UNIT - I

INTRODUCTION TO ECONOMIC ENVIRONMENT OF BUSINESS
INTRODUCTION:
· Business is as old as civilization. 

· The formal study of Business Management is relatively new.

· Any profit seeking activity is considered as Business.

· The term “Business” is used to mean “Trade, Profession or Occupation, Dealings, Commercial Activity, A Commercial or Industrial Concern, etc”.

· Business is a product of Environment.

· In the modern times, Business is an institution organized and operated to provide goods and services to society under the incentive of private game. 

· Business is an integral part of society and in a Capitalistic Economy profit is an absolute necessity for every enterprise.

· But, while earning profits, an enterprise must keep in view the aspirations and the expectations of society.  

· Those who have limited comprehension of the concept of profits may call it a sin but such a sin needs to be examined to find out how much of a negative social role the enterprise is playing.  

THREE ASPECTS OF BUSINESS ECONOMIC ENVIRONMENT:
· Business economic environment has three aspects.

1. Business is an economic activity.

2. Business firm is an economic unit.

3. Business decision-making is an economic process.

1. Business is an economic activity:  An economic activity involves the task of adjusting means to the ends or ends to the means.  An economic activity may assume the form of product on, consumption, distribution and exchange.  Each business firm has a target to achieve and for that purpose it has some resources at its disposal.  Sometimes the target has to be matched with given resources and sometimes the resources have to be matched with the given target.  Either way, the function of the business firm is to achieve optimum result of economic activities. 

2. Business firm is an economic unit:  A business firm is basically a transformation unit; it transforms input into output.  The objective of this activity is to earn maximum profit in the long run.  It is a value added process – the value of output in excess of the value of input.

3. Business decision-making is an economic process:  Decision-making involves making a choice from a set of alternative courses of action.  Rational choice is the root of all economic problems.  The question of choice arises because resources are scarce.  If you produce more butter, you cannot produce more guns as the Americans say.  When input is constraining factor, business firm’s decision variable is the output and when output is the constraining factor, firm’s decision variable is the input. 

TYPES OF SINS OF BUSINESS:
· Sins that a business enterprise can commit are:
· Unpardonable sin i.e., the sin of making losses and draining the valuable scarce resources of the society.
· Unfortunate sin i.e., the sin of slow and painful death where enterprise is run with no regard to current surplus so as to make provision for replacement of assets.

· Myopic sin i.e., the sin of business expansion with no concern for efficiency and 

· Glorious sin i.e., the sin of making profits so as to preserve and expand resources of the society through sustained growth. 

Therefore, the best interest of society would lie when profits are made as glorious sins and this motive force should become the basis of any business.

CRITICS OF BUSINESS:

The criticisms are many, but all are based on one idea, viz., people in business place profits before enduring values such as honesty, truth, justice, love, devoutness, aesthetic merit and respect for nature.  Specific criticisms are the following:

1. Business activity has a corrosive effect on a range of cherished cultural values.

2. Business dehumanizes and exploits workers.

3. Business harms interests of consumers.

4. Business degrades nature and the environment.

5. Business has destroyed handicraft and rendered artisans jobless.

6. Business causes scams and scandals.

7. Business multiplies needs and makes people greedy and avaricious.

8. Business leaders bend rules, cut corners, bribe officials and challenge existing authority.

NATURE OF BUSINESS TODAY:
· The typical attitude to today’s business can be revealed by the following definition: “The Business of business is business but such a concept cannot sustain a business firm for long”. 

· It is realized that the success of any business depends to a large extent not only on its micro level policies but also on how quickly and effectively it can adjust itself with the local, national and international environment.

· In other words, business operates in a complex socio-economic and legal environment which affects its decision-making functions and therefore, no manager can neglect the limitations of his environment while taking decisions.  
· In many cases, changes are routine in nature and in some cases, changes are so severe that existing institutions are significantly altered and in some instances completely new institutions are created.  

· Such a situation is referred to as an age of discontinuity.  

                         CHARACTERISTICS OF CONTEMPORARY BUSINESS:
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                                                     BUSINESS OBJECTIVES:

UNCERTAINITIES OR DISCONTINUTIES IN BUSINESS:
· According to Peter Drucker, major discontinuities exist in four areas. 

1. Technological innovations and consequent obsolescence of the existing major industries and big businesses.

2. Emergence of a world economy of ‘one market’ but without suitable institutions for handling it.  The only exception being the MNCs.

3. A pluralistic social system in which social tasks are entrusted to large institutions poses political, philosophical and spiritual challenges which may be difficult to meet.

4. Most important of all, a knowledge revolution which has made knowledge the crucial resource of the society.  At the same time it also raises the problem of the responsibilities of the new men of power, the men of knowledge.

· We are interested in Economic Environment.

MEANING AND DEFINITION OF BUSINESS ENVIRONMENT:

Environment literally means the surroundings, external objects, influences, or circumstances under which someone or something exists.  Davis Keith defies the environment of business as “the aggregate of all conditions, events, and influences that surround and affect it.”

“Environment factors or constraints”, wrote Barry M.Richman and Melvyn Copen, “are largely if not totally, external and beyond the control of individual industrial enterprises and their managements.  These are essentially the ‘givens’ within which firms and their managements must operate in a specific country and they vary, often greatly, from country to country.”

The business environment poses threats to a firm or offers immense opportunities for potential market exploitation.  Stressing this aspect, William F.Glueck and Lawrence R.Jauch wrote thus: The environment includes factors outside the firm which can lead to opportunities for or threats to the firm.  Although there are many factors, the most important of the sectors are socio-economic, technological, supplier, competitors, and government.”

There are two sets of factors – internal and external – which influence the business policy of an organization.  The internal factors are known as controllable factors because the organization has control over these factors.  It can modify or alter such factors to suit the environment.  The external factors are known as uncontrollable factors because such factors are largely beyond the control of the individual enterprise. 

IMPORTANCE OF STUDYING BUSINESS ENVIRONMENT:
The nature of the environment is likely to determine, to a great extent, the role of the enterprise and hence the nature of the task and the role of the top management in general and that of the chief executive in particular.  The salient and distinct features of the environment in which the enterprise operates determines the nature of its business policy.

Public policies must be consistent with and conducive to creating confidence among business enterprises in particular and people at large in general.  Obviously, a government regulations need to motivate the business community to make use of opportunities to actively participate in the task of developing the economy on the one hand and increasing the living standards of the people on the other. 

Taking care of the nature of business environment enables the corporate policy maker to:

1. Perform the critical function of matching the needs of the society and the capacity of the goods and services to satisfy the needs of the people;

2. Adapt the organization itself to the dynamic conditions of the society;

3. Match the organizational policies and resources with the social needs; and 

4. Contribute to the social responsibility of business.

Thus business policy should be matched with the specific needs of the customer, produces, and the society at large.  It means that the organization has to focus itself on its environment.

A constant focus of the business organization on critical aspects such as customer satisfaction, product development to satisfy specific needs of the society, how the products and services offered by the organization are capable of meeting the social and environmental needs, and so on would enable organizational policies to identify with its business environment.  Actually environmental changes strongly influence the organization through its customers, its market or channels of distribution banking community, suppliers, and so on.

IMPORTANCE OF THE STUDY:
Before analyzing the various external environmental factors, let us consider the importance of the study of the business environment:

1. It helps an organization to develop its broad strategies and long-term policies.

2. It enables an organization to analyze its competitor’s strategies and thereby formulate effective counter strategies.

3. Knowledge about the changing environment will keep the organization dynamic in its approach.

4. Such a study enables the organization to foresee the impact of socio-economic changes at the national and international level on its stability.

5. Executives are able to adjust to the prevailing conditions and thus influence the environment in order to make it congenial for business.
CLASSIFICATION OF BUSINESS ENVIRONMENT:
· Economic environment can be classified in many ways.

· It refers to the sum total of all factors - economic, political, social and cultural.  These are external to the firms and beyond the control of individual business enterprises and their management.  

· In other words, environment refers to the macro context while the business firm is a micro unit.

· In addition to the above external factors, a firm operates under given internal environment.  The firm may have some control over its internal environment.

· From this we can understand that environmental factors are numerous and complex and the fact is that these environmental factors generally vary from country to country.

· Environment may be with reference to local, national and international environment. 

· We can classify environment into market environment and non-market environment.

· Market forces like demand, supply or competition refer to Market environment.  

· Influences like social customs, government laws, religious taboos, etc., refer to Non-market environment.

· We can classify environment on yet another basis – Economic and Non-economic factors.

· Economic factors may result from monetary policy, tax policy, economic policy, industrial policy, etc., of a country.

· Non-economic environment is a result of political, social, cultural and historic factors.  

TYPES OF BUSINESS ENVIRONMENT

1. Economic Environment of Business

(a) Micro Economic Environment 

(b) Macro Economic Environment

(c) Organization and Functioning of Most of the Economies in the Modern Age

i. Both Free Market Pricing and Centralized Planning exist in different degrees

ii. Positive intervention by government in day-to-day Economic Affairs is on the increase. The government is emphasizing on growth, efficiency and equity.

iii. Modern Economies are not closed but open.  They actively engage themselves in International Trade and Co-operation.

· We can summarize the above in the following manner:
· COMPOSITION AND SCOPE OF BUSINESS ENVIRONMENT

Economic Environment of Business:

· Micro Economic Environment 

· Macro Economic Environment

· Organization and Functioning of Most of the Economies in the Modern Age

· Both Free Market Pricing and Centralized Planning exist in different degrees

· Positive intervention by government in day-to-day Economic Affairs is on the increase. The government is emphasizing on growth, efficiency and equity.

· Modern Economies are not closed but open.  They actively engage themselves in International Trade and Co-operation.

· Economic Environment Constitutes:

1. Economic stages that exist at a given time in a country.

2. The economic structure that is adopted by a country, for example, capitalistic, socialistic or mixed economy.

3. Economic planning, such as 5-year plans, budgets, etc.

4. Economic policies, for example, monetary, industrial and fiscal policies.

5. Economic indices such as nation al income, per capita income, disposable personal, income, rate of growth and growth of GNP, distribution of income, rate of saving, investment value of imports and exports, balance of payments, etc.

6. Infrastructural factors such as financial institutions, banks, communication facilities, modes of transport, energy sources, etc. 

2. Financial Environment:

1. Constant changes in international financial environment.

2. Balance of payments position.

3. Inflation.

4. Fluctuations and foreign exchange rates.

5. Unpredictable financial changes in various countries.

3. Trade Environment:

1. Globalization refers to the process of integration of the world into one huge market (reduction of trade barriers).

2. Tariff and Non-tariff barriers for controlling Trade.

1. Tariff is a tax levied on imports.  It is synonymous with import duties or custom duties.  Non tariff bariiers control and regulate international trade and include import quotas, export subsidies, countervailing duties, dumping etc.  In pursuance of this broad objective, the World Trade Organization (WTO) has been established and a large canvas including the General Agreement on Trade in Services (GATS), the Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPs) and the Agreement on Trade-Related Investment Measures (TRIMs) have been brought under its purview.

2. Non-Economic Environment of  Business

i. Technological

ii. Sociological

iii. Demographical (Education, Sex, Lifestyle, Age, Occupation)

iv. Cultural & Ethical

v. Historical

vi. Geographical/Locational

vii. Physical

viii. Political

ix. Legal & Regulatory

x. Ecological

TECHNOLOGICAL ENVIRONMENT

· The technological environment comprises those factors related to applied knowledge and the materials and machines used in the production of goods and services (than have an impact on the business of an organization).

· Listed below are some of the important factors and influences operating in the technological environment:

· Sources of technology (company sources, external sources and foreign sources), cost of acquisition of technology, collaboration in and transfer of technology.  

· Technological development, stages of development changes, rate of change of technology, and research and development.

· Impact of technology on human beings, the main-machine system, and the effects of technology on environment.

· Communication and infrastructural technology and technology in management.

·  In the Indian context, there is variation in the state of technological development among different sectors of the industry.  Generally, the technological aspect of competition is considered to vary with customer needs and government policy.  

SOCIOLOGICAL ENVIRONMENT:
Every business organization operates within the norms of society and exists primarily to satisfy its needs.  Hence, a business organization has an important position in the social system.  It has a social responsibility.  While the social factors influence the policy and strategy of business, the organization strives to satisfy the needs and wants of the society.

There are many social factors which affect the policy and strategy of corporate management.  Culture, values, tastes and preferences, social integration and disintegration, and so on must be a part of the agenda of every business organization.  While social institutions are closely linked with business organizations, business itself is a social institution.  As observed by Keith Davis and Robert Blomstrom, business is a “social institution performing a social mission and having a broad influence on the way people live and work together.”

Some of these are the factors that affect business, like:

1. Social concerns such as the role of business in society, etc.

2. Social attitudes and values such as the society’s expectations from business.

3. Family structures and changes in them, for example, nucluearization of Indian families.

4. Role of women in society, and their status in it.

5. Educational levels, and gender inequality in the levels.

6. Awareness and work ethics.

DEMOGRAPHICAL ENVIRONMENT:

Markets consist of innumerable buyers, and buyers vary in many ways.  They differ in their wants, purchasing power, buying attitudes and buying habits.  So, it may not be practically feasible to develop a single product or service that would appeal to the whole lot of consumers.  Here, the concept of market segmentation proves helpful.  Market segmentation aims at dividing the market into distinct subset of consumers with homogeneous needs or characteristics and selecting one or more segments to target them.  This concept of market segmentation applies to marketing of insurance products and services also.  In this section we look at different demographic variables such as income, lifestyle, education, sex, social class, occupation, and age that have been traditionally used by marketers to segment the market.

Lifestyle:

The lifestyle of an individual is the pattern of living expressed through his activities, interests, and opinions.  Lifestyle patterns include the ways people spend time, the extent of their interaction with others, and their general outlook on life and living.  People determine their own lifestyles, but the pattern is also affected by demographic factors such as age, education, income, and social class.  Lifestyles have a strong impact on many aspects of the consumer buying decision process – from problem recognition to post purchase evaluation.  Lifestyles influence consumers’ product needs and also brand preferences.  For example, an established and popular actor would probably be seen wearing top designer label garments, driving expensive imported cars and dining in five-star hotels.  

Sex:
Gender has always been a distinguishing segmentation variable.  Firms design products that are specifically meant for either men or women – for example cosmetics for women and shaving products and repair tools for men.  In recent years, however gender roles have changed in many ways; sex is no longer an accurate way to distinguish consumers in some product categories.  Demographic classification on the basis of sex has also changed with time in the case of many products.  The automobile industry for one is beginning to recognize gender segmentation.  So we see car manufacturers designing certain features that appeal more to women, as in many cases they are the final critical family influencers or decision makers.  Many product categories have been affected by the increased number of women in the workforce.  For a product manufacturer or service provider, study of this classification is very important to help him position the product properly. 
Education:
Education has traditionally been highly valued in many cultures. It has served as the primary path for upward social mobility.  Thus, education is a direct measure of status. The higher one’s educational level, the more status one has in the society.  Education not only provides status, it influences what one can purchase by partially determining one’s income and occupation.  It also influences how one thinks, makes decisions, and relates to others.  Those with limited education are generally at a disadvantage not only in earning money but in spending it wisely.  Not surprisingly, education has a strong influence on one’s tastes and preferences. 

Occupation:
Occupation is strongly associated with education and income.  One’s occupation provides status.  However, the type of work one does and the types of individuals’ one works with over time also directly influence one’s values, lifestyles, and all aspects of the consumption process.  Media preferences, hobbies, and shopping patterns are also influenced by occupational class.

Age:
Age can be very useful as a means of understand and segmenting a market.  Because product and service needs vary with consumer age, marketers have found age to be a particularly useful demographic variable to distinguish segments.  Many markets have carved themselves a niche in the marketplace by concentrating on particular age segment.

Age is perhaps the most frequently used demographic variable in market segmentation.  One reason for this is that the life cycle has been divided up by society into what seem to be easily recognizable groups that are clearly differentiated from each other – infants, children, teenagers’ young adults and so on.  Another reason for the extensive use of age segmentation is that knowing someone’s age can often tell you a lot about them. While 17 years-old is unlikely to be a home-owning, newspapers-reading parent for instance, a 37 year-old is more likely to be so.  Disposable income generally increases with age, at least until retirement.  

CULTURAL ENVIRONMENT:
The cultural factors of a business environment should also be taken into consideration while scanning the environment and during policy formulation.  Managers and policy makers in a global business cannot disregard cultural variables like social and religious practices, education, knowledge, rural community norms and beliefs, and so on which are predominant in India, especially in the rural society.  Sociological and cultural factors are also very significant in the rural communities in India.  Social stratification plays a vital role in rural societies while cultural differences are unthinkable for any international manager or even an urban Indian manager. 

HISTORICAL

GEOGRAPHICAL/LOCATIONAL:

In a global business environment, geographic location, seasonal variations, climatic conditions, and so on considerably affect the tastes and preferences of customers and prospects as well as the labour force.  The industrial location policies of the government are considerably influenced by the pace of development in various geographic locations.  Business policy makers, particularly managers in a global business environment must, therefore, consider such geographic factors analytically. 

Location policies are adopted by many countries for attaining economic balance.  The establishment of the Tennesse Valley Authority (TVA) for regional planning in USA is an example.  In India, metropolitan cities and their suburbs have been active with business and industrial activities while many areas continued to remain backward.  In order to develop the backward areas and to attain economic balance, an industrial dispersal policy has been adopted by the government to boost business in India.  Government policy in India is, therefore, to achieve dispersal of industrial activities to underdeveloped locations and to avoid industrial concentration in developed area.  Government policies, viz., industrial policy, industrial licensing policy, incentive policy, taxation policy, and even credit facilities ensure the meeting of these objectives.
POLITICAL ENVIRONMENT:

The philosophy and approach of the political party in power substantially influences the business environment.  For example, the Communist-ruled state of West Bengal had the largest number of industrial disputes and mandays lost through agitation.  Similarly, during the Janta Party rule at the Centre, IBM and Coca cola had to wind up their business.  At the time of Congress rule, stock prices went up, while the stock market crashed during the unstable minority government of the National Front.  In the Kingdom of Saudi Arabia, business environment and the social system are regulated largely by Shariat (Islamic religious law).  Thus, the management of business enterprises and their policies are considerably influenced by the existing political systems.
LEGAL ENVIRONMENT

· Regulatory Environment

1. The constitutional framework, directive principles of state policy, fundamental rights, and division of legislative power between central and state governments.

2. Policies related to licensing monopolies, foreign investment and financing of industries.

3. Policies related to distribution and pricing and their control.

4. Policies related to imports and exports.

5. Other policies related to the public sector, small-scale industries, sick industries, development of backward areas, control of environmental pollution and customer protection.

· Tax Environment
· Monetary Policy

· Fiscal Policy

· Agricultural Policy
· Industrial Policy

· Trade Policy

· Pricing policy

ECOLOGICAL ENVIRONMENT:
Ecology deals with the study of environment, biotic factors (plants, animals, and micro organisms), abiotic factors (water, air, sunlight, soil) and their interactions with one another.  Man is expected to preserve the ecological factors for achieving sustainable growth.  Changing any biotic or abiotic factor causes ecological imbalance.  Industrial activities, automobiles, emission of fumes or smoke and effluents, and so on result in environmental degradation.  Hence, environmental protection and preservation must be the responsibility of every organization or individual.  Pollution-free industrial activity is, therefore, considered to be a necessary condition of industrial organizations.  The Government of India is committed to the preservation of ecological balance.

Pollution-free technology and recycling of industrial wastes and effluents has become a corporate concern now.  Legislative measures have also been adopted for this purpose.  
Important legislations in this connection are:

1. The Water (Prevention and Control of Pollution) Act, 1974 provides for the prevention and control of water pollution;

2. The Air (Prevention and Control of Pollution) Act, 1981 aims at preventing, controlling, and reducing air pollution; and

3. The Environment (Protection) Act, 1986 ensures the protection and improvement in the quality of the environment.

The government’s concern for protecting the ecological environment and preventing it from degradation and pollution is very evident in these Acts. 
INTERNAL ENVIRONMENT:

The environment and its different sectors have to be constantly monitored by business manages for opportunities and threats that have or are likely to have an impact on their organization.  Such monitoring is done by means of environmental scanning.

The internal environment comprises of the resources, synergy and distinctive competencies of a firm.  These together determines its organizational capability in terms of its strengths and weaknesses existing in the different functional areas – marketing, operations, personnel, financial, technical, etc.

Strategy:

The origin of the word strategy can be traced to the Greek work strategia, which connotes the art and science of directing military forces. Thus, strategy constitutes a well thought out systematic plan of action to defend oneself or to defeat rivals.
Strategy, as defined by Glueck, is a “unified, comprehensively and integrated plan relating the strategic advantages of the firm to the challenges of the environment.  It is designed to ensure that the basic objective of the enterprise are achieved.

Strategy involves establishing the proper organization-environment fit or matching the organizational factors with the environmental factors.  It involves an analysis of the organizational factors (strengths and weaknesses) and the environmental factors (opportunities) and threats in the business environment.

Operationalising the strategy necessitates transcending the various components of the strategy to different levels, mobilizing and allocating resources, structuring authority, responsibility, tasks and information flows; establishing policies, implementing the tasks, and evaluating and controlling.

Thus strategy serves as a blueprint indicating the courses of action to achieve the desired objectives.  The influence of strategy on the internal environment of an enterprise can be understood from the following points:

· Strategy determines organizational tasks.

· Strategy influences the choice of technology in the organization as well as the people responsible for accomplishment of tasks.

· Strategy determines the specific environment within the organization as well as that within which the organization operates.  In other words, strategy defines a business environment and gets defined by the latter.

Structure:

Some of the important factors influencing business decisions are the organization structure, the composition of the Board of Directors, the extent of professionalization of management etc.

The structure of an organization is affected by a number of  factors like the size of the business, the nature of the business, the diversity of the business, the characteristics of the market, the characteristics of the strategy, the future plans of the organization, etc.

Changes in the strategy of an organization may necessitate changes in the structure.  A landmark study of 70 large corporations by Alfred Chandler concluded that structure follows strategy.

Organization structures need to be flexible so as to enable the organization to quickly and effectively respond to changes in the market.  Similarly, decision-making is delayed if there is a long hierarchy or many layers in the administrative system.  A hierarchical and rigid system poses a serious handicap in a fiercely competitive environment where the company has to be close to the customer and where decisions and actions have to be taken quickly. 
Marketing Capability:

Marketing capability factors are those related to the pricing, promotion and distribution of products or services and all related aspects that have a bearing on the capacity and ability of an organization to implement its strategies to market its products and services.  Given below are some of the important factors which influence the marketing capability of an organization.

· Product related factors such as variety, differentiation, positioning, packaging, etc.

· Price-related factors like pricing objective, policies, changes, protection, advantages, etc.

· Promotion related factors such as promotional tools, sales promotion, advertising, public relations, etc.

· Integrative and systematic factors like marketing mix, distribution systems, company image, marketing organization, marketing system, marketing management, information system, etc.

Operation Capability:
Operations capability factors are those that are related to the production of products or services, use of material resources and all related aspects that have a bearing on the capacity and ability of an organization to implement its strategies to produce its products and services.  Given below are some of the important factors that influence the operations capability of an organization.

· Factors related to the production system such as capacity, location, layout, product or service design, degree of automation, extent of vertical integration, etc.

· Factors related to the operation and control system such as aggregate production planning, material supply, inventory, cost and quality control, maintenance system and procedure, etc.

· Factors related to R&D such as product development, patent right, level of technology used, technical collaboration and support, etc.

	Illustration of an Organization’s Strength Determining its Marketing Capability:

An example of how weakness could be transformed to strength is the case of the Vicks range of products made by Procter & Gamble (formerly Richardson Hindustan Limited).  During 1981-1982, the company faced a boycott from the chemists’ association which demanded higher trade margins, a step which could have resulted in loss of sales and lower profitability.  The company reclassified its products as ayurvedic since herbs and plants were being used as raw materials.  Several advantages accrued from this, one being that the product could be sold by the non-chemists also.




Personnel Capability:
Personnel capability factors are those that are related to the existence and use of human resources and skills all related aspects that have a bearing on the capacity and ability of an organization to implement its strategies to attract and retain its human resources.  Some of the important factors that influence the personnel capability of an organization are mentioned below:

· Factors related to the personnel system such as manpower planning system, selection, development compensation, communication and appraisal, and personnel department’s position within the organization procedures and standards, etc.

· Factors related to organizational and employees’ characteristics such as corporate image, quality of managers, staff and workers, employer’s perception about and image of the organization, availability of development opportunities for employees, working conditions, etc.

· Factors related to industrial relations such as the relationship between union and management, collective bargaining, safety, welfare and security, employee satisfaction, employee morale, etc.

Financial Capability:
Financial capability factors include all those factors that relate to the availability, usage and management of funds and all related aspects that have a bearing on the capacity and ability of an organization to implement its strategies towards procurement and disbursement of funds.  A few of the important factors that influence the financial capability of an organization are mentioned below:

· Factors related to the sources of funds such as the capital structure, procurement of capital, financing pattern, availability of working capital, borrowings, capital and credit availability, reserves and surplus, and relationship with banks, lenders and financial institutions.

· Factors related to the use of funds, capital investment, fixed assets acquisition, current assets, loans and advances, dividend distribution and relationship with shareholders.

· Factors related to management of funds such as financial accounting and budgeting, management control system, state of financial health, cash, inflation, credit, return and risk management, cost reduction and control, tax planning and control.  

	Importance of personnel capability for an organization:
a. Metal Box India Ltd was a highly profitable company but owing to various problems it has to shut down five out of its nine plants across the country.  The root cause of the problem was the severe cash crunch which was largely a result of the high cost structure owing to wage bills. The wages paid to workers amounted to 25% of the turnover, that is nearly double the industry’s average.  This resulted in a serious dent in the personnel capability of the company.  Besides, a large and militant work force was a weakness which the company had to overcome if it had to survive.

Apollo Tyres has been adversely affected in the past due to the industrial relations’ problems.  Its plant is situated in Kerala which has a highly literate, militant and unionized work force.  Due to this the company has been plagued with a number of problems, including that of low productivity of workers.  In order to overcome these weaknesses which have affected its personnel capability.  Apollo Tyres has formulated a personnel selection policy under which it has decided to hire plant workers who are above 28 years of age, are financially needy, married and settled.  This is being done on the reasonable assumption that older and settled workers would be less militant and would be keen to hold on to their jobs.  Besides the selection policy, three year agreements were signed with the unions to bring them under the purview of collective bargaining.  All these steps have led to a situation where the company has been largely successful its weaknesses in the personnel area.


	Impact of an Organization’s Strengths and Weaknesses on Its Financial Capability:
a. The Peerless General Finance and Investment Company has faced many problems in the past such as instability in the top management and unfavourable public image, unfavorable government relations, funds, etc, but it has inherent strengths like a huge amount of capital Rs.800 crore invested in fixed assets which the company proposes to use for funding its diversification plans.

b. LML Ltd (formerly Lohia Machines) has collected nearly Rs.126crore as advance for booking of scooters but within 5 years its cash position deteriorated owing to a sudden and unforeseen cancellation of booking and withdrawal of deposits resulting in a huge interest burden.  The weaknesses has continually affected its profitability and is likely to cause difficulties in the near future.  On the contrary, another new entrant in the highly competitive scooter market is Gujarat Narmada Auto Limited (GNAL) which has entered the industry on the strength of financial backing available from its highly profitable parent company, Gujarat Valley Narmada of Fertilizer Company (GNFC) GNAL had borrowed nearly 27 crore as interest free loan from GNFC and the Government of Gujarat to support itself during the initial difficult years.

c. Most companies have to keep their fixed deposit schemes open for months to collect the requisite amounts from the general public.  But Hindustan Cocoa Products, the manufacturer of Cadbury’s brand of chocolates, collected the permissible amount of fixed deposits in less than a week when it opened its collection scheme in late 1987.  such a high level of investor confidence is a great strength and helps to build financial capability.

d. Another example of a company which enjoys a high level of investor confidence is Reliance Textiles Ltd.  Its subsidiary, Reliance Petrochemicals Ltd, made the largest ever public issue by private sector company in India in August, 1998 and in the process created several records.  Access to public money in an advantages since it is the cheapest form of financing available. 




Technical Capability:

Preparing organizations to meet the unprecedented challenges of the 21st century will not be a simple matter of replacing our existing work structure, procedures and technologies.  What is required is a strategy for organizational fitness, including leveraging limited resources to effect dramatic rapid, and continuous improvement.

Most product development organizations recognize that the capability of their technical staff is critical to improving their productivity and quality in achieving their business goals.  For instance, the technical capability of Bharath Heavy Electricals Limited (BHEL) in designing steel turbines has made it a leader in turbine production.  Companies like BMW actually emphasize on their technical capability which is even conveyed across through their catch line.  The catch line of BMW-‘Elegance and Design,’ conveys a lot about the company’s focus on technical capability.

Summary:
The environment in which an organization exists can be broadly classified into two parts – external and internal environment.  Every business enterprise consists of a set of internal factors (controllable) and is confronted with a set of external (uncontrollable) factors.

In this introductory chapter we examined two major categories of the business environment – the economic environment consists of the monetary, fiscal, industrial policy and the like, the non-economic environment consists of social, cultural, political, legal, technological factors and so on.

The external environment consists of the demographic, social, cultural, political, economic, financial, trade, technological, legal, regulatory, tax and ethical environment.  The internal environment is governed by the organization’s strategy and structure and its capabilities in the functional, areas of marketing, operations, personnel and finance (in addition to its technical capability).
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SUMMARIZING

· The Environmental variables act and interact with one another       

 and this can be depicted with the help of an Interaction Matrix.

· This Environment is Complex, Dynamic and sometimes beyond theoretical comprehension.

· Non-Economic factors may also have an Economic Impact.

· Business concerns have to demonstrate Adaptability to the Environment.

· Because Resources are scarce in any economic system, Individuals, Business Corporates and Society have to make choices. 

· Internal adjustments have to be made in keeping with the external conditions.  

ANALYSIS OF INDIAN ECONOMY
Characteristics of Indian Economy

1. India as an under-developed economy with the following characteristics:

a) low per capita income:

b) pre-dominance of agriculture:

c) Inequitable distribution of Income and Wealth:

d) Deficiency of Capital:

e) High rate of growth of population:

f) Unemployment and Under-employment:

g) Dualistic Economy:

h) Technological backwardness:

India as an Underdeveloped Economy:
Anybody would know an underdeveloped country when he sees one.  It is a country characterized by poverty, with beggars in the cities, and villagers eking out a bare subsistence in rural areas. It is a country lacking in factories of its own.  It usually has insufficient roads and rail-roads, insufficient government services and poor communication.  It has few hospitals and few institutions of higher learning.  Most of its people cannot read and write.  In spite of the generally prevailing poverty of the people, it may have isolated islands of wealth with a few persons living in luxury.  Its banking system is poor, small loans have to be obtained through money-lenders who are little better than extortionists.  The exports of an underdeveloped country usually consist of raw materials or ores or fruits or some staple products. Often the extraction or cultivation of these raw material exports is in the hands of foreign companies.
Whatever be the criteria, India is at present an underdeveloped economy.  The following characteristics of an underdeveloped economy are found in the Indian economy:

(a) Low Per Capita Income

An underdeveloped country is a poor country. The per capita income of the people of India is very low in comparison with that of the USA, the UK, Canada, Australia and Japan.  In 1992-93 India’s per capita income was as low as Rs.6248 (current prices) while it was 40 times higher in the USA, India’s poverty was the legacy of the colonial rule.

The low per capita income is reflected in the low standards of living of the people.  In India food is the major item of consumption and about 75% of the income is spent on it compared to 20% in advanced countries.  People in India mostly take cereals and other starches to the total absence of nutritional foods such as meat, egg, fish and dairy products.  Education is an integral part of the country’s development process; yet only 52% people of India are literate.  People live in extremely insanitary conditions and without any proper medical care.  35% of the people are below the poverty line, who are ill-fed, ill-clothed, ill-housed and ill-educated.  Poverty is the basic problem facing the country.

(b) Inequitable Distribution of Wealth and Income

Like most underdeveloped countries the distribution of income and wealth in India is inequitable.  The gap between the haves and the have-nots over the years has actually widened and there has been concentration of wealth and economic power in the hands of a few to the detriment of the common people.  This is not surprising because private ownership of the means of production inevitably leads to concentration of wealth in a few hands.  Income inequalities result from the concentration of wealth and capital.

Economic growth in a capitalist economy has a tendency to increase disparities in income distribution.  The various estimates made by different committees indicate that the inequalities of income and wealth have widened rather than narrowed as a result of planned economic development in India.  The problem of mass poverty is a corollary to income inequalities.

(c) Predominance of Agriculture:

In an underdeveloped country two-thirds of the people live in rural areas and their main occupation is agriculture.  A developed economy is generally a highly industrialized country where agriculture occupies a comparatively less important place.  The larger part of the national income is derived from agriculture and allied pursuits whereas the share of the manufacturing sector is only 17% of the national income.  In a developed economy, a comparatively smaller proportion of the population is dependent on agriculture; it is only 3% in the USA whereas in India about 65% of the population is dependent on agriculture.
The heavy concentration in agriculture is a symptom of poverty.  Agriculture as the main occupation of the people of India is mostly unproductive.  It is mainly carried n in an old fashion way with obsolete methods of production.  As a result, the yield from land is very low and the peasants continue to live at a bare subsistence level.  In the recent past, attempts have been made to adopt modern agricultural technology which has increased agricultural productivity.  Even then yields for major food crops in India are much below those in the USA or Japan or UK.

(d) Deficiency of Capital:
Another criterion of underdevelopment is the low ratio of capital availability per head of population.  An underdeveloped economy is an economy in which the available stock of goods is not sufficient to employ the total available labour force on the basis of modern technique of production.  Not only the existing stock of capital is small but the current rate of capital formation is also very low.  Because of shortage of capital, there is a tendency to invest the available capital in farming and labour-intensive consumer goods industries rather than in he heavier capital-intensive capital goods industries.  There are a number of reasons for capital deficiency: (i) shortage of savings, (ii) the tendency of the meager savings to go into conspicuous consumption and (iii) speculative investment rather than productive investment.  Over the planning period both savings and investment rates have risen in India.  In 1992-93, the rates of gross domestic saving and gross domestic capital formation were 13.5 and 16.0% respectively. Such rates of capital formation are generally considered enough to achieve a reasonably high rate of growth but in India this has not been the case.  This appears to b e due to the fact the capital-output ratio has become more unfavourable than was assumed by the planners.

(e) High Rate of Population Growth:

Like all other underdeveloped countries, the population of India has been increasing at an alarmingly high rate.  India’s population was 85 crores in 1991 as against 68 crores in 1980 and the country has the 2nd largest population in the world next to China.  The country is passing through the 2nd stage of demographic transition which is characterized by a falling death rate without a corresponding decline in birth rate.  At present the rate of increase of population in India is 2.5% per annum which comes to 15 million persons per annum.  This has resulted in population explosion which neutralizes the small gains of development which the country has made during the period of economic planning.  An increase in population raises the ratio of people to land and other sources of raw materials and as a result, production tends to decline per unit of variable cost in the concerned industries.  This trend is clearly visible in Indian agriculture.  Over the years per head agricultural land has steadily declined due to rapid growth of population.

Underdeveloped countries have also a shorter life expectancy which means a smaller fraction of their population is available as effective labour force.  Life expectancy at birth is 59 years in India whereas in the USA it is 70 years.  Low life expectancy means that there are more children to support and few adults to provide for them which inhibit the rate of economic growth.
Another feature of the demographic pattern in underdeveloped countries is that a much larger proportion of the total population is in the younger age group.  In India, population below 15 years of age accounts for nearly 40% fo the total population while it ranges between 23 and 25% in the USA and the UK.

(f) Unemployment and Underemployment:
Widespread unemployment and underemployment is an important feature of the Indian economy.  Owing to huge population, the supply of labour far exceeds the demand for labour.  It is very difficult to provide gainful employment to all.  The main reason is that there is a shortage of capital.  India does not have sufficient amount of capital to expand industries so that the entire labour force is absorbed.

The nature of unemployment in India is different from what it is in the developed countries.  In a developed economy, unemployment is of a cyclical nature and occurs due to lack of effective demand.  In contrast, unemployment in India is structural and has arisen due to lack of capital.  The Committee of Experts on unemployment pointed out that 30 million persons were unemployment in India in1981.  What is more serious is that the number of unemployed is on the increase.  In agricultural sector there is widespread disguised unemployment.  There are two reasons for urban unemployment.  First, the failure of the industrial sector to expand at a fast enough rate has resulted in industrial unemployment.  Secondly, expansion of education has created demand for white collar jobs which the country’s urban economy has failed to provide.

(g) A Dualistic Economy:

All the underdeveloped countries including India have a dualistic economy.  One is the market economy and the other is the subsistence economy.  One is in the urban areas and the other is in the rural areas.  One is developed and the other is undeveloped.  The modern or the developed part contains mainly the large scale industry, mines and plantations.  It is well organized and highly monetized.  It uses the modern techniques of production.  Workers and employers in this sector are well organized.  Monetary and fiscal measures of regulation are quite effective.  This advanced sector of the economy accounts for a small part of the whole economy.  

The primitive part mainly comprises agriculture and is confined to rural areas.  This is very backward and money does not play an important part in this sector.  There is a high degree of self-sufficiency and people do very little buying and selling as most of the transactions are of a barter type. A large part of the credit is supplied by the traditional money-lenders.  Monetary and fiscal measures of regulation are not very effective.  Indian peasant is born in debt, lives in debt and dies in debt.  Income of the people of this inorganised sector is very low.  Thus, the Indian economy is characterized by economic dualism.
(h) Technical Backwardness:
The state of technology in the underdeveloped countries is backward.  On account of the absence of technological development, India has continued to use old, outdated and primitive methods of production which were discarded by the developed countries long ago.  Deficiency of capital hinders the process of scrapping the old techniques and equipment and its replacement with modern techniques, etc.  Illiteracy and absence of skilled labour are the other major hurdles in the spread of techniques in the backward economy.  However, it is gratifying to note that the level of technology is rapidly increasing in the country and India has the largest number of technically qualified personnel in the third world countries. 

The features that exist today can be explained in the following manner:

· Free – Market 

· Free Private Enterprise

· Market mechanism

· Profit Motto

· Centrally Planned Socialistic Economy

· Social Ownership

· Central Planning

· Social Welfare

· Mixed Economy 

· Public and Private Sector

· Planning and Pricing

· Profit Motive and social welfare 

· Privatization and Market Friendly approach
NATIONAL INCOME

TRENDS IN NATIONAL INCOME IN INDIA
· If we compare the National Income figures of pre and post Independence periods, the progress does not look unsatisfactory. 

· But, if we view it in the light of targets laid down under various plans, the performance of the economy is not that encouraging and if we compare it even with many of the Asian countries like China, South Korea, Thailand, Malaysia and Indonesia also India’s performance is dismal.  
GROWTH RATE DURING PLANS

· Plan wise study of growth of real income in India shows that during the first three decades of economic plan, the annual growth rate in National Income was quite low.  
· But lately, since the 80s, there has been a rise in the growth rate. 
· First Plan:

· Target: 2.1% of growth in National Income per annum.

· Actual Performance: The National Income had risen at a compound rate of 3.6% per annum  
· Second Plan:

· Target: 4.5% of growth in National Income per annum at constant prices. 

· Actual Performance: 3.9% of growth in National Income per annum. 
· Third Plan:

· Target:5.6% growth in National Income per annum.

· Actual Performance: The National Income had risen at a compound rate of 2.3% per annum 
· Fourth Plan:

· Target: 5.7% of growth in National Income per annum.

· Actual Performance: The National Income had risen at a compound rate of  3.3% per annum
· Fifth Plan:

· Target: 4.4% of growth in National Income per annum.

· Actual Performance: The National Income had risen at a compound rate of 4.9% per annum.
· Sixth Plan:

· Target: 5.2% of growth in National Income per annum.

· Actual Performance: The National Income had risen at a compound rate of 5.4% per annum 
· Seventh Plan:   (1985-90)
· Target: 5% of growth in National Income per annum.
· Actual Performance: The National Income had risen at a compound rate of 5.8% per annum 
· Eighth Plan:   (1992-97)
· Target:  
· Actual Performance: 6.7%
· Ninth Plan:   (1997-2002)
· Target:  7%  (Per annum.)
· Actual Performance:  5.3%
· Tenth Plan:

· Target:

· Actual Performance:7.8%

ANNUAL AVERAGE GROWTH RATE IN VARIOUS PLANS
	 
          PLAN/YEARS
	NNP at factor cost
	Per Capita NNP

	First Plan (1951-56)
	4.4
	2.6

	Second Plan (1956-61)
	3.8
	1.7

	Third Plan (1961-66)
	2.6
	0.4

	Annual Plans (1979-80)
	-6.0
	-8.2

	Sixth Pan (1980-85)
	5.4
	3.1

	Seventh Plan (1985-90)
	5.5
	3.3

	Two Annual Plan(1990-92)
	5.5
	3.3

	Eighth Plan (1992-97)
	6.7
	4.5

	Ninth Plan (1997-2002)
	5.3
	3.3

	Tenth Plan (2002-07)
	7.8
	6.1


The table indicates that there have been fluctuations in both the growth rate of NNP and per capita income.  But during the tenth plan both, NNP and per capita NNP were very encouraging at 7.8% and 6.1% respectively.  
Share of Gross Domestic Product by Industry of Origin (1993-94 crisis)
	                     SECTOR
	Percentage Distribution

	
	1950-51
	1980-81
	2005-06*

	I. Agriculture etc

1. Agriculture

2. Forestry

3. Fishing
	57.2

50.2

6.1

0.9
	39.7

35.8

3.0

1.0
	19.7

18.0

0.7

0.9

	II. Mining, Manufacturing etc.
1. Mining & Quarrying

2. Manufacturing

a. registered

b. Unregistered

3. Electricity, Gas & Water supply

4. Construction
	14.8

1.5

8.9

4.4

4.5

0.3

4.1
	23.7

2.1

13.8

8.1

5.8

1.7

6.1
	26.2

2.1

15.1

10.3

4.8

2.2

6.8

	III. Transport, Communication & Trade etc.

IV. Finance and Real Estate

V. Community and Personal 
Services
	11.9

6.7

9.4
	18.4

6.5

11.7
	26.1

13.8

14.2

	A. Commodity Sector (I+II)

B. Service Sector (III+IV+V)
	72.0

28.0
	63.4

36.6
	45.9

54.1

	Total
	100.0
	100.0
	100.0


1. This table reveals that the share of primary sector has gone down from 57.2% in GDP in 1950-51 to 19.7% in 2005-06.  90% of the GDP which comes from the primary sector is contributed by Agriculture.  The table shows that agriculture contribution to GDP was 50.2% in 1950-51 and it fell to 36% in 1980-81 and further declined to 18% in 2005-06.  Another interesting fact is that the share of forestry has continuously being declining over the period from 6.1% in 1950-51 to 0.7% in 2005-06.  

2. The share of the secondary sector has steadily increased from 14.8% of GDP in 1950-51 to 26.2% in 2005-06.  Manufacturing and Construction are the two important components of the secondary sector.  Manufacturing share in GDP has increased from 8.9% in 1950-51 to 15.1% in 2005-06.  The share of construction also improved from 4.1% in 1950-51 to 6.8% in 2005-06.  

3. The share of tertiary sector increased from 28% in 1950-51 to about 54% in 2005-06.  In this sector, the share of transport, communications and trade improved from 12% in 1950-51 to 26% in 2005-06.    The share of Finance declined from 6.7% in 1950-51 to 6.5% in 1980-81 and then improved to 13.8% in 2005-06.  
Break-up of Rural-Urban Incomes
	                          1970-71
	1993-94
	1999-2000

	
	Rural
	Urban 
	Total
	Rural
	Urban
	Total
	Rural
	Urban 
	Total

	Agriculture, forestry and fishing
	16,600

(96.2)
	650

(3.8)
	17,250

(100.0)
	215,920

(93.9)
	13,939

(6.1)
	229,019

(100.0)
	402,094

(93.2)
	29,137

(6.8)
	431,231

(100.0)

	Mining, manufacturing etc.
	2,423
(31.9)
	5,174
(68.1)
	7,597
(100.0)
	61,548
(37.0)
	104,691
(63.0)
	166,239
(100.0)
	154,297
(42.4)
	209,791
(57.6)
	364,088
(100.0)

	Transport , communications, trade etc.
	914

(19.4)
	3,791

(80.6)
	4,705

(100.0)
	42,357

(31.5)
	91,991

(68.5)
	134,348

(100.0)
	98,055

(27.7)
	255,620

(72.3)
	353,675

(100.0)

	Finance and real estate
	1,541

(43.2)
	2,028

(56.8)
	3,569

(100.0)
	22,695

(28.2)
	57,846

(71.8)
	80,541

(100.0)
	50,189

(23.6)
	162,461

(76.4)
	212,650

(100.0)

	Community and personal services
	1,459

(39.8)
	2,207

(60.2)
	3,666

(100.0)
	36,301

(41.7)
	50,734

(58.3)
	87,305

(100.0)
	70,966

(29.1)
	173,033

(70.9)
	243,999

(100.0)

	Total
	22,937

(62.4)
	13,850

(37.6)
	36,787

(100.0)
	378,791

(54.3)
	319,201

(45.7)
	697,992

(100.0)
	775,601

(48.3)
	830,042

(51.7)
	1,605,643

(100.0)

	Population (crores)
	43.4
	10.7
	54.0
	65.5
	23.6
	89.1
	72.6
	27.5
	100.1

	Per capita NDP (Rs.)
	529
	1,294
	680
	5,783
	13,525
	7,834
	10,683
	30,183
	16,040


The above data reveals that the contribution of rural sector has declined from 62.4% of NDP in 1970-71 to 54.3% in 1993-94.  In other words, the share of the urban sector in NDP has improved from 37.6% to 45.7% over the same period.  Thus, urban-rural disparities are increasing.  

SAVINGS AND INVESTMENT COMPONENTS 
INDUSTRY, AGRICULTURE, TERTIARY SECTOR
Savings and investment in a country determine its business potential.  Investment can be undertaken in directly productive activities or infrastructure.  Industries and agriculture are directly productive activities.  Their growth requires massive investment in them.  In less developed countries like India, a substantial part of agricultural output is consumed by farmers themselves and thus only part of it is available for business.  Industrial output, before reaching the final users, passes through various business operations.  Hence, as investment in industries increases, the scope for business activity grows.  Growth of agricultural incomes as a result of larger investment in the farm sector results in increased demand for industrial goods and thereby contributes to growth and business.  Investment in transport, power and communication system due to inadequate investment in them can prove to be a major obstacle to business growth. During the 1980s and mid-1990s China, Republic of Korea and some South-East Asian countries, notably Malaysia, Thailand, and Indonesia had gross rate of investment as high as 30 per cent or more.  This enabled them to register rapid economic growth as a result of which there was spectacular expansion in their business activity.  Low investment results in slower economic growth and lower business potential.
Generally, a high investment rate is sustained by an equally high domestic savings rate.  In some cases foreign capital is obtained in large amounts to boost up investment rate and it is hoped that it would accelerate both economic growth and business activity.  This attempt is all right so long the borrowing country uses foreign capital in a productive manner and thus avoids the risk of falling in a debt trap.  However, a little indiscretion on the part of the government of the borrowing country can prove toe disastrous.  In economics where rates of gross domestic saving are as high as 30 per cent or more, conditions exist for self-sustained growth and expansion of business.  
The CSO defines saving as “the excess of current income over current expenditure and is the balancing item on the income and outlay accounts of producing enterprises, and households, government administration and other final consumer.”  For the purpose of estimating the domestic saving, the economy has been divided into three broad institutional sectors: (i) household; (ii) private corporate; and (iii) public.  Saving of the household sector is measured as (i) the total of financial saving, and (ii) saving in the form of the physical assets.  The financial saving involves possession of currency, net deposits, investment in shares and debentures, net claims on government in the form of Central and State government securities and small savings, net increase in the claims in life insurance and provident funds.  Physical assets include construction, machinery, equipment and stocks held by individuals, firms and other institutions constituting the household sector.  Private corporate sector comprises non-government non-financial companies, private financial institutions and cooperative institutions.  The basic data for the non-government non-financial corporate enterprises are obtained from the analysis of balance sheets and profit and loss accounts of these companies.  The net saving of private commercial banks, general insurance companies and cooperative banks and societies is broadly taken as the increase in statutory and other reserves.  Public sector comprises government administrative departments and enterprises, both departmental and non-departmental.  The saving of the government administration is defined as the excess of current receipts over current expenditure.  The net savings of the government companies and statutory corporations are estimated from the results of the analysis of their Annual Accounts. 

GROSS DOMESTIC SAVINGS

(As per cent of GDP at current market prices)

	Year
	Gross Domestic Savings

	
	Household Sector
	Private

Corporate

Sector
	Public

Sector
	Total

(2+3+4)

	1
	2
	3
	4
	5

	(Old Series: Base Year 1993-94)

	1950-51
	6.2
	0.9
	1.8
	8.9

	1955-56
	9.6
	1.2
	1.7
	12.6

	1960-61
	7.3
	1.6
	2.6
	11.0

	1965-66
	9.4
	1.5
	3.1
	14.0

	1968-69
	8.6
	1.1
	2.4
	12.2

	1973-74
	12.2
	1.7
	2.9
	16.8

	1978-79
	15.4
	1.5
	4.5
	21.5

	1979-80
	13.8
	2.0
	4.3
	20.1

	1980-81
	13.8
	1.6
	3.4
	18.9

	1984-85
	14.3
	1.6
	2.8
	18.8

	1985-86
	14.3
	2.0
	3.2
	19.5

	1986-87
	14.5
	1.7
	2.7
	18.9

	1987-88
	16.7
	1.7
	2.2
	20.6

	1988-89
	16.8
	2.0
	2.1
	20.9

	1989-90
	17.9
	2.2
	1.7
	22.0

	1990-91
	19.3
	2.7
	1.1
	23.1

	1991-92
	17.0
	3.1
	2.0
	22.0

	1992-93
	17.5
	2.7
	1.6
	21.8

	1993-94
	18.4
	3.5
	0.6
	22.5

	1994-95
	19.7
	3.5
	1.7
	24.8

	1995-96
	18.2
	4.9
	2.0
	25.1

	1996-97
	17.0
	4.5
	1.7
	23.2

	1997-98
	17.6
	4.2
	1.3
	23.1

	1998-99
	18.8
	3.7
	-1.0
	21.5

	1999-2000
	20.9
	4.4
	-1.0
	24.2

	(New Series: Base Year 1999-2000)

	1999-2000
	21.1
	4.5
	-0.8
	24.8

	2000-01
	21.0
	4.3
	-1.9
	23.4

	2001-02
	21.8
	3.7
	-2.0
	23.5

	2002-03
	22.7
	4.2
	-0.6
	26.4

	2003-04
	23.8
	4.7
	1.2
	29.7

	2004-05 P
	21.6
	7.1
	2.4
	31.1

	2005-06 Q
	22.3
	8.1
	2.0
	32.4


Note: Ratios of savings of individual sectors may not add to totals because of rounding off.

P: Provisional estimates

Q: Quick estimates
Source: Government of India, Economic Survey 2006-2007 (Delhi, 2007), Table 1.5, pp. S-8 and S-9.
DOMESTIC CAPITAL FORMATION:
The term domestic capital formation refers to investment.  Its size in any country depends on domestic saving and capital inflow.   The rate of domestic capital formation in India is now estimated as a percentage of gross domestic product.  The estimates of the CSO in respect of domestic capital formation for the whole fo the planning period are now available. 

Gross Domestic Capital Formation (Investment)

(As per cent of GDP at current market prices) 

	Year
	Gross Domestic Capital Formation

	
	Public Sector
	Private Sector
	Valuables
	Total (2+3)
	Errors and Omissions
	Adjusted Total (4+5)

	1
	2
	3
	4
	5
	6
	7

	(Old Series: Base Year 1993-94)

	1950-51
	2.8
	7.7
	-
	10.5
	-1.8
	8.7

	1955-56
	4.8
	7.7
	-
	12.5
	0.4
	13.0

	1960-61
	6.9
	7.8
	-
	14.7
	-0.3
	14.4

	1965-66
	8.2
	8.1
	-
	16.3
	-0.2
	16.2

	1968-69
	5.8
	8.6
	-
	14.4
	-1.2
	13.2

	1973-74
	7.5
	9.2
	-
	16.7
	0.7
	17.4

	1978-79
	9.2
	11.5
	-
	20.7
	0.9
	21.6

	1979-80
	10.0
	11.3
	-
	21.4
	-0.8
	20.6

	1980-81
	8.4
	10.3
	-
	18.7
	1.6
	20.3

	1984-85
	10.4
	11.2
	-
	21.6
	-1.5
	20.1

	1985-86
	10.8
	12.9
	-
	23.7
	-1.9
	21.7

	1986-87
	11.2
	12.0
	-
	23.2
	-2.2
	21.0

	1987-88
	9.5
	12.6
	-
	22.1
	0.4
	22.5

	1988-89
	9.5
	14.2
	-
	23.7
	0.1
	23.8

	1989-90
	9.5
	14.1
	-
	23.7
	0.9
	24.5

	1990-91
	9.3
	14.7
	-
	24.1
	2.2
	26.3

	1991-92
	8.8
	13.1
	-
	21.9
	0.6
	22.6

	1992-93
	8.6
	15.2
	-
	23.8
	-0.2
	23.6

	1993-94
	8.2
	13.0
	-
	21.3
	1.8
	23.1

	1994-95
	8.7
	14.7
	-
	23.4
	2.6
	26.0

	1995-96
	7.7
	18.9
	-
	26.5
	0.4
	26.9

	1996-97
	7.0
	14.7
	-
	21.8
	2.7
	24.5

	1997-98
	6.6
	16.0
	-
	22.6
	2.0
	24.6

	1998-99
	6.6
	14.8
	-
	21.4
	1.2
	22.6

	1999-2000
	6.9
	16.7
	-
	23.7
	1.7
	25.3

	(New Series: Base Year 1999-2000)

	1999-2000
	7.4
	17.9
	0.8
	26.1
	-0.2
	25.9

	2000-01
	6.9
	16.5
	0.7
	24.1
	-0.1
	24.0

	2001-02
	6.9
	16.3
	0.6
	23.8
	-1.0
	22.9

	2002-03
	6.1
	18.4
	0.6
	25.0
	0.2
	25.2

	2003-04
	6.3
	19.4
	0.9
	26.6
	1.5
	28.0

	2004-05 P
	7.1
	21.3
	1.3
	29.7
	1.9
	31.5

	2005-06 Q
	7.4
	23.6
	1.2
	32.2
	1.6
	33.8


Note: Ratios of capital formation of individual sectors may not add up to totals because of rounding off.
- Not Available, P: Provisional estimates, Q: Quick estimates

Source: Government of India, Economic Survey, 2006-2007 (Delhi, 2007), Table 1.5, pp. S-8 and S-9.

Estimates of Gross Domestic Saving and Capital Formation

(1993-94 series – Rs. crores at current prices)

	
	1980-81
	1993-94

	Step I
GDCF by assets (i + ii + iii) 
i. Construction

ii. Machinery & equipment

iii. Change of Stocks
	26,868

13,787

12,831

250
	1,82,619

87,625

96,668

-1,674

	Step II

GDCF by institutions (a + b)

(a) Organized sectors (i + ii)

i. Public Sector

ii. Private Corporate Sector

(b) Household sector (residual)
	26,868

15,610

12,105

3,505

11,258
	1,82,619

1,19,047

70,834

48,213

63,572

	Step III

Finances for GDCF (A + B)

A. Foreign capital inflow (net)

B. Gross domestic saving (a + b)

a. Organized sectors (i + ii)

i. Public Sector 

ii. Private corporate sector

b. Household sector (iii + iv)

iii. Financial assets

iv. Physical assets
	29,230

2,094

27,136

7,264

4,929

2,339

19,868

8,610

11,258
	1,98,412

4,791

1,93,621

35,311

5,445

29,866

1,58,310

94,738

63,572

	Step IV

a. Finances for GDCF (Step III)

b. GDCF unadjusted (Step I)

c. Errors & Omissions (a – b)

d. Adjusted GDCF (b + c)
	29,230

26,868

(18.7)

2362

29,230

(20.3)
	1,98,412

1,82,619

(21.3)

15,793

1,98,412

(23.1)


Note: Figures in brackets are percentage of GDP at market prices.
Source: EPW Research Foundation, National Accounts Statistics of India – 1950-51 to 2000-01, 4th Edition, 2002.

Components of Gross Domestic Savings

	Year
	As percent of GDP at market prices 1999-00 series

	
	Household Sector
	Private Corporate sector
	Public Sector
	Total (2+3+4)

	(1)
	(2)
	(3)
	(4)
	(5)

	1950-51
	5.7

(66.3)
	0.9

(10.5)
	2.0

(23.2)
	8.6

(100.0)

	1960-61
	6.5
	1.6
	3.1
	11.2

	1970-71
	9.5
	1.5
	3.3
	14.2

	1980-81
	12.9
	1.6
	4.0
	18.5

	1990-91
	18.3

(80.3)
	2.7

(11.8)
	1.8

(7.9)
	22.8

(100.0)

	2000-01
	21.6

(91.1)
	3.9

(16.5)
	-1.8

(-7.6)
	23.7

(100.0)

	2004-05
	23.0
	6.6
	2.2
	31.8

	2005-06*
	24.2
	7.5
	2.6
	34.3

	2006-07’
	23.8

(68.4)
	7.8

(22.4)
	3.2

(9.2)
	34.8

(100.0)


* Provisional estimates ‘ Quick estimates
Note: Figures in brackets are percentage share of different sectors in total saving.

Source: Government of India, Economic Survey (2007-08) 
PROFILE OF EMERGING INDUSTRIES
India's Emerging Economy Presents Growth Opportunities for the Biotechnology Industry.

Biotechnology has created a wave around the world, set to sweep all aspects of life. India has also shifted its focus to this promising industry of the future and it is being seen as a high growth potential industry in India. India is one of the emerging economies in the world with an interesting demography that can create a good environment for biotech companies to shift base. Although the biotech ... 

Automobile Component Industry: 

The Indian auto component industry has been navigating through a period of rapid changes with great élan. Driven by global competition and the recent shift in focus of global automobile manufacturers, business rules are changing and liberalisation has had sweeping ramifications for the industry. The global auto components industry is estimated at US$1.2 trillion. The Indian auto component sector has been growing at 20% per annum since 2000 and is projected to maintain the high-growth phase of 15-20% till 2015. 

The Indian auto component industry is one of the few sectors in the economy that has a distinct global competitive advantage in terms of cost and quality. The value in sourcing auto components from India includes low labour cost, raw material availability, technically skilled manpower and quality assurance. An average cost reduction of nearly 25-30% has attracted several global automobile manufacturers to set base since 1991. India’s process-engineering skills, applied to re-designing of production processes, have enabled reduction in manufacturing costs of components. Today, India has become the outsourcing hub for several global automobile manufacturers.

Innovation and cost pruning hold the key to meeting the global challenge of rising demand from developed countries and competition from other emerging economies. Several large Indian auto component manufacturers are already gearing to this new reality and are in the process of substantially investing in capacity expansion, establishing partnerships in India and abroad, acquiring companies overseas and setting up greenfield ventures, R&D facilities and design capabilities. 

Some leading manufacturers of auto components in India include Motor Industries Company of India, Bharat Forge, Sundaram Fasteners, Wheels India, Amtek Auto, Motherson Sumi, Rico Auto and Subros. The India’s Top 500 Companies, published by Dun & Bradstreet in 2006, listed 22 auto component manufacturers as top companies in India with a total turnover of US$ 3 bn. These companies are in the process of making a mark on the global arena, and some have already acquired assets abroad.

	Industry Structure:
The total turnover of the Indian auto component industry is estimated at US$9 bn in 2006. The industry has the resources to manufacture the entire range of auto products required for vehicle manufacturing, approximately 20,000 components. The entry of global manufacturers into India during the 1990s enabled induction of new technologies, new products, improved quality and better efficiencies in operations. This in turn effectively acted as a catalyst to the local development of the component industry.

The Indian auto component industry is extensive and highly fragmented. Estimates by the Department of Heavy Industries, Government of India, indicate there are over 400 large firms who are part of the organised sector and cater largely to the Original Equipment Manufacturers (OEMs). Another 10,000 firms exist in the unorganised sector that operates in a tier-format. The firms in this segment operate in low technology products and cater to Tier I and Tier II suppliers and also serve the replacement market

Around 4% of the companies operating in the auto component segment cater to 80% of the demand emanating from OEMs. Within the unorganised segment, apart from supplying in the aftermarket, a number of players are also involved in job work and contract manufacturing. 
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The range of products manufactured, with each broad product segment having a different market structure and technology, has negated any possible concentration of the market in a few hands. The market is so large and diverse that a large number of players can be absorbed to accommodate buyer needs. However, there are a select few large companies that have integrated their operations across the value chain. The key to competing in this industry is through specialisation by product-type, and integrating operations across the related area of specialisation.

An interesting insight provided by a study conducted by the National Council of Applied Economic Research revealed that the market segments for auto components included OEMs constituting 33%, local components having 25% with the balance 42% comprising of spurious market including re-conditioned parts. A large part of the spurious or grey market companies are in the unorganised sector. 

The regional base of auto component manufacturers is mostly concentrated in the West, North and South of India.  This regional concentration of auto component manufacturers has been dictated by the emergence of automobile manufacturers in these regions. The set up of Tata Motors, Bajaj, Mahindra & Mahindra and TVS in the 1950s and 1960s laid the foundation for auto component manufacturers in the West and South, whilst the entry of Maruti during the 1980s created the base in the North.

Industry Growth:
Production of auto ancillaries was estimated at US$10 bn in 2005-06 and has been growing at a robust 20% per annum since 2000. Exports of auto components have been strong growing at 24% per annum since 2000. This growth in exports if sustained for another five years will see India’s auto components exports will touch US$ 5 bn by 2011 from the US$ 2 bn at present. 

Till the 1990s, the auto component industry was solely dependent on the domestic automobile industry to drive the demand for ancillary products. This composition of the market however is undergoing radical changes with global outsourcing gaining momentum. In recent times, exports has emerged as a significant driver of growth, and the demand emanating from global OEMs and Tier I manufacturers has opened new opportunities for the auto component industry in India. At the same time, a bright outlook for the domestic automobile industry also offers significant growth potential, given the fast rising income levels with a rapidly growing middle and high income consumers.

	 

	Share of exports in total production has risen from 10% in 1997 to 18% in 2006. The composition of exports in terms of the proportion of OEM and aftermarket has also undergone a sweeping change since the past decade. The ratio of OEM to aftermarket has changed from 35:65 in the 1990s to 75:25 in 2006. While exports have been booming, there has been a sharp rise in imports of auto components as well, especially in the last three years. From an import of US$ 250 mn in FY03, they have gone up to US$750 mn in FY06. This is a healthy trend, indicative of rising domestic demand.
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Investments:
Since 2000, the auto component industry has recorded an investment level of Rs 18 bn and has attracted US$ 530 mn in terms of foreign direct investment. Investments in the sector have been growing at 14% per year. In 2005-06, investments touched US$ 4.4 bn, and are expected to grow significantly in future. 

The Investment Commission has set a target of attracting foreign investment worth US$ 5 bn for the next five years to increase India’s share in the global auto components market from the present 0.4% to 3-4%. This is a sizeable target considering the meagre amount of FDI currently coming into the industry. The changing perception of global auto makers is however fast altering this scenario. 

With less than 1% share in the global market, India has tremendous potential to emerge as a supply base. Several global giants like Ford and Toyota have already set up base in India to source auto components. Outsourcing is fast catching up with domestic OEMs as well, with most Indian OEMs today sourcing nearly 70-80% of their component requirements from vendors. 

This changing business scenario is leading to an inevitable outcome of consolidation within the industry. The takeover of Kar Mobiles by Rane Engine and of Gero Auto by Uma Precision are few instances. However, such mergers and takeovers will be few and far in between in the auto component industry, unlike the churn out anticipated in other emerging industries – the principal factor being the vastness of the market and the range of products that need to be delivered. 

Rather than domestic consolidation, the general trend at present is for the large auto component manufacturers to establish a global presence. Top auto component manufacturers have already set up base in the global markets, especially in Europe. Overall, there have already been 16 acquisitions, with six made in 2005. The industry is the third highest among the Indian industries after IT and Pharma, in acquiring overseas assets. These acquisitions have largely been in Europe and the USA. This trend has been possible as the auto ancillary industry in these countries have been collapsing, thus making it affordable to acquire these companies. Nevertheless, this will provide a base for Indian companies to access the European and American markets.

Indian auto component companies are also setting up bases in other emerging economies, who are potential competitors, for instance, Sundaram Fasteners’ greenfield facility in Zhejiang and Bharat Forge’s joint venture with the Chinese automotive major FAW Corporation. Another auto component manufacturer with plans to enter China is PMP Components, which intends to set up a sourcing base to establish itself as a low cost supplier.

	These trends are indicative of the changing business environment in the country. Top auto component manufacturers are gearing to take big risks. Their cross-border vision has established them as global companies. Though the going-global phenomenon is limited to a handful of companies, the smaller companies are also indirectly gearing to this trend by entering into formal manufacturing contracts and specialisation.
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Prospects:

Looking forward, the industry displays tremendous potential in generating employment and boosting entrepreneurship in the country. The spate of new investment plans announced by global and domestic automobile manufacturers promises the emergence of India as a global hub for auto components.

The industry is transforming, and the boost in demand will see the emergence of several new players in the industry. The vast market for auto components, and the diverse products and technology involved ensures a place and role for many. At the same time, the entry of several global automobile manufacturers will bring in more regulation into the industry and see a pruning of the spurious market. Among the smaller players in the unorganised segment, this implies moving away from being standalone companies, to entering into either contract manufacturing or being ancillary units. The newly defined rules are specialisation, development and delivery that hold the key to success in the auto component industry.

	Foreign Acquisitions by Indian Companies

	Indian Company
	                   Acquired
	          Country

	Bharat Forge
	Carl Dan Peddinghaus 
	Germany

	
	CDP Aluminiumtechnik 
	Germany

	
	Federal Forge 
	USA

	
	Imatra Kilsta AB 
	Sweden

	
	Scottish Stampings Ltd 
	Scotland

	Motherson Sumi
	WOCO Group 
	Germany

	
	G&S Kunststofftechnik GmBH
	Germany

	Amtek Auto
	GWK 
	UK

	
	New Smith Jones Inc
	USA

	
	Zelter 
	Germany

	Sundaram Fasteners
	Bleisthal Produktions GmBH 
	Germany

	
	Cramlington Forge
	UK

	
	CDP GmBH 
	Germany

	EL Forge 
	Shakespeare Forgings 
	UK

	TVS Autolec 
	RBI Autoparts SND BHD
	Malaysia

	Sona Koyo
	Fuji Autotech
	France


Source: Auto Component Manufacturers Association

GOVERNMENT AND BUSINESS
 Role of Government:
1. Regulation of the system.
2. Promotion  of goods and services
3. Planning

4. Production of goods and services
State as a Regulator: An important feature of a capitalist economy is regulation of business.  In every country, however free they are, there are business regulations.  In developed countries, now-a-days industrial activity is not regulated to the extent that they are free to carry out whatever industrial activity fix their goal.  There are no restrictions on industrial location but all industrial units are expected to operate under environmental and safety regulations.  In recent years, even in developing countries many stringent regulations have been withdrawn.  Import controls, foreign exchange regulations and price controls are rare now. Now-a-days the government tends to rely on fiscal measures and monetary measures to regulate business activity.  Even the business community has become aware that the regulatory structure will never be dismantle completely.  
State as a Promotor:  Since business firms are profit maximisers, they will not have any interest in making investments in sectors were the return is either small or because of long gestation periods of projects which cause uncertainty.  Some activities like infrastructure, seldom attract final investment but such investments are very essential. For eg: the development of Highways, modes of transport, etc., are very important for the growth of business.  This is why the governments have accepted the responsibility of infrastructure development.  This is the case with not only developing countries but developed countries have also resorted to this measure. The government promotional role is very pronounced in the field of finance.     

State as a Planner:  The government plays an important role as a planner especially in developing countries.  The post world war II period witnessed many developing countries adopting to economic planning for achieving higher growth rate and better standard of living.  
The common arguments advanced in favour of economic planning are as follows:

1. Market forces fail to attain efficient allocation of resources due to imperfections in the product and the factor markets. Hence the government adopts economic planning for obtaining efficient allocation of resources.  This is because market prices provide wrong signals to the decision-maker.
2. Private investors usually ignore the dynamic externalities which account for differences between social benefit and private benefit.  Therefore, planning can help in removing the differences between social and private benefit through optimal allocation of resources.

3. Private investors usually try to maximize short run profits and this may lead to social sub optimal long run profits.  Therefore, planning is required.

4. For economic progress, via reliance upon market forces can be very long.  Economic planning if properly executed can accelerate the growth process.

5. Institutional reforms are necessary for realizing rapid economic growth.  In a market economy such institutional reforms are not carried out and therefore, government planning can bring about these reforms.  

6. Finally, developing countries lack productive resources such as capital, skilled man power, foreign exchange, etc.  These resources need to be used in the most productive manner and if planning covers these aspects also the whole economy can benefit.   

 State as a Producer:
To produce goods and services that are essential for the development of the economy, but which the private sector may not be willing to undertake of may not be able to undertake.
ROLE OF PUBLIC SECTOR IN THE ECONOMY 
Objectives of Public Sector:
1. To Promote rapid Economic Development through creation and expansion of Infrastructure.

2. To generate Financial Resources for Development.
3.  To promote redistribution of income and wealth.

4. To create employment opportunities.
5. To promote balanced regional growth.

6. To encourage the development of small scale and ancillary industries and

7. To promote Exports on the one hand and import substitution  on the other.

In order to contribute effectively, to the attainment of the larger social interests, the Public sector must not only grow absolutely but also relatively to the Public sector.  Initially, there was a consensus that:

1. On the eve of the second plan, it was agreed that all industries that are of basic and strategic importance should be in the Public sector.

2. The Public sector should act as a senior partner in the process of development and it should undertake investment into such areas in which the private sector is unwilling or unable to undertake investments.

3. In the exploration of minerals and basic goods and Capital goods industries and infrastructure must be the direct responsibility of the public sector.

4. Although the concept of mixed economy is existent, the public sector was expected to contribute effectively to the social ends.
Growth of Public Sector Undertakings
Period                      Total Investment      Per capita Share in    No.of Enterprises

                                        (Rs.Cr)              Total Investment
I Plan
29
—
5

II Plan
81
54.6
21

III Plan
948
63.6
47

Three annual plans
2410
—
73

IV Plan
3897
60.3
84

V Plan
6237
57.6
122

VI Plan
18150
52.6
179

VII Plan
42673
47.8
215

VIII Plan
135445
36.5
246

IX Plan
193121
34.7
242

X Plan
274114
30.0
233

      Share of Public Sector in Total Investment (%)
Plan                        Public Sector             Private Sector
I
46.40
53.60

II
54.60
45.40

III
63.70
36.30

IV
60.30
39.70

V
57.60
32.40

VI
52.90
47.10

VII
47.80
52.20

VIII
36.50
63.50

IX
34.70
65.30

Growth Rate of Employment in Organised Sector-during 1990-2001 in %
Year                         Public Sector             Private Sector                 Total
1990
1.71
1.83
1.78

1991
1.52
1.24
1.44

1992
0.80
2.21
1.21

1993
0.60
0.06
0.44

1994
0.62
1.01
0.73

1995
0.11
1.63
0.73

1996
-0.19
5.62
1.51

1997
0.67
2.04
1.09

1998
-0.09
1.74
0.46

1999
-0.02
-0.57
-0.19

2000
-0.68
0.97
-0.17

2001
-0.90
0.10
0.60

2002
-1.90
-2.50
-2.10

2003
-1.30
-0.13
0.76

Employment in Public Sector and Organised Private Sector



              

 (in millions)

                                Public Sector              Private Sector
1990-91
19.06
7.68

1991-92
19.21
7.85

1992-93
19.33
7.85

1993-94
19.45
7.93

1994-95
19.47
8.06

1995-96
19.43
8.51

1996-97
19.56
8.69

1997-98
19.42
8.75

1998-99
19.41
8.70

1999-00
19.31
8.65

2000-01
19.14
8.65

2001-02
18.77
8.43

Short Comings of the Public Sector:
There are a number of short comings although there were a number of Committrees & Economists some of the important ones are.:
1. Low work ethics leading to underutilization of Capacity.

2. Due to delays and over running costs, there was over capitalization.

3. Too much of Political and bureaucratic intervention leading to stifling of ability to innovate, take timely and quick decisions.  

4. Use of manpower resources in excess of actual requirements.
5. Under utilization of Capacity.

6. Inefficient Management.

7. Fear of scams
8. Huge inventories
9. Trade unionism
10. Excess capacities
11. Over staffing
12. Inappropriate production and pricing policies

Redefining the role of the State:
1. Play an active role in providing Health and education to the poor.

2. Regulate the market in order to avoid Market Failure

3. Provide Economic and Social Infrastructure

a) Economic Infrastructure includes:

Roads, Railways, Hydro electric works, irrigation dams, drinking water, Provision of finance, assist small scale industries with finance and market outlets, Organise export promotion, supply market information etc.

b) Social Infrastructure includes: 
Provision of Health facilities especially for the poor, Provision of basic Education. (Act as supplier of Public Goods and Social Goods)
c) Macro Economic Management of the Economy:

Conduct surveys promote industries which generate employment.

Help people who are not benefitted by the market, develop export marketing institutions, provide etc., i.e., intervene in various ways in the market and promote the interests of the poor and small scale industries. (Act as a facilitator and Promoter of economic development)   
Functions of the State (Adopted from World Bank, World Development Report, 1997)
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