Classification of Business Environment: Internal and External (EEI'IT\‘ITﬁﬁ?ElﬁﬁTUT
ST TB01: AidRe MR T18)-

Internal Environment:

Survival of a business depends upon its strengths and adaptability to the environment. The
internal strengths represent its internal environment. It consists of financial, physical, human
and technological resources. Financial resources represent financial strength of the company.
Funds are allocated over activities that maximise output at minimum cost, that is, optimum
allocation of financial resources.
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Following factors are considered under Internal environment —

1. Value System: The value system of an organisation means the ethical beliefs that guide
the organisation in achieving its mission and objective. The value system of the promoters of
a business firm has an important bearing on the choice of business and the adop-tion of
business policies and practices.
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2. Mission and Objectives: The objective of all firms is assumed to be maximization of
long-run profits. But mission is different from this narrow objective of profit maximization.
Mission is defined as the overall purpose or reason for its existence which guides and
influences its business decision and economic activities.
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3. Organisation Structure: Organisation structure means such things as composition of
board of directors, the number of independent directors, the extent of professional
management and share -holding pattern. The nature of organisational structure hasa
significantinfluence over decision making processin an organisation. An efficient working
of a business organisation requiresthat its organisation structure should be conducive to
quick decision making. Delays in decision making can cost a good deal to a business firm.
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4. Corporate Culture and Style of Functioning of Top Management: Corporate culture is
generally considered as either closed and threatening or open and participatory. In a closed
and threatening type of corporate culture the business decisions are taken by top-level
managers, while middle level and work-level managers have no say in business decision
making. There is lack of trust and confidence in subordinate officials of the company and
secrecy pervades throughout in the organisation. As a result, among lower level managers
and workers there is no sense of belongingness to the company.
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5. Quality of Human Resources: Quality of employees (i.e. human resources) of a firm isan
important factor of internal environment of a firm. The success of a business organisation
depends to a great extent on the skills, capabilities, attitudesand commitment of its
employees. Employees differ with regard to these characteristics. It is difficult for the top
management to deal directly with all the employees of the business firm. Therefore, for
efficient management of human resources, employees are divided into different groups. The
manager may pay little attention to the technical details of the job done by a group and
encourage group cooperation in the interests of a company.
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6. Labour Unions: Unions collectively bargain with top managers regarding wages, working
conditions of different categories of employees. Smooth working of a business organisation
requires that there should be good relations between management and labour union. Each side
must implement the terms of agree-ment reached. Sometimes, a business organisation
requires restructuring and modernisation. In this regard, the terms and conditions reached
with the labour union must be implemented in both letter and spirit of cooperation of workers
IS to be ensured for the reconstruction and modernisation of business.
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7. Physical Resources and Technological Capabilities: Physical resources such as plant
and equipment, and technological capabilities of a firm determine its competitive strength
which is an important factor determining its efficiency and unit cost of production. R and D
capabilities of a company determine its ability to introduce innovations which enhance
productivity of workers.
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External Environment:

The external environment consists of legal, political, socio-cultural, demographic factors etc.
These are uncontrollable factors and firms adapt to this environment. They adjust internal
environment with the external environment to take advantage of the environmental
opportunities and strive against environmental threats. Business decisionsare affected by
both internal and external environment.
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The external environment consists of the micro environment and macro environment (am"r
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1. Micro Environment/ {&H dTdTdRUI: Micro external forces have an important effect on
business operations of a firm. We explain below important factors or forces of micro-level
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a. Suppliers of Inputs: An important factor in the external environment of a firm is the
suppliers of its inputs such as raw materials and components. A smooth and efficient working
of a business firm requires that it should have ensured supply of inputs such as raw materials.



If supply of raw materials is uncertain, then a firm will have to keep a large stock of raw
materials to continue its transformation process uninterrupted. This will unnecessarily raise
its cost of production and reduce its profit margin.
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b. Customers: The people who buy and use a firm’s product and services are an important
part of external micro-environment. Since sales of a product or service is critical for a firm’s
survival and growth, it is necessary to keep the customers satisfied. To take care of
customer’s sensitivity is essential for the success of a business firm.
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c. Marketing Intermediaries: Marketing inter-mediaries are responsible for stocking and
transporting goods from their production site to their destination, that is, ultimate buyers.
There are marketing service agencies such as marketing research firms, consulting firms,
advertising agencies which assist a business firm in targeting, promoting and selling its
products to the right markets.
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d. Competitors: Business firms compete with each other not only for sale of their products
butalso in other areas. Absolute monopolies in case of which competition is totally absent are
found only in the sphere of what are called public utilities such as power distribution,
telephone service, gas distribution in a city etc. More generally, market forms of monopolistic
competition and differen-tiated oligopolies exist in the real world. In these market forms
different firms in an industry com-pete with each other for sale of their products. This
competition may be on the basis of pricing of their products. But more frequently there is
non-price competition under which firms engage in competition through competitive
advertising, sponsor-ing some events such as cricket matches for sale of different varieties
and models of their products, each claiming the superior nature of its products.
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e. Publics: Finally, publics are an important force in external micro environment. Public,
according to Philip Kotler “is any group that has an actual or potential interest in or impact on
a company’s ability to achieve its objective”. Environmentalists, media groups, women
associations, consumer protection groups, local groups, citizens associations are some
important examples of publics which have an important bearing on environment of the firms.
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2. Macro-environmental factors are classified intomWhTUT:

a. Economic Environment: Economic environment includes the type of economic system
that exists in the economy, the nature and structure of the economy, the phase of the business
cycle (for example, the conditions of boom or recession), the fiscal, monetary and financial
policies of the Government, foreign trade and foreign investment policies of the government.
These economic policies of the government present both the opportunities as well as the
threats (i.e. restrictions) for the business firms. Now, there have been significant changes in
the economic policies since 1991 which have changed the macroeconomic environment for
private sector firms. Far-reaching structural economic reforms were carried out by Dr.
Manmohan singh during the period 1991-96 when he was the finance minister. Industrial
licensing has been abolished and private sector can now invest and produce many industrial
products without getting license from the government.
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b. Social and Cultural Environment: Members of a society wield important influence over
business firms. People these days do not accept the activities of business firms without




question. Activities of business firms may harm the physical environment and impose heavy
social costs. Besides, business practices may violate cultural ethos of a society. For example,
advertisement by business firms may be nasty and hurt the ethical sentiments of the people.
Businesses should consider the social implications of their decisions. This means that
companies must seriously consider the impact of its actions on the society. When a business
firm in their decision-making take care of social interests, it is said to be socially responsible.
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c. Political and Legal Environment: Businesses are closely related to the government. The
political philosophy of the government wields a great influence over business policies. For
example, after independence under the leadership of Jawahar Lal Nehru India adopted
‘democratic socialism as its goal. In the economic sphere it implied that public sector was to
play a vital role in India’s economic development. Besides, it required that working of the
private sector were to be controlled by a suitable industrial policy of the government. In this
political framework provide business firms worked under various types of regulatory policies
which sought to influence the directions in which private business enterprises had to function.
Thus, Industrial Regulation Act 1951, Industrial Policy Resolution 1956, Foreign Exchange
Regulation Act (FERA), Monopolistic and Restrictive Practices (MRTP) Act were passed to
control the business activities of the private sector. Besides, role of foreign direct investment
was restricted to only few spheres.
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d. Technological Environment: The nature of technology used for production of goods and
services is an important factor responsible for the success of a business firm. Technology




consists of the type of machines and processes available for use by a firm and the way of
doing things. The improvement in technol-ogy raises total factor productivity of a firm and
reduces unit cost of output. The use of a superior technology by a firm gives ita competitive
advantage over its rival firms. The use of a particular technology by a firm for its
transformation process determines its competitive strength. In this age of globalisation, the
firms have to compete in the international markets for sales of their prod-ucts. The firms
which use outdated technologies cannot compete globally. Therefore, technological
development plays a vital role in enhancing the competitive strength of business firms.
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e. Demographic Environment: Demographic environment includes the size and growth of
population, life expectancy of the people, rural-urban distribution of population, the
technological skills and educational levels of labour force. All these demographic features
have an important bearing on the functioning of business firms. Since new workers are
recruited from outside the firm, demographic factors are considered as parts of external
environment. The skills and ability of a firm’s workers determine to a large extent how well
the organisation can achieve its mission. The labour force in a country is always changing.
This will cause changes in the work force of a firm. The business firms have to adjust to the
requirements of their employees. They have also to adapt themselves to their child care
services, labour welfare programmes etc. The demographic environment affects both the
supply and demand sides of business organisations. Firms obtain their working force from the
outside labour force. The technical and education skills of the workers of a firm are
determined mostly by human resources available in the economy which are a part of
demographic environment.
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f. Natural Environment: Natural environment is the ultimate source of many inputs such as
raw materials, energy which business firms use in their productive activity. In fact,
availability of natural resources in a region or country is a basic factor in determining
business activity in it. Natural environment which includes geographical and ecological
factors such as minerals and oil reserves, water and forest resources, weather and climatic
conditions, port facilities are all highly significant for various business activities. For
example, the availability of minerals such as iron, coal etc. in a region influence the location
of certain industries in that region. Thus, the industries with high material contents tend to be
located near the raw material sources. For example, steel producing industrial units are set up
near coal mines to save cost of transporting coal to distant locations. Besides, certain weather
and climatic conditions also affect the location of certain business units. For example, in
India the firms producing cotton textiles are mostly located in Bombay, Madras, and West
Bengal where weather and climatic conditions are conducive to the production of cotton
textiles. Natural environment also affects the demand for goods. For example, in regions
where there is high temperature in summer there is a good deal of demand for dessert coolers,
air conditioners, business firms set up industrial units producing these products. Similarly,
weather and climatic con-ditions influence the demand pattern for clothing, building
materials for housing etc. Furthermore, weather and climatic conditions require changes in
design of products, the type of packaging and storage facilities.
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g. Ecological Effects of Business: Until recently businesses had generally overlooked the
serious ecological effects of its ac-tivities. Driven purely by the motive of maximizing
profits, they cause irreparable damage to the exhaustible natural resources, especially
minerals and forests. By their careless attitude they caused pollution of environment,
especially air and water which posed health hazards for the people. Accordingly, laws have
been passed for conservation of natural resources and prevention of environment pollution.
These laws have imposed additional responsibilities and costs for business firms. But it is
socially desirable that these costs are borne by business firms if we want sustainable
economic growth and also healthy environ-ment for human beings.
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