, 

like long-term leases help in limiting the need of cash unless it is important. A noticeable 

amount of ambiguity can be seen within initial years, to avoid this one needs to be 

conservative in making commitments for utilizing resources that might not be required yet. 

Choose the right Business Structure 

Starting from the initial stages, it is very important to identify the appropriate corporate 

layout required for the business. This should include tax and legal implementation. The 
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chosen layout assures the success of decisions to be made in future, like raising capital or 

exiting from business. 

To identify which layout is best for the business, consider the following four points − 

Liability limitations − For C Corps, S Corps, and LLCs, the entrepreneur’s personal 

liability is typically restricted to the amount invested and borrowed. There is unlimited 

liability for partners of the entrepreneurship. 

Startup losses − A S Corp or a LLC is referred as pass-through layout due to the tax 

liabilities and advantages of pass-through to the entrepreneurs' personal tax return. 

Generally, one can write off initial costs like losses earned in personal tax return. In a C 

Corp, initial costs produce tax losses that can be utilized only at the business level and 

there is no future benefit if a new company has future tax profits. 

Double taxation − Basically, double taxation of total income is neglected for 

passthrough items, but not for C Corporations. 

Capital-raising plans − If an entrepreneur plans to take the entire entrepreneurship as 

public or fundraise through private equity, these plans may demand that the company is 

not a pass-through structure. 

 

IMPROVING THE INDIVIDUAL ENTREPRENEURIAL CHARACTERISTICS.  

3.1. Failure and success of an enterprise is dependent on two factors − 

 Internal factors 

 External factors 

Internal Factors for Success 

Factors that affect the organization internally and contribute to the success of the firm are 

known as internal factors of success. These factors include efficient management, good 

quality product, quality goods & services, good reputation, low cost production, effective 

marketing, proper financing, dedicated manpower, proper technology, and proper time 

management. 

External Factors for Success 

Factors that affect the organization externally and contribute to the success of the firm are 

known as external factors of success. These factors include availability of appropriate raw 
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material, quality manpower, high demand in the market, government policy, low 

competition, and new market. 

Internal Factors for Failure 

Factors that affect the organization internally and contribute to the failure of the firm are 

known as internal factors of failure. These factors include ineffective management, old 

technology, poor financing, ineffective marketing strategies, low quality of raw materials, 

low human relations, and poor leadership. 

External Factors for Failure 

Factors that affect the organization externally and are responsible for failure of the firm are 

known as external factors of failure. These factors include shortage of raw material, 

shortage of power, shortage of manpower, poor finance, change in technology, high 

competition, negative government policies, and increase in supply and availability of better 

substitute. 

3.2. Environmental Dynamics & Change 

 

An enterprise exists within an environment. It is affected by various environmental factors. 

Good and favorable environment helps the company to survive and grow. This type of 

environment is dynamic in nature. It changes because of different factors and conditions. 

This further creates new challenges. 

An organization should always be ready for everything and anything that the future holds. 

These changes may be desirable or undesirable. Some changes are made by the 

entrepreneur for self-benefit however these changes are not constant in nature. 

3.3. Entrepreneurial Process 

 

Entrepreneurial process can be defined as the steps taken in order to establish a new 

enterprise. It is a step-by-step method, one has to follow to set up an enterprise. 

There are mainly five steps one needs to follow. These steps are − 

 Preliminary steps 

 Decision-making steps 

 Planning steps 
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 Implementation steps 

 Managerial steps 

Preliminary Steps 

Preliminary steps are the initial steps one has to follow for establishing a firm. At this stage, 

the to-be entrepreneur should be able to make a decision that is going to affect the 

company. 

We can say that an entrepreneur is born at this stage. An entrepreneur searches for 

business opportunity and collects information/data from all sources available. 

 

Decision-making Steps 

Decision-making steps can be defined as those steps or say the lessons learnt by an 

entrepreneur to make decisions efficiently. 

In this step, the entrepreneur is seen consulting with DIC (District Industrial Centre) and 

MSME (Medium Small & Micro Enterprise). Some of the decisions to be taken are − 

 Decision of acquiring fund from banks or financial institutions. 

 Acquisition of permission, recognition, application. 

 Making of PPR (Preliminary Project Report). 

 Decision regarding land, building, plant, machinery, labor, raw material, fuel, energy, 

water supply, filtration, etc. 

In order to make effective decisions that is adaptable and comfortable for the company, the 

clients and all those who are directly or indirectly linked to the decision-making step play a 

very vital role. 

Planning Steps 

Planning is an assumption or prediction of business requirements and outcome in the 

future. It provides a space to review the best strategy to run the business by cutting 

expenses and maximizing profit. 

Some of the planning steps include − 

 Planning for infrastructure like plant and building. 

 Getting permission and recognition from the government or any other reputed 

authority. 

 Applying for environmental clearance. 

 Purchasing of land and licensing of mines, if necessary. 
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 Applying for electric connection and water supply. 

 Planning the final feasibility, technical feasibility, and operational feasibility. 

 Study of PPR and preparation of Detailed Project Report (DPR). 

 Getting loan and/or capital investment. 

 Acquisition of machineries and planning for installation. 

Now, let us move forward to see how this planning step is further transformed to 

implementation steps. 

Implementation Steps 

Implementation is the execution of plan; it is the action taken to implement the plan so that 

something actual happens. 

Given below are some steps that will help us get a clear picture of how actions in planning 

steps are groomed into implementation steps − 

 Acquisition of land, setting up building, and purchasing raw materials. 

 Installation of plant and machineries, and arranging human resource. 

 Receiving permission and reorganization letter, and receiving capital investment. 

 Starting operation and production. 

 Arranging fuel, electricity, and water supply. 

 Making infrastructural development, i.e. road, hospital, school, residence, etc. 

Implementation is the most important and difficult step, during implementation the actuals 

come to figure and something of real value is generated. 

Managerial Steps 

We have seen about the roles and duties of an entrepreneur. Managerial duties are also 

very important for an entrepreneur as well as the organization. Some of the managerial 

duties to be taken care of are − 

 Preparing market policy and strategy. 

 Managing promotion of product or services. 

 Formulating pricing policy. 

 Managing wholesalers and retailers. 

 Deciding the profit margin. 

 Managing marketing strategy, managing advertisement of product or service, 

managing distribution system for efficient distribution. 
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 Warehouse management. 

Each step has its own importance and its own role in the development as well as 

deterioration of a company. 

EFFECTIVE TEAMWORK STRATEGIES IN AN ENTREPRENEURIAL CONTEXT.  

 The concepts of teamwork are explained and implemented where applicable . 

 The characteristics of group dynamics are analysed with examples given of each. 

 Group roles and stages in team development are identified. 

 Strategies for effective teamwork and the effects of group dynamics in the work place 

are discussed with examples. 

4.1. Entrepreneurial Environment 

In upcoming economies across the world, interest in entrepreneurship is presently more 

than ever due to burgeoning youth population and a desire to move up the value chain. 

Three major components are identified in this environment that community leaders need 

to address − 

 Culture − Acknowledgement of the importance of entrepreneurs to the local as well 

as national economy, appreciation of the values that entrepreneurs earn, welcoming 

entrepreneurs who often tend to beat off a different drummer, accepting failure as a 

part of the process and willingness to motivate and unconditional support to 

entrepreneurs when some of their ventures do not pan out. 

 Infrastructure − Moving beyond the traditional notion of layout to involve traditional 

and non-traditional leadership strategies. For example, educational institutions like 

community schools, colleges and regional universities, cultural and recreational 

resources, quality schools, and social enterprises that are different and stress on 

creativity. 

 Entrepreneurial support elements − Precise programs and initiatives created to 

facilitate a range of support to entrepreneurs of all types when and how they require 

it. This involves providing services like the Chamber and Small Business 

Development Centers, help centers, counseling office, networking organizations and 

opportunities, financing programs, business incubation services, mentoring and 

coaching, and youth entrepreneurship education in and outside the schools. 

Having a complete knowledge about these components helps in building an entrepreneurial 

environment that facilitates our community to become more entrepreneurial. 
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We need to consider our readiness for entrepreneurship. How can we and should get 

started? We may wish to start by getting a sense of how supportive our community’s 

current environment is towards entrepreneurs. 

 

Role of Family 

A lot has been documented about the importance of the entrepreneur’s access to financial 

capital, as well as educational achievement and progress, to the enterprise’s ultimate 

success. The family background of an entrepreneur is often an unrecognized aspect of 

success. Few facts regarding the role of family for entrepreneurs are − 

 Two to three times more business is owned by the children of industrialists than 

those whose parents don’t own a business. So it is pretty clear that, business 

ownership runs within the family but the question here is does it lead to success? 

 Entrepreneurs working in their family business before starting a business of their 

own, tend to be 10 to 40 percent more successful than they would be otherwise. 

 The would-be entrepreneur gains valuable experience through informal learning and 

apprenticeship that occurs while working in a family business. 

 Who can teach us better than our own parents? A brilliant way of learning the “name 

of the game” of running an own business is first working in the family business. 

 Family business is a golden ticket for family members to hold human capital linked to 

operating a business. It is not necessary to gain this experience in the same 

industry, probably because basic business experience is what counts. 

The major scope through which families shift their business success across generations is 

by working through experience. However, a major drawback is the cycle of low rates of 

business ownership could be easily broken and relatively worse business outcomes could 

be passed from one generation to the next. It is very important to address the lack of 

opportunities to work in family businesses. 

Role of Society 

The major role of the society in entrepreneurship is support. Entrepreneurs contribute to the 

society in the following ways − 

 Business yields and allots products and services to meet certain public 

requirements. Business has to be very flexible and frequent research on consumer 

demands should be done to increase profit. 

 Entrepreneurs create job opportunities. Income is ensured through entrepreneurship. 

It is a very important factor to consider. 
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 Entrepreneurship has its own contribution in the national well-being. It ensures it in 

different ways, assisting the government to preserve and manage all kinds of public, 

social institutions and services, etc. 

Entrepreneurs facilitate in enlightening and educating people and motivating their growth at 

a personal level. Due to high level of competition in the market, it is important for both 

businessmen as well as their employees to be involved in the constant process of learning 

and improving personal skills and abilities like creativity, determination, communication 

skills and vision for new business chances. 

4.2. Industrial Policies & Regulations 

Industrial policy can be defined as a statement stating the role of government in industrial 

development, the position of public and private sectors in industrialization of the country, 

the comparative role of large and small industries. 

In short, it is a proclamation of objectives to be achieved in the fields of industrial 

development and the steps to be taken for achieving these objectives. So, the industrial 

policy formally represents the spheres of activity of the public and private sectors. 

Objectives 

It enlists the rules and procedures that will monitor the growth and pattern of industrial 

activity. The industrial policy is neither fixed nor flexible. It is constructed, modified and 

further modification is done according to the changing situations, requirements and 

perspectives of developments. 

The major objectives of industrial policy are discussed below. 

Rapid Industrial Development 

The industrial policy of the Government of India focuses at increasing the level of industrial 

development. It explores ways to construct favorable investment environment for the private 

sector and also for mobilizing resources for the investment in public sector. In this way, the 

government roots to promote rapid industrial growth in the country. 

Balanced industrial Structure 

The industrial policy is crafted to correct the prevailing downgraded industrial structure. Say 

for example, India had some fairly developed consumer products industries before 

independence but the capital goods sector was not at all developed, also basic and heavy 

industries were by and large absent. 
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Thus, industrial policy had to be enclosed in such a way that imbalances in the industrial 

structure are corrected by laying stress on heavy industries and development of capital 

goods sector. Industrial policy explores methods to maintain balance in industrial structure. 

Prevention of Concentration of Economic Power 

The industrial policy explores to facilitate a borderline of rules, regulations and reservation 

of spheres of activities for the public and private sectors. This is targeted at minimizing the 

dominating symptoms and preventing focus of economic power in the hands of a few big 

industrial houses. 

Policy Measures 

Some of the essential policy measures were declared and procedural simplifications were 

undertaken to opt for the above stated objectives. Following are some of the policy 

measures − 

Liberalization of Industrial Licensing Policy 

A list of goods demanding compulsory licensing is reviewed on an ongoing regular basis. 

Currently, only six industries are monitored under compulsory licensing mainly on account 

of environmental, safety and strategic considerations that need to be taken care of. In the 

same way, there are only three industries reserved specifically for the public sector. The 

lists of goods under compulsory licensing and industries reserved for the public sector are 

included in Appendix III and IV respectively. 

Factors in Business 

Business at an international level is also affected by various factors. These can be due to 

the physical location of the country or due to some political matters in the country. 

Some of the major factors in business are as follows − 

 Geographical factors − Many different geographical factors like the geographical 

size, the climatic challenges occurred recently, the available natural resources in a 

specific region, the population distribution in a nation, etc. affect international 

business. 

 Social factors − The internal factors or happenings inside a nation also plays a very 

important role in internal business. These include − 

1. Political policies − Political conflicts, mostly those that result in 

military confrontation can disturb trade and investment. 

2. Legal policies − National and international laws have a crucial role in 

framing how an enterprise can operate overseas. 
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 Behavioral factors − In a foreign unknown surrounding, the related studies like 

anthropology, psychology and sociology assists the managers to have a better 

understanding of values, attitudes and beliefs. 

 Economic forces − Economics explains the differences among countries in terms of 

costs, currency values and market size. 

Basic Modes of Entry 

Modes of entry into international markets are the Internet, Licensing, International Agents, 

International Distributors, Strategic Alliances, Joint Ventures, Overseas Manufacture and 

International Sales Subsidiaries. 

 Licensing − Licensing is where the own organization charges fee or royalty for the 

use of the technology or brand. 

 International agents and distributors − Agents are individuals or organizations 

those who deal with business/marketing on your behalf in any country. Agents 

represent more than one organization and for this one needs to set some targets to 

check the level of commitment of the agent. They tend to be expensive to recruit, 

retain and train. 

 Strategic Alliances − It describes a series of different relationships between 

companies that market internationally. 

 Joint ventures − It means working equally, i.e. a new company is set up with parties 

owning half of the business. 

 Overseas Manufacture or International Sales Subsidiary − It means the 

organization invests in plant, machinery and labor in the overseas market. This is 

also known as Foreign Direct Investment (FDI). 

These were the basic modes describing how international marketing is initiated between 

two nations or more. 

4.3. Team work and group dynamics  

 

1. WHY GROUP DYNAMICS MATTER 

All group members their own personal histories and life experiences, knowledge and skills, 

vision and aims, as well as interests and needs. Group members are usually also members 

of various subgroups, e.g. neighbours, employment status, representatives of an ethnic 

community. Each of the participants comes with his/her own values, beliefs, and principles. 

Considering that each group member influences all other group members as well as the 

group as a whole, it becomes obvious that each group of learners is unique and that each 
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group develops its own dynamics. The term "group dynamics" is used to describe the 

processes that occur when people interact in a group. Being able to observe and 

understanding these processes will help make the team work more effective. 

INFLUENCING FACTORS 

INTERPERSONAL LEVEL 

Participants of every group develop relationships with each other. Here are some aspects to 

consider: 

 How well do the group members know each other? 

 How much do they trust each other? 

 Do members of the group have a common history (positive or negative)? 

 Do group members communicate with each other? 

 Do they feel comfortable and safe? 

 Do group members respect differences and diversity? 

 How similar or different are the group members regarding their objectives, needs, or 

attitudes? 

PERSONAL LEVEL 

On a personal level, participants come to a course with both task-related and human needs: 

Human needs 

 Protecting one's self-esteem and demonstrating what one knows and can do. 

 Space for expressing oneself. 

 A feeling of belonging. 

 A positive environment that provides safety and comfort. 

 Positive relationships. 

 Positive emotions. 

Task-related needs 

 Personal objectives about what he/she wants to gain from the course. 

 Predetermined ideas about what one needs and what is useful. 

 Offered information and skills must be applicable and relevant. 

POLITICAL LEVEL 
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Group dynamics are often influenced by political factors such as hierarchies, status, and 

power. This level becomes especially important if most of the group members represent the 

same organisation or other subgroup. Power dynamics can become a disturbing factor 

when: 

 Participants compete with each other. 

 Key persons, e.g. the management or informal leaders, do not participate. As a result, the 

event's prestige can suffer and the participants' motivation might deteriorate. 

 On the other hand, the participation of key persons can also have a negative impact, as it 

might result in less openness and more cautiousness on the part of group members. 

 Training activities are funded by outside bodies. The requirements and interests of outside 

bodies have to be considered, and this can result in less flexibility in designing and 

implementing the course. 

 Other potential hidden icebergs, e.g. an unclear process of how participants have been 

selected or if participants transfer to the course their negative attitudes towards their work 

place or other subgroup they represent. 

IDEAS FOR LIMITING THE NEGATIVE IMPACT OF POLITICAL ASPECTS: 

 Group work will limit the impact of dominant leaders on the whole group. 

 The use of non-verbal methods promotes a change of roles and equality among the 

participants. 

 Demonstrating that responsible bodies value and support the group. 

 Background processes, such as the selection of participants or the interests of the 

organisers, should be made transparent. 

2. DEVELOPMENT STAGES OF A GROUP 

Group dynamics theory teaches that each group experiences various different stages of 

development. There is no guarantee that a group will reach the next development stage and 

the length of time a group remains in a particular stage varies from group to group and stage 

to stage. The group development process is not linear: a group that has reached the 3rd or 

4th stage can easily fall back into the "Storming" stage. A group might skip a stage, but this 

will haunt the group later in the process; in order to reach the "Performance" stage the 

previous stages have to be successfully concluded first. 

Based on the work of Bruce Tuckman, Peter R. Wellhöfer and Eberhard Stahl, as well as our 

own experience in conducting team trainings, the following list summarises the group 
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development stages and actions that the leader can undertake to help the group reach the 

next level. 

 

1. FORMING 

 

In this stage group members are very much occupied with their own emotions and doubts: 

uncertainty about whether they will find their place in the group, what will the other 

participants be like, what to expect from the teacher, etc. "I-thinking" is the predominant 

attitude. In their search for safety and structure, the group members try to become oriented, 

look for a safe place, search for sympathetic colleagues, and expect help from the leader. 

The leader must look assured and exude certainty in order to help group members find their 

places. The teacher should create a positive atmosphere and provide space for 

communication and interaction. 

2. STORMING 

 

Participants try to find their place in the group. There are many discussions, coalitions are 

made to represent one's interests, and there is lots of competition. Many people talking at 

the same time and nobody listening to each other is a clear indicator that the group is in the 

Storming stage. Failure or success in this stage will to a large extent determine how open or 

closed participants will be later in the process and how well they deal with conflicts and 

emotions. 

The leaer can guide the group through this stage by giving the group practical tasks that help 

to establish relationships and clarify roles. The teacher should show confidence and 

leadership because this stage can get rather emotional. All participants' contributions should 

be dealt with equally. 

3. NORMING 

 

Participants have established principles and procedures for achieving results and creating a 

positive atmosphere. Participants have found their place and feel safe in the group. People 

feel a part of the group, "I-thinking" is replaced by "We-thinking". It has become easier to 

communicate and collaborate with each other. 
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The leader can entrust the group with more challenging and demanding tasks. The teacher 

should find a balance between the group's human and task-related interests, e.g. the wish to 

communicate with each other and the requirements of the curricula. 

4. PERFORMING 

 

This is the highest point a group can accomplish. The result is similar to two people being in 

love: participants feel proud to belong to this group, they have a strong belief that nothing is 

too difficult for them, and interaction is based on complete trust and openness. Objectively, 

such a group is also highly productive. Most groups never reach this stage because it 

requires strong motivation, common goals, great emotional input, and strong commitment 

from the participants. 

If a group has reached this stage, the leader can step aside and limit his/her role in 

facilitating the process, thus further strengthening the group's ability to work autonomously. 

He/she might want to present the group with new perspectives in order to provide the group 

with further opportunities to develop. 

5. ADJOURNING/REFRAMING 

 

A group is established in order to accomplish certain objectives. When these tasks have 

been accomplished, the group reaches a natural end to its existence or set itself new tasks - 

in this case, the group development processes starts again from the start. Work and 

processes are reflected upon and objectives are readjusted. If the team will stop existing 

after intensive cooperation, participants need time to tie up loose ends and become familiar 

with the idea that the end is near. The stronger the relationships that have developed, the 

more emotional this parting process will be. 

The leader has to provide methods and tools for evaluating what has been done and for 

readjusting or setting new aims. If the team will not continue working together he/she should 

help prepare the group for the end by providing opportunities to reflect on what has been 

achieved and by offering a perspective for continuing the established relationships. 

SOME THINGS TO KEEP IN MIND 

 The time a group spends in a stage can be minutes or years, and there is no guarentee 

that it will reach the next level. The more the group members are used to team work and 

the better the support from the leader, the faster the group will reach the "Performance 

stage". 
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 The group development process is not linear: a group that has reached the 3rd or 4th 

stage can easily fall back into the "Storming" stage. 

 Working in groups does not come naturally to most people and conflicting personal 

interests versus group interests is a common challenge. Working in groups requires 

practice. 

3. ROLES AND ACTIONS 

Klaus Antons, the German researcher of group dynamics, outlines three groups of actions 

that exist in a group: 

TASK-RELATED ACTIONS 

 Showing initiative and activity: making suggestions, expressing ideas, tackling an existing 

problem anew, restructuring material. 

 Looking for information: asking questions to specify suggestions, asking for additional 

information. 

 Learning others' opinions: trying to find out other people's feeling in regard to suggestions 

that have been made, etc. 

 Expressing one's own opinion. 

 Providing information: introducing others to the facts, sharing in experiences. 

 Delving into the issue at hand: giving example, trying to imagine the consequences of 

specific suggestions. 

 Coordinating: organising relationships and ideas, combining the activities of various 

smaller groups. 

 Summarising. 

PROCESS-RELATED ACTIONS 

 Encouraging: being friendly, considerate, ready to respond to others, praising others and 

their ideas, agreeing to what others have said. 

 Staying within boundaries: helping others express themselves (e.g. "We still haven't heard 

John's opinion"), limiting the length of one's turns so that everyone has time to express 

themselves. 

 Agreeing to rules: setting rules for the group that regulate content, processes, and 

decision making. 

 Following along: complying with the group's decisions, carefully listening to others and 

accepting their ideas, being an active listener in group discussions. 
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 Expressing the emotions of the group: defining the emotions generated by the group, 

sharing observations about group members. 

 Analysing: checking whether the group's decisions comply with the rules. 

 Diagnosing: defining sources of problems, determining next steps, analysing the main 

obstacles to further activity. 

 Analysing the stage of the group's development: finding out the members' opinions, 

evaluating whether the group is nearing a collective solution. 

 Being an intermediary: harmonising, smoothing out differing opinions, offering 

compromises. 

 Lessening tension: using humour to avert negative emotions, calming the situation by 

looking at the bigger picture. 

NEGATIVE ACTIONS 

 Aggressive action: determining one's status by criticising others or doing them in; hostile 

actions towards the group or individuals in the group; always trying to dominate. 

 Blocking: sabotaging the further development of the group by focusing on insignificant 

problems or talking about one's own experiences that is not associated with the problem 

at hand; a prejudiced rejection of others' ideas. 

 Fishing for sympathy: using the group as an audience for expressing one's own feelings or 

opinions (that are not associated with the goals of the group); trying to get on the good 

side of group members by telling them about one's problems and failures; explaining 

things in a very complicated way. 

 Dominating: arguing with others about the best ideas; talking non-stop; trying to be the 

most important person; taking over leadership. 

 Being a clown: playing the fool, telling jokes, imitating others; interrupting the group's 

work. 

 Looking for attention: attracting the attention of others, for example, by talking loudly or at 

length; expressing extreme ideas; acting strangely. 

 Stepping back: acting in a passive or inappropriate way, for example, daydreaming, 

whispering, avoiding the topic. 

TIP 

It is more productive to focus on people's actions rather than on roles. Each person can take 

on different actions that are required for the group to succeed, e.g. time keeping, writing 

down ideas, asking questions or reminding others about agreed rules, thus taking on co-

responsibility for the outcome. Being able to observe these actions helps the teacher to 
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analyse processes in the group and to determine what corrective actions need be taken. It is 

even better if the group becomes able to analyse its own actions and adapt to any 

shortcomings. 
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CHAPTER 2 

APPLYING THE PRINCIPLES OF COSTING AND PRICING 
TO A BUSINESS VENTURE  

 
US ID 263455 

 
CHAPTER OBJECTIVES  

 

 The flow of the trading cycle is explained and illustrated for a new venture.  

 The concepts costing, pricing and tendering are differentiated accurately.  

 The difference between fixed costs, variable costs and total costs is demonstrated in 

context of own venture.  

 
 

 

1. PRICE SETTING POLICY FOR A NEW VENTURE.  

1.1. TRADE CYCLES  

 

A trade cycle refers to fluctuations in economic activities specially in employment, output and 

income, prices, profits etc. It has been defined differently by different economists. According 

to Mitchell, “Business cycles are of fluctuations in the economic activities of organized 

communities. The adjective ‘business’ restricts the concept of fluctuations in activities which 

are systematically conducted on commercial basis. 

The noun ‘cycle’ bars out fluctuations which do not occur with a measure of regularity”. 

According to Keynes, “A trade cycle is composed of periods of good trade characterised by 

rising prices and low unemployment percentages altering with periods of bad trade 

characterised by falling prices and high unemployment percentages”. 

Features of a Trade Cycle: 

1. A business cycle is synchronic. When cyclical fluctuations start in one sector it spreads to 

other sectors. 

2. In a trade cycle, a period of prosperity is followed by a period of depression. Hence trade 

cycle is a wave like movement. 
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3. Business cycle is recurrent and rhythmic; prosperity is followed by depression and vice 

versa. 

4. A trade cycle is cumulative and self-reinforcing. Each phase feeds on itself and creates 

further movement in the same direction. 

5. A trade cycle is asymmetrical. The prosperity phase is slow and gradual and the phase of 

depression is rapid. 

6. The business cycle is not periodical. Some trade cycles last for three or four years, while 

others last for six or eight or even more years. 

7. The impact of a trade cycle is differential. It affects different industries in different ways. 

8. A trade cycle is international in character. Through international trade, booms and 

depressions in one country are passed to other countries. 

1.1. Phases of a Trade Cycle: 

Generally, a trade cycle is composed of four phases – depression, recovery, prosperity and 

recession. 

Depression: 

During depression, the level of economic activity is extremely low. Real income production, 

employment, prices, profit etc. are falling. There are idle resources. Price is low leading to a 

fall in profit, interest and wages. All the sections of the people suffer. During this phase, 

there will be pessimism leading to closing down of business firms. 

Recovery: 

Recovery denotes the turning point of business cycle form depression to prosperity. In this 

phase, there is a slow rise in output, employment, income and price. Demand for 

commodities go up. There is increase in investment, bank loans and advances. Pessimism 

gives way to optimism. The process of revival and recovery becomes cumulative and leads 

to prosperity. 

Prosperity: It is a state of affairs in which real income and employment are high. There are 

no idle resources. There is no wastage of materials. There is rise in wages, prices, profits 

and interest. Demand for bank loans increases. There is optimism everywhere. There is a 

general uptrend in business community. 
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However, these boom conditions cannot last long because the forces of expansion are very 

weak. There are bottlenecks and shortages. There may be scarcity of labour, raw material 

and other factors of production. Banks may stop their loans. These conditions lead to 

recession. 

Recession: When the entrepreneurs realize their mistakes, they reduce investment, 

employment and production. Then fall in employment leads to fall in income, expenditure, 

prices and profits. Optimism gives way to pessimism. Banks reduce their loans and 

advances. Business expansion stops. This state of recession ends in depression. 

1.2. Theories of trade cycle: 

Many theories have been put forward from time to time to explain the phenomenon of trade 

cycles. These theories can be classified into non-monetary and monetary theories. 

Non-Monetary Theories of Trade Cycle: 

1. Sunspot Theory or Climatic Theory: 

It is the oldest theory of trade cycle. It is associated with W.S.Jevons and later on developed 

by H.C.Moore. According to this theory, the spot that appears on the sun influences the 

climatic conditions. When the spot appears, it will affect rainfall and hence agricultural crops. 

When there is crop failure, that will result in depression. On the other hand, if the spot did not 

appear on the sun, rainfall is good leading to prosperity. Thus, the variations in climate are 

so regular that depression is followed by prosperity. 

However, this theory is not accepted today. Trade cycle is a complex phenomenon and it 

cannot be associated with climatic conditions. If this theory is correct, then industrialised 

countries should be free from cyclical fluctuations. But it is the advanced, industrialised 

countries which are affected by trade cycles. 

2. Psychological Theory: 

This theory was developed by A.C. Pigou. He emphasized the role of psychological factor in 

the generation of trade cycles. According to Pigou, the main cause for trade cycle is 

optimism and pessimism among business people and bankers. During the period of good 

trade, entrepreneurs become optimistic which would lead to increase in production. 

The feeling of optimism is spread to other. Hence investments are increased beyond limits 

and there is over production, which results in losses. Entrepreneurs become pessimistic and 
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reduce their investment and production. Thus, fluctuations are due to optimism leading to 

prosperity and pessimism resulting depression. 

Though there is an element of truth in this theory, this theory is unable to explain the 

occurrence of boom and starting of revival. Further this theory fails to explain the periodicity 

of trade cycle. 

3. Overinvestment Theory: 

Arthur Spiethoff and D.H. Robertson have developed the over investment theory. It is based 

on Say’s law of markets. It believes that over production in one sector leads to over 

production in other sectors. Suppose, there is over production and excess supply in one 

sector, that will result in fall in price and income of the people employed in that sector. Fall in 

income will lead to a decline in demand for goods and services produced by other sectors. 

This will create over production in other sectors. 

Spiethoff has pointed out that over investment is the cause for trade cycle. Over investment 

is due to indivisibility of investment and excess supply of bank credit. He gives the example 

of a railway company which lays down one more track to avoid traffic congestion. But this 

may result in excess capacity because the additional traffic may not be sufficient to utilise 

the second track fully. 

Over investment and overproduction are encouraged by monetary factors. If the banking 

system places more money in the hands of entrepreneurs, prices will increase. The rise in 

prices may induce the entrepreneurs to increase their investments leading to over-

investment. Thus Prof. Robertson has successfully combined real and monetary factors to 

explain business cycle. 

This theory is realistic in the sense that it considers over investment as the cause of trade 

cycle. But it has failed to explain revival. 

4. Over-Saving or Under Consumption Theory: 

This theory is the oldest explanation of the cyclical fluctuations. This theory has been 

formulated by Malthus, Marx and Hobson. According to this theory, depression is due to 

over-saving. In the modern society, there is great inequalities of income. Rich people have 

large income but their marginal propensity to consume is less. 

Hence they save and invest which results in an increase in the volume of goods. This 

causes a general glut in the market. At the same time, as majority of the people are poor, 
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they have low propensity to consume. Therefore, consumption will not increase. Increase in 

the supply of goods and decline in the demand create under consumption and hence over 

production. 

This theory is not free from criticism. This theory explains only the turning point from 

prosperity to depression. It does not say anything about recovery. This theory assumes that 

the amount saved would be automatically invested. But this is not true. It pays too much 

attention on saving and too little on others. 

5. Keynes’ Theory of Trade Cycles: 

Keynes doesn’t develop a complete and pure theory of trade cycles. According to Keynes, 

effective demand is composed of consumption and investment expenditure. It is effective 

demand which determines the level of income and employment. 

Therefore, changes in total expenditure i.e., consumption and investment expenditures, 

affect effective demand and this will bring about fluctuation in economic activity. Keynes 

believes that consumption expenditure is stable and it is the fluctuation in investment 

expenditure which is responsible for changes in output, income and employment. 

Investment depends on rate of interest and marginal efficiency of capital. Since rate of 

interest is more or less stable, marginal efficiency of capital determines investment. Marginal 

efficiency of capital depends on two factors – prospective yield and supply price of the 

capital asset. An increase in MEC will create more employment, output and income leading 

to prosperity. On the other hand, a decline in MEC leads to unemployment and fall in income 

and output. It results in depression. 

During the period of expansion businessmen are optimistic. MEC is rapidly increasing and 

rate of interest is sticky. So entrepreneurs undertake new investment. The process of 

expansion goes on till the boom is reached. As the process of expansion continues, cost of 

production increases, due to scarcity of factors of production. This will lead to a fall in MEC. 

Further, price of the product falls due to abundant supply leading to a decline in profits. 

This leads to depression. As time passes, existing machinery becomes worn out and has to 

be replaced. Surplus stocks of goods are exhausted. As there is a fall in price of raw-

materials and equipment, costs fall. Wages also go down. MEC increases leading to 

recovery. Keynes states that, “Trade cycle can be described and analyzed in terms of the 

fluctuations of the marginal efficiency of capital relatively to the rate of interest”. 
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The merit of Keynes’ theory lies in explaining the turning points-the lower and upper turning 

points of a trade cycle. The earlier economists considered the changes in the amount of 

credit given by banking system to be responsible for cyclical fluctuations. But for Keynes, the 

change in consumption function with its effect on MEC is responsible for trade cycle. 

Keynes, thus, has given a satisfactory explanation of the turning points of the trade cycle, 

“Keynes consumption function filled a serious gap and corrected a serious error in the 

previous theory of the business cycle”.  

Critics have pointed out the weakness of Keynes’ theory. Firstly, according to Keynes the 

main cause for trade cycle is the fluctuations in MEC. But the term marginal efficiency of 

capital is vague. MEC depends on the expectations of the entrepreneur about future. In this 

sense, it is similar to that of Pigou’s psychological theory. He has ignored real factors. 

Secondly, Keynes assumes that rate of interest is stable. But rate of interest does play an 

important role in decision making process of entrepreneurs. 

Thirdly, Keynes does not explain periodicity of trade cycle. In a period of recession and 

depression, according to Keynes, rate of interest should be high due to strong liquidity 

preference. But, during this period, rate of interest is very low. Similarly during boom, rate of 

interest should be low because of weak liquidity preference; but actually the rate of interest 

is high. 

 

6. Schumpeter’s Innovation Theory: 

Joseph A. Schumpeter has developed innovation theory of trade cycles. An innovation 

includes the discovery of a new product, opening of a new market, reorganization of an 

industry and development of a new method of production. These innovations may reduce the 

cost of production and may shift the demand curve. Thus innovations may bring about 

changes in economic conditions. 

Suppose, at the full employment level, an innovation in the form of a new product has been 

introduced. Innovation is financed by bank loans. As there is full employment already, factors 

of production have to be withdrawn from others to manufacture the new product. Hence, due 

to competition for factors of production costs may go up, leading to an increase in price. 

When the new product becomes successful, other entrepreneurs will also produce similar 

products. This will result in cumulative expansion and prosperity. When the innovation is 
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adopted by many, supernormal profits will be competed away. Firms incurring losses will go 

out of business. Employment, output and income fall resulting in depression. 

Schumpeter’s theory has been criticised on the following grounds. 

Firstly, Schumpter’s theory is based on two assumptions viz., full employment and that 

innovation is being financed by banks. But full employment is an unrealistic assumption, as 

no country in the world has achieved full employment. Further innovation is usually financed 

by the promoters and not by banks. Secondly, innovation is not the only cause of business 

cycle. There are many other causes which have not been analysed by Schumpter. 

Monetary Theories of Trade Cycles: 

 

1. Over-Investment Theory: 

Prof. Von Hayek in his books on “Monetary Theory and Trade Cycle” and “Prices and 

Production” has developed a theory of trade cycle. He has distinguished between equilibrium 

or natural rate of interest and market rate of interest. Market rate of interest is one at which 

demand for and supply of money are equal. 

Equilibrium rate of interest is one at which savings are equal to investment. If both 

equilibrium rate of interest and market rate of interest are equal, there will be stability in the 

economy. If equilibrium rate of interest is higher than market rate of interest there will be 

prosperity and vice versa. 

For instance, if the market rate of interest is lower than equilibrium rate of interest due to 

increase in money supply, investment will go up. The demand for capital goods will increase 

leading to a rise in price of these goods. As a result, there will be a diversion of resources 

from consumption goods industries to capital goods industries. Employment and income of 

the factors of production in capital goods industries will increase. 

This will increase the demand for consumption goods. There will be competition for factors of 

production between capital goods and consumption good industries. Factor prices go up. 

Cost of production increases. At this time, banks will decide to reduce credit expansion. This 

will lead to rise in market rate of interest above the equilibrium rate of interest. Investment 

will fall; production declines leading to depression. 
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2. Hawtrey’s Monetary Theory: 

Prof. Hawtrey considers trade cycle to be a purely monetary phenomenon. According to him 

non-monetary factors like wars, strike, floods, drought may cause only temporary 

depression. Hawtrey believes that expansion and contraction of money are the basic causes 

of trade cycle. Money supply changes due to changes in rates of interest. 

When rate of interest is reduced by banks, entrepreneurs will borrow more and invest. This 

causes an increase in money supply and rise in price leading to expansion. On the other 

hand, an increase in the rate of interest will lead to reduction in borrowing, investment, prices 

and business activity and hence depression. 

Hawtrey believes that trade cycle is nothing but small scale replica of inflation and deflation. 

An increase in money supply will lead to boom and vice versa, a decrease in money supply 

will result in depression. 

Banks will give more loans to traders and merchants by lowering the rate of interest. 

Merchants place more orders which induce the entrepreneurs to increase production by 

employing more labourers. This results in increase in employment and income leading to an 

increase in demand for goods. Thus the phase of expansion starts. 

Business expands; factors of production are fully employed; price increases further, resulting 

in boom conditions. At this time, the banks call off loans from the borrowers. In order to 

repay the loans, the borrowers sell their stocks. This sudden disposal of goods leads to fall 

in prices and liquidation of marginal firms. Banks will further contract credit. 

Thus the period of contraction starts making the producers reduce their output. The process 

of contraction becomes cumulative leading to depression. When the economy is at the level 

of depression, banks have excess reserves. Therefore, banks will lend at a low rate of 

interest which makes the entrepreneurs to borrow more. Thus revival starts, becomes 

cumulative and leads to boom. 

2. PRICING POLICIES: CONSIDERATIONS, OBJECTIVES AND FACTORS 

INVOLVED IN FORMULATING THE PRICING POLICY 

 

A pricing policy is a standing answer to recurring question. A systematic approach to pricing 

requires the decision that an individual pricing situation be generalised and codified into 

policy coverage of all the principal pricing problems. Policies can and should be tailored to 
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various competitive situations. A policy approach which is becoming normal for sales 

activities is comparatively rare in pricing. 

Most well managed manufacturing enterprises have a clear cut advertising policy, product 

customer policy and distribution-channel policy. But pricing decision remains a patchwork of 

ad hoc decisions. In many, otherwise well managed firms, price policy have been dealt with 

on a crisis basis. This kind of price management by catastrophe discourages the kind of 

systematic analysis needed for clear cut pricing policies. 

1. Considerations Involved in Formulating the Pricing Policy: 

 

The following considerations involve in formulating the pricing policy: 

(i) Competitive Situation: 

Pricing policy is to be set in the light of competitive situation in the market. We have to know 

whether the firm is facing perfect competition or imperfect competition. In perfect 

competition, the producers have no control over the price. Pricing policy has special signifi-

cance only under imperfect competition. 

 

(ii) Goal of Profit and Sales: 

The businessmen use the pricing device for the purpose of maximising profits. They should 

also stimulate profitable combination sales. In any case, the sales should bring more profit to 

the firm. 

(iii) Long Range Welfare of the Firm: 

Generally, businessmen are reluctant to charge a high price for the product because this 

might result in bringing more producers into the industry. In real life, firms want to prevent 

the entry of rivals. Pricing should take care of the long run welfare of the company. 

(iv) Flexibility: 

Pricing policies should be flexible enough to meet changes in economic conditions of various 

customer industries. If a firm is selling its product in a highly competitive market, it will have 

little scope for pricing discretion. Prices should also be flexible to take care of cyclical 

variations. 

(v) Government Policy: 
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The government may prevent the firms in forming combinations to set a high price. Often the 

government prefers to control the prices of essential commodities with a view to prevent the 

exploitation of the consumers. The entry of the government into the pricing process tends to 

inject politics into price fixation. 

(vi) Overall Goals of Business: 

Pricing is not an end in itself but a means to an end. The fundamental guides to pricing, 

therefore, are the firms overall goals. The broadest of them is survival. On a more specific 

level, objectives relate to rate of growth, market share, maintenance of control and finally 

profit. The various objectives may not always be compatible. A pricing policy should never 

be established without consideration as to its impact on the other policies and practices. 

(vii) Price Sensitivity: 

The various factors which may generate insensitivity to price changes are variability in 

consumer behaviour, variation in the effectiveness of marketing effort, nature of the product. 

Importance of service after sales, etc. Businessmen often tend to exaggerate the importance 

of price sensitivity and ignore many identifiable factors which tend to minimise it. 

(viii) Routinisation of Pricing: 

A firm may have to take many pricing decisions. If the data on demand and cost are highly 

conjectural, the firm has to rely on some mechanical formula. If a firm is selling its product in 

a highly competitive market, it will have little scope for price discretion. This will have the way 

for routinised pricing. 

2. Objectives of Pricing Policy: 

 

The pricing policy of the firm may vary from firm to firm depending on its objective. In 

practice, we find many prices for a product of a firm such as wholesale price, retail price, 

published price, quoted price, actual price and so on. Special discounts, special offers, 

methods of payment, amounts bought and transportation charges, trade-in values, etc., are 

some sources of variations in the price of the product. 

For pricing decision, one has to define the price of the product very carefully. Pricing 

decision of a firm in general will have considerable repercussions on its marketing strategies. 

This implies that when the firm makes a decision about the price, it has to consider its entire 

marketing efforts. Pricing decisions are usually considered a part of the general strategy for 

achieving a broadly defined goal. 
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While setting the price, the firm may aim at the following objectives: 

(i) Price-Profit Satisfaction: 

The firms are interested in keeping their prices stable within certain period of time 

irrespective of changes in demand and costs, so that they may get the expected profit. 

(ii) Sales Maximisation and Growth: 

A firm has to set a price which assures maximum sales of the product. Firms set a price 

which would enhance the sale of the entire product line. It is only then, it can achieve growth. 

(iii) Making Money: 

Some firms want to use their special position in the industry by selling product at a premium 

and make quick profit as much as possible. 

(iv) Preventing Competition: 

Unrestricted competition and lack of planning can result in wasteful duplication of resources. 

The price system in a competitive economy might not reflect society’s real needs. By 

adopting a suitable price policy the firm can restrict the entry of rivals. 

(v) Market Share: 

The firm wants to secure a large share in the market by following a suitable price policy. It 

wants to acquire a dominating leadership position in the market. Many managers believe 

that revenue maximisation will lead to long run profit maximisation and market share growth. 

(vi) Survival: 

In these days of severe competition and business uncertainties, the firm must set a price 

which would safeguard the welfare of the firm. A firm is always in its survival stage. For the 

sake of its continued existence, it must tolerate all kinds of obstacles and challenges from 

the rivals. 

(vii) Market Penetration: 

Some companies want to maximise unit sales. They believe that a higher sales volume will 

lead to lower unit costs and higher long run profit. They set the lowest price, assuming the 

market is price sensitive. This is called market penetration pricing. 

(viii) Marketing Skimming: 

Many companies favour setting high prices to ‘skim’ the market. DuPont is a prime 

practitioner of market skimming pricing. With each innovation, it estimates the highest price it 
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can charge given the comparative benefits of its new product versus the available 

substitutes. 

(ix) Early Cash Recovery: 

Some firms set a price which will create a mad rush for the product and recover cash early. 

They may also set a low price as a caution against uncertainty of the future. 

(x) Satisfactory Rate of Return: 

Many companies try to set the price that will maximise current profits. To estimate the 

demand and costs associated with alternative prices, they choose the price that produces 

maximum current profit, cash flow or rate of return on investment. 

 

3. Factors involved in pricing Policy: 

 

The pricing of the product involves consideration of the following factors: 

(i) Cost Data 

(ii) Demand Factor 

(iii) Consumer Psychology 

(iv) Competition 

(v) Profit 

(vi) Government Policy 

(i) Cost Data in Pricing: 

Cost data occupy an important place in the price setting processes. There are different types 

of costs incurred in the production and marketing of the product. There are production costs, 

promotional expenses like advertising or personal selling as well as taxation, etc. They may 

necessitate an upward fixing of price. For example, the prices of petrol and gas are rising 

due to rise in the cost of raw materials, such as crude transportation, refining, etc. 

If costs go up, price rise can be quite justified. However, their relevance to the pricing 

decision must neither be underestimated nor exaggerated. For setting prices apart from 

costs, a number of other factors have to be taken into consideration. They are demand and 

competition. 
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Costs are of two types: fixed costs and variable costs. In the short period, that is, the period 

in which a firm wants to establish itself, the firm may not cover the fixed costs but it must 

cover the variable cost. But in the long run, all costs must be covered. If the entire costs are 

not covered the producer stops production. Subsequently, the supply is reduced which, in 

turn, may lead to higher prices. 

If costs are not covered, the producer stops production. Subsequently, the supply is reduced 

which in turn, may lead to higher prices. If costs were to determine prices why do so many 

companies report losses. There are marked differences in costs as between one producer 

and another. Yet the fact remains that the prices are very close for a somewhat similar 

product. This is the very best evidence of the fact that costs are not the determining factors 

in pricing. 

In fact, pricing is like a tripod. It has three legs. In addition to costs, there are two other legs 

of market demand and competition. It is no more possible to say that one or another of these 

factors determines price than it is to assert that one leg rather than either of the other two 

supports a tripod. 

Price decisions cannot be based merely on cost accounting data which only contribute to 

history while prices have to work in the future. Again it is very difficult to measure costs 

accurately. Costs are affected by volume, and volume is affected by price. 

The management has to assume some desired price-volume relationship for determining 

costs. That is why costs play even a less important role in connection with new products 

than with the older ones. Until the market is decided and some idea is obtained about 

volume, it is not possible to determine costs. 

Regarding the role of costs in pricing, Nickerson observes that the cost may be regarded 

only as an indicator of demand and price. He further says that the cost at any given time 

represents a resistance point to the lowering of price. Again, costs determine profit margins 

at various levels of output. 

Cost calculation may also help in determining whether the product whose price is 

determined by its demand, is to be included in the product line or not. What costs determine 

is not the price, but whether the production can be profitably produced or not is very 

important. 

Relevant Costs: 
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The question naturally arises: “What then are the relevant costs for pricing decision’? 

Though in the long run, all costs have to be covered, for managerial decisions in the short 

run, direct costs are relevant. In a single product firm, the management would try to cover all 

the costs. 

In a multi-product firm, problems are more complex. For pricing decision, relevant costs are 

those costs that are directly traceable to an individual product. Ordinarily, the selling price 

must cover a direct costs that are attributable to a product. In addition, it must contribute to 

the common cost and to the realisation of profit. If the price, in the short run, is lower than 

the cost, the question arises, whether this price covers the variable cost. If it covers the 

variable cost, the low price can be accepted. 

But in the long run, the firm cannot sell at a price lower than the cost. Product pricing 

decision should be lower than the cost. Product pricing decision should, therefore, be made 

with a view to maximise company’s profits in the long run. 

 

 

(ii) Demand Factor in Pricing: 

In pricing of a product, demand occupies a very important place. In fact, demand is more 

important for effective sales. The elasticity of demand is to be recognised in determining the 

price of the product. If the demand for the product is inelastic, the firm can fix a high price. 

On the other hand, it the demand is elastic, it has to fix a lower price. 

In the very short term, the chief influence on price is normally demand. Manufacturers of 

durable goods always set a high price, even though sales are affected. If the price is too 

high, it may also affect the demand for the product. They wait for arrival of a rival product 

with competitive price. Therefore, demand for product is very’ sensitive to price changes. 

(iii) Consumer Psychology in Pricing: 

Demand for the product depends upon the psychology of the consumers. Sensitivity to price 

change will vary from consumer to consumer. In a particular situation, the behaviour of one 

individual may not be the same as that of the other. In fact, the pricing decision ought to rest 

on a more incisive rationale than simple elasticity. 

There are consumers who buy a product provided its quality is high. Generally, product 

quality, product image, customer service and promotion activity influence many consumers 
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more than the price. These factors are qualitative and ambiguous. From the point of view of 

consumers, prices are quantitative and unambiguous. 

Price constitutes a barrier to demand when is too low, just as much as where it is too high. 

Above a particular price, the product is regarded as too expensive and below another price, 

as constituting a risk of not giving adequate value. If the price is too low, consumers will tend 

to think that a product of inferior quality is being offered. 

With an improvement in incomes, the average consumer becomes quality conscious. This 

may lead to an increase in the demand for durable goods. People of high incomes buy 

products even though their prices are high. In the affluent societies, price is the indicator of 

quality. 

Advertisement and sales promotion also contribute very much in increasing the demand for 

advertised products. Because he consumer thinks that the advertised products are of good 

quality. The income of the consumer, the standard of living and the price factor influence the 

demand for various products in the society. 

(iv) Competition Factor in Pricing: 

Market situation plays an effective role in pricing. Pricing policy has some managerial 

discretion where there is a considerable degree of imperfection in competition. In perfect 

competition, the individual producers have no discretion in pricing. They have to accept the 

price fixed by demand and supply. 

In monopoly, the producer fixes a high price for his product. In other market situations like 

oligopoly and monopolistic competition, the individual producers take the prices of the rival 

products in determining their price. If the primary determinant of price changes in the 

competitive condition is the market place, the pricing policy can least be categorised as 

competition based pricing. 

(v) Profit Factor in Pricing: 

In fixing the price for products, the producers consider mainly the profit aspect. Each 

producer has his aim of profit maximisation. If the objective is profit maximisation, the critical 

rule is to select the price at which MR = MC. Generally, the pricing policy is based on the 

goal of obtaining a reasonable profit. Most of the businessmen want to hold the price at 

constant level. They do not desire frequent price fluctuation. 
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The profit maximisation approach to price setting is logical because it forces decision makers 

to focus their attention on the changes in production, cost, revenue and profit associated 

with any contemplated change in price. The price rigidity is the practice of many producers. 

Rigidity does not mean inflexibility. It means that prices are stable over a given period. 

 

 

(vi) Government Policy in Pricing: 

In market economy, the government generally does not interfere in the economic decisions 

of the economy. It is only in planned economies, the government’s interference is very much. 

According to conventional economic theory, the buyers and sellers only determine the price. 

In reality, certain other parties are also involved in the pricing process. They are the 

competition and the government. The government s practical regulatory price techniques are 

ceiling on prices, minimum prices and dual pricing. 

In a mixed economy like India, the government resorts to price control. The business 

establishments have to adopt the government’s price policies to control relative prices to 

achieve certain targets, to prevent inflationary price rise and to prevent abnormal increase in 

prices. 

Identify and analyse internal and external factors that impact upon pricing decisions.  

 The internal factors impacting upon pricing decisions are identified and discussed in 

relation to the profitability of own venture.  

 The external factors impacting upon pricing decisions are identified and discussed in 

relation to the profitability of own venture.  

 The business activity levels are recognised and limitations are specified.  

 Variations in pricing decisions are to be calculated in terms of the impact on the 

breakeven point.  

 

3. DIFFERENCE BETWEEN FIXED COST AND VARIABLE COST 

Based on variability, the costs has been classified into three categories, they are fixed, 

variable and semi variable. Fixed costs, as its name suggests, is fixed in total i.e. 

irrespective of the number of output produced. Variable costs vary with the number of 
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output produced. Semi-variable is the type of costs, which have the characteristics of both 

fixed costs and variable costs. 

Many cost accounting students, are not able to bifurcate fixed and variable cost. Fixed costs 

are one that do not change with the change in activty level in the short run. Conversely, 

Variable cost refers to the cost of elements, which tends to change with the change in level 

of activity. While working on costs of production, one should know the difference between 

fixed cost and variable cost. So, take a read of the given article in which we have compiled 

all the important points of distinction in tabular form along with examples. 

Comparison Chart 

BASIS FOR 

COMPARISON 

FIXED COST VARIABLE COST 

Meaning The cost which remains 

same, regardless of the 

volume produced, is 

known as fixed cost. 

The cost which changes with the 

change in output is considered as a 

variable cost. 

Nature Time Related Volume Related 

Incurred when Fixed costs are definite, 

they are incurred whether 

the units are produced or 

not. 

Variable costs are incurred only when 

the units are produced. 

Unit Cost Fixed cost changes in unit, 

i.e. as the units produced 

increases, fixed cost per 

unit decreases and vice 

versa, so the fixed cost 

per unit is inversely 

proportional to the number 

of output produced. 

Variable cost remains same, per unit. 

Behavior It remains constant for a 

given period of time. 

It changes with the change in the 

output level. 
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Combination of Fixed Production 

Overhead, Fixed 

Administration Overhead 

and Fixed Selling and 

Distribution Overhead. 

Direct Material, Direct Labor, Direct 

Expenses, Variable Production 

Overhead, Variable Selling and 

Distribution Overhead. 

Examples Depreciation, Rent, 

Salary, Insurance, Tax 

etc. 

Material Consumed, Wages, 

Commission on Sales, Packing 

Expenses, etc. 

3.1. Definition of Fixed Cost 

The cost which remains constant at different levels of output produced by an enterprise is 

known as Fixed Cost. They are not affected by the momentary fluctuations in the activity 

levels of the organization. 

 

Fixed Cost 

Fixed Cost remains constant does not mean that they are not going to change in future, but 

they tend to be fixed in the short run. This can be explained with an example, If your 

company is operating the business in a rented building, so whether you produce tons of 

output, or you produce nothing, you have to pay the rent of the building, so this is a fixed 

expense which is constant over a period until the rent of the building increases or decreases. 

http://keydifferences.com/wp-content/uploads/2015/04/fixed-cost.jpg
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Fixed cost will be same in total but changes in per unit. To explain this, we have 

an example If the fixed cost is R10000 and the output produced in the first, second and third 

quarter are 4000, 5000 and 3000 units. Now, in this situation, what you can see is, the total 

fixed cost is unchanged in all the three-quarters, but the unit fixed cost in the first quarter is 

R 10000/4000 units, i.e. R2.5, in the second quarter it is R 10000/5000 units, i.e. R2 and in 

the third quarter it is R10000/3000 units, i.e. R3.33. 

3.2. There are two types of Fixed Cost: 

 Committed Fixed Cost 

 Discretionary Fixed Cost 

Definition of Variable Cost 

The cost which changes with the changes in the quantity of output produced is known as 

Variable Cost. They are directly affected by the fluctuations in the activity levels of the 

enterprise. 

 

Variable Cost 

Variable cost varies with the variations in the volume, i.e. when there is an increase in the 

production, variable cost will also increase proportionately with the same percentage and 

when there is no production there will be no variable cost. The Variable cost is directly 

proportional to the units produced by the enterprise. 

http://keydifferences.com/wp-content/uploads/2015/04/variable-cost.jpg
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Now, variable cost remains same in per unit, but changes in total. You can understand this 

with an example, i.e. if the variable cost is R 6 per unit and output produced in the first, 

second and third quarter is 5000, 6000 and 4000 units. You might wonder that the output 

level is changed in all the three-quarters, so the variable cost will also change, but only in the 

total amount but not in the unit price. So the variable cost in the first quarter is 5000*6 =  R 

30000, in the second quarter it will be 6000*6 = R 36000 while in the third quarter, it is 

4000*6 = R 24000. 

The Variable cost is divided into two categories, they are: 

 Direct Variable Cost 

 Indirect Variable Cost 

  

3.3. Key Differences Between Fixed Cost and Variable Cost 

 

The following point are substantial, so far as the difference between fixed cost and variable 

cost in economics is concerned: 

 Fixed Cost is the cost which does not vary with the changes in the quantity of 

production units. Variable Cost is the cost which varies with the changes in the 

number of production units. 

 The Fixed cost is time-related, i.e. it remains constant over a period. Unlike Variable 

Cost which is volume related, i.e. it changes with the change in volume. 

 Fixed Cost is definite; it will incur even when there is no units are produced. 

Conversely, Variable Cost is not definite; it will incur only when the enterprise does 

some production. 

 Fixed cost changes in per unit. On the other hand, variable cost remains constant in 

per unit. 

 Examples of fixed cost are rent, tax, salary, depreciation, fees, duties, insurance, etc. 

Examples of variable cost are packing expenses, freight, material consumed, wages, 

etc. 

 Fixed Cost was not included at the time of valuation of inventory, but Variable Cost is 

included. 
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THE RELATIONSHIP BETWEEN COSTS, REVENUE AND PROFITS.  

4. BUSINESS COSTING METHODS  

Accountants, investors, businessmen and market analysts alike are all faced with the task of 

measuring costs. The expenses of business activity act as signals to economic actors, 

explaining past conditions and predicting the future ones. Producers need to calculate costs 

to predict future business expenses and evaluate their own performance. Accountants and 

investors are concerned with the tax implications of an asset's cost basis, which also helps 

to inform future activity. 

Depending on about which assets and for what actors you are discussing, "cost" has slightly 

different meanings and may be calculated in different ways. 

Calculating Costs: Producers 

In most cases, production costs are straightforward to calculate. The producer of a good or 

service normally uses the actual costs/actual output method of accounting. If a company 

incurs R100,000 in operating costs, and that leads to the production of 100,000 units of 

consumable goods, the producer realizes a simple R1:1 ratio of unit output. 

Though simple, this figure helps to highlight both how efficiently a company operates and 

how well it has been able to forecast the future. 

If producers have been extremely inefficient with material resources or production is 

significantly less than capacity, other calculations are necessary when preparing an income 

statement. Otherwise, actual costs/actual output is sufficient. 

 

 

Calculating Costs: Cost Basis 

Cost basis represents the taxable amount paid for assets or investments and is particularly 

important for determining capital gains. The Internal Revenue Service allows for three 

separate methods of calculating costs for tax purposes: average cost, first in first out and 

specific identification. Cost basis accounting varies depending on if the items in question are 

stocks, bonds, mutual funds, capital equipment or other assets. 
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For sake of brevity, the following descriptions are simplified and do not include several 

common variables, such as commissions paid or extra transaction fees incurred. 

Average Cost 

This is the most commonly used method for calculating cost basis on mutual funds and 

stocks. Here is the equation for average cost: 

Total Dollars Invested ÷ Total Number of Shares Held = Average Cost per Share 

First In First Out 

FIFO is technically a type of specific identification that forces the first purchased shares to be 

recorded as the first sold. For non-security items, the same logic is applied to inventory 

items; older items are recorded as being sold first. If no other method is specifically 

identified, FIFO is the default method used by the IRS. 

Specific Identification 

Specific identification is the most complicated – but sometimes the most tax-efficient – 

method for calculating costs. Here, accountants can select the specific shares or inventory 

items to be recorded when sales take place, allowing for transactions with the lowest tax 

basis to be chosen. There are many different types of specific identification. 

The most significant purpose for selecting different methods of cost accounting is to 

maximize tax efficiency for financial transactions. 

 

4.1. BREAK-EVEN POINT ANALYSIS  

 

The break-even point (BEP) in economics, business—and specifically cost accounting—is 

the point at which total cost and total revenue are equal. There is no net loss or gain, and 

one has "broken even," though opportunity costs have been paid and capital has received 

the risk-adjusted, expected return. In short, all costs that must be paid are paid, and there is 

neither profit nor loss. 
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The break-even point (BEP) or break-even level represents the sales amount—in either unit 

(quantity) or revenue (sales) terms—that is required to cover total costs, consisting of both 

fixed and variable costs to the company. Total profit at the break-even point is zero. It is only 

possible for a firm to Break-even, if the dollar value of sales is higher than the variable cost 

per unit. This means that the selling price of the good must be higher than what the company 

paid for the good or its components for them to cover the initial price they paid (variable 

costs). Once they surpass the break-even price, the company can start making a profit. 

The break-even point is one of the most commonly used concepts of financial analysis, and 

is not only limited to economic use, but can also be used by entrepreneurs, accountants, 

financial planners, managers and even marketers. Break-even points can be useful to all 

avenues of a business, as it allows employees to identify required outputs and work towards 

meeting these. 

The Breakeven value is not a generic value and will vary dependent on the individual 

business. Some businesses may have a higher or lower breakeven point, however it is 

important that each business develop a break-even point calculation, as this will enable them 

to see the number of units they need to sell to cover their variable costs. Each sale will also 

make a contribution to the payment of fixed costs as well. 

For example, a business that sells tables needs to make annual sales of 200 tables to break-

even. At present the company is selling fewer than 200 tables and is therefore operating at a 

loss. As a business, they must consider increasing the number of tables they sell annually in 

order to make enough money to pay fixed and variable costs. 

If the business does not think that they can sell the required number of units, they could 

consider the following options: 

1. Reduce the fixed costs. This could be done through a number or negotiations, such as 

reductions in rent, or through better management of bills or other costs. 

2. Reduce variable costs by, for example, finding a new supplier that sells tables for less. 

Either option can reduce the break-even point so the business need not sell as many tables 

as before, and could still pay fixed costs. 

 

Purpose  

The main purpose of break-even analysis is to determine the minimum output that must be 

exceeded for a business to profit. It also is a rough indicator of the earnings impact of a 

marketing activity. A firm can analyze ideal output levels to be knowledgeable on the amount 
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of sales and revenue that would meet and surpass the break-even point. If a business 

doesn't meet this level, it often becomes difficult to continue operation. 

The break-even point is one of the simplest, yet least-used analytical tools. Identifying a 

break-even point helps provide a dynamic view of the relationships between sales, costs, 

and profits. For example, expressing break-even sales as a percentage of actual sales can 

help managers understand when to expect to break even (by linking the percent to when in 

the week or month this percent of sales might occur). 

The break-even point is a special case of Target Income Sales, where Target Income is 0 

(breaking even). This is very important for financial analysis. Any sales made past the 

breakeven point can be considered profit (after all initial costs have been paid) 

Break-even analysis can also provide data that can be useful to the marketing department of 

a business as well, as it provides financial goals that the business can pass on to marketers 

so they can try to increase sales. 

Break-even analysis can also help businesses see where they could re-structure or cut costs 

for optimum results. This may help the business become more effective and achieve higher 

returns. In many cases, if an entrepreneurial venture is seeking to get off of the ground and 

enter into a market it is advised that they formulate a break-even analysis to suggest to 

potential financial backers that the business has the potential to be viable and at what points. 

Construction 

In the linear Cost-Volume-Profit Analysis model (where marginal costs and marginal 

revenues are constant, among other assumptions), the break-even point (BEP) (in terms of 

Unit Sales (X)) can be directly computed in terms of Total Revenue (TR) and Total Costs 

(TC) as: 

 

where: 

 TFC is Total Fixed Costs, 

 P is Unit Sale Price, and 

 V is Unit Variable Cost. 

https://en.wikipedia.org/wiki/Fixed_Costs
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The Break-Even Point can alternatively be computed as the point 

where Contribution equals Fixed Costs. 

The quantity, , is of interest in its own right, and is called the Unit Contribution 

Margin (C): it is the marginal profit per unit, or alternatively the portion of each sale that 

contributes to Fixed Costs. Thus the break-even point can be more simply computed as 

the point where Total Contribution = Total Fixed Cost: 

 

To calculate the break-even point in terms of revenue (a.k.a. currency units, a.k.a. 

sales proceeds) instead of Unit Sales (X), the above calculation can be multiplied by 

Price, or, equivalently, the Contribution Margin Ratio (Unit Contribution Margin over 

Price) can be calculated:  

R=C, Where R is revenue generated, C is cost incurred i.e. Fixed costs + Variable 

Costs or Q * P (Price per unit) = TFC + Q * VC (Price per unit), Q * P - Q * VC = 

TFC, Q * (P - VC) = TFC, or, Break Even Analysis Q = TFC/c/s ratio=Break Even 

 

 

Margin of safety 

Margin of safety represents the strength of the business. It enables a business to know what 

is the exact amount it has gained or lost and whether they are over or below the break-even 

point. In break-even analysis, margin of safety is the extent by which actual or projected 

sales exceed the break-even sales. 

Margin of safety = (current output - breakeven output) 

Margin of safety% = (current output - breakeven output)/current output × 100 



FUNDAMENTALS OF ENTREPRENEURSHIP – MODULE 1 

PAGE | 62    LEARNER STUDY GUIDE 

 

When dealing with budgets you would instead replace "Current output" with "Budgeted 

output." If P/V ratio is given then profit/PV ratio. 

 

Limitations 

 Break-even analysis is only a supply-side (i.e., costs only) analysis, as it tells you 

nothing about what sales are actually likely to be for the product at these various 

prices. 

 It assumes that fixed costs (FC) are constant. Although this is true in the short run, 

an increase in the scale of production is likely to cause fixed costs to rise. 

 It assumes average variable costs are constant per unit of output, at least in the 

range of likely quantities of sales. (i.e., linearity). 

 It assumes that the quantity of goods produced is equal to the quantity of goods sold 

(i.e., there is no change in the quantity of goods held in inventory at the beginning of 

the period and the quantity of goods held in inventory at the end of the period). 

 In multi-product companies, it assumes that the relative proportions of each product 

sold and produced are constant (i.e., the sales mix is constant). 

4.3 business profit  

 

What is 'Profit' 

Profit is a financial benefit that is realized when the amount of revenue gained from a 

business activity exceeds the expenses, costs and taxes needed to sustain the activity. Any 

profit that is gained goes to the business's owners, who may or may not decide to spend it 

on the business. 

Calculated as:  

Breaking down 'profit' 

Profit is the money a business makes after accounting for all expenses. Regardless of 

whether the business is a couple of kids running a lemonade stand or a publicly 

traded multinational company, consistently earning profit is every company's goal. As a 

result, much of business performance is based on profitability in its various forms. Some 

analysts are interested in top-line profitability, whereas others are interested in profitability 
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before expenses, such as taxes and interest, and still others are only concerned with 

profitability after all expenses have been paid. 

There are three major types of profit that analysts analyze: gross profit, operating profit and 

net profit. Each type of profit gives the analyst more information about the company's 

performance, especially when compared against other time periods and industry 

competitors. All three levels of profitability can be found on the income statement. 

Gross, Operating and Net Profit 

The first level of profitably is gross profit. Gross profit is sales minus the cost of goods sold. 

Sales is the first line item on the income statement and the cost of goods sold, also referred 

to as CGS, is generally listed just below it. For example, if company A has R100,000 in sales 

and a CGS of R60,000, it means the gross profit is R100,000 minus R60,000, which is 

R40,000. Divide gross profit by sales for the gross profit margin, which is R40,000 divided by 

R100,000, or 40%. 

The second level of profitability is operating profit. Operating profit is calculated by deducting 

operating expenses from gross profit. Gross profit looks at profitability after direct expenses, 

and operating profit looks at profitability after operating expenses. These are things like 

salaries, general and administrative costs, also referred to as SG&A. If company A has 

R20,000 in operating expenses, the operating profit is R40,000 minus R20,000, equaling 

R20,000. Divide operating profit by sales for the operating profit margin, which is 20%. 

The third level of profitably is net profit. Net profit is the income left over after all expenses, 

includes taxes and interest, have been paid. If interest is R5,000 and taxes are another 

R5,000, net profit is calculated by deducting both of these from operating profit. In this 

example the answer is R20,000 minus R5,000, minus R5,000, which equals R10,000. Divide 

net profit by sales for net profit margin, which is 10%. 

  

Gross Profit 

 Gross profit is the profit a company makes after deducting the costs associated with making 

and selling its products, or the costs associated with providing its services. Gross profit will 

appear on a company's income statement, and can be calculated with this formula: 

Gross profit = Revenue - Cost of Goods Sold 

Gross profit is also called sales profit and gross income. 
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BREAKING DOWN 'Gross Profit' 

Gross profit assesses a company's efficiency at using its labor and supplies. The metric only 

considers variable costs, that is, costs that fluctuate with the level of output, such as: 

Profit Margin 

  

Profit margin is part of a category of profitability ratios calculated as net income divided 

by revenue, or net profits divided by sales. Net income or net profit may be determined by 

subtracting all of a company’s expenses, including operating costs, material costs 

(including raw materials) and tax costs, from its total revenue. Profit margins are expressed 

as a percentage and, in effect, measure how much out of every dollar of sales a company 

actually keeps in earnings. A 20% profit margin, then, means the company has a net income 

of R0.20 for each dollar of total revenue earned. 

While there are a few different kinds of profit margins, including “gross profit margin,” 

“operating margin,” (or "operating profit margin") “pretax profit margin” and “net margin” (or 

"net profit margin") the term “profit margin” is also often used simply to refer to net margin. 

The method of calculating profit margin when the term is used in this way can be 

represented with the following formula: 

Profit Margin = Net Income / Net Sales (revenue) 

Other types of profit margins have different ways of calculating net income so as to break 

down a company’s earnings in different ways and for different purposes. 

Profit margin is similar but distinct from the term “profit percentage,” which divides net profit 

on sales by the cost of goods sold to help determine the amount of profit a company makes 

on selling its goods, rather than the amount of profit a company is making relative to its total 

expenditures. 

BREAKING DOWN 'Profit Margin' 

Rarely can a company’s individual numbers (like revenue or expenditures) indicate much 

about the company’s profitability, and looking at the earnings of a company often doesn't tell 

the entire story. Increased earnings are good, but an increase does not mean that the profit 

margin of a company is improving. For example, suppose one year Company A’s revenue is 

R1 million and its total expenditures are R750,000, making its profit margin 25% (R1M - 

R0.75M / R1M = R0.25M / R1M = 0.25 = 25%). If during the following year its revenue 

increases to R1.25 million and its expenditures increase to R1 million, its profit margin is 

https://www.investopedia.com/terms/n/net_margin.asp
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then 20% (R1.25M - R1M / R1.25M = R0.25M / R1.25M = 0.20 = 20%). Even though its 

revenue has increased, Company A’s profit margin has diminished because expenses have 

increased at a faster rate than revenue. 

 

 Net Profit Margin 

Net profit margin is the ratio of net profits to revenues for a company or business segment . 

Typically expressed as a percentage, net profit margins show how much of each dollar 

collected by a company as revenue translates into profit. The equation to calculate net profit 

margin is: net margin = net profit / revenue. 

 

 

How to Calculate Net Profit Margin? 

To calculate net profit margin, find the company's revenue, which consists of all the sales, 

fees or other money the business has collected through the period. To ascertain profits, 

subtract operating expenses, cost of goods sold (COGS), interest and tax from revenue. If 

the business pays stock dividends, also subtract those payments from revenue when 

calculating profit, but do not take common stock dividends into account. Then, simply divide 

net profit by revenue, and to convert that number into a percent, multiply it by 100. 

To illustrate, imagine a business has R100,000 in revenue, but it also has R20,000 in 

operating costs, R10,000 in COGS and R14,000 in tax liability. Its net profits are R56,000. 

Profits divided by revenue equals .56 or 56%. A 56% profit margin indicates the company 

earns 56 cents in profit for every dollar it collects. 

The Importance of Net Profit Margins 

Net profit margin is one of the most important indicators of a business's financial health. It 

can give a more accurate view of how profitable a business is than its cash flow, and by 

tracking increases and decreases in its net profit margin, a business can assess whether or 

not current practices are working. Additionally, because net profit margin is expressed as a 

percentage rather than a dollar amount, as net profit is, it makes it possible to compare the 

profitability of two or more businesses regardless of their differences in size. Finally, a 

business can use its net profit margin to forecast profits based on revenues. 

Gross Margin 
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Gross margin is a company's total sales revenue minus its cost of goods sold (COGS), 

divided by total sales revenue, expressed as a percentage. The gross margin represents the 

percent of total sales revenue that the company retains after incurring the direct 

costs associated with producing the goods and services it sells. The higher the percentage, 

the more the company retains on each dollar of sales, to service its other costs and debt 

obligations. 

 

 

 

 

BREAKING DOWN 'Gross Margin' 

The gross margin number represents the portion of each dollar of revenue that the company 

retains as gross profit. For example, if a company's gross margin for the most recent 

quarter is 35%, that means it retains R0.35 from each dollar of revenue generated. It spends 

the remainder on COGS. As COGS have already been taken into account, the remaining 

funds can be put toward paying off debts, general and administrative expenses, interest 

expenses and distributions to shareholders. 

How to Calculate Gross Margin 

To illustrate how to calculate gross margin, imagine a business collects R200,000 in sales 

revenue. It spends R20,000 on manufacturing supplies and R80,000 on labor costs. After 

subtracting its COGS, it has R100,000 in gross profits. Dividing gross profits by revenue 

equals 0.5, and when multiplied by 100, that becomes 50%. 

Importance of Gross Margin 

Companies use gross margin to measure how their production costs relate to their revenues. 

For example, if a company's gross margin is falling, it may look for processes that allow it to 

cut labor costs or for suppliers who offer lower costs on materials. Alternatively, it may 

decide to increase prices to boost revenue. 

Businesses may also use gross margins to forecast how much money they have left over 

from sales to cover other operating expenses. For example, if a company has a 50% gross 

margin, it knows that it only has R0.50 of each revenue dollar collected to devote to 

operating expenses. Gross profit margins can also be used to measure company 

efficiency or to compare two companies of different sizes to each other. 
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Difference Between Gross Margin and Net Margin 

While gross margin only looks at the relationship between revenue and COGS, net profit 

margin takes all of a business's expenses into account. When calculating net profit margins, 

businesses subtract their COGS as well as ancillary expenses, such as product distribution, 

wages for sales reps, miscellaneous operating expenses and tax. Gross margin, also called 

gross profit margin, helps a company assess the profitability of its manufacturing activities, 

while net profit margin helps the company assess its overall profitability. 

 

 

 


