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Theme 1.1.2 – Risk and Reward
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Specification

	Subject content
	What students need to learn:

	The impact of risk and reward on business activity: 
● risk: business failure, financial loss, lack of security 
● reward: business success, profit, independence.
	Students need to understand that many entrepreneurs start a business because of the associated rewards. These include business success, profit and independence. Students need to understand the various ways that business success can be measured (covered in greater detail in topic 1.3.2) the concept of profit and why an entrepreneur might want to have independence. All businesses involve an element of risk; students need to understand the concept of risk and the consequences of these risks for business owners.



Key terms in this topics
· Risk – the likely chance of a negative event occurring such as a business failing.
· Reward – the positive outcome of running a business such as making a profit.
· Profit – Total revenue – total costs
· Success – When a business achieves its aims and objectives (see topic 1.3.1)
· Failure – Where a business fails to achieve its aims and objectives. Failure often refers to financial failure when a business makes a loss or becomes insolvent.












Key terms – examples
In the space below, write examples to illustrate the key terms 

	Key term
	Examples

	Risk
	


	Reward
	


	Profit
	


	Success
	


	Failure
	




Summary of the topic
Risk and reward both impact on business activity. Risk is something that can be planned for. For example, entrepreneurs can ensure they have carried out market research to ascertain the type of goods or services that customers want. The reward for business activity includes business success, profit and independence. Business success can be measured in terms of the level of sales, market share and profit. (Business revenue, costs and profit are covered in 1.3.2). It is the drive for business success – and the risk of failure – that motivates business owners to provide goods and services that consumers want.

Synoptic links to this topic
This topic links with the following areas of the specification:

· 1.1.1 The dynamic nature of business
· 1.3.1 Business aims and objectives
· 1.3.2 Business revenue, cost and profit

This topic has direct links with all areas of the specification and is a foundation for the course. For any entrepreneur or business to succeed they must understand that effective management of business functions such as marketing, finance and operations are key to reducing the risks associated with business and maximise the opportunity for success.


Case study: Web Horizons Ltd

In 2018 Jamal Acharya left the IT consultancy firm he had worked for over the past eight years to setup his own company. Jamal registered Web Horizons Ltd in September 2018; his own website development business.

To start Web Horizons Ltd, Jamal invested £3000 of his own savings and took out a small business loan from the bank. As Jamal established his business in the first few months he sacrificed paying himself a salary to keep costs as low as possible and worked late into the evening to ensure his business was a success. By April 2019, Jamal had a growing customer base and began to benefit from positive reviews of his web design services from satisfied customers.

By the summer of 2019, Web Horizons Ltd had signed several contracts with large companies. Due to the increased demand for Web Horizon Ltd’s services Jamal took the opportunity to employ two web development graduates and moved his business into rented office space. Jamal had previously operated his business from home. As his business continued to grow, Jamal decided to reduce his working hours to 4 days per week. Something he had hoped to do for a long time in order to spend more time with his family.


















How this case study illustrates/exemplifies the specification content:

	The case study illustrates the idea of ‘risk and reward’ in a number of ways:

· Risk - Jamal left a secure job to setup his own business meaning a lack of security
· Risk - Jamal invested £3000 of his own money which he could have lost
· Risk - Jamal sacrificed paying himself a salary in order to keep his business costs low in the first few months
· Reward - As Web Horizons Ltd grew, so did its revenue and potentially profit.
· Reward - Jamal took the opportunity to spend more time with his family by working 4 days per week.




Check your knowledge: questions
1. How might running your own business lead to financial loss?
2. How might a business measure its success?
3. Give one reason why a business might fail.


Check your knowledge: recall question (previous unit)
1. How might changing technology lead to new business ideas coming about?
2. Give an example of customer wants / needs changing.
3. What does it mean if a product becomes obsolete?


Now try this

Using the issue in the box identify two causes and their potential consequences.

Failure to meet customer needs
Causes
Consequences
____________________________________________
____________________________________________











Common misconceptions

1. What is risk? - It is a common misconception that risk is a negative event happening, such as financial loss or business failure. However, risk is actually the probability of the negative event happening. Risk can actually be calculated by the probability of a negative event happening multiplied by the impact of that negative event.

2. What is profit – It is a common misconception that revenue and profit are two different terms for money earned by a business. Revenue and profit are two very different concepts. The distinction between revenue and profit is covered in topic 1.3.2


What have you remembered so far?

	Question
	True
	False

	Taking out a business loan is an example of a reward for running a business?
	
	

	The potential for costs to exceed revenue is a risk of running a business?
	
	

	All businesses measure success in terms of profit?
	
	



Multiple choice questions

Leah is the owner of her own accountancy firm. Leah has invested her own money to set up the business and understands that there is significant risk of financial loss if her business fails. 

Which of the following is most likely to help Leah reduce the risk of financial loss?
A. Take out a loan
B. Work closely with customers to understand their needs
C. Increase spending on advertising
D. Employ new workers




Exam Questions

1. Explain one risk of starting a small business. (3 marks)

2. Explain one way that an entrepreneur might reduce risk when running a business. (3 marks)

3. State one risk Jamal faced when setting up Web Horizons Ltd. (1 mark)

4. Outline one impact on Web Horizons Ltd of the positive reviews from its customers. (2 marks)

5. Analyse the impact on Web Horizons Ltd of employing two graduate web developers. (6 marks)





