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Unit One
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After learning this unit, you should be able to:

» Understand the importance of business environment for the

’ development of a country or a company

» Identify the elements contained in the international business
environment

» Make an analysis of business environment
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Unit Contents

1.1 Economic Conditions
» Microeconomic Factors and Business Performance
» Determining Market Prices
» Government and Economic Conditions
1.2 Industry Conditions
» Industry Characteristics and Business Performance /
» Exposure to Industry Conditions z
1.3 Global Conditions
» Motives to Engage in International Business
» Global Opportunities
> International Business and Direct Foreign Investment
» Foreign Characteristics and International Business
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Business Environment’s Influence on Toys Supply
ZanyBrainy is a company which sells children’s toys. Although the
demand for its toys has grown greatly over time, the demand tends to
be stronger when the economy is strong and customers have more
income to buy toys. Its sales declined recently when the economy
weakened. When the demand for its toys is high, ZanyBrainy
generates a high level of revenue, and its business performance is high.
When the demand for its toys is low, its performance tends to be

/
’
’
’
’

. weaker. ZanyBrainy anticipates the demand for its toys in the near

future so that it can ensure that it has a large enough supply of toys to
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meet the future demand. Since its demand is dependent on economic

SN

conditions, the amount of toys that it will sell is dependent on
economic conditions. In addition, government policies can affect
economic conditions and must be considered as well.
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Warm-up Questions.

1. How will prevailing economic conditions affect the demand for its toys?

2. How will prevailing government policies affect the economy and therefore,
affect the demand for its toys?

RS AR AL AR AN AN

The operations of a firm’s business are influenced by many elements in
business environment. Generally speaking, inside a country, a firm’s business is
influenced by economic conditions and industry conditions. Internationally,
global conditions have great influence on a firm’s business. This unit is to
present economic conditions, industry conditions and global conditions which
may influence a firm’s operations.

1.1 Economic Conditions

Economic conditions reflect the level of production and consumption for a
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particular country area, or industry. Macro-economic conditions reflect the
overall of a country’s economy; while microeconomic conditions are more
focused on the business or industry.

Maaoeconomic factors and Business Performance

The performance of most firms is highly dependent on three macroeconomic
factors: economic growth, inflation and interest rates.

Economic Growth

An important macroeconomic factor that affects business performance is
economic growth, or the change in the general level of economic activity.
When the economic growth of one country is higher than normal, the total
income level of all workers in this country is relatively high, so there is a higher
volume of spending on products and services. Since the demand for products and
services is high, firms that sell products and services should generate higher
revenue. When economic growth is negative for two consecutive quarters, the
period is referred to as a recession.

Whereas high economic growth enhances a firm’s revenue, slow economic
growth results in low demand for products and services, which can reduce a
firm’s revenue. For example, General Motors and Ford Motor Company
commonly shut down some factories in response to low economic growth.

Indicators of Economic Growth

Two common measures of economic growth are the level of total
production of products and services in the economy and the total amount of
expenditures (also called aggregate expenditures). The total production level
and total aggregate expenditures in one country are usually closely related,
because a high level of consumer spending reflects a large demand for products
and services. The total production level is dependent on the total demand for
products and services.

Another indicator of economic growth is the unemployment level.
Businesses may monitor various unemployment indicators because they can
indicate whether economic conditions are improving. The four different types
of unemployment are as follows:

Frictional unemployment (also referred to as natural unemployment)
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represents people who are between jobs. That is, their unemployment status is
temporary, as they are likely to find employment soon. For example, a person
with marketable job skills might quit his/her job before finding a new one
because he/she believes he/she will find a new job before long.

Seasonal unemployment represents people whose services are not needed
during some seasons. For example, ski instructors may be unemployed in the
summer.

Cyclical unemployment represents people who are unemployed because of
poor economic conditions. When the level of economic activity declines, the
demand for products and services declines, which reduces the need for workers.
For example, a firm may lay off factory workers if the demand for its product
declines.

Structural unemployment represents people who are unemployed because
they do not have adequate skills. For example, people who have limited
education may be structurally unemployed.

The cyclical unemployment level is probably the best indicator of economic
conditions. When economic growth improves, businesses hire more people and
the unemployment rate declines. But it is difficult to decide how much of the
unemployment level is. Some people assume that when the unemployment rate
changes, the change is primarily due to economic cycles. A lower
unemployment rate may be interpreted as an indicator of increased economic
growth. On the contrary, a higher unemployment rate is commonly interpreted
as a sign of reduced economic growth.

Many other indicators of economic growth, such as the industrial
production index, new housing starts, and the personal income level are
compiled by divisions of the government and reported in business magazines and
newspapers.

Inflation

Inflation is the increase in the general level of prices of products and
services over a specified period of time. The inflation rate can be estimated by
measuring the percentage change in the consumer price index, which indicates
the prices on a wide variety of consumer products such as grocery products,
housing, gasoline, medical services, and electricity.
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Inflation can affect a firm’s operating expenses from producing products by
increasing the cost of supplies and materials. Wages can also be affected by
inflation. A higher level of inflation will cause a larger increase in a firm’s
operating expenses. A firm’s revenue may also be high during periods of high
inflation because many firms charge higher prices to compensate for their
higher expenses.

Types of Inflation

Inflation may result from a particular event that increases the costs of
production. For example, when oil prices rise, gasoline prices increase and the
costs of transporting products increase. Firms that incur higher costs from
transporting their products increase their prices to cover the higher costs. This
situation, when firms charge higher prices due to higher costs, is referred to as
cost-push inflation.

Inflation can also be caused by strong consumer demand. Consider a
situation in which consumers increase their demand for most products and
services. Some firms may respond by increasing their prices. This situation,
when prices of products and services are pulled up because of strong consumer
demand, is referred to as demand-pull inflation. In periods of strong economic
growth, strong consumer demand can cause shortages in the production of some
products. Firms that anticipate shortages may raise prices because they are
confident they can sell the products anyway.

Strong economic growth may place pressure on wages as well as prices.
Strong economic growth may mean fewer unemployed people, so workers may
negotiate for higher wages. Firms may be more willing to provide higher wages
to retain their workers when no other qualified workers are available. As firms
pay higher wages, production costs rise, and firms may attempt to increase their
prices to recover the higher expenses.

Interest Rates

Interest rates represent the cost of borrowing money. Businesses closely
monitor interest rates because they determine the amount of expense a business
will incur if it borrows money. If a business borrows $100,000 for one year at
an interest rate of 8 percent, the interest expense is $8, 000 (computed as
0.08 X $100,000). At an interest rate of 15 percent, however, the interest
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expense would be $15,000 (computed as 0.15 X $100,000).

Changes in market interest rates can influence a firm’s interest expense
because the loan rates that commercial banks and other creditors charge on
loans to firms are based on market interest rates. Even when a firm obtains a
loan from a commercial bank over several years, the loan rate is typically
adjusted periodically (every six months or year) based on the prevailing market
interest rate at that time.

Interest rates affect a firm’s revenue as well as its interest expenses. For
example, when interest rates rise, the cost for financing the purchase of new
homes increases. Therefore, the demand for new homes typically declines, and
firms that build homes experience a decline in business.

Determining Market Prices

The performance of firms is affected by changes in the prices they charge
for products (which influence their revenue) and the prices they pay for
supplies and materials (which influence their operating expenses). The prices of
products and supplies are influenced by demand and supply conditions.

The following framework uses demand and supply conditions to explain
how prices of products change over time. The market price of a product is
influenced by the total demand for that product by all customers. It is also
affected by the supply of that product produced by firms. The interaction
between demand and supply determines the price.

Demand Schedule for a Product

The demand for a product can be shown with a demand schedule, or a
schedule that indicates the quantity of the product that would be demanded at
each possible price. Consider personal computers as an example. Assume that
the demand schedule for a particular type of personal computer is as shown in
the first and second columns in Figure 1.1 for a given point in time. If the price
is relatively high, the quantity demanded by consumers is relatively low. For
example, if the price is $3, 000, only 8, 000 of these computers will be
demanded (purchased) by consumers. At the other extreme, if the price is
$1,000, a total of 25,000 of these computers will be demanded by customers.
The quantity of personal computers demanded is higher when the price is lower.
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