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PREFACE

This book is designed to cater to the needs of Commerce and Management students of Indian
Universities and the candidates appearing for I.C.W.A. Examination in Economics paper. This
will also benefit those who are directly or indirectly related to business. The present book undertakes,
entire text in the light of the developments that have taken place during recent times. I feel that
the time is now ripe for undertaking a serious and indepth study of the “Economics and Business
Environment” for our own country. Unfortunately the books that are currently available do not
address all the issues satisfactorily. The present book fills an important gap in the area and would
be viewed by the rapidly expanding field of management experts, worthy of adoption and
recommendation to the students of management, and  commerce courses spread across the various
universities and institutions in the country.

The book is divided into two parts – Part I on Theoretical aspects and Part II on Business
Environment in India. The organization, structure and contents of these units are as follows :
Part I consists of Business Environment, Nature and Functions of economic system, Micro & Macro
Concepts, Demand and Supply analysis, NI, Inflation & deflation, Monetary Policy, Banking,
Fiscal Policy, International Financial Institutions and Price Mechanism. Part II consists of
Characteristics of UDC & Economic growth, Sectoral growth of the economy, Industrial sickness,
Industrial Productivity, Liberalisation, Privatisation & Globalisation,  GATT & WTO, Foreign Capital,
MNCs & Foreign Collaborations, Foreign Trade Policies, Planning & Environmental Pollution &
Energy. At the end of each chapter, model questions have been given to test the students
understanding of the subject.

Thanks are due to Sri Baswaraj Patil Sedam, President, Dr.Nagareddy Patil, Secretary,
Sri.Govindlal Malpani, Joint Secretary, Sri.Ramanujdas Tapadiya, Treasurer and the members of
Sri. Kottal Basweshwar Bharatiya Shikshan Samiti Sedam, Sri.Manne Hasreddy, Principal, my
colleagues and non-teaching staff of Sri Tulsiram Gilada, Nrupatunga Arts, Commerce, Management
and Science Degree College Sedam for the constant encouragement, advice and help extended to
me.

I will be failing in my duty If I do not mention here the continued cooperation. I have received
from my wife Smt.Sujata and daughter Swati in the completion of this book, in particular, whose
patience, support encouragement, understanding and love helped to bring this effort to fruition.

In the last, but not in the least, thanks are due to Sri J.K. Singh of Avinash Paperbacks,  Delhi,
for taking active interest in the publication of this book and I am thankful to Kum. Savita Ainapur,
Sedam for neat & timely DTP work.

Suggestions for further improvement of the book have welcome from all quarters.

Place :   SEDAM Dr. K.A.Rasure.
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CHAPTER I

BUSINESS ENVIRONMENT

1. Meaning of Business Environment.

2. Nature and Scope of Business Environment.

3. Factors influencing Environment of Business.

4. Economic and Non-Economic Environment of Business.

5. Factors influencing Economic Environment of Business.

6. Interaction of Economic and Non-Economic Environment.

7. Distinction between Static and Dynamic Environment.

8. Model Questions.
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BUSINESS ENVIRONMENT

Meaning of Business Environment

Environment refers to the surroundings and circumstances which influence a unit. The basic unit
of business is a firm which is essentially a micro-economic unit. Although a firm is a micro economic
unit, but the decisions which it has to take are influenced by several factors over which it has not
control. Thus, business environment refers to the totality of all those external factors which influence the
working and decision-making of a firm. According to Arthur M.Weimer, “Business Environment
Encompasses the climate or set of conditions, economic, social, political or institutional in which business
operations are conducted”.

The firm has to operate under a given environment. Business environment may remain static
during the short-run, however it does change in the long-run. The most successful manager is
one who changes the course of business activities according to the changes in the environment.
Business environment comprises the monetary and fiscal policies of the government, price behaviour,
financial institutions, industrial policy, licensing policy, import-export policy, state of technology,
tastes and preferences of the consumers, customs and traditions etc. A firm has to adjust its activities
according to the changes in the environment.

Business environment is a relative concept, which changes overtime and place. Capitalist
economies have a different kind of environment as compared to the socialist economies. In a
mixed economy, part of the business environment is influenced by the government policies and
the rest is affected by the market forces. Thus the nature of economic system has a great bearing
on the environment of business.

Environment of business is also an inter-temporal concept. In other words, business environment
changes over time. Environment of business existing today is different from what existed in the
past, and the future environment would be different from that of yesterdays and to-day’s
environment.

Nature and Scope of Business Environment

Over the years business has undergone radical changes and thus modern business in its nature
is significantly different from what it was a few decades ago. In the following discussion we shall
attempt to spell out characteristics of modern business which are as follows :

• Large size

• Oligopolistic character

• Diversification

• Global reach

• Technology Orientation

• Change

• Government control

Large Size

Business that matters today is large in size. Indian companies in terms of revenues, profits, assets
and stockholders' equity are relatively small as compared to the companies in developed countries.

4
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Only four companies figure in the Fortune list for 2003. These are Indian Oil, Bharat Petroleum,
Hindustan Petroleum and Reliance Industries. Out of these first these are public sector undertakings.
Indian Oil ranked 189 in the top 500 with a revenue of $25.3 billion. Reliance Industries, a private
sector undertaking ranked 482 with a revenue of $11.3 billion.

Most of the companies established in developing countries are smaller in size and thus only
a few companies from these countries figure in the list of Fortune 500 companies. In 2003, only
the companies from China, South Korea, Brazil, India, Malaysia, Mexico, Thailand, State owned.
In contrast, the largest companies located in South Korea are in the private sector.

Indian private sector companies in terms of sales and assets may not look as impressive as
the companies in developed countries, yet they are quite large by the standards of developing
countries and compare favourably even with a large number of middle size corporate enterprises
in western countries and Japan. In 2003, Reliance Industries was ranked first in India. Its assets
were as large as Rs.63,784 crore. Its sales at Rs. 60,387 crore were also fairly large. In all, there
were ten companies including private sector giants Hindustan Lever, Telco, Larsen and Toubro,
Tata Motors, Tata Steel, Maruti Udyog and Hero Honda with sales exceeding Rs. 5,000 crore.
Each of these companies had assets worth Rs. 5,200 crore or more.

Oligopolistic Character

Present day business is mostly oligopolistic in its nature. Oligopolistic business is characterized
by a small number of firms selling a homogeneous or a differentiated product. Each firm in an
oligopolistic market believes that any change in its price and sales, or in the quality of its product,
advertising expenditure or any other variable whose value is under its control is likely to evoke
retaliation from other firms in the same line of business. The key feature of an oligopolistic business
is recognized interdependence among the sellers.

In modern oligopolistic business, collusion is very common. There are two broad categories
of collusion : cartel and price leadership. A cartel is a combination of business firms constituted
with the objective of limiting competition in the market so as to maximize the profits.

Another way to eliminate uncertainty in oligopolistic markets is to have tacit agreements
amongst the various firms giving rise to price leadership.

Diversification

Diversification may not always contribute to growth of a business enterprise. In the recessionary
phase, it is quite risky to aspire for growth by going for unplanned diversification. In India, some
big companies, including DCM, Britannia, ITC and Nelco did not benefit from diversification.
Hence, companies lacking resources and managerial expertise do not foray into new business. In
some of the developed countries, even business giants show reluctance to diversify. These companies
are usually more interested in expanding their business through mergers and acquisitions of
companies operating in their own lines of production. Even in the Indian markets some of the
business giants have preferred takeover of companies in their own areas. Coca Cola, for example,
has taken over Parle Soft Drinks, Pepsi Co. has taken over Duke Soft Drinks, Honda has taken
over Kinetic Honda and Whirlpool has taken over Kelvinator Refrigerators.

Global Reach

Till recently even big companies in the world had confined their business to domestic markets.
However, liberalization, technological change and falling trade barriers have rapidly changed
the business landscape. Now companies that matter have expanded their revenue and assets
base across countries and engage in cross-border flows of capital, goods and know-how. There
are multinational corporations like Nestle, Unilever, Philips, Electronics and Electrolux with over

Business Environment 5
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two-thirds of their activities outside their home country. The 'index of transnationality' is a simple
mean of the ratio of foreign to total activities for three indices; assets, sales and employees.

The most globalised companies are generally from smaller developed countries such as
Switzerland, Belgium or Sweden. These companies need foreign sales to achieve global status.
For example, Switzerland provides a small market to its companies and thus Nestle, a Swiss
company, has to make most of its sales abroad. Even the global companies belonging to the European
Union (EU), are from countries like the UK and Netherlands whose home markets are small
relative to the EU as a whole.

Technology Orientation

Modern business is technology oriented. This feature of present day business emanates from the
expectations of the consumers from the business. People always wish to consume more and more
of new goods and more of the same goods. They expect that the quality of products should improve
overtime and the real cost fall. Obviously all this can be accomplished by the business if it pays
attention to sophistication of technology. Recently Japanese and Korean companies have launched
a large number of consumer goods, including air-buzzy control systems. These systems change
their fuzzy rules as the environment changes or as the machine undergoes wear and tear. Hence,
the acceptability of these Japanese and Korean products has rapidly increased world over. In this
situation, if rival firms from other countries producing all these goods ignore these technological
changes for whatever reasons, they may lose in competitiveness and be pushed out of the market.

Change: Today a business firm clearly needs to move faster if the fear of irrelevance is not to
become a reality. A modern firm must be vigilant all the time and be ready for change. In case,
an improvement in quality, packaging or product design is not sufficient to retain customers, the
firm should promptly introduce new products and create demand for them. Ours is no longer an
age of Physical wants. The business through its innovative moves can always create synthetic
wants and thus find space to produce new goods to satisfy them. These goods, however, may
become obsolete overtime and people may not like to buy them. In India, a few decades ago
nylon clothes had become very popular at the cost of cotton textiles. But only in a few years time
terrycot clothes replaced nylon clothes. Such examples can be easily multiplied. They all clearly
suggest that the present day business is bound to doom if it cannot change at an incredible speed
in response to emerging consumer behaviour.

Government Control

First, the government interference in business is required to correct market failures manifested
in the form of monopoly and pollution. In these cases, government action improves efficiency
rather than lowering it. Second, governments through monetary and fiscal regulation attempt to
create stable business conditions.

Environment of Business

Environment by definition is something external to an individual or an organization. Therefore,
in strict sense, business environment refers to all external factors which have a direct or indirect
bearing on the activities of business. However, some experts have used the term business environment
in a broad sense. These experts talk of both internal and external environment of business. In
their opinion, external environment of business can be sub-divided into micro environment and
macro environment. In the following discussion we shall follow this approach. At the outset we
may also point out that while certain aspects of both internal and external environment pose a
threat to business, other aspects provide opportunities for business growth.
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Internal Environment

Value system, goals and objectives, management structure, relationship among the various
constituents, physical assets, technological capabilities and human, financial and marketing resources
make the internal environment of business.

Today the strength of management depends largely on the relationship between the company’s
shareholders. Board of Directors and the senior executive officers. Conflicts between certain members
of the Board of Directors, erosion of shareholders’ confidence in the Board of Directors and serious
differences among senior executive officers on critical matters often vitiate the company’s internal
working conditions.

The quality of human resources of a company depends largely on skill, commitment, attitude
and morale of the employees. Whether these employees work in the company or for the company
makes all the difference in the work culture of the company and its internal environment. When
employees work for the company their involvement is far greater in the growth of the company.
The company in return is also required to pay due attention to concerns of the employees
sympathetically. Over the years due to rapid urban growth people have been pushed to suburbs
and, as a result, commuting time has increased. Disintegration of joint family system has reduced
the level of domestic infrastructural support. Also the work-hours in modern companies have
increased. All these factors have jointly created tremendous pressure on present day company
employees, in turn leading to unnecessary tensions in the internal environment of the company.
Some companies in recent years have begun responding to these challenges by moving towards
flexible working arrangements.

External Environment

External environment of business consists of institutions, organizations and forces operating outside
the company. All these individually as well as collectively exercise their influence on the latter.
Broadly external environment of business may be classified into (A) micro environment and (B)
macro environment.

The micro environment refers to such players whose decisions and actions have a direct bearing
on the company. Since modern business broadly has two aspects, viz., production and selling of
goods, the micro environment of business can be divided accordingly.

The most prominent performers in the micro environment are the following:

• Suppliers of inputs

• Workers and their Unions

• Customers

• Market intermediaries

• Competitors

• Publics

Input suppliers and workers together with their unions exercise influence on production.
Customers, market intermediaries and competitors affect sales operations of the business firm.
The public may influence both production and sales. Macro environment, in contrast, comprises
large societal and physical forces which affect the company and also the players in the company’s
micro-environment.

Suppliers of inputs: An important factor in a company’s success is low cost production of goods.
This requires that all the time there has to be an ensured and uninterrupted supply of inputs,
particularly raw-materials. In case the supply of raw materials is uncertain, the producer company
has no choice but to maintain stocks of raw materials sufficient for several months production.

Business Environment 7
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This naturally puts financial burden on the company and lower its profit margins. It has been
observed that whenever some supplier manages to secure monopoly control over the supply of
some strategic raw material, such as iron ore or copper, it starts regulating its supply to generate
maximum possible monopoly profits. The user firms under the circumstances are compelled to
buy these raw materials as and when their suppliers are released by the mono-polist supplier
and stock them, failing which production may get disrupted inflicting heavy losses on the company.

Workers and their unions: Labour is an important input in production. Its nature, however, is
very much different from the other major input in production, i.e., raw materials. Labour is provided
by workers who may or may not be organized. When workers are unorganized, the bargaining
position of the company vis-à-vis labour is quite strong and it may force workers to accept just
a subsistence wage rate. But nowadays most companies do not find themselves in such a privileged
position. Workers now prefer to join their labour union which invariably resorts to collective
bargaining and thereby makes them less vulnerable to employer’s exploitation. Labour unions
organized at the company level are not equally strong. Moreover, while some unions adopt
confrontationist attitude towards the company management, others avoid conflict with the
management. From the point of view of the company, policy of hire and fire may turn out to be
counter productive. These days any policy that disturbs labour peace at the company level may
adversely affect its competitiveness. Also, constant conflict between labour and management will
not allow the company to grow and overtime may transform it into a sick unit.

Customers: Since nowadays production is done for the market, a business firm to be successful
must find customers for its products. Customers thus constitute the most important element in
the micro environment of the business. Their loyalty to product depends mainly on the degree
of their satisfaction. It is, in fact, this reason why customer satisfaction surveys have received so
much attention in the 1990s. The worlds, biggest businesses have now set-up systems for regularly
tracking customer attitude or customer satisfaction because today it is universally accepted that
the satisfaction of customers is the ultimate bench mark of the company’s success.

Marketing Intermediaries: In a company’s micro environment, marketing intermediaries such
as wholesalers, retailers, distribution firms, agents etc. constitute an important element. Most
companies find it too difficult to reach the consumers as they do not have a network to market
their products. Distribution firms and agents in such cases render useful service in popularising
a product. In case some product of a company is already popular the marketing intermediaries
other than wholesalers and retailers are not required. Usually a company lacking its own distribution
channels cannot afford to have conflict or strained business relations with the wholesalers or the
retailers.

In recent years certain companies have stopped relying on agents and distribution firms to
popularise their new products. For this purpose they adopt direct mail or data base marketing.
These methods of marketing, however, do not undermine the role of wholesalers and retailers.
Dick Shaver, architect of marketing successes like Marion Merrell, DOW, MCI, Amex and AT&T
is of the view that the consumer-guided marketing opens the way for a meaningful one-on-one
dialogue between the marketer and prospective consumers. These models of marketing undoubtedly
reduce the dependence of the company on certain marketing intermediaries but even they fail to
make wholesalers and retailers totally redundant.

Competitors: No company, howsoever large it may be, enjoys monopoly. In the real business
world a company encounters various forms of competition. The most common competition which
a company’s product now faces is from differentiated products of other companies. For example,
in the air-conditioner market Voltas airconditioner faces competition from other branded
airconditioners such as Carrier, L.,G., Videocon, Amtrex Shizuka, Hitachi and National. This type
of competition is called ‘the brand competition’ and may be found in almost all durable goods

8 Economics and Business Environment
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markets. A company sometimes encounters what is characterized as ‘the product form competition’.
A refrigerator manufacturing company, for example, specializes in producing only frost free
refrigerators but the competition it is likely to face may not remain confined to manufacturers of
other frost free refrigerators. It is just possible that directly cooling refrigerators also turn out to
be serious challengers.

Often producers of refrigerators in India find that their product faces competition from washing
machines, scooters, televisions, music systems and so on. This form of competition has been described
as ‘the desire competition’. One thing that is quite interesting about this form of competition is
that it often remains invisible and thus business enterprises at times fail to devise an appropriate
strategy to deal with the situation.

Publics: In common parlance, the world public refers to people in general. However, Philip
Kotler, an expert in marketing management has used the term public in a specific sense. According
to him, “A public is any group that has an actual or potential interest in or impact on a company’s
ability to achieve its objectives”. In this sense, one can think of several publics which exist in
micro environment of business. Environmentalists, consumer protection groups, media persons
and local lobbyists are some of the well known examples of publics. These groups by their actions
pose a threat to certain companies. It is now well established that the manufacturing units generally
pollute the environment and are thus serious health hazards. However, till recently, no action
was taken against these factories though they imposed heavy social costs on the people residing
in neighbouring areas. In democratic societies publics have assumed important role and their
presence in the micro environment of business is often a threat to the interests of the latter. In
certain cases, policies of publics have, however proved to be beneficial to the business. For example,
media publivs by popularising the merits of consumerism have provided new opportunities to
the business.

Factors Influencing Environment of Business

Business environment is influenced by a number of factors, the important among these are as
follows:

Political Factors

The ideology of the state has considerable influence over the business environment. Political
stability of the government infuses confidence among the captains of industry, as a result, business
activities flourish. On the other hand, if the very existance of the government is doubtful, it will
surely demoralise business and adversely influence its performance.

In a capitalistic system, the government interferes too little, whereas in a socialistic economy
all activities are directed by the state. The extent of government intervention, compliance to its
Laws, areas of free trade activities etc., influence business. Defence and foreign policies of the
government also influence business. If larger resources are allocated for defence production, than
lesser resources would be available for the production of civilian goods. Similarly, if the government
grants various concessions to foreign capital it would adversely affect the growth of indigenous
capital and enterprise. The state can also evolve a policy whereby large incentives may be offered
for the development of small-scale industries and export-oriented industries. It may decide to
impose various restrictions on the growth of big-business houses and companies with foreign
participation.

Sociological Factors

Among the sociological factors influencing environment of business, we include the ownership
of the means of production, distribution of income and wealth, equality of opportunity, social
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welfare, class structure, social attitude of the masses towards the authorities and managers of
business etc., Environment of business would be different in an economy having individual
ownership of the means of production, class conflicts, individual welfare and profit motive etc.,
from an economy having social ownership of the means, social welfare motive, classless society
etc.

Social environment plays a key role in determining the nature of product, quality of the product,
marketing strategy of the firm etc. Business must be responsive to the changing needs of the
society. Besides maximising profits, a firm has also to take care of the interest and welfare of the
society.

Education and Cultural Factors

Facilities for education and training help industry to avail the services of efficient, trained
and skilled labour. Managerial skill depends upon the facilities of technical education, research
and development.

Mere facilities of education and training are not enough for development of managerial class,
efficient workers and technocrats. It is also essential that the people develop a positive approach
and attitude towards education and training.

Economic Factors

Economic factors are the most important factors affecting environment of business. Business
firm is an economic unit, therefore, economic factors have a considerable influence on the business
decisions. Economic environment comprises the institutions shaping economic system, monetary
policy and banking institutions, fiscal and budgetary policy, price mechanism, money and capital
market, resource availability and resource allocation, industrial policy, licensing policy, import
and export policy, size of market, infrastructural facilities, level of economic development, etc.
Economic environment affects business decisions directly, therefore, a firm has to carefully read,
analyse and provide for the changes in the economic environment.

Other Factors

Environment of business is also influenced by historical factors. What sort of environment
would develop in a country depends upon the course of historical events. Colonial rule and
exploitation in some countries gave rise to the growth of state-owned enterprises.

International situation also influences business environment. Keen competition among the
nations promotes the development of new products and new technology. International co-operation
helps the growth of business even in those countries which do not have plenty of resources for
development. Prosperity and depression in the developed countries have great repercussions on
the growth of business activities in the developing countries.

The deep depression that started from New York (USA) in 1929 engulfed the entire world.
The formation of OPEC and hike in the International price of crude-oil influenced business all
over the world.

Physical Environment also influences business. It is the responsibility of the firm to calculate
the social cost and social benefit of the business. A business unit has to take-into-account the
influence of physical factor on the business such as availability of land, forest resources, mineral
wealth, water resources, air and water pollution etc.

In brief, environment of business consists of the totality of external forces which influence
business but the managers have no control over them. Both economic and non-economic factors
influence the environment of business. A firm must change the course of its activities in conformity
with the changes in environment.

10 Economics and Business Environment
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