
The Business Environment and Business Economics
What is business economics? 
An economist's approach to the world of business requires that we examine firms: the environment in which they operate, the decisions they make, and the effects of these decisions - on themselves, on their customers, on their employees, on their business rivals and on the public at large. 
Firms are essentially concerned with using inputs to make output. Inputs cost money and output earns money. The difference between the revenue earned and the costs incurred constitutes the firm's profit. Firms will normally want to make as much profit as possible, or at the very least to avoid a decline in profits. In order to meet these and other objectives, managers will need to make choices: choices of what types of output to produce, how much to produce and at what price; choices of what techniques of production to use, how many workers to employ and of what type, what suppliers to use for raw materials, equipment, etc. In each case, when weighing up alternatives, managers will want to make the best choices. Business economists study these choices. They study economic decision making by firms. 
The study of decision making can be broken down into three stages. 
The external influences on the firm (the 'business environment'). Here we are referring to the various factors that affect the firm that are largely outside its direct control. Examples are the competition it faces, the prices it pays for raw materials, the state of the economy (e.g. whether growing or in recession) and the level of interest rates. Businesses will need to obtain a clear understanding of their environment before they can set about making the right decisions.
Internal decisions of the firm. Given a knowledge of these external factors, how do firms then decide on prices, output, inputs, marketing, investment, etc? Here the business economist can play a major role in helping firms achieve their business objectives. 
The external effects of business decision making. When the firm has made its decisions and acted on them, how do the results affect the firm's rivals, its customers and the wider public? In other words, what is the impact of a firm's decision making on people outside the firm? Are firms' actions in the public interest, or is there a case for government intervention? 
In this paper, as an introduction to the subject of business economics, we shall consider the place of the firm within its business environment, and assess how these external influences are likely to shape and determine its actions. In order to discuss the relationship between a business's actions and its environment, we first need to define what the business environment is. 
THE BUSINESS ENVIRONMENT 
It is normal to identify four dimensions to the business environment: political/legal, economic, social/cultural and technological. 
Political/legal factors. Firms will be directly affected by the actions of government and other political events. These might be major events affecting the whole of the business community, such as the collapse of communism, the Iraq War or a change of government. Alternatively, they may be actions affecting just one part of the economy. For example, an anti-smoking campaign by the government will affect the tobacco industry. Similarly, businesses will be affected by the legal framework in which they operate. Examples include industrial relations legislation, product safety standards, regulations governing pricing in the privatised industries and laws preventing collusion between firms to keep prices up. 
Economic factors. Economic factors can range from big to small, from local to national to international, from current 
to future; from the rising costs of raw materials to the market entry of a new rival, from the forthcoming Budget to the instability of international exchange rates, from the current availability of investment funds to the likely future cash flow from a new product. Business must constantly take such factors into account when devising and acting upon its business strategy. It is normal to divide the economic environment in which the firm operates into two levels: 
· The microeconomic environment. This includes all the economic factors that are specific to a particular firm operating in its own particular market. Thus one firm may be operating in a highly competitive market, whereas another may not; one firm may be faced by rapidly changing consumer tastes (e.g. a designer clothing manufacturer), while another may be faced with a virtually constant consumer demand (e.g. a potato merchant); one firm may face rapidly rising costs, whereas another may find that costs are constant or falling.
· The macroeconomic environment. This is the national and international economic situation in which business as a whole operates. Business in general will fare much better if the economy is growing than if it is in recession. In examining the macroeconomic environment, we will also be looking at the policies that governments adopt in their attempt to steer the economy, since these policies, by affecting things such as taxation, interest rates and exchange rates, will have a major impact on firms. 

Social/cultural factors. This aspect of the business environment concerns social attitudes and values. These include attitudes towards working conditions and the length of the working day, equal opportunities for different groups of people (whether by ethnicity, gender, physical attributes, etc.), the nature and purity of products, the use and abuse of animals, and images portrayed in advertising. The social/ cultural environment also includes social trends, such as an increase in the average age of the population, or changes in attitudes towards seeking paid employment while bringing up small children. In recent times, various ethical issues, especially concerning the protection of the environment, have had a big impact on the actions of business and the image that many firms seek to present. 
Technological factors. Over the past twenty years the pace of technological change has quickened. This has had a huge impact not only on how firms produce products, but also on how their business is organised. The use of robots and other forms of computer-controlled production has changed the nature of work for many workers. It has also created a wide range of new opportunities for businesses, many of which are yet to be realised. The information-technology revolution is also enabling much more rapid communication and making it possible for many workers to do their job from home or while travelling. 
The division of the factors affecting a firm into political, economic, social and technological is commonly known as a PEST analysis (or PESTEL analysis, where environmental and legal factors need to be examined in more depth). This framework is widely used by organisations to audit their business environment and to help them establish a strategic approach to their business activities. It is nevertheless important to recognise that there is a great overlap and interaction among these sets of factors. Laws and government policies reflect social attitudes; technological factors determine economic ones, such as costs and productivity; technological progress often reflects the desire of researchers to meet social or environmental needs; and so on. 
As well as such interaction, we must also be aware of the fact that the business environment is constantly changing. 
Some of these changes are gradual, some are revolutionary. To be successful, a business will need to adapt to these changes and, wherever possible, take advantage of them. Ultimately, the better business managers understand the environment in which they operate, the more likely they are to be successful, either in exploiting ever-changing opportunities or in avoiding potential disasters. 
Although we shall be touching on political, social and technological factors, it is economic factors which will be our main focus of concern when examining the business environment. 
THE STRUCTURE OF INDUSTRY 
One of the most important and influential elements of the business environment is the structure of industry. How a firm performs depends on the state of its particular indus-try and the amount of competition it faces. A knowledge of the structure of an industry is therefore crucial if we are to understand business behaviour and its likely outcomes. In this section we will consider how the production of different types of goods and services is classified and how firms are located into different industrial groups. 
Classifying production When analysing production it is common to distinguish three broad categories: ■ Primary production. This refers to the production and extraction of natural resources such as minerals and sources of energy. It also includes output from agriculture. ■ Secondary production. This refers to the output of the manufacturing and construction sectors of the economy. ■ Tertiary production. This refers to the production of services, and includes a wide range of sectors such as finance, the leisure industry, retailing and transport. 
Figures 1.1 and 1.2 show the share of output (or gross domestic product (GDP)) and employment of these three sectors in 1974 and 2015. They illustrate how the tertiary sector has expanded rapidly. In 2015, it contributed some 76.9 per cent to total output and employed 77.0 per cent of all workers. By contrast, the share of output and employment of the secondary sector has declined. In 2008, it accounted for only some 20.0 per cent of output and 19.7 per cent of employment. 
This trend is symptomatic of a process known as de-industrialisation - a decline in the share of the secondary sector in GDP. Many commentators argue that this process of deindustrialisation is inevitable and that the existence of a large and growing tertiary sector in the UK economy reflects its maturity. 
The classification of production into primary, secondary and tertiary allows us to consider broad changes in the economy. However, if we require a more comprehensive analysis of the structure of industry and its changes over time, then such a general classification is of little value. What we need to do is to classify firms into particular industries. In the following section we identify the classification process used in the UK and the EU. 
Figure 1.1
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Figure 1.2
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Classifying firms into industries 
An industry refers to a group of firms that produce a particular category of product. Thus we could refer to the electrical goods industry, the holiday industry, the aircraft industry or the insurance industry. Industries can then be grouped together into broad industrial sectors, such as manufacturing, or mining and quarrying, or construction, or transport. 
Classifying firms into industrial groupings and sub-groupings has a number of purposes. It helps us to analyse various trends in the economy and to identify areas of growth and areas of decline. It helps to identify parts of the economy with specific needs, such as training or transport infrastructure. Perhaps most importantly, it helps economists and business people to understand and predict the behaviour of firms that are in direct competition with each other. In such cases, however, it may be necessary to draw the boundaries of an industry quite narrowly. 
To illustrate this, take the case of the vehicle industry. The vehicle industry produces cars, lorries, vans and coaches. The common characteristic of these vehicles is that they are self-propelled road transport vehicles. In other words, we could draw the boundaries of an industry in terms of the broad physical or technical characteristics of the products it produces. The problem with this type of categorisation, however, is that these products may not be substitutes in an economic sense. If I am thinking of buying a new vehicle to replace my car, I am hardly likely to consider buying a coach or a lorry! Lorries are not in competition with cars. If we are to group together products which are genuine competitors for each other, we will want to divide industries into more narrow categories. 
On the other hand, if we draw the boundaries of an industry too narrowly, we may end up ignoring the effects of competition from another closely related industry. For example, if we are to understand the pricing strategies of electricity supply companies in the household market, it might be better to focus on the whole domestic fuel industry. 
Thus how narrowly or broadly we draw the boundaries of an industry depends on the purposes of our analysis. You should note that the definition of an industry is based on the supply characteristics of firms, not on the qualities that consumers might attribute to products. For example, we could classify cars into several groups according to size, price, engine capacity, design, model (e.g. luxury, saloon, seven-seater and sports), etc. These would be demand-side characteristics of motor cars determined by consumers' tastes. The government, on the other hand, will categorise a company such as Nissan as belonging to the 'motor car' industry because making cars is its principal activity, and it does this even though Nissan produces a variety of models each with numerous features to suit individual consumer needs. 
Both demand- and supply-side measures are equally valid ways of analysing the competitive behaviour of firms, and governments will look at both when there is a particular issue of economic importance, such as a merger between car companies. However, the supply-side measure is more simply calculated and is less susceptible to change, thereby making it preferable for general use. 
Standard Industrial Classification 
The formal system under which firms are grouped into industries is known as the Standard Industrial Classification (SIC). The SIC was first introduced in 1948. Its aim was to promote the collection by various government departments and non-governmental agencies of a uniform and comparable body of data on industry. Since 1948 the SIC has been periodically revised. Revisions to the SIC have been made in order to reflect changes in the UK's industrial structure, such as those resulting from the growth in new products and the new industries associated with them. 
The most recent revision in 2007 brings the UK and EU systems of industry classification further into alignment with each other. Such a development is seen as a crucial requirement for the effective monitoring of business in the EU's 'internal market' (the system whereby there are not supposed to be any artificial barriers to trade between EU members). 
SIC (2007) is divided into sections (A-U), each representing a production classification (see Table 1.1). The sections are then divided into divisions: for example, the manufacturing sector has 24 divisions (10-33), as shown in Table 1.1. Divisions are divided into groups; groups are divided into classes; and some classes are further divided into subclasses. Table 1.2 gives an example of how a manufacturer of a tufted carpet would be classified according to this system. 
In total, SIC (2007) has 21 sections, 88 divisions, 272 groups, 615 classes and 191 subclasses. 
Tables 1.1 Standard Industrial Classification (2007)
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Table 1.2
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Changes in the structure of the UK economy 
Given such a classification, how has UK industry changed over time? Figures 1.3 and 1.4 show the changes in output and employment of the various sectors identified by the SIC between 1980 and 2011. 
The figures reveal that the services industries (G-S) grew rapidly throughout the period from 1980 to 2008, but with a decline in some sectors by 2011, following the recession of 2009. Construction too (F) grew for most of the period, but again declined in the recent recession and also in that of the early 1990s. Since 1985, there has been only very modest growth in agriculture (A) and a decline since 2005. The value of output of the mining and extraction sector (B) has been quite volatile, reflecting the decline in the coal industry in the mid-1980s, the expansion and then decline of the oil industry and volatile prices of oil and gas; output has tailed away significantly in recent years. Manufacturing (C) experienced modest growth until the late 1990s. Since then it has experienced a slight decline. 
In respect to employment, a similar, although more dramatic, pattern emerges. Only finance and banking (K and L) and retailing and similar customer services (G and I) have seen an increase in employment over the whole 25-year period. In all the other sectors, although some have seen periods of employment growth, employment was lower in 
2011 than in 1980, and in mining, quarrying and extraction (B), electricity, gas and water supply (D and E) and manufacturing (C) the fall has been dramatic, with manufacturing seeing a fall throughout the period. 
If we examine the subsections and divisions within the SIC, we can get a more detailed picture of how the structure of industry has changed. For example, we find that the process of deindustrialisation has not been experienced by all manufacturing industries. Certain divisions, such as instrument and electrical engineering, are in fact among the fastest growing in the whole UK economy. It is the more traditional manufacturing industries, such as metal manufacturing, which have experienced a substantial decline. 
In respect to employment, there are again substantial variations between the parts of each section. Thus whereas the financial services sector has seen a rapid growth in employment, there has been a decline in employment in parts of the retail banking sector (fewer counter staff are required in high street banks, given the growth in cash machines, direct debits, debit cards, etc.). And whereas there has been a decline in traditional manufacturing industries (such as shipbuilding and metal manufacturing), there has been a growth in employment in some of the more 'high-tech' industries.
Figure 1.3 
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Figure 1.4
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Analysing industrial concentration 
The SIC also enables us to address wider issues such as changes in industrial concentration. 
When we examine the size structure of UK industry, we find that some sectors are dominated by large business units (those employing 250 or more people), whereas in others it is small and medium-sized enterprises (SMEs) that dominate. Table 1.3 next slide shows that in the manufacturing sector (C) 42.9 per cent of all workers were employed by large firms in 2011, and such firms accounted for 66.9 per cent of the sector's turnover. The number of large manufacturing firms, however, was a mere 1225, compared with 236 420 SMEs.
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THE DETERMINANTS OF BUSINESS PERFORMANCE 
Structure-conduct-performance 
It should be apparent from our analysis thus far that business performance is strongly influenced by the market structure within which the firm operates. This is known as the structure—conduct—performance paradigm. 
A business operating in a highly competitive market structure will conduct its activities differently from a business in a market with relatively few competitors. For example, the more competitive the market, the more aggressive the business may have to be in order to sell its product and remain competitive. The less competitive the market structure, the greater the chance that collusion between producers might be the preferred strategy, as this reduces the excesses and uncertainties that outright com-petition might produce. 
Such conduct will in turn influence how well businesses perform. Performance can be measured by several different indicators, such as current profitability or profitability over the longer term, market share or growth in market share, and changes in share prices or share prices relative to those of other firms in the industry or to other firms in general, to name some of the most commonly used. 
How a market is structured structure affects business conduct, and how business conduct affects business performance. It would be wrong, however, to argue that business performance is totally shaped by external factors such as market structure. In fact, the internal aims and organisation of business may be very influential in determining success. 
Internal aims and organisation 
Economists have traditionally based their analysis of business activity on the assumption that its prime goal is the maximisation of profits. In the past, this was largely true. In the eighteenth and nineteenth centuries, enterprises were managed by the business owner: the true 'entrepreneur'. However, as businesses grew throughout the nineteenth century, and as the range of products became larger and production processes became more complex, so the managerial role became ever more specialist. Owners (the share-holders) and managers became increasingly distinct groups. 
This distinction between owners and managers is crucial when we attempt to establish precisely what the objectives of business might be. Whose objectives are we referring to: those of the owner, or those of the manager who controls the assets of the business enterprise? 
The objectives of managers and owners may well be at odds. Managers may pursue a range of objectives, and it could well be that these objectives conflict with each other. Thus a manager might like to maximise profits and also to maximise sales. The means to increase sales may be to cut prices, but that may have the effect of reducing profits. Thus managers may have to content themselves with merely achieving a satisfactory level of each goal. 
It is not only the aims of a business that affect its performance. Performance also depends on the following: 
· Internal structure. The way in which the firm is organised (e.g. into departments or specialised units) will affect its costs, its aggressiveness in the market, its willingness to innovate, etc. 
· Information. The better informed a business is about its markets, about its costs of production, about alternative techniques and about alternative products it could make, the better will it be able to fulfil its goals. 
· The competence of management. The performance of a business will depend on the skills, experience, motivation, dedication and sensitivity of its managers. 
· The quality of the workforce. The more skilled and the better motivated is a company's workforce, the better will be its results. 
· [bookmark: _GoBack]Systems. The functioning of any organisation will depend on the systems in place: information systems, systems for motivation (rewards, penalties, team spirit, etc.), technical systems (for sequencing production, for quality control, for setting specifications), distributional systems (transport, ordering and supply), financial systems (for accounting and auditing), and so on. 
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