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UNIT-I

INTRODUCTION TO BUSINESS ECONOMICS

Imagine for a while that you have finished your studies and have joined as an engineer
in @ manufacturing organization. What do you do there? You plan to produce maximum
quantity of goods of a given quality at a reasonable cost. On the other hand, if you
are a sale manager, you have to sell a maximum amount of goods with minimum
advertisement costs. In other words, you want to minimize your costs and maximize
your returns and by doing so, you are practicing the principles of managerial
economics.

Managers, in their day-to-day activities, are always confronted with several issues
such as how much quantity is to be supplied; at what price; should the product be
made internally; or whether it should be bought from outside; how much quantity is
to be produced to make a given amount of profit and so on. Managerial economics
provides us a basic insight into seeking solutions for managerial problems.

Managerial economics, as the name itself implies, is an offshoot of two distinct
disciplines: Economics and Management. In other words, it is necessary to understand
what these disciplines are, at least in brief, to understand the nature and scope of
managerial economics.

Introduction to Economics

Economics is a study of human activity both at individual and national level. The
economists of early age treated economics merely as the science of wealth. The reason
for this is clear. Every one of us in involved in efforts aimed at earning money and
spending this money to satisfy our wants such as food, Clothing, shelter, and others.
Such activities of earning and spending money are called

“Economic activities”. It was only during the eighteenth century that Adam Smith, the
Father of Economics, defined economics as the study of nature and uses of national
wealth’.

Dr. Alfred Marshall, one of the greatest economists of the nineteenth century, writes
“Economics is a study of man’s actions in the ordinary business of life: it enquires how
he gets his income and how he uses it”. Thus, it is one side, a study of wealth; and
on the other, and more important side; it is the study of man. As Marshall observed,
the chief aim of economics is to promote ‘human welfare’, but not wealth. The
definition given by AC Pigou endorses the opinion of Marshall. Pigou defines Economics
-
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as “the study of economic welfare that can be brought directly and indirectly, into
relationship with the measuring rod of money”.

Prof. Lionel Robbins defined Economics as “the science, which studies human
behaviour as a relationship between ends and scarce means which have alternative
uses”. With this, the focus of economics shifted from ‘wealth’ to human behaviour’.

Lord Keynes defined economics as ‘the study of the administration of scarce means
and the determinants of employments and income”.

Microeconomics

The study of an individual consumer or a firm is called microeconomics (also called
the Theory of Firm). Micro means ‘one millionth’. Microeconomics deals with behavior
and problems of single individual and of micro organization. Managerial economics has
its roots in microeconomics and it deals with the micro or individual enterprises. It is
concerned with the application of the concepts such as price theory, Law of Demand
and theories of market structure and so on.

Macroeconomics

The study of ‘aggregate’ or total level of economics activity in a country is called
macroeconomics. It studies the flow of economics resources or factors of production
(such as land, labour, capital, organisation and technology) from the resource owner
to the business firms and then from the business firms to the households. It deals
with total aggregates, for instance, total national income total employment, output
and total investment. It studies the interrelations among various aggregates and
examines their nature and behaviour, their determination and causes of fluctuations
in the. It deals with the price level in general, instead of studying the prices of
individual commodities. It is concerned with the level of employment in the economy.
It discusses aggregate consumption, aggregate investment, price level, and payment,
theories of employment, and so on.

Though macroeconomics provides the necessary framework in term of government
policies etc., for the firm to act upon dealing with analysis of business conditions, it
has less direct relevance in the study of theory of firm.

Management

Management is the science and art of getting things done through people in formally
organized groups. It is necessary that every organisation be well managed to enable
it to achieve its desired goals. Management includes a number of functions: Planning,
organizing, staffing, directing, and controlling. The manager while directing the efforts
-
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of his staff communicates to them the goals, objectives, policies, and procedures;
coordinates their efforts; motivates them to sustain their enthusiasm; and /eads them
to achieve the corporate goals.

Welfare Economics

Welfare economics is that branch of economics, which primarily deals with taking of
poverty, famine and distribution of wealth in an economy. This is also called
Development Economics. The central focus of welfare economics is to assess how well
things are going for the members of the society. If certain things have gone terribly
bad in some situation, it is necessary to explain why things have gone wrong. Prof.
Amartya Sen was awarded the Nobel Prize in Economics in 1998 in recognition of his
contributions to welfare economics. Prof. Sen gained recognition for his studies of the
1974 famine in Bangladesh. His work has challenged the common view that food
shortage is the major cause of famine.

In the words of Prof. Sen, famines can occur even when the food supply is high but
people cannot buy the food because they don't have money. There has never been a
famine in a democratic country because leaders of those nations are spurred into
action by politics and free media. In undemocratic countries, the rulers are unaffected
by famine and there is no one to hold them accountable, even when millions die.

Welfare economics takes care of what managerial economics tends to ignore. In other

words, the growth for an economic growth with societal upliftment is countered
productive. In times of crisis, what comes to the rescue of people is their won literacy,
public health facilities, a system of food distribution, stable democracy, social safety,
(that is, systems or policies that take care of people when things go wrong for one
reason or other).

Managerial Economics

Introduction

Managerial Economics as a subject gained popularity in USA after the publication of
the book “Managerial Economics” by Joel Dean in 1951.

Managerial Economics refers to the firm’s decision making process. It could be also
interpreted as “Economics of Management” or “Economics of Management”.
Managerial Economics is also called as “Industrial Economics” or “Business
Economics”.
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As Joel Dean observes managerial economics shows how economic analysis can be
used in formulating polices.

Meaning & Definition:

In the words of E. F. Brigham and J]. L. Pappas Managerial Economics is “the
applications of economics theory and methodology to business administration
practice”.

Managerial Economics bridges the gap between traditional economics theory and real
business practices in two days. First it provides a number of tools and techniques to
enable the manager to become more competent to take decisions in real and practical
situations. Secondly it serves as an integrating course to show the interaction between
various areas in which the firm operates.

C. I. Savage & T. R. Small therefore believes that managerial economics “is concerned
with business efficiency”.

M. H. Spencer and Louis Siegelman explain the “Managerial Economics is the
integration of economic theory with business practice for the purpose of facilitating
decision making and forward planning by management”.

It is clear, therefore, that managerial economics deals with economic aspects of
managerial decisions of with those managerial decisions, which have an economics
contest. Managerial economics may therefore, be defined as a body of knowledge,
techniques and practices which give substance to those economic concepts which are
useful in deciding the business strategy of a unit of management.

Managerial economics is designed to provide a rigorous treatment of those aspects of
economic theory and analysis that are most use for managerial decision analysis says
J. L. Pappas and E. F. Brigham.

Managerial Economics, therefore, focuses on those tools and techniques, which are
useful in decision-making.

Nature of Managerial Economics

Managerial economics is, perhaps, the youngest of all the social sciences. Since it
originates from Economics, it has the basis features of economics, such as assuming
'
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that other things remaining the same (or the Latin equivalent ceteris paribus). This
assumption is made to simplify the complexity of the managerial phenomenon under
study in a dynamic business environment so many things are changing
simultaneously. This set a limitation that we cannot really hold other things remaining
the same. In such a case, the observations made out of such a study will have a
limited purpose or value. Managerial economics also has inherited this problem from
economics.

Further, it is assumed that the firm or the buyer acts in a rational manner (which
normally does not happen). The buyer is carried away by the advertisements, brand
loyalties, incentives and so on, and, therefore, the innate behaviour of the consumer
will be rational is not a realistic assumption. Unfortunately, there are no other
alternatives to understand the subject other than by making such assumptions. This
is because the behaviour of a firm or a consumer is a complex phenomenon.

The other features of managerial economics are explained as below:

(a) Close to microeconomics: Managerial economics is concerned with finding
the solutions for different managerial problems of a particular firm. Thus, it is
more close to microeconomics.

(b) Operates against the backdrop of macroeconomics: The
macroeconomics conditions of the economy are also seen as limiting factors
for the firm to operate. In other words, the managerial economist has to be
aware of the limits set by the macroeconomics conditions such as government
industrial policy, inflation and so on.

(c) Normative statements: A normative statement usually includes or implies
the words ‘ought’ or ‘should’. They reflect people’s moral attitudes and are
expressions of what a team of people ought to do. For instance, it deals with
statements such as ‘Government of India should open up the economy. Such
statement are based on value judgments and express views of what is ‘good’
or ‘bad’, ‘right’ or * wrong’. One problem with normative statements is that
they cannot to verify by looking at the facts, because they mostly deal with
the future. Disagreements about such statements are usually settled by voting
on them.

(d) Prescriptive actions: Prescriptive action is goal oriented. Given a problem
and the objectives of the firm, it suggests the course of action from the
available alternatives for optimal solution. If does not merely mention the
concept, it also explains whether the concept can be applied in a given context
on not. For instance, the fact that variable costs are marginal costs can be
used to judge the feasibility of an export order.
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(e) Applied in nature: ‘Models’ are built to reflect the real life complex business
situations and these models are of immense help to managers for decision-
making. The different areas where models are extensively used include
inventory control, optimization, project management etc. In managerial
economics, we also employ case study methods to conceptualize the problem,
identify that alternative and determine the best course of action.

(f) Offers scope to evaluate each alternative: Managerial economics provides
an opportunity to evaluate each alternative in terms of its costs and revenue.
The managerial economist can decide which is the better alternative to
maximize the profits for the firm.

(g) Interdisciplinary: The contents, tools and techniques of managerial
economics are drawn from different subjects such as economics,
management, mathematics, statistics, accountancy, psychology,
organizational behavior, sociology and etc.

(h) Assumptions and limitations: Every concept and theory of managerial
economics is based on certain assumption and as such their validity is not
universal. Where there is change in assumptions, the theory may not hold
good at all.

Scope of Managerial Economics:

The scope of managerial economics refers to its area of study. Managerial economics
refers to its area of study. Managerial economics, Provides management with a
strategic planning tool that can be used to get a clear perspective of the way the
business world works and what can be done to maintain profitability in an ever-
changing environment. Managerial economics is primarily concerned with the
application of economic principles and theories to five types of resource decisions
made by all types of business organizations.

The selection of product or service to be produced.

The choice of production methods and resource combinations.

The determination of the best price and quantity combination

Promotional strategy and activities.

The selection of the location from which to produce and sell goods or service to
consumer.

© oo oo

The production department, marketing and sales department and the finance
department usually handle these five types of decisions.
The scope of managerial economics covers two areas of decision making

a. Operational or Internal issues
-
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b. Environmental or External issues

a. Operational issues:
Operational issues refer to those, which wise within the business organization and
they are under the control of the management. Those are:
1. Theory of demand and Demand Forecasting
2. Pricing and Competitive strategy
Production cost analysis
Resource allocation
Profit analysis
Capital or Investment analysis
7. Strategic planning
1. Demand Analyses and Forecasting:

o U AW

A firm can survive only if it is able to the demand for its product at the right time,
within the right quantity. Understanding the basic concepts of demand is essential for
demand forecasting. Demand analysis should be a basic activity of the firm because
many of the other activities of the firms depend upon the outcome of the demand fore
cost. Demand analysis provides:

1. The basis for analyzing market influences on the firms; products and thus helps
in the adaptation to those influences.

2. Demand analysis also highlights for factors, which influence the demand for a
product. This helps to manipulate demand. Thus demand analysis studies not
only the price elasticity but also income elasticity, cross elasticity as well as the
influence of advertising expenditure with the advent of computers, demand
forecasting has become an increasingly important function of managerial
economics.

2. Pricing and competitive strategy:

Pricing decisions have been always within the preview of managerial economics.
Pricing policies are merely a subset of broader class of managerial economic problems.
Price theory helps to explain how prices are determined under different types of
market conditions. Competitions analysis includes the anticipation of the response of
competitions the firm’s pricing, advertising and marketing strategies. Product line
pricing and price forecasting occupy an important place here.

3. Production and cost analysis:

Production analysis is in physical terms. While the cost analysis is in monetary terms
cost concepts and classifications, cost-out-put relationships, economies and
]
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diseconomies of scale and production functions are some of the points constituting
cost and production analysis.

4. Resource Allocation:

Managerial Economics is the traditional economic theory that is concerned with the
problem of optimum allocation of scarce resources. Marginal analysis is applied to the
problem of determining the level of output, which maximizes profit. In this respect
linear programming techniques has been used to solve optimization problems. In fact
lines programming is one of the most practical and powerful managerial decision
making tools currently available.

5. Profit analysis:

Profit making is the major goal of firms. There are several constraints here an account
of competition from other products, changing input prices and changing business
environment hence in spite of careful planning, there is always certain risk involved.
Managerial economics deals with techniques of averting of minimizing risks. Profit
theory guides in the measurement and management of profit, in calculating the pure
return on capital, besides future profit planning.

6. Capital or investment analyses:

Capital is the foundation of business. Lack of capital may result in small size of
operations. Availability of capital from various sources like equity capital, institutional
finance etc. may help to undertake large-scale operations. Hence efficient allocation
and management of capital is one of the most important tasks of the managers. The
major issues related to capital analysis are:

1. The choice of investment project
2. Evaluation of the efficiency of capital
3. Most efficient allocation of capital

Knowledge of capital theory can help very much in taking investment decisions. This
involves, capital budgeting, feasibility studies, analysis of cost of capital etc.

7. Strategic planning:

Strategic planning provides management with a framework on which long-term
decisions can be made which has an impact on the behavior of the firm. The firm sets
certain long-term goals and objectives and selects the strategies to achieve the same.
-
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Strategic planning is now a new addition to the scope of managerial economics with
the emergence of multinational corporations. The perspective of strategic planning is
global.

It is in contrast to project planning which focuses on a specific project or activity. In
fact the integration of managerial economics and strategic planning has given rise to
be new area of study called corporate economics.

B. Environmental or External Issues:

An environmental issue in managerial economics refers to the general business
environment in which the firm operates. They refer to general economic, social and
political atmosphere within which the firm operates. A study of economic environment
should include:

a. The type of economic system in the country.

b. The general trends in production, employment, income, prices, saving and
investment.

c. Trends in the working of financial institutions like banks, financial corporations,
insurance companies
Magnitude and trends in foreign trade;

e. Trends in labour and capital markets;

f. Government’s economic policies viz. industrial policy monetary policy, fiscal
policy, price policy etc.

The social environment refers to social structure as well as social organization like
trade unions, consumer’s co-operative etc. The Political environment refers to the
nature of state activity, chiefly states’ attitude towards private business, political
stability etc.

The environmental issues highlight the social objective of a firm i.e.; the firm owes a
responsibility to the society. Private gains of the firm alone cannot be the goal.

The environmental or external issues relate managerial economics to macro economic
theory while operational issues relate the scope to micro economic theory. The scope
of managerial economics is ever widening with the dynamic role of big firms in a
society.

Managerial economics relationship with other disciplines:
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Many new subjects have evolved in recent years due to the interaction among basic
disciplines. While there are many such new subjects in natural and social sciences,
managerial economics can be taken as the best example of such a phenomenon
among social sciences. Hence it is necessary to trace its roots and relation ship with
other disciplines.

1. Relationship with economics:

The relationship between managerial economics and economics theory may be viewed
form the point of view of the two approaches to the subject Viz. Micro Economics and
Marco Economics. Microeconomics is the study of the economic behavior of individuals,
firms and other such micro organizations. Managerial economics is rooted in Micro
Economic theory. Managerial Economics makes use to several Micro Economic
concepts such as marginal cost, marginal revenue, elasticity of demand as well as
price theory and theories of market structure to name only a few. Macro theory on
the other hand is the study of the economy as a whole. It deals with the analysis of
national income, the level of employment, general price level, consumption and
investment in the economy and even matters related to international trade, Money,
public finance, etc.

The relationship between managerial economics and economics theory is like that of
engineering science to physics or of medicine to biology. Managerial economics has
an applied bias and its wider scope lies in applying economic theory to solve real life
problems of enterprises. Both managerial economics and economics deal with
problems of scarcity and resource allocation.

2. Management theory and accounting:

Managerial economics has been influenced by the developments in management
theory and accounting techniques. Accounting refers to the recording of pecuniary
transactions of the firm in certain books. A proper knowledge of accounting techniques
is very essential for the success of the firm because profit maximization is the major
objective of the firm.

Managerial Economics requires a proper knowledge of cost and revenue information
and their classification. A student of managerial economics should be familiar with the
generation, interpretation and use of accounting data. The focus of accounting within
the firm is fast changing from the concepts of store keeping to that if managerial
decision making, this has resulted in a new specialized area of study called “Managerial
Accounting”.

3. Managerial Economics and mathematics:
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The use of mathematics is significant for managerial economics in view of its profit
maximization goal long with optional use of resources. The major problem of the firm
is how to minimize cost, hoe to maximize profit or how to optimize sales. Mathematical
concepts and techniques are widely used in economic logic to solve these problems.
Also mathematical methods help to estimate and predict the economic factors for
decision making and forward planning.

Mathematical symbols are more convenient to handle and understand various
concepts like incremental cost, elasticity of demand etc., Geometry, Algebra and
calculus are the major branches of mathematics which are of use in managerial
economics. The main concepts of mathematics like logarithms, and exponentials,
vectors and determinants, input-output models etc., are widely used. Besides these
usual tools, more advanced techniques designed in the recent years viz. linear
programming, inventory models and game theory fine wide application in managerial
economics.

4. Managerial Economics and Statistics:

Managerial Economics needs the tools of statistics in more than one way. A successful
businessman must correctly estimate the demand for his product. He should be able
to analyses the impact of variations in tastes. Fashion and changes in income on
demand only then he can adjust his output. Statistical methods provide and sure base
for decision-making. Thus statistical tools are used in collecting data and analyzing
them to help in the decision making process.

Statistical tools like the theory of probability and forecasting techniques help the firm
to predict the future course of events. Managerial Economics also make use of
correlation and multiple regressions in related variables like price and demand to
estimate the extent of dependence of one variable on the other. The theory of
probability is very useful in problems involving uncertainty.

5. Managerial Economics and Operations Research:

Taking effectives decisions is the major concern of both managerial economics and
operations research. The development of techniques and concepts such as linear
programming, inventory models and game theory is due to the development of this
|
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new subject of operations research in the postwar years. Operations research is
concerned with the complex problems arising out of the management of men,
machines, materials and money.

Operation research provides a scientific model of the system and it helps managerial
economists in the field of product development, material management, and inventory
control, quality control, marketing and demand analysis. The varied tools of operations
Research are helpful to managerial economists in decision-making.

6. Managerial Economics and the theory of Decision- making:

The Theory of decision-making is a new field of knowledge grown in the second half
of this century. Most of the economic theories explain a single goal for the consumer
i.e., Profit maximization for the firm. But the theory of decision-making is developed
to explain multiplicity of goals and lot of uncertainty.

As such this new branch of knowledge is useful to business firms, which have to take
quick decision in the case of multiple goals. Viewed this way the theory of decision
making is more practical and application oriented than the economic theories.

7. Managerial Economics and Computer Science:

Computers have changes the way of the world functions and economic or business
activity is no exception. Computers are used in data and accounts maintenance,
inventory and stock controls and supply and demand predictions. What used to take
days and months is done in a few minutes or hours by the computers. In fact
computerization of business activities on a large scale has reduced the workload of
managerial personnel. In most countries a basic knowledge of computer science, is a
compulsory programme for managerial trainees.

To conclude, managerial economics, which is an offshoot traditional economics, has
gained strength to be a separate branch of knowledge. It strength lies in its ability to
integrate ideas from various specialized subjects to gain a proper perspective for
decision-making.

A successful managerial economist must be a mathematician, a statistician and an
economist. He must be also able to combine philosophic methods with historical
methods to get the right perspective only then; he will be good at predictions. In short
managerial practices with the help of other allied sciences.

-
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THE ROLE OF MANAGERIAL ECONOMIST

Making decisions and processing information are the two primary tasks of the
managers. Managerial economists have gained importance in recent years with the
emergence of an organizational culture in production and sales activities.

A management economist with sound knowledge of theory and analytical tools for
information system occupies a prestigious place among the personnel. A managerial
economist is nearer to the policy-making. Equipped with specialized skills and modern
techniques he analyses the internal and external operations of the firm. He evaluates
and helps in decision making regarding sales, Pricing financial issues, labour relations
and profitability. He helps in decision-making keeping in view the different goals of
the firm.

His role in decision-making applies to routine affairs such as price fixation,
improvement in quality, Location of plant, expansion or contraction of output etc. The
role of managerial economist in internal management covers wide areas of production,
sales and inventory schedules of the firm.

The most important role of the managerial economist relates to demand forecasting
because an analysis of general business conditions is most vital for the success of the
firm. He prepares a short-term forecast of general business activity and relates
general economic forecasts to specific market trends. Most firms require two forecasts
one covering the short term (for nest three months to one year) and the other covering
the long term, which represents any period exceeding one-year. He has to be ever
alert to gauge the changes in tastes and references of the consumers. He should
evaluate the market potential. The need to know forecasting techniques on the part
of the managerial economics means, he should be adept at market research. The
purpose of market research is to provide a firm with information about current market
position as well as present and possible future trends in the industry. A managerial
economist who is well equipped with this knowledge can help the firm to plan product
improvement, new product policy, pricing, and sales promotion strategy.

The fourth function of the managerial economist is to undertake an economic analysis
of the industry. This is concerned with project evaluation and feasibility study at the
firm level i.e., he should be able to judge on the basis of cost benefit analysis, whether
it is advisable and profitable to go ahead with the project. The managerial economist
should be adept at investment appraisal methods. At the external level, economic
analysis involves the knowledge of competition involved, possibility of internal and
foreign sales, the general business climate etc.
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Another function is security management analysis. This is very important in the case
of defense-oriented industries, power projects, and nuclear plants where security is
very essential. Security management means, also that the production and trade
secrets concerning technology, quality and other such related facts should not be
leaked out to others. This security is more necessary in strategic and defense-oriented
projects of national importance; a managerial economist should be able to manage
these issues of security management analysis.

The sixth function is an advisory function. Here his advice is required on all matters
of production and trade. In the hierarchy of management, a managerial economist
ranks next to the top executives or the policy maker who may be doyens of several
projects. It is the managerial economist of each firm who has to advise them on all
matters of trade since they are in the know of actual functioning of the unit in all
aspects, both technical and financial.

Another function of importance for the managerial economist is a concerned with
pricing and related problems. The success of the firm depends upon a proper pricing
strategy. The pricing decision is one of the most difficult decisions to be made in
business because the information required is never fully available. Pricing of
established products is different from new products. He may have to operate in an
atmosphere constrained by government regulation. He may have to anticipate the
reactions of competitors in pricing. The managerial economist has to be very alert and
dynamic to take correct pricing decision in changing environment.

Finally the specific function of a managerial economist includes an analysis of
environment issues. Modern theory of managerial economics recognizes the social
responsibility of the firm. It refers to the impact of a firm on environmental factors. It
should not have adverse impact on pollution and if possible try to contribute to
environmental preservation and protection in a positive way.

The role of management economist lies not in taking decision but in analyzing,
concluding and recommending to the policy maker. He should have the freedom to
operate and analyze and must possess full knowledge of facts. He has to collect and
provide the quantitative data from within the firm. He has to get information on
external business environment such as general market conditions, trade cycles, and
behavior pattern of the consumers. The managerial economist helps to co-ordinate
policies relating to production, investment, inventories and price.

He should have equanimity to meet crisis. He should act only after analysis and
discussion with relevant departments. He should have diplomacy to act in advisory
capacity to the top executive as well as getting co-operation from different
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departments for his economic analysis. He should do well to have intuitive ability to
know what is good or bad for the firm.

He should have sound theoretical knowledge to take up the challenges he has to face
in actual day to day affairs. "BANMOL" referring to the role of managerial economist
points out. “"A managerial economist can become a for more helpful member of a
management group by virtue of studies of economic analysis, primarily because there
he learns to become an effective model builder and because there he acquires a very
rich body of tools and techniques which can help to deal with the problems of the firm
in a far more rigorous, a far more probing and a far deeper manner”.

QUESTIONS
1. What is managerial economics? Explain its focus are as
2. Point out the importance of managerial economics in decision making
3. What are the contributions and limitations of economic analysis in business

decision making

4. Managerial Economics is the discipline which deals with the applications of
economic theory to business management discuss.

5. Explain the fundamental concepts of managerial economics

6. Discuss the nature & Scope of Managerial economics

7. Managerial Economics is the study of allocation of resources available to a
firm or other unit of management among the activities of that unit explains.

8. Explain the nature of problems studies in managerial economics. What is the
importance of the study of such problems in business management?

9. Explain the role and responsibilities of a managerial economics?

10."Managerial Economics is an integration of economic theory and with business
practice for the purpose of facilitating decision making and forward planning”

explain.
QuiIz
1. Managerial Economics as a subject gained popularity firstin___ . (
: (a) India  (b) Germany (c) U.S.A (d) England
2. When the subject Managerial Economics gained popularity? (
) (a) 1950 (b) 1949 (c) 1951  (d) 1952
;%. Which subject studies the behavior of the firm in theory and practice? (

(@) Micro Economics (b) Macro Economics
(¢) Managerial Economics (d) Welfare Economics

4. Which subject bridges gap between Economic Theory and Management
- - -
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Practice? (

)

(@) Welfare Economics (b) Micro Economics

(c) Managerial Economics (d) Macro Economics
5. Application of Economics for managerial decision-making is called____ . (
)

(a) Macro Economics (b) Welfare Economics

(c) Managerial Economics (d) Micro Economics
6. Which areas covered by the subject "Managerial Economics”. (
)

(a) Operational issues (b) Environmental issues

(c) Operational & Environmental issues (d) None

7. The relationship between Managerial Economics and Economic Theory is

like that of Engineering Science to Physics (or) Medicine to . (
)
(a) Mathematics (b) Economics
(c) Biology (d) Accountancy
8. Making decisions and processing information are the two Primary tasks of
the Managers . It was explained by the subject . (
)
(a) Physics (b) Engineering Science
(c) Managerial Economics (d) Chemistry
9. Managerial Economics is close to Economics (
)
(a) National (b) Business  (c) Micro (d) Industrial
10. The theory of firm also called as . (
)
(a) Welfare Economics (b) Industrial Economics
(c) Micro Economics (d) None
11. “"Any activity aimed at earning or spending money is called activity”. (
)
(@) Service activity (b) Accounting activity
(c) Economic activity (d) None

Note: Answer is "C” for all the above questions.

BUSINESS AND NEW ECONOMIC ENVIRONMENT
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Imagine you want to do business. Which are you interested in? For example, you
want to get into InfoTech industry. What can you do in this industry? Which one do
you choose? The following are the alternatives you have on hand:

e You can bye and sell

e You can set up a small/medium/large industry to manufacture
e You can set up a workshop to repair

e You can develop software

e You can design hardware

e You can be a consultant/trouble-shooter

If you choose any one or more of the above, you have chosen the line of activity.
The next step for you is to decide whether.

¢ You want to be only owner (It means you what to be sole trader) or

¢ You want to take some more professionals as co-owners along with you (If
means you what to from partnership with others as partners) or

¢ You want to be a global player by mobilizing large resources across the
country/world

¢ You want to bring all like-minded people to share the benefits of the common
enterprise (You want to promote a joint stock company) or

¢ You want to involve government in the IT business (here you want to suggest
government to promote a public enterprise!)

To decide this, it is necessary to know how to evaluate each of these alternatives.

Factors affecting the choice of form of business organization

Before we choose a particular form of business organization, let us study what factors
affect such a choice? The following are the factors affecting the choice of a business
organization:

1. Easy to start and easy to close: The form of business organization should
be such that it should be easy to close. There should not be hassles or long
procedures in the process of setting up business or closing the same.

2. Division of labour: There should be possibility to divide the work among the
available owners.

3. Large amount of resources: Large volume of business requires large volume
of resources. Some forms of business organization do not permit to raise larger
resources. Select the one which permits to mobilize the large resources.

BUSINESS ECONOMICS AND FINACIAL

ANALYSIS 18



4. Liability: The liability of the owners should be limited to the extent of money
invested in business. It is better if their personal properties are not brought
into business to make up the losses of the business.

5. Secrecy: The form of business organization you select should be such that it
should permit to take care of the business secrets. We know that century old
business units are still surviving only because they could successfully guard
their business secrets.

6. Transfer of ownership: There should be simple procedures to transfer the
ownership to the next legal heir.

7. Ownership, Management and control: If ownership, management and
control are in the hands of one or a small group of persons, communication will
be effective and coordination will be easier. Where ownership, management
and control are widely distributed, it calls for a high degree of professional’s
skills to monitor the performance of the business.

8. Continuity: The business should continue forever and ever irrespective of the
uncertainties in future.

9. Quick decision-making: Select such a form of business organization, which
permits you to take decisions quickly and promptly. Delay in decisions may
invalidate the relevance of the decisions.

10.Personal contact with customer: Most of the times, customers give us clues
to improve business. So choose such a form, which keeps you close to the
customers.

11.Flexibility: In times of rough weather, there should be enough flexibility to
shift from one business to the other. The lesser the funds committed in a
particular business, the better it is.

12.Taxation: More profit means more tax. Choose such a form, which permits to
pay low tax.

These are the parameters against which we can evaluate each of the available forms
of business organizations.

SOLE TRADER

The sole trader is the simplest, oldest and natural form of business organization. It is
also called sole proprietorship. ‘Sole’ means one. ‘Sole trader’ implies that there is
only one trader who is the owner of the business.

It is a one-man form of organization wherein the trader assumes all the risk of
ownership carrying out the business with his own capital, skill and intelligence. He is
the boss for himself. He has total operational freedom. He is the owner, Manager and
controller. He has total freedom and flexibility. Full control lies with him. He can take
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his own decisions. He can choose or drop a particular product or business based on
its merits. He need not discuss this with anybody. He is responsible for himself. This
form of organization is popular all over the world. Restaurants, Supermarkets, pan
shops, medical shops, hosiery shops etc.

Features

e It is easy to start a business under this form and also easy to close.

e He introduces his own capital. Sometimes, he may borrow, if hecessary

¢ He enjoys all the profits and in case of loss, he lone suffers.

¢ He has unlimited liability which implies that his liability extends to his personal
properties in case of loss.

e He has a high degree of flexibility to shift from one business to the other.

e Business secretes can be guarded well

e There is no continuity. The business comes to a close with the death, illness or
insanity of the sole trader. Unless, the legal heirs show interest to continue the
business, the business cannot be restored.

¢ He has total operational freedom. He is the owner, manager and controller.

e He can be directly in touch with the customers.

e He can take decisions very fast and implement them promptly.

e Rates of tax, for example, income tax and so on are comparatively very low.

Advantages

The following are the advantages of the sole trader from of business organization:

1. Easy to start and easy to close: Formation of a sole trader from of
organization is relatively easy even closing the business is easy.

2. Personal contact with customers directly: Based on the tastes and
preferences of the customers the stocks can be maintained.

3. Prompt decision-making: To improve the quality of services to the
customers, he can take any decision and implement the same promptly. He is
the boss and he is responsible for his business Decisions relating to growth or
expansion can be made promptly.

4. High degree of flexibility: Based on the profitability, the trader can decide
to continue or change the business, if need be.

5. Secrecy: Business secrets can well be maintained because there is only one
trader.

6. Low rate of taxation: The rate of income tax for sole traders is relatively very
low.

7. Direct motivation: If there are profits, all the profits belong to the trader
himself. In other words. If he works more hard, he will get more profits. This

-
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is the direct motivating factor. At the same time, if he does not take active
interest, he may stand to lose badly also.

8. Total Control: The ownership, management and control are in the hands of
the sole trader and hence it is easy to maintain the hold on business.

9. Minimum interference from government: Except in matters relating to
public interest, government does not interfere in the business matters of the
sole trader. The sole trader is free to fix price for his products/services if he
enjoys monopoly market.

10.Transferability: The legal heirs of the sole trader may take the possession of
the business.

Disadvantages

The following are the disadvantages of sole trader form:

1. Unlimited liability: The liability of the sole trader is unlimited. It means that
the sole trader has to bring his personal property to clear off the loans of his
business. From the legal point of view, he is not different from his business.

2. Limited amounts of capital: The resources a sole trader can mobilize cannot
be very large and hence this naturally sets a limit for the scale of operations.

3. No division of labour: All the work related to different functions such as
marketing, production, finance, labour and so on has to be taken care of by the
sole trader himself. There is nobody else to take his burden. Family members
and relatives cannot show as much interest as the trader takes.

4. Uncertainty: There is no continuity in the duration of the business. On the
death, insanity of insolvency the business may be come to an end.

5. Inadequate for growth and expansion: This from is suitable for only small
size, one-man-show type of organizations. This may not really work out for
growing and expanding organizations.

6. Lack of specialization: The services of specialists such as accountants,
market researchers, consultants and so on, are not within the reach of most of
the sole traders.

7. More competition: Because it is easy to set up a small business, there is a
high degree of competition among the small businessmen and a few who are
good in taking care of customer requirements along can service.

8. Low bargaining power: The sole trader is the in the receiving end in terms
of loans or supply of raw materials. He may have to compromise many times
regarding the terms and conditions of purchase of materials or borrowing loans
from the finance houses or banks.
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PARTNERSHIP

Partnership is an improved from of sole trader in certain respects. Where there are
like-minded persons with resources, they can come together to do the business and
share the profits/losses of the business in an agreed ratio. Persons who have entered
into such an agreement are individually called ‘partners’ and collectively called ‘firm’.
The relationship among partners is called a partnership.

Indian Partnership Act, 1932 defines partnership as the relationship between two or
more persons who agree to share the profits of the business carried on by all or any

one of them acting for all.

Features

[y

Relationship: Partnership is a relationship among persons. It is relationship
resulting out of an agreement.

Two or more persons: There should be two or more humber of persons.
There should be a business: Business should be conducted.

Agreement: Persons should agree to share the profits/losses of the business
Carried on by all or any one of them acting for all: The business can be
carried on by all or any one of the persons acting for all. This means that the
business can be carried on by one person who is the agent for all other persons.
Every partner is both an agent and a principal. Agent for other partners and
principal for himself. All the partners are agents and the ‘partnership’ is their
principal.

u b~ W N

The following are the other features:

(a) Unlimited liability: The liability of the partners is unlimited. The partnership
and partners, in the eye of law, and not different but one and the same. Hence,
the partners have to bring their personal assets to clear the losses of the firm,
if any.

(b) Number of partners: According to the Indian Partnership Act, the minimum
number of partners should be two and the maximum number if restricted, as
given below:

e 10 partners is case of banking business

e 20 in case of non-banking business

(c) Division of labour: Because there are more than two persons, the work can
be divided among the partners based on their aptitude.

(d) Personal contact with customers: The partners can continuously be in
touch with the customers to monitor their requirements.
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(e) Flexibility: All the partners are likeminded persons and hence they can take
any decision relating to business.

Partnership Deed

The written agreement among the partners is called ‘the partnership deed’. It contains
the terms and conditions governing the working of partnership. The following are
contents of the partnership deed.

Names and addresses of the firm and partners

Nature of the business proposed

Duration

Amount of capital of the partnership and the ratio for contribution by each of

the partners.

5. Their profit sharing ration (this is used for sharing losses also)

6. Rate of interest charged on capital contributed, loans taken from the
partnership and the amounts drawn, if any, by the partners from their
respective capital balances.

7. The amount of salary or commission payable to any partner

8. Procedure to value good will of the firm at the time of admission of a new
partner, retirement of death of a partner

9. Allocation of responsibilities of the partners in the firm

10.Procedure for dissolution of the firm

11.Name of the arbitrator to whom the disputes, if any, can be referred to for
settlement.

12.Special rights, obligations and liabilities of partners(s), if any.

A W N R

KIND OF PARTNERS

The following are the different kinds of partners:

1. Active Partner: Active partner takes active part in the affairs of the
partnership. He is also called working partner.

2. Sleeping Partner: Sleeping partner contributes to capital but does not take
part in the affairs of the partnership.

3. Nominal Partner: Nominal partner is partner just for namesake. He neither
contributes to capital nor takes part in the affairs of business. Normally, the
nominal partners are those who have good business connections, and are well
places in the society.

4. Partner by Estoppels: Estoppels means behavior or conduct. Partner by
estoppels gives an impression to outsiders that he is the partner in the firm. In
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5.

fact be neither contributes to capital, nor takes any role in the affairs of the
partnership.

Partner by holding out: If partners declare a particular person (having social
status) as partner and this person does not contradict even after he comes to
know such declaration, he is called a partner by holding out and he is liable for
the claims of third parties. However, the third parties should prove they entered
into contract with the firm in the belief that he is the partner of the firm. Such
a person is called partner by holding out.

. Minor Partner: Minor has a special status in the partnership. A minor can be

admitted for the benefits of the firm. A minor is entitled to his share of profits
of the firm. The liability of a minor partner is limited to the extent of his
contribution of the capital of the firm.

Right of partners

Every partner has right

(@) To take part in the management of business

(b) To express his opinion

(c) Of access to and inspect and copy and book of accounts of the firm

(d) To share equally the profits of the firm in the absence of any specific agreement

to the contrary

(e) To receive interest on capital at an agreed rate of interest from the profits of

the firm

(f) To receive interest on loans, if any, extended to the firm.
(g) To be indemnified for any loss incurred by him in the conduct of the business
(h) To receive any money spent by him in the ordinary and proper conduct of the

business of the firm.

Advantages

The following are the advantages of the partnership from:

1.

2.

4.

Easy to form: Once there is a group of like-minded persons and good business
proposal, it is easy to start and register a partnership.

Availability of larger amount of capital: More amount of capital can be
raised from more number of partners.

. Division of labour: The different partners come with varied backgrounds and

skills. This facilities division of labour.
Flexibility: The partners are free to change their decisions, add or drop a
particular product or start a new business or close the present one and so on.
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5.

6.

7.

Personal contact with customers: There is scope to keep close monitoring
with customers requirements by keeping one of the partners in charge of sales
and marketing. Necessary changes can be initiated based on the merits of the
proposals from the customers.

Quick decisions and prompt action: If there is consensus among partners,
it is enough to implement any decision and initiate prompt action. Sometimes,
it may more time for the partners on strategic issues to reach consensus.

The positive impact of unlimited liability: Every partner is always alert
about his impending danger of unlimited liability. Hence he tries to do his best
to bring profits for the partnership firm by making good use of all his contacts.

Disadvantages:

The following are the disadvantages of partnership:

1.

Formation of partnership is difficult: Only like-minded persons can start a
partnership. It is sarcastically said,’ it is easy to find a life partner, but not a
business partner’.

Liability: The partners have joint and several liabilities beside unlimited
liability. Joint and several liability puts additional burden on the partners, which
means that even the personal properties of the partner or partners can be
attached. Even when all but one partner become insolvent, the solvent partner
has to bear the entire burden of business loss.

. Lack of harmony or cohesiveness: It is likely that partners may not, most

often work as a group with cohesiveness. This result in mutual conflicts, an
attitude of suspicion and crisis of confidence. Lack of harmony results in delay
in decisions and paralyses the entire operations.

. Limited growth: The resources when compared to sole trader, a partnership

may raise little more. But when compare to the other forms such as a company,
resources raised in this form of organization are limited. Added to this, there is
a restriction on the maximum number of partners.

. Instability: The partnership form is known for its instability. The firm may be

dissolved on death, insolvency or insanity of any of the partners.

. Lack of Public confidence: Public and even the financial institutions look at

the unregistered firm with a suspicious eye. Though registration of the firm
under the Indian Partnership Act is a solution of such problem, this cannot
revive public confidence into this form of organization overnight. The
partnership can create confidence in other only with their performance.
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JOINT STOCK COMPANY

The joint stock company emerges from the limitations of partnership such as joint and
several liability, unlimited liability, limited resources and uncertain duration and so on.
Normally, to take part in a business, it may need large money and we cannot foretell
the fate of business. It is not literally possible to get into business with little money.
Against this background, it is interesting to study the functioning of a joint stock
company. The main principle of the joint stock company from is to provide opportunity
to take part in business with a low investment as possible say Rs.1000. Joint Stock
Company has been a boon for investors with moderate funds to invest.

The word ' company’ has a Latin origin, com means ' come together’, pany means*
bread’, joint stock company means, people come together to earn their livelihood by
investing in the stock of company jointly.

Company Defined

Lord justice Lindley explained the concept of the joint stock company from of
organization as ‘an association of many persons who contribute money or money’s
worth to a common stock and employ it for a common purpose.

Features
This definition brings out the following features of the company:

1. Artificial person: The Company has no form or shape. It is an artificial person
created by law. It is intangible, invisible and existing only, in the eyes of law.

2. Separate legal existence: it has an independence existence, it separate from
its members. It can acquire the assets. It can borrow for the company. It can
sue other if they are in default in payment of dues, breach of contract with it,
if any. Similarly, outsiders for any claim can sue it. A shareholder is not liable
for the acts of the company. Similarly, the shareholders cannot bind the
company by their acts.

3. Voluntary association of persons: The Company is an association of
voluntary association of persons who want to carry on business for profit. To
carry on business, they need capital. So they invest in the share capital of the
company.

4. Limited Liability: The shareholders have limited liability i.e., liability limited
to the face value of the shares held by him. In other words, the liability of a
shareholder is restricted to the extent of his contribution to the share capital of
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the company. The shareholder need not pay anything, even in times of loss for
the company, other than his contribution to the share capital.

5. Capital is divided into shares: The total capital is divided into a certain
number of units. Each unit is called a share. The price of each share is priced
so low that every investor would like to invest in the company. The companies
promoted by promoters of good standing (i.e., known for their reputation in
terms of reliability character and dynamism) are likely to attract huge
resources.

6. Transferability of shares: In the company form of organization, the shares
can be transferred from one person to the other. A shareholder of a public
company can cell sell his holding of shares at his will. However, the shares of
a private company cannot be transferred. A private company restricts the
transferability of the shares.

7. Common Seal: As the company is an artificial person created by law has no
physical form, it cannot sign its name on a paper; so, it has a common seal on
which its name is engraved. The common seal should affix every document or
contract; otherwise the company is not bound by such a document or contract.

8. Perpetual succession: ‘Members may comes and members may go, but the
company continues for ever and ever’ A. company has uninterrupted existence
because of the right given to the shareholders to transfer the shares.

9. Ownership and Management separated: The shareholders are spread over
the length and breadth of the country, and sometimes, they are from different
parts of the world. To facilitate administration, the shareholders elect some
among themselves or the promoters of the company as directors to a Board,
which looks after the management of the business. The Board recruits the
managers and employees at different levels in the management. Thus the
management is separated from the owners.

10.Winding up: Winding up refers to the putting an end to the company. Because
law creates it, only law can put an end to it in special circumstances such as
representation from creditors of financial institutions, or shareholders against
the company that their interests are not safeguarded. The company is not
affected by the death or insolvency of any of its members.

11.The name of the company ends with ‘limited’: it is necessary that the
name of the company ends with limited (Ltd.) to give an indication to the
outsiders that they are dealing with the company with limited liability and they
should be careful about the liability aspect of their transactions with the
company.

Formation of Joint Stock company
There are two stages in the formation of a joint stock company. They are:
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(@) To obtain Certificates of Incorporation
(b) To obtain certificate of commencement of Business

Certificate of Incorporation: The certificate of Incorporation is just like a ‘date of
birth’ certificate. It certifies that a company with such and such a name is born on a
particular day.

Certificate of commencement of Business: A private company need not obtain the
certificate of commencement of business. It can start its commercial operations
immediately after obtaining the certificate of Incorporation.

The persons who conceive the idea of starting a company and who organize the
necessary initial resources are called promoters. The vision of the promoters forms
the backbone for the company in the future to reckon with.

The promoters have to file the following documents, along with necessary fee, with a
registrar of joint stock companies to obtain certificate of incorporation:

(a) Memorandum of Association: The Memorandum of Association is also called
the charter of the company. It outlines the relations of the company with the
outsiders. If furnishes all its details in six clause such as (ii) Name clause (II)
situation clause (iii) objects clause (iv) Capital clause and (vi) subscription
clause duly executed by its subscribers.

(b) Articles of association: Articles of Association furnishes the byelaws or
internal rules government the internal conduct of the company.

(c) The list of names and address of the proposed directors and their willingness,
in writing to act as such, in case of registration of a public company.

(d) A statutory declaration that all the legal requirements have been fulfilled. The
declaration has to be duly signed by any one of the following: Company
secretary in whole practice, the proposed director, legal solicitor, chartered
accountant in whole time practice or advocate of High court.

The registrar of joint stock companies peruses and verifies whether all these
documents are in order or not. If he is satisfied with the information furnished, he will
register the documents and then issue a certificate of incorporation, if it is private
company, it can start its business operation immediately after obtaining certificate of
incorporation.

Advantages

The following are the advantages of a joint Stock Company
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1. Mobilization of larger resources: A joint stock company provides
opportunity for the investors to invest, even small sums, in the capital of large
companies. The facilities rising of larger resources.

2. Separate legal entity: The Company has separate legal entity. It is registered
under Indian Companies Act, 1956.

3. Limited liability: The shareholder has limited liability in respect of the shares
held by him. In no case, does his liability exceed more than the face value of
the shares allotted to him.

4. Transferability of shares: The shares can be transferred to others. However,
the private company shares cannot be transferred.

5. Liquidity of investments: By providing the transferability of shares, shares
can be converted into cash.

6. Inculcates the habit of savings and investments: Because the share face
value is very low, this promotes the habit of saving among the common man
and mobilizes the same towards investments in the company.

7. Democracy in management: the shareholders elect the directors in a
democratic way in the general body meetings. The shareholders are free to
make any proposals, question the practice of the management, suggest the
possible remedial measures, as they perceive, The directors respond to the
issue raised by the shareholders and have to justify their actions.

8. Economics of large scale production: Since the production is in the scale
with large funds at

9. Continued existence: The Company has perpetual succession. It has no
natural end. It continues forever and ever unless law put an end to it.

10.Institutional confidence: Financial Institutions prefer to deal with companies
in view of their professionalism and financial strengths.

11.Professional management: With the larger funds at its disposal, the Board
of Directors recruits competent and professional managers to handle the affairs
of the company in a professional manner.

12.Growth and Expansion: With large resources and professional management,
the company can earn good returns on its operations, build good amount of
reserves and further consider the proposals for growth and expansion.

All that shines is not gold. The company from of organization is not without any

disadvantages. The following are the disadvantages of joint stock companies.

Disadvantages
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1. Formation of company is a long drawn procedure: Promoting a joint stock
company involves a long drawn procedure. It is expensive and involves large

number of legal formalities.

2. High degree of government interference: The government brings out a
number of rules and regulations governing the internal conduct of the
operations of a company such as meetings, voting, audit and so on, and any
violation of these rules results into statutory lapses, punishable under the
companies act.

3. Inordinate delays in decision-making: As the size of the organization
grows, the number of levels in organization also increases in the name of
specialization. The more the number of levels, the more is the delay in decision-
making. Sometimes, so-called professionals do not respond to the urgencies as
required. It promotes delay in administration, which is referred to ‘red tape and
bureaucracy’.

4. Lack or initiative: In most of the cases, the employees of the company at
different levels show slack in their personal initiative with the result, the
opportunities once missed do not recur and the company loses the revenue.

5. Lack of responsibility and commitment: In some cases, the managers at
different levels are afraid to take risk and more worried about their jobs rather
than the huge funds invested in the capital of the company lose the revenue.

6. Lack of responsibility and commitment: In some cases, the managers at
different levels are afraid to take risk and more worried about their jobs rather
than the huge funds invested in the capital of the company. Where managers
do not show up willingness to take responsibility, they cannot be considered as
committed. They will not be able to handle the business risks.

PUBLIC ENTERPRISES

Public enterprises occupy an important position in the Indian economy. Today, public
enterprises provide the substance and heart of the economy. Its investment of over
Rs.10,000 crore is in heavy and basic industry, and infrastructure like power, transport
and communications. The concept of public enterprise in Indian dates back to the era
of pre-independence.

Genesis of Public Enterprises
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In consequence to declaration of its goal as socialistic pattern of society in 1954, the
Government of India realized that it is through progressive extension of public
enterprises only, the following aims of our five years plans can be fulfilled.

Higher production

Greater employment
Economic equality, and
Dispersal of economic power

The government found it necessary to revise its industrial policy in 1956 to give it a
socialistic bent.

Need for Public Enterprises

The Industrial Policy Resolution 1956 states the need for promoting public enterprises
as follows:

To accelerate the rate of economic growth by planned development

To speed up industrialization, particularly development of heavy industries and
to expand public sector and to build up a large and growing cooperative sector.
To increase infrastructure facilities

To disperse the industries over different geographical areas for balanced
regional development

To increase the opportunities of gainful employment

To help in raising the standards of living

To reducing disparities in income and wealth (By preventing private monopolies
and curbing concentration of economic power and vast industries in the hands
of a small number of individuals)

Achievements of public Enterprises

The achievements of public enterprise are vast and varied. They are:

5.

. Setting up a number of public enterprises in basic and key industries
. Generating considerably large employment opportunities in skilled, unskilled,

supervisory and managerial cadres.

. Creating internal resources and contributing towards national exchequer for

funds for development and welfare.

. Bringing about development activities in backward regions, through locations

in different areas of the country.
Assisting in the field of export promotion and conservation of foreign exchange.
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6. Creating viable infrastructure and bringing about rapid industrialization
(ancillary industries developed around the public sector as its nucleus).

7. Restricting the growth of private monopolies

Stimulating diversified growth in private sector

9. Taking over sick industrial units and putting them, in most of the vases, in
order,

10.Creating financial systems, through a powerful networking of financial
institutions, development and promotional institutions, which has resulted in
social control and social orientation of investment, credit and capital
management systems.

11.Benefiting the rural areas, priority sectors, small business in the fields of
industry, finance, credit, services, trade, transport, consultancy and so on.

®

Let us see the different forms of public enterprise and their features now.

Forms of public enterprises

Public enterprises can be classified into three forms:

(@) Departmental undertaking
(b) Public corporation
(c) Government company

These are explained below

Departmental Undertaking

This is the earliest from of public enterprise. Under this form, the affairs of the public
enterprise are carried out under the overall control of one of the departments of the
government. The government department appoints a managing director (normally a
civil servant) for the departmental undertaking. He will be given the executive
authority to take necessary decisions. The departmental undertaking does not have a
budget of its own. As and when it wants, it draws money from the government
exchequer and when it has surplus money, it deposits it in the government exchequer.
However, it is subject to budget, accounting and audit controls.

Examples for departmental undertakings are Railways, Department of Posts, All India
Radio, Doordarshan, Defence undertakings like DRDL, DLRL, ordinance factories, and
such.

Features
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1. Under the control of a government department: The departmental
undertaking is not an independent organization. It has no separate existence.
It is designed to work under close control of a government department. It is
subject to direct ministerial control.

2. More financial freedom: The departmental undertaking can draw funds from
government account as per the needs and deposit back when convenient.

3. Like any other government department: The departmental undertaking is
almost similar to any other government department

4. Budget, accounting and audit controls: The departmental undertaking has to
follow guidelines (as applicable to the other government departments)
underlying the budget preparation, maintenance of accounts, and getting the
accounts audited internally and by external auditors.

5. More a government organization, less a business organization . The set up
of a departmental undertaking is more rigid, less flexible, slow in responding
to market needs.

Advantages

1. Effective control: Control is likely to be effective because it is directly under
the Ministry.

2. Responsible Executives: Normally the administration is entrusted to a senior
civil servant. The administration will be organized and effective.

3. Less scope for mystification of funds: Departmental undertaking does not
draw any money more than is needed, that too subject to ministerial sanction
and other controls. So chances for mis-utilisation are low.

4. Adds to Government revenue: The revenue of the government is on the rise
when the revenue of the departmental undertaking is deposited in the
government account.

Disadvantages

1. Decisions delayed: Control is centralized. This results in lower degree of
flexibility. Officials in the lower levels cannot take initiative. Decisions cannot
be fast and actions cannot be prompt.

2. No incentive to maximize earnings: The departmental undertaking does not
retain any surplus with it. So there is no inventive for maximizing the efficiency
or earnings.

3. Slow response to market conditions: Since there is no competition, there is
no profit motive; there is no incentive to move swiftly to market needs.
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4. Redtapism and bureaucracy: The departmental undertakings are in the
control of a civil servant and under the immediate supervision of a government
department. Administration gets delayed substantially.

5. Incidence of more taxes: At times, in case of losses, these are made up by
the government funds only. To make up these, there may be a need for fresh
taxes, which is undesirable.

Any business organization to be more successful needs to be more dynamic, flexible,
and responsive to market conditions, fast in decision marking and prompt in actions.
None of these qualities figure in the features of a departmental undertaking. It is true
that departmental undertaking operates as a extension to the government. With the
result, the government may miss certain business opportunities. So as not to miss
business opportunities, the government has thought of another form of public
enterprise, that is, Public corporation.

PUBLIC CORPORATION

Having released that the routing government administration would not be able to cope
up with the demand of its business enterprises, the Government of India, in 1948,
decided to organize some of its enterprises as statutory corporations. In pursuance of
this, Industrial Finance Corporation, Employees’ State Insurance Corporation was set
up in 1948.

Public corporation is a ‘right mix of public ownership, public accountability and
business management for public ends’. The public corporation provides machinery,
which is flexible, while at the same time retaining public control.

Definition

A public corporation is defined as a ‘body corporate create by an Act of Parliament or
Legislature and notified by the name in the official gazette of the central or state
government. It is a corporate entity having perpetual succession, and common seal
with power to acquire, hold, dispose off property, sue and be sued by its name”.

Examples of a public corporation are Life Insurance Corporation of India, Unit Trust of
India, Industrial Finance Corporation of India, Damodar Valley Corporation and others.

Features
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1. A body corporate: It has a separate legal existence. It is a separate company
by itself. If can raise resources, buy and sell properties, by name sue and be
sued.

2. More freedom and day-to-day affairs: It is relatively free from any type of
political interference. It enjoys administrative autonomy.

3. Freedom regarding personnel: The employees of public corporation are not
government civil servants. The corporation has absolute freedom to formulate
its own personnel policies and procedures, and these are applicable to all the
employees including directors.

4. Perpetual succession: A statute in parliament or state legislature creates it.
It continues forever and till a statue is passed to wind it up.

5. Financial autonomy: Through the public corporation is fully owned
government organization, and the initial finance are provided by the
Government, it enjoys total financial autonomy, Its income and expenditure
are not shown in the annual budget of the government, it enjoys total financial
autonomy. Its income and expenditure are not shown in the annual budget of
the government. However, for its freedom it is restricted regarding capital
expenditure beyond the laid down limits, and raising the capital through capital
market.

6. Commercial audit: Except in the case of banks and other financial institutions
where chartered accountants are auditors, in all corporations, the audit is
entrusted to the comptroller and auditor general of India.

7. Run _on commercial principles: As far as the discharge of functions, the
corporation shall act as far as possible on sound business principles.

Advantages

1. Independence, initiative and flexibility: The corporation has an autonomous
set up. So it is independent, take necessary initiative to realize its goals, and it
can be flexible in its decisions as required.

2. Scope for Redtapism and bureaucracy minimized: The Corporation has its
own policies and procedures. If necessary they can be simplified to eliminate
redtapism and bureaucracy, if any.

3. Public interest protected: The corporation can protect the public interest by
making its policies more public friendly, Public interests are protected because
every policy of the corporation is subject to ministerial directives and board
parliamentary control.

4. Employee friendly work environment: Corporation can design its own work
culture and train its employees accordingly. It can provide better amenities and
better terms of service to the employees and thereby secure greater
productivity.
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5. Competitive prices: the corporation is a government organization and hence
can afford with minimum margins of profit, It can offer its products and services
at competitive prices.

6. Economics of scale: By increasing the size of its operations, it can achieve
economics of large-scale production.

7. Public accountability: It is accountable to the Parliament or legislature; it has
to submit its annual report on its working results.

Disadvantages

1. Continued political interference: the autonomy is on paper only and in reality,
the continued.

2. Misuse of Power: In some cases, the greater autonomy leads to misuse of
power. It takes time to unearth the impact of such misuse on the resources of
the corporation. Cases of misuse of power defeat the very purpose of the public
corporation.

3. Burden for the government: Where the public corporation ignores the
commercial principles and suffers losses, it is burdensome for the government
to provide subsidies to make up the losses.

Government Company

Section 617 of the Indian Companies Act defines a government company as “any
company in which not less than 51 percent of the paid up share capital” is held by the
Central Government or by any State Government or Governments or partly by Central
Government and partly by one or more of the state Governments and includes and
company which is subsidiary of government company as thus defined”.

A government company is the right combination of operating flexibility of privately
organized companies with the advantages of state regulation and control in public
interest.

Government companies differ in the degree of control and their motive also.

Some government companies are promoted as

e industrial undertakings (such as Hindustan Machine Tools, Indian Telephone
Industries, and so on)

e Promotional agencies (such as National Industrial Development Corporation,
National Small Industries Corporation, and so on) to prepare feasibility reports
for promoters who want to set up public or private companies.

e Agency to promote trade or commerce. For example, state trading corporation,
Export Credit Guarantee Corporation and so such like.

|
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A company to take over the existing sick companies under private management
(E.g. Hindustan Shipyard)

A company established as a totally state enterprise to safeqguard national
interests such as Hindustan Aeronautics Ltd. And so on.

Mixed ownership company in collaboration with a private consult to obtain
technical know how and guidance for the management of its enterprises, e.g.
Hindustan Cables)

Features

The following are the features of a government company:

1.

Like any other registered company: It is incorporated as a registered
company under the Indian companies Act. 1956. Like any other company, the
government company has separate legal existence. Common seal, perpetual
succession, limited liability, and so on. The provisions of the Indian Companies
Act apply for all matters relating to formation, administration and winding up.
However, the government has a right to exempt the application of any
provisions of the government companies.

. Shareholding: The majority of the share are held by the Government, Central

or State, partly by the Central and State Government(s), in the name of the
President of India, It is also common that the collaborators and allotted some
shares for providing the transfer of technology.

. Directors are nominated: As the government is the owner of the entire or

majority of the share capital of the company, it has freedom to nominate the
directors to the Board. Government may consider the requirements of the
company in terms of necessary specialization and appoints the directors
accordingly.

. Administrative autonomy and financial freedom: A government company

functions independently with full discretion and in the normal administration of
affairs of the undertaking.

. Subject to ministerial control: Concerned minister may act as the immediate

boss. It is because it is the government that nominates the directors, the
minister issue directions for a company and he can call for information related
to the progress and affairs of the company any time.

Advantages

1.

Formation is easy: There is no need for an Act in legislature or parliament to
promote a government company. A Government company can be promoted as
per the provisions of the companies Act. Which is relatively easier?

. Separate legal entity: It retains the advantages of public corporation such as

autonomy, legal entity.
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. Ability to compete: It is free from the rigid rules and regulations. It can

smoothly function with all the necessary initiative and drive necessary to
complete with any other private organization. It retains its independence in
respect of large financial resources, recruitment of personnel, management of
its affairs, and so on.

. Flexibility: A Government company is more flexible than a departmental

undertaking or public corporation. Necessary changes can be initiated, which
the framework of the company law. Government can, if necessary, change the
provisions of the Companies Act. If found restricting the freedom of the
government company. The form of Government Company is so flexible that it
can be used for taking over sick units promoting strategic industries in the
context of national security and interest.

. Quick decision and prompt actions: In view of the autonomy, the government

company take decision quickly and ensure that the actions and initiated
promptly.

. Private participation facilitated: Government company is the only from

providing scope for private participation in the ownership. The facilities to take
the best, necessary to conduct the affairs of business, from the private sector
and also from the public sector.

Disadvantages

1.

Continued political and government interference: Government seldom
leaves the government company to function on its own. Government is the

major shareholder and it dictates its decisions to the Board. The Board of
Directors gets these approved in the general body. There were a number of
cases where the operational polices were influenced by the whims and fancies
of the civil servants and the ministers.

. Higher degree of government control: The degree of government control is

so high that the government company is reduced to mere adjuncts to the
ministry and is, in majority of the cases, not treated better than the subordinate
organization or offices of the government.

. Evades constitutional responsibility: A government company is creating by

executive action of the government without the specific approval of the
parliament or Legislature.

. Poor sense of attachment or commitment: The members of the Board of

Management of government companies and from the ministerial departments
in their ex-officio capacity. The lack the sense of attachment and do not reflect
any degree of commitment to lead the company in a competitive environment.

. Divided loyalties: The employees are mostly drawn from the regular

government departments for a defined period. After this period, they go back
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8.

9.

to their government departments and hence their divided loyalty dilutes their
interest towards their job in the government company.

. Flexibility on paper: The powers of the directors are to be approved by the

concerned Ministry, particularly the power relating to borrowing, increase in the
capital, appointment of top officials, entering into contracts for large orders and
restrictions on capital expenditure. The government companies are rarely
allowed to exercise their flexibility and independence.

QUESTIONS

Define a joint stock company & explain its basic features, advantages &
disadvantages

Write short notes pm (a) Sole trader (b) Stationery corporation.

Explain in basic features of Government Company from of public enterprise.
What do you mean by sole proprietorship? Explain its meant and limitations.
Define partnership from of business. Explain its salient features.

What are the factors governing choice of form of business organization.
Write short notes on (a) public company (b) Government Company (c) Private
Company

What is the need of public enterprises? Explain the recent achievement of
public enterprises

What is a partnership deed? Discuss the main contents partnership deed.

10.Write short note on (a) Departmental undertaking (b) articles of association
11.'Small is beautiful’. Do you think, this is the reason for the survival of the sole

trader from of business organization? Support your answer with suitable
examples.

QuUIZ
1. A Partnership firm can be formed with a minimum of Two Partners
and it can have a maximum of Partners . ( )
(a) 50 (b) 40 (c) 20 (d) 30
2. “People may come and people may leave, but I go on forever” is
Applicable to Business organization. ( )
(a) Sole proprietorship (b) Partnership
(c) Company (d) Joint Hindu Family
3. is Supreme Authority for Company Organization. ( )
(a) Directors (b) Debenture holders
(c) Share holders (d) Creditors
4. “One man one vote” Principle is adopted in . ( )
(a) Partnership firms (b) Company
(c) Co-operative enterprises (d) Hindu family business
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5. The management of ‘Joint Hindu Family’ business vests in the

eldest member of the family, called . ( )
(a) Director (b) Grand father
(c) Kartha (d) Manager
6. Minimum Two and maximum members are permitted in
Private limited company. ( )

(a) Un-limited (b) 20 ()50 (d) 10

7. Minimum ____ and maximum members are permitted in
Public limited company. ( )
(a) 50 ; Un-limited (b) 20 ; 50
(c) 7 ; Un-limited (d) 7; 50
8. Liability of sole proprietor is . ( )
(@) Limited (b) Minimum
(c) Un-limited (d) None
9. Liability of Shareholder . ( )
(a) Un-limited (b) Maximum
(c) Limited to the share capital (d) None
10. Certificate of commencement of business should be obtained by __
company to start its functions. ( )
(a) Private (b) Statutory
(c) Public (d) Chartered
11. Company operates in more than one Country is called as . ( )
(a) Private company (b) Government company
(c) Multinational company (d) Indian company
12. is not required to private company to start its functions. ( )
(a) Certificate of incorporation  (b) Registration
(c) Certificate of commencement of business (d) None
13. partner can enjoy profits but no liability for losses. ( )
(a) Active (b) Sleeping (c) Minor (d) Nominal
14. In public sector unit’s ownership is in the hands of . ( )
() Private persons (b) Public
(c) Government (d) None
15. Promoting balanced regional development is one of the objectives
of units ( )
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(a) Private sector (b) Joint sector
(c) Public sector (d) None

16. If either state government of central government or both have got not

less than 51% of share in the organization. Then that is called . ( )
(a) Private organization (b) Partnership organization
(c) Government organization (d) Joint sector organization

Note: Answer is C” for all the above questions.
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