
BUSINESS ENVIRONMENT:- 

The term ‘business environment’ connotes external forces, factors and institutions that are beyond the 

control of the business and they affect the functioning of a business enterprise. These include 

customers, competitors, suppliers, government, and the social, political, legal and technological factors 

etc. While some of these factors or forces may have direct influence over the business firm, others may 

operate indirectly. Thus, business environment may be defined as the total surroundings, which have a 

direct or indirect bearing on the functioning of business. It may also be defined as the set of external 

factors, such as economic factors, social factors, political and legal factors, demographic factors, 

technical factors etc., which are uncontrollable in nature and affects the business decisions of a firm.  

FEATURES OF BUSINESS ENVIRONMENT  

On the basis of the above discussion the features of business environment can be summarised as 

follows. (a) Business environment is the sum total of all factors external to the business firm and that 

greatly influence their functioning. (b) It covers factors and forces like customers, competitors, suppliers, 

government, and the social, cultural, political, technological and legal conditions. Business Decisions 

Economic Factors Social factors Political Factors Technological Factors Demographic Factors Legal 

Factors. 

IMPORTANCE OF BUSINESS ENVIRONMENT  

There is a close and continuous interaction between the business and its environment. This interaction 

helps in strengthening the business firm and using its resources more effectively. As stated above, the 

business environment is multifaceted, complex, and dynamic in nature and has a far-reaching impact on 

the survival and growth of the business. To be more specific, proper understanding of the social, 

political, legal and economic environment helps the business in the following ways: (a) Determining 

Opportunities and Threats: The interaction between the business and its environment would identify 

opportunities for and threats to the business. It helps the business enterprises for meeting the 

challenges successfully. (b) Giving Direction for Growth: The interaction with the environment leads to 

opening up new frontiers of growth for the business firms. It enables the business to identify the areas 

for growth and expansion of their activities. (c) Continuous Learning: Environmental analysis makes the 

task of managers easier in dealing with business challenges. The managers are motivated to 

continuously update their knowledge, understanding and skills to meet the predicted changes in realm 

of business. (d) Image Building: Environmental understanding helps the business organisations in 

improving their image by showing their sensitivity to the environment within which they are working. 

For example, in view of the shortage of power, many companies have set up Captive Power Plants (CPP) 

in their factories to meet their own requirement of power. (e) Meeting Competition: It helps the firms to 

analyse the competitors’ strategies and formulate their own strategies accordingly. (f) Identifying Firm’s 

Strength and Weakness: Business environment helps to identify the individual strengths and weaknesses 

in view of the technological and global developments. 

 



TYPES OF BUSINESS ENVIRONMENT 

ECONOMIC ENVIRONMENT The survival and success of each and every business enterprise depend 

fully on its economic environment. The main factors that affect the economic environment are: (a) 

Economic Conditions: The economic conditions of a nation refer to a set of economic factors that have 

great influence on business organisations and their operations. These include gross domestic product, 

per capita income, markets for goods and services, availability of capital, foreign exchange reserve, 

growth of foreign trade, strength of capital market etc. All these help in improving the pace of economic 

growth. (b) Economic Policies: All business activities and operations are directly influenced by the 

economic policies framed by the government from time to time. Some of the important economic 

policies are: (i) Industrial policy (ii) Fiscal policy (iii) Monetary policy (iv) Foreign investment policy (v) 

Export –Import policy (Exim policy). Economic System: The world economy is primarily governed by 

three types of economic systems, viz., (i) Capitalist economy; (ii) Socialist economy; and (iii) Mixed 

economy. India has adopted the mixed economy system which implies co-existence of public sector and 

private sector. 

NON-ECONOMIC ENVIRONMENT The various elements of non-economic environment are as follow: 

(a) Social Environment The social environment of business includes social factors like customs, 

traditions, values, beliefs, poverty, literacy, life expectancy rate etc. The social structure and the values 

that a society cherishes have a considerable influence on the functioning of business firms. For example, 

during festive seasons there is an increase in the demand for new clothes, sweets, fruits, flower, etc. 

Due to increase in literacy rate the consumers are becoming more conscious of the quality of the 

products. Due to change in family composition, more nuclear families with single child concepts have 

come up. This increases the demand for the different types of household goods. It may be noted that 

the consumption patterns, the dressing and living styles of people belonging to different social 

structures and culture vary significantly. 

Political Environment This includes the political system, the government policies and attitude towards 

the business community and the unionism. All these aspects have a bearing on the strategies adopted 

by the business firms. The stability of the government also influences business and related activities to a 

great extent. It sends a signal of strength, confidence to various interest groups and investors. Further, 

ideology of the political party also influences the business organisation and its operations. You may be 

aware that Coca-Cola, a cold drink widely used even now, had to wind up operations in India in late 

seventies. Again the trade union activities also influence the operation of business enterprises. Most of 

the labour unions in India are affiliated to various political parties. Strikes, lockouts and labour disputes 

etc. also adversely affect the business operations. However, with the competitive business environment, 

trade unions are now showing great maturity and started contributing positively to the success of the 

business organisation and its operations through workers participation in management. (c) Legal 

Environment This refers to set of laws, regulations, which influence the business organisations and their 

operations. Every business organisation has to obey, and work within the framework of the law. The 

important legislations that concern the business enterprises include: (i) Companies Act, 1956 (ii) Foreign 

Exchange Management Act, 1999 (iii) The Factories Act, 1948 (iv) Industrial Disputes Act, 1972 (v) 



Payment of Gratuity Act, 1972 (vi) Industries (Development and Regulation) Act, 1951 (vii) Prevention of 

Food Adulteration Act, 1954 (viii) Essential Commodities Act, 2002 (ix) The Standards of Weights and 

Measures Act, 1956. 

) Technological Environment Technological environment include the methods, techniques and 

approaches adopted for production of goods and services and its distribution. The varying technological 

environments of different countries affect the designing of products. For example, in USA and many 

other countries electrical appliances are designed for 110 volts. But when these are made for India, they 

have to be of 220 volts. In the modern competitive age, the pace of technological changes is very fast. 

Hence, in order to survive and grow in the market, a business has to adopt the technological changes 

from time to time. It may be noted that scientific research for improvement and innovation in products 

and services is a regular activity in most of the big industrial organisations. Now a days infact, no firm 

can afford to persist with the outdated technologies. (e) Demographic Environment This refers to the 

size, density, distribution and growth rate of population. All these factors have a direct bearing on the 

demand for various goods and services. For example a country where population rate is high and 

children constitute a large section of population, then there is more demand for baby products. Similarly 

the demand of the people of cities and towns are different than the people of rural areas. The high rise 

of population indicates the easy availability of labour. These encourage the business enterprises to use 

labour intensive techniques of production. Moreover, availability of skill labour in certain areas 

motivates the firms to set up their units in such area. For example, the business units from America, 

Canada, Australia, Germany, UK, are coming to India due to easy availability of skilled manpower. Thus, 

a firm that keeps a watch on the changes on the demographic front and reads them accurately will find 

opportunities knocking at its doorsteps. Natural Environment The natural environment includes 

geographical and ecological factors that influence the business operations. These factors include the 

availability of natural resources, weather and climatic condition, location aspect, topographical factors, 

etc. Business is greatly influenced by the nature of natural environment. For example, sugar factories 

are set up only at those places where sugarcane can be grown. It is always considered better to establish 

manufacturing unit near the sources of input. Further, government’s policies to maintain ecological 

balance, conservation of natural resources etc. put additional responsibility on the business sector. 

 

RECENT DEVELOPMENTS IN INDIAN ECONOMY  

The economic environment of business in India has been changing at a fast rate mainly due to the 

changes in the economic policies of the government. At the time of independence, the Indian economy 

was basically agrarian with a weak industrial base. To speed up the industrial growth and solve various 

economic problems, the government took several steps like state ownership on certain categories of 

industries, economic planning, reduced role of private sector, etc. The Government adopted several 

control measures on the functioning of private sector enterprises. All these efforts resulted a mixed 

response. There was growth in net national product, per capita income and development of capital 

goods sector and infrastructure. But rate of industrial growth was slow, inflation increased and 

government faced a serious foreign exchange crisis during eighties. As a result, the government of India 



introduced a radical change in economic policies in 1991. This policy abolished industrial licensing in 

most of the cases, allowed private participation in most industries, disinvestment was carried out in 

many public sector industrial enterprises and opened up the economy considerably. Foreign Investment 

Promotion Board was set up to channelise foreign capital investment in India. Let us discuss the 

developments under three heads, viz., (a) Liberalisation, (b) Privatisation, and (c) Globalisation. (A)  

LIBERALISATION  

Liberalisation refers to the process of eliminating unnecessary controls and restrictions on the smooth 

functioning of business enterprises. It includes: (i) abolishing industrial licensing requirement in most of 

the industries; (ii) freedom in deciding the scale of business activities;. (iii) freedom in fixing prices of 

goods and services; (iv) simplifying the procedure for imports and exports; (v) reduction in tax rates; and 

(vi) simplified policies to attract foreign capital and technology to India. Through this liberalisation 

process, Indian Economy has opened up and started interacting with the world in a big way. This has 

resulted in easy entry of foreign business organisations in India. This has further resulted in stiff 

competition and efficiency. Ultimately, liberalisation has helped us in achieving a high growth rate, easy 

availability of goods at competitive rates, a healthy and flourishing stock market, high foreign exchange 

reserve, low inflation rate, strong rupee, good industrial relations, etc.  

(B) PRIVATISATION  

Privatisation refers to reducing the role of public sector by involving the private sectors in most 

activities. Due to the policy reforms announced in 1991, the expansion of public sector has literally come 

to a halt and the private sector registered fast growth in the postliberalised period. The issues of 

privatisation include: (i) reduction in the number of industries reserved for the public sector from 17 to 8 

(reduced further to 3 later on) and the introduction of selective competition in the reserved area; (ii) 

disinvestment of shares of selected public sector industrial enterprises in order to raise resources and to 

encourage wider participation of general public and workers in the ownership in business; (iii) 

improvement in performance through an MOU system by which managements are to be granted 

greater autonomy but held accountable for specified results. In India, as a result of these steps, the post 

liberalisation phase has witnessed a massive expansion of the private sector business in India. You can 

have an idea of their expansion from the fact that the total capital employed in top 500 private sector 

companies rose from Rs. 1,39,806 crores in 1992-93 to Rs. 2, 34, 751 crores in 1994-95 (an expansion of 

68% in just two years).  

(C) GLOBALISATION  

Globalisation means ‘integrating’ the economy of a country with the world economy. This implies free 

flow of goods and services, capital, technology and labour across national boundaries. To achieve these 

objectives of globalisation, the government has adopted various measures such as reduction in custom 

duties, removal of quantitative restrictions or quotas on exports and imports, facilitating foreign 

investment and encouragement of foreign technology. These measures are expected to achieve a higher 

rate of growth, enlargement of employment potential, and reduction of regional disparities. 



NEW INDUSTRIAL POLICY 1991:- 

 

The New Industrial Policy of 1991 comes at the center of economic reforms that launched 
during the early 1990s. All the later reform measures were derived out of the new industrial 
policy. The Policy has brought comprehensive changes in economic regulation in the 
country. As the name suggests, these reform measures were made in different areas 
related to the industrial sector. 

As part of the policy, the role of public sector has been redefined. A dedicated reform policy 
for the public sector including the disinvestment programme were launched under the NIP 
1991. Private sector has given welcome in major industries that were previously reserved 
for the public sector. 

Similarly, foreign investment has given welcome under the policy. But the most important 
reform measure of the new industrial policy was that it ended the practice of industrial 
licensing in India. Industrial licensing represented red tapism. 

Because of the large scale changes, the Industrial Policy of 1991 or the new industrial 
policy represents a major change from the early policy of 1956. 

The new policy contained policy directions for reforms and thus for LPG (Liberalisation, 
Privatisation and Globalisation). It enlarged the scope of private sector participation to 
almost all industrial sectors except three (modified). Simultaneously, the policy has given 
welcome to foreign investment and foreign technology. Since 1991, the country’s policy on 
foreign investment is gradually evolving through the introduction of liberalization measures 
in a phasewise manner. 

Perhaps, the most welcome change under the new industrial policy was the abolition of the 
practice of industrial licensing. The1991 policy has limited industrial licensing to less than 
fifteen sectors. It means that to start an industry, one has to go for license and waiting only 
in the case of these few selected industries. This has ended the era of license raj or red 
tapism in the country. The 1991 industrial policy contained the root of the liberalization, 
privatization and globalization drive made in the country in the later period. The policy has 
brought changes in the following aspects of industrial regulation: 

1. Industrial delicensing 

2. Deregulation of the industrial sector 

3. Public sector policy (dereservation and reform of PSEs) 

4. Abolition of MRTP Act 

5. Foreign investment policy and foreign technology policy. 

1. Industrial delicensing policy or the end of red tapism: the most important part of the 
new industrial policy of 1991 was the end of the industrial licensing or the license raj or red 
tapism. Under the industrial licensing policies, private sector firms have to secure licenses 
to start an industry. This has created long delays in the start up of industries. The industrial 
policy of 1991 has almost abandoned the industrial licensing system. It has reduced 
industrial licensing to fifteen sectors. Now only 13 sector need license for starting an 
industrial operation. 



2. Dereservation of the industrial sector- Previously, the public sector has given 
reservation especially in the capital goods and key industries. Under industrial deregulation, 
most of the industrial sectors was opened to the private sector as well. Previously, most of 
the industrial sectors were reserved to the public sector. Under the new industrial policy, 
only three sectors- atomic energy, mining and railways will continue as reserved for public 
sector. All other sectors have been opened for private sector participation. 
3. Reforms related to the Public sector enterprises: reforms in the public sector were 
aimed at enhancing efficiency and competitiveness of the sector. The government identified 
strategic and priority areas for the public sector to concentrate. Similarly, loss making PSUs 
were sold to the private sector. The government has adopted disinvestment policy for the 
restructuring of the public sector in the country. at the same time autonomy has been given 
to PSU boards for efficient functioning. 
4. Foreign investment policy: another major feature of the economic reform measure was 
it has given welcome to foreign investment and foreign technology. This measure has 
enhanced the industrial competition and improved business environment in the country. 
Foreign investment including FDI and FPI were allowed. Similarly, loan capital has also 
introduced in the country to attract foreign capital. 
5. Abolition of MRTP Act: The New Industrial Policy of 1991 has abolished the Monopoly 
and Restricted Trade Practice Act. In 2010, the Competition Commission has emerged as 
the watchdog in monitoring competitive practices in the economy. 
The industrial policy of 1991 is the big reform introduced in Indian economy since 
independence. The policy caused big changes including emergence of a strong and 
competitive private sector and a sizable number of foreign companies in India. 

 

MONETARY POLICY:- 

Monetary policy is how central banks manage liquidity to create economic growth. 

Liquidity is how much there is in the money supply. That includes credit, cash, 

checks and money market mutual funds. The most important of these is credit. It 

includes loans, bonds and mortgages.  

Objectives of Monetary Policy 

The primary objective of central banks is to manage inflation. The second is to 

reduce unemployment, but only after they have controlled inflation. 

The U.S. Federal Reserve, like many other central banks, has specific targets for 

these objectives. It seeks an unemployment rate below 6.5 percent. The Fed says 

the natural rate of unemployment is between is between 4.7 percent and 5.8 

percent. It wants the core inflation rate to be between 2.0 percent and 2.5 percent. 

It seeks healthy economic growth. That's a 2-3 percent annual increase in the 

nation's gross domestic product. 
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Types of Monetary Policy 

Central banks use contractionary monetary policy to reduce inflation. They 

have many tools to do this. The most common are raising interest rates and selling 

securities through open market operations. 

They use expansionary monetary policy to lower unemployment and 

avoid recession. They lower interest rates, buy securities from member banks and 

use other tools to increase liquidity.  

Six Tools of Monetary Policy 

All central banks have three tools of monetary policy in common. Most have many 

more. They all work together in an economy, by managing banks' reserves. 

The Fed has six major tools. First, it sets a reserve requirement, which tells banks 

how much of their money they must have on reserve each night. If it weren't for the 
reserve requirement, banks would lend 100 percent of the money you've deposited. 

Not everyone needs all their money each day, so it is safe for the banks to lend 

most of it out. 

The Fed requires that banks keep 10 percent of deposits on reserve. That way, they 

have enough cash on hand to meet most demands for redemption. When the Fed 

wants to restrict liquidity, it raises the reserve requirement. The Fed only does this 
as a last resort because it requires a lot of paperwork. 

It's much easier to manage banks' reserves using the fed funds rate. 

This is the interest rate that banks charge each other to store their excess cash 
overnight. The target for this rate is set at the eight annual Federal Open Market 

Committee meetings. The Fed funds rate impacts all other interest rates, including 

bank loan rates and mortgage rates. 

The Fed's third tool is its discount rate. That's how it charges banks to borrow 

funds from the Fed's fourth tool, the discount window. The FOMC usually sets the 

discount rate a half-point higher than the Fed funds rate. That's because the Fed 

prefer banks to borrow from each other. 

Fifth, the Fed uses open market operations to buy and sell Treasurys and other 

securities from its member banks. This changes the reserve amount that banks have 

on hand without changing the reserve requirement. 
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Sixth, many central banks including the Fed use inflation targeting. 

It clearly sets expectations that they want some inflation. That's because people are 
more likely to buy if they know prices are rising.  

In addition, the Federal Reserve created many new tools to deal with the Great 

Recession. These include the Commercial Paper Funding Facility and the Term 
Auction Lending Facility. 

FISCAL POLICY:- 

Definition: Fiscal policy is the government spending and taxation that influences 

the economy. Elected officials should coordinate with monetary policy to 

create healthy economic growth. They usually don't. Why? Fiscal policy reflects 

the priorities of individual lawmakers. They focus on the needs of their 

constituencies. These local needs overrule national economic priorities. As a result, 

fiscal policy is hotly debated, whether at the federal, state, county or municipal 

level. 

Types of Fiscal Policy 

There are two types of fiscal policy. The first, and most widely-used, 

is expansionary. It stimulates economic growth. It's most critical at 

the contraction phase of the business cycle. That's when voters are clamoring for 
relief from a recession. 

How does it work? The government either spends more, cuts taxes, or does both if 

it can. The idea is to put more money into consumers' hands, so they spend more. 
That jump starts demand, which keeps businesses running and adds jobs. 

Politicians debate about which works better. Advocates of supply-side 

economics prefer tax cuts. They say it frees up businesses to hire more workers to 

pursue business ventures. For more, see Do Tax Cuts Create Jobs? 

Advocates of demand-side economics say additional spending is more effective 

than tax cuts. Examples include public works projects, unemployment benefits and 

food stamps. The money goes into the pockets of consumers, who go right out and 
buy the things businesses produce. 

For more, see Unemployment Solutions, How Extended Unemployment Benefits 

Boost the Economy and 14 Ways to Create Jobs. 
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Expansionary fiscal policy is usually impossible for state and local government. 

That's because they are mandated to keep a balanced budget. If they haven't created 
a surplus during the boom times, they must cut spending to match lower tax 

revenue during a recession. 

That makes the contraction worse. 

Fortunately, the federal government has no such constraints, so it can use 

expansionary policy when needed. Unfortunately, it also means Congress 

created budget deficits even during economic booms. That's despite a national debt 

ceiling. As a result, the critical debt-to-GDP ratio has exceeded 100 percent. 

The second type, contractionary fiscal policy, is rarely used. That's because its 

goal is to slow economic growth. Why would you ever want to do that? One reason 

only, and that's to stamp out inflation. That's because the long-term impact of 
inflation can damage the standard of living as much as a recession. 

The tools of contractionary fiscal policy are used in reverse. Taxes are increased, 

and spending is cut. You can imagine how wildly unpopular this is among voters. 
Thus, it's hardly ever used. Fortunately, contractionary monetary policy is effective 

in preventing inflation.  

Tools of Fiscal Policy 

The first tool is taxation. That includes income, capital gains from investments, 

property, sales or just about anything else. Taxes provide the major revenue source 
that funds the government. The downside of taxes is that whatever or whoever is 

taxed has less income to spend on themselves. 

That makes taxes unpopular. Find out how the U.S. federal budget is funded 
in Federal Income and Taxes. 

The second tool is government spending. That includes subsidies, transfer 

payments including welfare programs, public works projects and government 
salaries. Whoever receives the funds has more money to spend. That 

increases demand and economic growth. 

The federal government is losing its ability to use discretionary fiscal policy.  Each 
year, more of the budget must go to mandated programs. As the population ages, 

the costs of Medicare, Medicaid, and Social Security are rising. Changing 

the mandatory budgetrequires an Act of Congress and that takes a long time. One 
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exception was the ARRA, or Economic Stimulus Act, which Congress passed 

quickly. That's because legislators knew they must stop the worst recession since 
the Great Depression. 

Fiscal Policy vs. Monetary Policy 

Monetary policy is when a nation's central bank changes the money supply. It 

increases it with expansionary monetary policy and decreases it 

with contractionary monetary policy. It has many tools it can use, but it primarily 
relies on raising or lowering the fed funds rate. This benchmark rates then guides 

all other interest rates. When interest rates are high, the money supply contracts, 

the economy cools down, and inflation is prevented. When interest rates are low, 

the money supply expands, the economy heats up, and a recession is usually 
avoided. 

Monetary policy works faster than fiscal policy. The Fed can just vote to raise 

or lower rates at its regular Federal Open Market Committee meeting. It may take 
about six months for the impact of the rate cut to percolate throughout the 

economy. 
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