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CHAPTER 1

NATURE AND PURPOSE OF BUSINESS

LEARNING OBJECTIVES

After studying this chapter, you should be able to:

explain the concept and characteristics of business;

compare the distinctive features of business, profession and
employment;

classify business activities and clarify the meaning of industry and
commerce;

state various types of industry;

explain the activities relating to commerce;

analyse the objectives of business;

describe the nature of business risks and their causes; and

discuss the basic factors to be considered while starting a business.




NATURE AND PURPOSE OF BUSINESS

Imran, Manpreet, Joseph and Priyanka have been classmates in Class X. After
their exams are over, they happen to meet at a common friend Ruchika’s house.
Just when they are sharing their experiences of examination days, Ruchika’s
father, Mr. Raghuraj Chaudhury intervenes and asks about their well-being. He
also enquires from each one of them about their career plans. But none of them
has a definite reply. Mr. Raghuraj, who himself is a businessman, suggests to
them that they can opt for business as a promising and challenging career.
Joseph gets excited by the idea and says, “Yes, business is really good for making
lots of money even more than is possible by becoming an engineer or a doctor.”
Mr. Raghuraj opines, “Let me tell you, young man, there is a lot more to business
than merely money”. He then gets busy with some other guests. However, the
four classmates begin raising many questions: What exactly business is all about?
What else is there in business besides money? How is business different from
non-business activities? What does one require to start a business? And, so on.

1.1 INTRODUCTION

The conversation among the four
classmates is obviously focused on the
meaning, nature and purpose of
business. All human beings, wherever
they may be, require different types of
goods and services to satisfy their
needs. The necessity of supplying goods
and services has led to certain activities
being undertaken by people to produce
and sell what is needed by others.
Business is a major economic activity
in all modern societies concerned as it
is with the production and sale of
goods and services required by people.
The purpose behind most business
activities is to earn money by meeting
people’s demands for goods and
services. Business is central to our lives.
Although our lives are influenced by
many other institutions in modern
society such as schools, colleges,
hospitals, political parties and religious
bodies, business has the major

influence on our daily lives. It,
therefore, becomes important that we
understand the concept, nature and
purpose of business.

1.2 CoNcePT OF BUSINESS

The term business is derived from the
word ‘busy’. Thus, business means
being busy. However, in a specific
sense, business refers to any
occupation in which people regularly
engage in an activity with a view to
earning profit. The activity may consist
of production or purchase of goods for
sale, or exchange of goods or supply of
services to satisfy the needs of other
people.

In every society people undertake
various activities to satisfy their needs.
These activities may be broadly
classified into two groups — economic
and non-economic. Economic activities
are those by which we can earn our
livelihood whereas non-economic
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activities are those performed out of
love, sympathy, sentiments, patriotism,
etc. For example, a worker working in
a factory, a doctor operating in his
clinic, a manager working in the office
and a teacher teaching in a school—
are doing so to earn their livelihood and
are, therefore, engaged in an economic
activity. On the other hand, a housewife
cooking food for her family or a boy
helping an old man cross the road are
performing non-economic activities
since they are doing so out of love or
sympathy. Economic activities may be
further divided into three categories,
namely business, profession and
employment. Business may be defined
as an economic activity involving the
production and sale of goods and
services undertaken with a motive of
earning profit by satisfying human
needs in society.

1.3 CHARACTERISTICS OF BUSINESS
ACTIVITIES

In order to appreciate how business
activity is different from other activities
in society, the nature of business or its
fundamental character must be
explained in terms of its distinguishing
characteristics, which are as follows:
(i) An economic activity: Business is
considered to be an economic activity
because it is undertaken with the object
of earning money or livelihood and not
because of love, affection, sympathy or
any other sentimental reason.

(ii) Production or procurement of
goods and services: Before goods are
offered to people for consumption they
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must be either produced or procured
by business enterprises. Thus, every
business enterprise either manu-
factures the goods it deals in or it
acquires them from producers, to be
further sold to consumers or users.
Goods may consist of consumable
items of daily use such as sugar, ghee,
pen, notebook, etc. or capital goods like
machinery, furniture, etc. Services may
include facilities offered to consumers
in the form of transportation, banking,
electricity, etc.

(iii) Sale or exchange of goods and
services for the satisfaction of
human needs: Directly or indirectly,
business involves transfer or exchange
of goods and services for value. If goods
are produced not for the purpose of
sale but say for internal consumption,
it cannot be called a business activity.
Cooking food at home for the family is
not business, but cooking food and
selling it to others in a restaurant is
business. Thus, one essential
characteristic of business is that there
should be sale or exchange of goods
or services between the seller and
the buyer.

(iv) Dealings in goods and services
on a regular basis: Business involves
dealings in goods or services on a
regular basis. One single transaction
of sale or purchase, therefore, does not
constitute business. Thus, for example,
if a person sells his/her domestic radio
set even at a profit, it will not be
considered a business activity. But if
he/she sells radio sets regularly either
through a shop or from his/her
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residence, it will be regarded as a
business activity.

(v) Profit earning: One of the main
purpose of business is to earn income
by way of profit. No business can
survive for long without earning profit.
That is why businessmen make all
possible efforts to maximise profits, by
increasing the volume of sales or
reducing costs.

(vi) Uncertainty of return: Uncertainty
of return refers to the lack of knowledge
relating to the amount of money that
the business is going to earn in a given
period. Every business invests money
(capital) to run its activities with the

changes in consumer tastes and
fashions, changes in methods of
production, strike or lockout in the
work place, increased competition in
the market, fire, theft, accidents,
natural calamities, etc. No business
can altogether do away with risks.

1.4 CoMPARISON OF BUSINESS,
PROFESSION AND EMPLOYMENT

As has been mentioned earlier,
economic activities may be divided into
three major categories viz.,

(i) Business

(ii) Profession

objective of earning profit. Butitisnot (iiij Employment

Business Functions at Enterprise Level

Business includes a wide variety of functions performed by many different kinds
of organisations called business enterprises or firms. Financing, production
marketing and human resource management are the four major functions which
are performed by business enterprises to carry on business. Financing is
concerned with mobilising and utilising funds for running a business enterprise.
Production involves the conversion of raw materials into finished products or
generation of services. Marketing refers to all those activities which facilitate
exchange of goods and services from producers to the people who need them, at
a place they want, at a time they require and at a price they are prepared to pay.
Human resource management aims at ensuring the availability of working people
who have necessary skills to perform various tasks in enterprises.

certain as to what amount of profit will
be earned. Also, there is always a
possibility of losses being incurred, in
spite of the best efforts put into the
business.

(vii) Element of risk: Risk is the
uncertainty associated with an
exposure to loss. It is caused by some
unfavourable or undesirable event. The
risks are related with certain factors like

Business refers to those economic
activities, which are connected with the
production or purchase and sale of
goods or supply of services with the
main object of earning profit. People
engaged in business earn income in the
form of profit.

Profession includes those activities,
which require special knowledge and
skill to be applied by individuals in



their occupation. Such activities are
generally subject to guidelines or codes
of conduct laid down by professional
bodies. Those engaged in professions
are known as professionals. For
example, doctors are engaged in the
medical profession and are subject to
the regulations of the Medical Council
of India, the concerned professional
body. Similarly, lawyers are engaged
in the legal profession, governed by the
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Bar Council of India and Chartered
Accountants belong to the accounting
profession and are subject to the
regulations of the Institute of Chartered
Accountants of India.

Employment refers to the
occupation in which people work for
others and get remunerated in return.
Those who are employed by others are
known as employees. Thus, people who
work in factories and receive wages and

CoOMPARISON OF BUSINESS, PROFESSION AND EMPLOYMENT

Basic Business Profession Employment
Entrepreneur's Membership of a Appointment letter
1. Mode of decision and other | professional body ppan d service
establishment legal formalities, if | and certificate of asreement
necessary practice &

Provision of goods
and services to the
public

2. Nature of work

Rendering of
personalised,
expert services

Performing work as
per service contract
or rules of service

No minimum
qualification is
necessary

3. Qualification

Expertise and
training in a
specific field is a
must

Qualification and
training as
prescribed by the
employer

4. Reward or Profit earned

Professional fee

Salary or wages

return
. Capita} investment Limited capital
5. Capital required as per ded f N ital ired
investment size and nature of needed for 0 capitalrequire
business establishment
Profits are Fee is generall
6. Risk uncertain and e ulgar and y Fixed and regular
’ irregular; risk is t g . isk pay; no risk
present certain; some ris
Transfer possible
7 E& rl{zgf[r of with some Not possible Not possible
formalities

No code of conduct

8. Code of conduct . .
is prescribed

Professional code
of conduct is to be
followed

Norms of behaviour
laid down by the
employer are to be
followed.
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salaries are in the employment of
factory owners and are employees of
the factory. Similarly, people who work
in the offices of banks, insurance
companies or government department,
as managers, assistants, clerks, peons
or security guards are the employees
of these organisations.

1.5 CLASSIFICATION OF BUSINESS
ACTIVITIES

Various business activities may be
classified into two broad categories —
industry and commerce. Industry is
concerned with the production or
processing of goods and materials.
Commerce includes all those activities
which are necessary for facilitating the

Business

exchange of goods and services. On the
basis of these two categories, we may
classify business firms into industrial
and commercial enterprises.

Let us examine in detail the
activities relating to business.

1.6 INDUSTRY

Industry refers to economic activities,
which are connected with conversion
of resources into useful goods. The
term industry is used for activities in
which mechanical appliances and
technical skills are involved. These
include activities relating to producing
or processing of goods as well as
breeding and raising of animals. The
term industry is also used to mean

Industry

’Primary‘ ’Secondary‘ ’Tertiary‘

’Extractive‘ ’ Genetic‘

Commerce
Auxiliaries to Trade|

Trade

’Manufacturing‘ ’Construction‘

lWholesale‘ lRetai]l [Import] lExport‘ lEntrepot‘

lAnalytical‘ ’Syntheticaq ’Processing‘ [Assembling]

Transportation|

Advertising

Banking and
Finance

[Warehousing] [Insurance]

CHART SHOWING BUSINESS ACTIVITIES
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groups of firms producing similar or
related goods. For example, cotton
textile industry refers to all
manufacturing units producing textile
goods from cotton. Similarly, electronic
industry would include all firms
producing electronic goods, and so on.

Further, in common parlance, certain

services like banking and insurance

are also referred to as industry,
say banking industry, insurance
industry etc.

Industries may be divided into
three broad categories namely primary,
secondary and tertiary.

(@) Primary industries: These include
all those activities, which are
connected with the extraction and
production of natural resources and
reproduction and development of
living organisms, plants etc. These
industries may be further sub-
divided as follows:

(i) Extractive industries: These
industries extract or draw out
products from natural sources.
Extractive industries supply
some basic raw materials that
are mostly products of the soil.
Products of these industries are
usually transformed into many
other wuseful goods by
manufacturing industries.
Important extractive industries
include farming, mining,
lumbering, hunting and fishing
operations.

(i) Genetic industries: These
industries remain engaged in
breeding plants and animals
for their use in further

BUSINESS STUDIES

reproduction. For the breeding
of plants, the seeds and nursery
companies are typical examples
of genetic industries. In
addition, activities of cattle-
breeding farms, poultry farms,
and fish hatchery come under
the class of genetic industries.
(b) Secondary industries: These are
concerned with using the materials,
which have already been extracted
at the primary stage. These
industries process such materials to
produce goods for final
consumption or for further
processing by other industrial units.

For example, the mining of an iron

ore is a primary industry, but

manufacturing of steel is a

secondary industry. Secondary

industries may be further divided as
follows:

() Manufacturing industries: These
industries are engaged in
producing goods through
processing of raw materials and
thus creating form utilities. They
turn out diverse finished
products, that we consume,
through the conversion of raw
materials or partly finished
materials in their manufacturing
operations. Manufacturing
industries may be further
divided into four categories on
the basis of method of operation
for production.

e Analytical industry which
analyses and separates
different elements from the
same materials, as in the case
of oil refinery.
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e Synthetical industry which
combines various ingredients
into a new product, as in the
case of cement.

e Processing industry which
involves successive stages for
manufacturing finished
products, as in the case of
sugar and paper.

e Assembling industry which
assembles different compo-
nent parts to make a new
product, as in the case of
television, car, computer, etc.

(i) Construction industries: These
industries are involved in the
construction of buildings, dams,
bridges, roads as well as tunnels
and canals. Engineering and
architectural skills are an
important part in construction
industries.

Tertiary industries: These are
concerned with providing support
services to primary and secondary
industries as well as activities
relating to trade. These industries
provide service facilities. As
business activities these may be
considered part of commerce
because as auxiliaries to trade
they assist trade. Included in
this category are transport,
banking, insurance, warehousing,
communication, packaging and
advertising.

(c)

1.7 COMMERCE

Commerce includes two types of acti-
vities, viz., (i) trade and (ii) auxiliaries
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to trade. Buying and selling of goods is
termed as trade. But there are a lot of
activities that are required to facilitate
the purchase and sale of goods. These
are called services or auxiliaries to trade
and include transport, banking,
insurance, communication, advertise-
ment, packaging and warehousing.
Commerce, therefore, includes both,
buying and selling of goods i.e., trade
as well as auxiliaries such as
transport, banking, etc. Commerce
provides the necessary link between
producers and consumers. It embraces
all those activities, which are necessary
for maintaining a free flow of goods and
services. Thus, all activities involving
the removal of hindrances in the
process of exchange are included in
commerce. The hindrances may be in
respect of persons, place, time, risk,
finance, etc. The hindrance of persons
is removed by trade thereby making
goods available to the consumers from
the producers. Transport removes the
hindrances of place by moving goods
from the places of production to the
markets for sale. Storage and
warehousing activities remove the
hindrance of time by facilitating
holding of stocks of goods to be sold as
and when required. Goods held in stock
as well as goods in course of transport
are subject to the risk of loss or damage
due to theft, fire, accidents, etc.
Protection against these risks is
provided by insurance of goods. Capital
required to undertake the above
activities is provided by banking and
financing institutions. Advertising
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makes it possible for producers and
traders to inform consumers about the
goods and services available in the
market. Hence, commerce is said to
consist of activities of removing the
hindrances of persons, place, time, risk,
finance and information in the process
of exchange of goods and services.

1.7.1 Trade

Trade is an essential part of commerce.
It refers to sale, transfer or exchange of
goods. It helps in making the goods
produced available to ultimate
consumers or users. These days goods
are produced on a large scale and it is
difficult for producers to themselves
reach individual buyers for sale of their
products. Businessmen are engaged in
trading activities as middlemen to make
the goods available to consumers in
different markets. In the absence of
trade, it would not be possible to
undertake production activities on a
large scale.

Trade may be classified into two
broad categories — internal and
external. Internal or home trade is
concerned with the buying and selling
of goods and services within the
geographical boundaries of a country.
This may further be divided into
wholesale and retail trade. When goods
are purchased and sold in bulk, it is
known as wholesale trade. When goods
are purchased and sold in
comparatively smaller quantities, it is
referred to as retail trade. External or
foreign trade consists of the exchange
of goods and services between persons
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or organisations operating in two or
more countries. If goods are purchased
from another country, it is called import
trade. If they are sold to other countries,
itis known as export trade. When goods
are imported for export to other
countries, it is known as entrepot trade.

1.7.2 Auxiliaries to Trade

Activities which are meant for assisting
trade are known as auxiliaries to trade.
These activities are generally, referred
to as services because these are in the
nature of facilitating the activities
relating to industry and trade.
Transport, banking, insurance,
warehousing, and advertising are
regarded as auxiliaries to trade, i.e.,
activities playing a supportive role. In
fact, these activities not only support
trade but also industry and hence, the
entire business activity. However,
auxiliaries are an integral part of
commerce in particular and business
activity in general. These activities help
in removing various hindrances which
arise in connection with the production
and distribution of goods. Transport
facilitates movement of goods from one
place to another. Banking provides
financial assistance to the trader.
Insurance covers various kinds of
business risks. Warehousing creates
time utility with storage facility.
Advertising provides information. In
other words, these activities facilitate
movement, storage, financing, risk
coverage and sales promotion of goods.
Auxiliaries to trade are briefly
discussed below:



NATURE AND PURPOSE OF BUSINESS

(i) Transport and Communication:
Production of goods generally takes
place in particular locations. For
instance, tea is mainly produced in
Assam; cotton in Gujarat and
Maharashtra; jute in West Bengal and
Orissa; sugar in U.P, Bihar and
Maharashtra and so on. But these
goods are required for consumption in
different part of the country. The
obstacle of place is removed by
transport —road, rail or coastal
shipping. Transport facilitates
movement of raw material to the place
of production and the finished
products from factories to the place of
consumption. Along with the transport
facility, there is also a need for
communication facilities so that
producers, traders and consumers
may exchange information with one
another. Thus, postal services and
telephone facilities may also be
regarded as auxiliaries to business
activities.

(ii) Banking and Finance: Business
activities cannot be undertaken unless
funds are available for acquiring assets
and meeting the day-to-day expenses.
Necessary funds can be obtained by
businessmen from a bank. Thus,
banking helps business activities to
overcome the problem of finance.
Commercial banks generally lend
money by providing overdraft and cash
credit facilities, loans and advances.
Banks also undertake collection of
cheques, remittance of funds to
different places, and discounting of bills
on behalf of traders. In foreign trade,
payments are arranged by commercial
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banks on behalf of importers and
exporters. Commercial banks also help
promoters of companies to raise capital
from the public.

(iii) Insurance: Business involves
various types of risks. Factory building,
machinery, furniture etc. must be
protected against fire, theft and other
risks. Materials and goods held in stock
or in transit are subject to the risk of
loss or damage. Employees are also
required to be protected against the
risks of accident and occupational
hazards. Insurance provides protection
in all such cases. On payment of a
nominal premium, the amount of loss
or damage and compensation for
injury, if any, can be recovered from
the insurance company.

(iv) Warehousing: Usually, goods are
not sold or consumed immediately after
production. They are held in stock to
be available as and when required.
Special arrangement must be made for
storage of goods to prevent loss or
damage. Warehousing helps business
firms to overcome the problem of storage
and facilitates the availability of goods
when needed. Prices are thereby
maintained at a reasonable level
through continuous supply of goods.
(v) Advertising: Advertising is one of
the most important methods of
promoting the sale of products,
particularly, consumers goods like
electronic goods, automobiles, soaps,
detergents etc. Most of these goods are
manufactured and supplied in the
market by numerous firms — big or
small. It is practically impossible for
producers and traders to contact each
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and every customer. Thus, for sales
promotion, information about the
goods available, its features, price, etc.,
must reach potential buyers. Also there
is a need to persuade potential buyers
about the uses, quality, prices,
competitive information about the
goods etc. Advertising helps in
providing information about available
goods and inducing customers to buy
particular items.

1.8 OBJECTIVES OF BUSINESS

An objective is the starting point of
business. Every business is directed to
the achievement of certain objectives,
which refer to all that the business
people want to get in return for what
they do. It is generally believed that
business activity is carried on only for
profit. Business persons themselves
proclaim that their primary objective is
to produce or distribute goods or
services for a profit. Every business is
said to be an attempt on the part of
business people to get more than what
has been spent or invested or, in other
words, to earn profit which is the excess
of revenue over cost. However, it is
widely accepted nowadays that
business enterprises are part of society
and need to have several objectives,
including social responsibility to
survive and prosper in the long run.
Profit is found to be the leading objective
but not the only one.

Although earning profit cannot be
the only objective of business, its
importance cannot be ignored. Every
business is an attempt to reap more
than what has been invested and profit
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is the excess of revenue over cost. Profit
may be regarded as an essential
objective of business for various
reasons: (i) it is a source of income for
business persons, (ii) it can be a source
of finance for meeting expansion
requirements of business, (iii) it
indicates the efficient working of
business, (iv) it can be taken as society’s
approval of the utility of business and
(v) it builds up the reputation of a
business enterprise.

However, too much emphasis on
profit to the exclusion of other objectives
can be dangerous for good business.
Obsessed with profit business
managers may neglect all other
responsibilities towards customers,
employees, investors and society at
large. They may even be inclined to
exploit various sections of society to
earn immediate profit. This may result
in the non-cooperation or even
opposition from the affected people
against the malpractices of business
enterprises. The enterprises might lose
business and may be unable to earn
profit. That is the reason why there is
hardly any sizable business enterprise
whose only objective is maximisation
of profit.

1.8.1 Multiple Objectives of Business

Continuous increase in the profits
of any enterprise is possible only
through performing useful services
to society. In fact, objectives are
needed in every area that influences
the survival and prosperity of
business. Since a business has to
balance a number of needs and
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goals it requires multiple objectives.
It cannot follow only one objective
and expect to achieve excellence.
Objectives have to be specific in every
area and sphere of business. For
example, sales figures have to be set,
the amount of capital to be raised has
to be estimated and the target number
of units to be produced should be
defined. The objectives define what the
business is going to do in concrete
terms that enable the business to
analyse their own experience and as a
result improve their performance.
Objectives are needed in every area
where performance and results affect
the survival and prosperity of
business. Some of these areas are
described below:
(a) Market standing: Market standing
refers to the position of an enterprise
in relation to its competitors. A
business enterprise must aim at
standing on stronger footing in
terms of offering competitive
products to its customers and
serving them to their satisfaction.
(b) Innovation: Innovation is the
introduction of new ideas or
methods in the way something is
done or made. There are two kinds
of innovation in every business i.e.,
(i) innovation in product or service;
and (ii) innovation in the various
skills and activities needed to
supply them. No business
enterprise can flourish in a
competitive world without
innovation. Therefore, innovation
becomes an important objective.
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(c) Productivity: Productivity is
calculated by comparing the value
of outputs with the value of inputs.
It is used as a measure of efficiency.
In order to ensure continuous
survival and progress, every
enterprise must aim at greater
productivity by the best use of
available resources.

(d) Physical and financial resources:
Any business requires physical
resources like plants, machines,
offices, etc., and financial resources,
i.e., funds to be able to produce and
supply goods and services to its
customers. The business enterprise
must aim at acquiring these
resources according to their
requirements and use them
efficiently.

(e) Earning profits: One of the
objectives of business is to earn profits
on the capital employed. Profitability
refers to profit in relation to capital
investment. Every business must
earn a reasonable profit which is so
important for its survival and growth.

() Manager performance and
development: Business enterprises
need managers to conduct and
coordinate business activity.
Various programmes for motivating
managers need to be implemented.
Manager performance and
development therefore, is an
important objective. The enterprises
must actively work for this purpose.

(g) Worker performance and attitude:
Worker’s performance and attitudes
determine their contribution towards
productivity and profitability of any
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enterprise. Therefore, every
enterprise must aim at improving its
workers performance. It should also
try to ensure a positive attitude on
the part of workers.

(h)Social responsibility: Social
responsibility refers to the obligation
of business firms to contribute
resources for solving social problems
and work in a socially desirable
manner.

Thus, a business enterprise must have

multiple objectives to satisfy different

individuals and groups, for its own
survival and prosperity.

1.8.2 Business Risks

The term ‘business risks’ refers to the
possibility of inadequate profits or even
losses due to uncertainties or
unexpected events. For example,
demand for a particular product may
decline due to change in tastes and
preferences of consumers or due to
increased competition from other
producers. Decrease in demand will
result in lesser sales and profits. In
another situation, the shortage of raw
materials in the market may shoot up
its price. The firm using these raw
materials will have to pay more for
buying them. As a result, cost of
production may increase which, in
turn, may reduce profits.

Business enterprises constantly
face two types of risk: speculative and
pure. Speculative risks involve both the
possibility of gain as well as the
possibility of loss. Speculative risks
arise due to changes in market
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conditions including fluctuations in
demand and supply, changes in prices
or changes in fashion and tastes of
customers. Favourable market
conditions are likely to result in gains
whereas unfavourable ones may result
in losses. Pure risks involve only the
possibility of loss or no loss. The chance
of fire, theft or strike are examples of
pure risks. Their occurrence may result
in loss whereas non-occurrence may
explain absence of loss, instead of gain.

1.9 NATURE OF BUSINESs RISkKs

Nature of business risks can be
understood in terms of their peculiar
characteristics:

(i) Business risks arise due to
uncertainties: Uncertainty refers to
the lack of knowledge about what is
going to happen in the future. Natural
calamities, change in demand and
prices, changes in government policy,
improvement in technology, etc., are
some of the examples of uncertainty
which create risks for business because
the outcome of these future events is
not known in advance.

(ii) Risk is an essential part of every
business: Every business has some
risk. No business can avoid risk,
although the amount of risk may vary
from business to business. Risk can be
minimised but cannot be eliminated.
(iii) Degree of risk depends mainly
upon the nature and size of
business: Nature of business (i.e., type
of goods and services produced and
sold) and size of business (i.e., volume
of production and sale) are the main
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factors which determine the amount of
risk in a business. For example, a
business dealing in fashionable items
has a high degree of risk. Similarly, a
large-scale business has a higher risk
than what a small scale has.

(iv) Profit is the reward for risk
taking: No risk, no gain is an age-old
principle, which applies to all types of
business. Greater the risk involved in
a business, higher is the chance of
profit. An entrepreneur undertakes
risks under the expectation of higher
profit. Profit is thus the reward for
risk taking.

1.9.1 Causes of Business Risks

Business risks arise due to a variety of
causes, which are classified as follows:
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power failure, strikes, riots,
management inefficiency, etc.

(iii) Economic causes: These include
uncertainties relating to demand for
goods, competition, price, collection of
dues from customers, change of
technology or method of production,
etc. Financial problems like rise in
interest rate for borrowing, levy of higher
taxes, etc., also come under these type
of causes as they result in higher
unexpected cost of operation of
business.

(iv) Other causes: These are
unforeseen events like political
disturbances, mechanical failures such
as the bursting of boiler, fluctuations
in exchange rates, etc., which lead to
the possibility of business risks.

Methods of Dealing with Risks

Although no business enterprise can escape the presence of risk, there are
many methods it can use to deal with risk situations. For instance, the enterprise
may (a) decide not to enter into too risky transaction; (b) take preventive measures
like firefighting devices to reduce risk; (c) take insurance policy to transfer risk
to insurance company; (d) assume risk by making provisions in the current
earnings as is the case of provision for bad and doubtful debts; or (e) share risks
with other enterprises as manufacturers and wholesalers may do by agreeing to

share losses which may be caused by falling prices.

(i) Natural causes: Human beings
have little control over natural
calamities like flood, earthquake,
lightning, heavy rains, famine, etc. They
result in heavy loss of life, property and
income in business.

(ii) Human causes: Human causes
include such unexpected events like
dishonesty, carelessness or negligence
of employees, stoppage of work due to

1.9.2 Starting a Business — Basic
Factors

Starting a business enterprise is similar
to any other human effort in which
resources are employed to achieve
certain objectives. Successful results in
business depend largely upon the
ability of the entrepreneurs or the
starters of a new business to anticipate
problems and solve them with
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minimum cost. This is especially true
of the modern business world where
competition is very tough and risks are
high. Some of the problems, which
business firms encounter, are of a basic
nature. For example, to start a factory,
plans must be made and implemented
about such problems as the location
of the business, the possible number
of customers, the kind and amount of
equipment, the shop layout, purchasing
and financing needs, and hiring of
workers. These problems become more
complex in a big business. However,
some of the basic factors, which must
be considered by anybody who is to
start the business are as follows:

(i) Selection of line of business: The
first thing to be decided by any
entrepreneur of a new business is the
nature and type of business to be
undertaken. He will obviously like to
enter that branch of industry and
commerce, which has the possibility of
greater amount of profits. The decision
will be influenced by the customer
requirements in the market and also
the kind of technical knowledge and
interest the entrepreneur has for
producing a particular product.

(ii) Size of the firm: Size of the firm
or scale of its operation is another
important decision to be taken at the
start of the business. Some factors
favour a large size whereas others tend
to restrict the scale of operation. If the
entrepreneur is confident that the
demand for the proposed product is
likely to be good over time and he can
arrange the necessary capital for
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business, he will start the operation at
a large scale. If the market conditions
are uncertain and risks are high, a
small size business would be better
choice.

(iii) Choice of form of ownership:
With respect to ownership, the
business organisation may take the
form of a sale proprietorship,
partnership, or a joint stock company.
Each form has its own merits and
demerits. The choice of the suitable
form of ownership will depend on such
factors as the line of business, capital
requirements, liability of owners,
division of profit, legal formalities,
continuity of business, transferability
of interest and so on.

(iv) Location of business enterprise:
An important factor to be considered
at the start of the business is the place
where the enterprise will be located.
Any mistake in this regard can result
in high cost of production,
inconvenience in getting right kind of
production inputs or serving the
customers in the best possible way.
Availability of raw materials
and labour; power supply and
services like banking, transportation,
communication, warehousing, etc., are
important factors while making a
choice of location.

(v) Financing the proposition:
Financing is concerned with providing
the necessary capital for starting as well
as for continuing the proposed
business. Capital is required for
investment in fixed assets like land,
building, machinery and equipment
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and in current assets like raw materials,
book debts, stock of finished goods, etc.
Capital is also required for meeting
day-to-day expenses. Proper financial
planning must be done to determine
(a) the requirement of capital,
(b) source from which capital will be
raised and (c) the best ways of utilising
the capital in the firm.

(vi) Physical facilities: Availability of
physical facilities including machines
and equipment, building and
supportive services is a very important
factor to be considered at the start of
the business. The decision relating to
this factor will depend on the nature
and size of business, availability of
funds and the process of production.
(vii) Plant layout: Once the
requirement of physical facilities has
been determined, the entrepreneur
should draw a layout plan showing the
arrangement of these facilities. Layout
means the physical arrangement of
machines and equipment needed to
manufacture a product.

(viii) Competent and committed
worked force: Every enterprise needs
competent and committed work force
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to perform various activities so that
physical and financial resources are
converted into desired outputs. Since
no individual entrepreneur can do
everything himself, he must identify the
requirement of skilled and unskilled
workers and managerial staff. Plans
should also be made about how the
employees will be trained and motivated
to give their best performance.

(ix) Tax planning: Tax planning has
become necessary these days because
there are a number of tax laws in the
country and they influence almost
every aspect of the functioning of
modern business. The founder of the
business has to consider in advance
the tax liability under various tax laws
and its impact on business decisions.
(x) Launching the enterprise: After
the decisions relating to the above
mentioned factors have been taken,
the entrepreneur can go ahead with
actual launching of the enterprise
which would mean mobilising various
resources, fulfilling necessary legal
formalities, starting the production
process and initiating the sales
promotion campaign.

Key Terms
Business Profession Primary Innovation = Warehousing
Profit Employment Secondary Insurance Social responsibility
Risk Industry Tertiary Mining Manufacturing
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SUMMARY

Concept and characteristics of business: Business may be defined as an
economic activity involving the production and sale of goods and services
undertaken with the motive of earning profit by satisfying human needs in
society. It’s distinguished characteristics are: (i) an economic activity,
(ii) production or procurement of goods and services, (iii) sale or exchange
of goods and services for the satisfaction of human needs, (iv) dealings in
goods and services on a regular basis, (v) profit earning, (vi) uncertainty of
return, and (vii) element of risk.

Comparison of business, profession and employment: Business refers
to those economic activities which are connected with the production or
purchase and sale of goods or supply of services with the main object of
earning profit. Profession includes those activities, which require special
knowledge and skill to be applied by individuals in their occupation.
Employment refers to the occupation in which people work for others and
get remunerated in return. The three can be compared on the basis of
mode of establishment, nature of work, qualification required, reward or
return, capital investment, risk, transfer of interest and code of conduct.

Classification of business activities: Business activities may be classified
into broad categories: industry and commerce. Industry refers to economic
activities which are connected with conversion of resources into useful
goods. Industries may be: primary, secondary or tertiary. Primary industries
are connected with the extraction and production of natural resources and
reproduction and development of living organisms, plants, etc. Primary
industries may be: extractive (like mining) or genetic (like poultry farms).
Secondary industries are concerned with using the materials which have
already been extracted at the primary stage. These industries could be:
manufacturing or construction. Manufacturing industries may be further
classified into analytical, synthetical, processing and assembling industries.
Tertiary industries are concerned with providing support services to primary
and secondary industries as well as activities relating to trade.

Commerce includes activities relating to trade and auxiliaries to trade.
Trade refers to sale, transfer or exchange of goods. It could be classified as
internal (domestic) and external (foreign) trade. Internal trade may be
wholesale trade or retail trade. External trade could be import, export or
entrepot trade. Auxiliaries to trade are activities which assist trade. These
include transport and communication, banking and finance, insurance,
warehousing, and advertising.

Objectives of business: Although earning of profit is considered to be the
primary objective, objectives are needed in every area where performance
results affect the survival and prosperity of business. Some of these areas
are: market standing, innovation, productivity, physical and financial
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resources, earning profits manager performance and development, worker
performance and attitude, and social responsibility.

Business risks: The term ‘risk’ refers to the possibility of inadequate profits
or even losses due to uncertainties or unexpected events. Its nature can be
explained with the help of its peculiar characteristics which are:

(i) Business risks arise due to uncertainties,

(ii) Risk is an essential part of every business,

(iii) Degree of risk depends mainly upon the nature and size of business,
and

(iv) Profit is the reward for risk taking. Business risks arise due to a variety
of causes including natural, human, economic and other causes.

Starting a business — basic factors: Some of the basic factors which must

be considered by anybody who is to start the business are: selection of line

of business, size of the firm, choice of form of ownership, location of business

enterprise, financing the proposition, physical facilities, plant layout

competent and committed workforce, tax planning and launching the

enterprise.

EXERCISES

Multiple Choice Questions

1. Which of the following does not characterise business activity?

(a) Production of goods (b) Presence of risk
and services
(c) Sale or exchange of (d) Salary or wages

goods and services

2. Which of the broad categories of industries covers oil refinery and sugar

mills?
(a) Primary (b) Secondary
(c) Tertiary (d) None of them
3. Which of the following cannot be classified as an auxilliary to trade?
(a) Mining (b) Insurance
(c) Warehousing (d) Transport

4. The occupation in which people work for others and get remunerated in
return is known as
(a) Business (b) Employment
(c) Profession (d) None of them

5. The industries which provide support services to other industries are
known as
(a) Primary industries (b) Secondary industries
(c) Commercial industries (d) Tertiary industries
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6.

7.
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Which of the following cannot be classified as an objective of business?

(a) Investment (b) Productivity

() Innovation (d) Profit earning
Business risk is not likely to arise due to

(a) Changes in government policy (b) Good management
(c) Employee dishonesty (d) Power failure

Short Answer Questions

® N o Ok W -

State the different types of economic activities.

Why is business considered an economic activity?

Explain the concept of business.

How would you classify business activities?

What are various types of industries?

Explain any two business activities which are auxiliaries to trade.
What is the role of profit in business?

What is business risk? What is its nature?

Long Answer Questions

1.

S

Explain the characteristics of business.

Compare business with profession and employment.
Explain with examples the various types of industries.
Describe the activities relating to commerce.

Why does business need multiple objective? Explain any five such
objectives.

Explain the concept of business risk and its causes.

What factors are important to be considered while starting a business?
Explain.

Projects/Assignments

1.

Choose a locally operated trading or business unit. Find out the kind of
risks it faces in business and the way it deals with them.

Select a local business enterprise and find out the objectives it pursues.
Check why it does not pursue other objectives.



CHAPTER 2

ForMs OF BUSINESS
ORGANISATION

LEARNING OBJECTIVES

After studying this chapter, you should be able to:

identify different forms of business organisation;

explain features, merits and limitations of select forms of business
organisation;

distinguish between various forms of organisation; and

analyse factors determining choice of an appropriate form of
business organisation.
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Neha, a bright final year student was waiting for her results to be declared.
While at home she decided to put her free time to use. Having an aptitude for
painting, she tried her hand at decorating clay pots and bowls with designs.
She was excited at the praise showered on her by her friends and acquaintances
on her work. She even managed to sell a few pieces of unique hand pottery from
her home to people living in and around her colony. Operating from home, she
was able to save on rental payments. She gained a lot of popularity by word of
mouth publicity as a sole proprietor. She further perfected her skills of painting
pottery and created new motifs and designs. All this generated great interest
among her customers and provided a boost to the demand for her products. By
the end of summer, she found that she had been able to make a profit of Rs.
2500 from her paltry investment in colours, pottery and drawing sheets. She felt
motivated to take up this work as a career. She has, therefore, decided to set up
her own artwork business. She can continue running the business on her own
as a sole proprietor, but she needs more money for doing business on a larger
scale. Her father has suggested that she should form a partnership with her
cousin to meet the need for additional funds and for sharing the responsibilities
and risks. Side by side, he is of the opinion that it is possible that the business
might grow further and may require the formation of a company. She is in a fix
as to what form of business organisation she should go in for?

2.1 INTRODUCTION

If one is planning to start a business or
is interested in expanding an existing
one, an important decision relates to
the choice of the form of organisation.
The most appropriate form is
determined by weighing the
advantages and disadvantages of each
type of organisation against one’s own
requirements.

Various forms of business
organisations from which one can
choose the right one include:

(@) Sole proprietorship,

(b) Joint Hindu family business,
(c) Partnership,

) Cooperative societies, and

() Joint stock company.

o

Let us start our discussion with
sole proprietorship — the simplest form
of business organisation, and then
move on to analysing more complex
forms of organisations.

2.2 SOLE PROPRIETORSHIP

Do you often go in the evenings to buy
registers, pens, chart papers, etc., from
a small neighbourhood stationery
store? Well, in all probability in the
course of your transactions, you have
interacted with a sole proprietor.

Sole proprietorship is a popular
form of business organisation and is
the most suitable form for small
businesses, especially in their initial
years of operation. Sole proprietorship
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refers to a form of business organisation
which is owned, managed and
controlled by an individual who is the
recipient of all profits and bearer of all
risks. This is evident from the term
itself. The word “sole” implies “only”,
and “proprietor” refers to “owner”.
Hence, a sole proprietor is the one who
is the only owner of a business.

This form of business is particularly
common in areas of personalised
services such as beauty parlours, hair
saloons and small scale activities like
running a retail shop in a locality.
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payment of debts in case the assets of
the business are not sufficient to meet
all the debts. As such the owner’s
personal possessions such as his/her
personal car and other assets could be
sold for repaying the debt. Suppose the
total outside liabilities of XYZ dry
cleaner, a sole proprietorship firm, are
Rs. 80,000 at the time of dissolution, but
its assets are Rs. 60,000 only. In such a
situation the proprietor will have to bring
in Rs. 20,000 from her personal sources
even if she has to sell her personal
property to repay the firm’s debts.

of business.

and who alone runs the risk of failure.

Sole trader is a type of business unit where a person is solely responsible for
providing the capital, for bearing the risk of the enterprise and for the management

The individual proprietorship is the form of business organisation at the head of
which stands an individual as one who is responsible, who directs its operations

J.L. Hansen

L.H. Haney

Features

Salient characteristics of the sole
proprietorship form of organisation are
as follows:

(i) Formation and closure: Hardly
any legal formalities are required to
start a sole proprietary business,
though in some cases one may require
a license. There is no separate law that
governs sole proprietorship. Closure of
the business can also be done easily.
Thus, there is ease in formation as well
as closure of business.

(ii) Liability: Sole proprietors have
unlimited liability. This implies that the
owner is personally responsible for

(iii) Sole risk bearer and profit
recipient: The risk of failure of
business is borne all alone by the sole
proprietor. However, if the business is
successful, the proprietor enjoys all the
benefits. He receives all the business
profits which become a direct reward
for his risk bearing.

(iv) Control: The right to run the
business and make all decisions lies
absolutely with the sole proprietor. He
can carry out his plans without any
interference from others.

(v) No separate entity: In the eyes of
the law, no distinction is made between
the sole trader and his business, as
business does not have an identity
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separate from the owner. The owner is,
therefore, held responsible for all the
activities of the business.

(vi) Lack of business continuity:
Since the owner and business are one
and the same entity, death, insanity,
imprisonment, physical ailment or
bankruptcy of the sole proprietor will
have a direct and detrimental effect on
the business and may even cause
closure of the business.
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consult others. This may lead to timely
capitalisation of market opportunities
as and when they arise.

(ii) Confidentiality of information:
Sole decision making authority enables
the proprietor to keep all the
information related to business
operations confidential and maintain
secrecy. A sole trader is also not bound
by law to publish firm’s accounts.
(iii) Direct incentive: A sole
proprietor directly reaps the benefits

A Refreshing Start: Coca Cola Owes its Origin to a Sole Proprietor!

The product that has given the world its best-known taste was born in Atlanta,
Georgia, on May 8, 1886. Dr. John Stith Pemberton, a local pharmacist, produced
the syrup for Coca-Cola®, and carried a jug of the new product down the street to
Jacobs’ Pharmacy, where it was sampled, pronounced “excellent” and placed on
sale for five cents a glass as a soda fountain drink. Dr. Pemberton never realised
the potential of the beverage he created. He gradually sold portions of his business
to various partners and, just prior to his death in 1888, sold his remaining interest
in Coca-Cola to Asa G. Candler. An Atlantan with great business acumen, Mr.
Candler proceeded to buy additional business rights and acquire complete control.
On May 1, 1889, Asa Candler published a full-page advertisement in The Atlanta
Journal, proclaiming his wholesale and retail drug business as “sole proprietors
of Coca-Cola ... Delicious. Refreshing. Exhilarating. Invigorating.” Sole
ownership, which Mr. Candler did not actually achieve until 1891, needed an
investment of $ 2,300.

It was only in 1892 that Mr. Candler formed a company called The Coca-Cola
Corporation.

Source: Website of Coca Cola company.

Merits

Sole proprietorship offers many
advantages. Some of the important ones
are as follows:

(i) Quick decision making: A sole
proprietor enjoys considerable degree
of freedom in making business
decisions. Further the decision making
is prompt because there is no need to

of his/her efforts as he/she is the sole
recipient of all the profit. The need to
share profits does not arise as he/she
is the single owner. This provides
maximum incentive to the sole trader
to work hard.

(iv) Sense of accomplishment: There
is a personal satisfaction involved in
working for oneself. The knowledge
that one is responsible for the success
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of the business not only contributes to
self-satisfaction but also instils in the
individual a sense of accomplishment
and confidence in one’s abilities.

(v) Ease of formation and closure:
An important merit of sole
proprietorship is the possibility of
entering into business with minimal
legal formalities. There is no separate
law that governs sole proprietorship. As
sole proprietorship is the least
regulated form of business, it is easy
to start and close the business as per
the wish of the owner.

Limitations

Notwithstanding various advantages,
the sole proprietorship form of
organisation is not free from
limitations. Some of the major
limitations of sole proprietorship are
as follows:

(i) Limited resources: Resources of
a sole proprietor are limited to his/her
personal savings and borrowings from
others. Banks and other lending
institutions may hesitate to extend a
long term loan to a sole proprietor.
Lack of resources is one of the major
reasons why the size of the business
rarely grows much and generally
remains small.

(ii) Limited life of a business
concern: In the eyes of the law the
proprietorship and the owner are
considered one and the same. Death,
insolvency or illness of a proprietor
affects the business and can lead to
its closure.
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(iii) Unlimited liability: A major
disadvantage of sole proprietorship is
that the owner has unlimited liability. If
the business fails, the creditors can
recover their dues not merely from the
business assets, but also from the
personal assets of the proprietor. A
poor decision or an unfavourable
circumstance can create serious
financial burden on the owners. That is
why a sole proprietor is less inclined to
take risks in the form of innovation
or expansion.

(iv) Limited managerial ability: The
owner has to assume the responsibility
of varied managerial tasks such as
purchasing, selling, financing, etc. It is
rare to find an individual who excels in
all these areas. Thus decision making
may not be balanced in all the cases.
Also, due to limited resources, sole
proprietor may not be able to employ
and retain talented and ambitious
employees.

Though sole proprietorship suffers
from various shortcomings, many
entrepreneurs opt for this form of
organisation because of its inherent
advantages. It requires less amount of
capital. It is best suited for businesses
which are carried out on a small scale
and where customers demand
personalised services.

2.3 Joint Hinbu FamiLy BUSINESS

Joint Hindu family business is a
specific form of business organisation
found only in India. It is one of the
oldest forms of business organisation
in the country. It refers to a form of
organisation wherein the business is
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owned and carried on by the members
of the Hindu Undivided Family (HUF).
It is governed by the Hindu Law. The
basis of membership in the business is
birth in a particular family and three
successive generations can be members
in the business.

The business is controlled by the
head of the family who is the eldest
member and is called karta. All
members have equal ownership right
over the property of an ancestor and
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systems. Dayabhaga system prevails
in West Bengal and allows both the
male and female members of the family
to be co-parceners. Mitakashara
system, on the other hand, prevails all
over India except West Bengal and
allows only the male members to be
co-parceners in the business.

Features

The following points highlight the
essential characteristics of the joint

they are known as co-parceners. Hindu family business.

Gender Equality in the Joint Hindu Family a Reality

With the introduction of the Hindu Succession (Amendment) Bill 2004 in
Parliament on December 20, 2004, the Government has gone a step further in
fulfilling its commitment towards gender equality made in National Common
Minimum Programme (NCMP). The Bill to amend the Hindu Succession Act of
1956 gives women equal rights in the inheritance of ancestral wealth, something
reserved only for male heirs earlier. It, indeed, is a significant step in bringing
the Hindu Law of inheritance in accord with the constitutional principle of
equality. The enactment of the proposed legislation would also implement the
recommendations of the National Commission for Women (NCW) substantially
to help bring social change in society. The Bill seeks to remove the discrimination
as contained in section 6 of the Hindu Succession Act, 1956 by giving equal
rights to daughters in the Hindu Mitakshara coparcenary property as the
sons have.

In what is known as the Kerala model, the concept of coparcenary was abolished
and according to the Kerala Joint Family System (Abolition) Act, 1975, the heirs
(male and female) do not acquire property by birth but only hold it as tenants as
if a partition has taken place. Andhra Pradesh (1986), Tamil Nadu (1989),
Karnataka (1994) and Maharashtra (1994) also enacted laws, where daughters
were granted ‘coparcener’ rights or a claim on ancestral property by birth as
the sons.

Equality for women is not just a matter of equity for the so-called weaker sex,
but a measure of the modernity of Indian society and the pragmatic nature of
our civilisation. (PIB Features)

Source: Adapted from E C Thomas, “The Road to Gender Equality”.

There are two systems which govern
membership in the family business,
viz., Dayabhaga and Mitakashara

(i) Formation: For a joint Hindu family
business, there should be at least two
members in the family and ancestral
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property to be inherited by them. The
business does not require any
agreement as membership is by birth.
It is governed by the Hindu Succession
Act, 1956.

(ii) Liability: The liability of all
members except the karta is limited to
their share of co-parcenery property of
the business. The karta, however, has
unlimited liability.

(iii) Control: The control of the family
business lies with the karta. He takes
all the decisions and is authorised to
manage the business. His decisions are
binding on the other members.

(iv) Continuity: The business
continues even after the death of the
karta as the next eldest member takes
up the position of karta, leaving the
business stable. The business can,
however, be terminated with the
mutual consent of the members.

(v) Minor Members: The inclusion of
an individual into the business occurs
due to birth in a Hindu Undivided
Family. Hence, minors can also be
members of the business.

Merits

The advantages of the joint Hindu
family business are as follows:

(i) Effective control: The karta has
absolute decision making power. This
avoids conflicts among members as no
one can interfere with his right to
decide. This also leads to prompt and
flexible decision making.

(ii) Continued business existence:
The death of the karta will not affect
the business as the next eldest member
will then take up the position. Hence,
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operations are not terminated and
continuity of business is not
threatened.

(iii) Limited liability of members:
The liability of all the co-parceners
except the kartais limited to their share
in the business, and consequently their
risk is well-defined and precise.

(iv) Increased loyalty and
cooperation: Since the business is run
by the members of a family, there is a
greater sense of loyalty towards one
other. Pride in the growth of business
is linked to the achievements of the
family. This helps in securing better
cooperation from all the members.

Limitation

The following are some of the
limitations of a joint Hindu family
business.

(i) Limited resources: The joint Hindu
family business faces the problem of
limited capital as it depends mainly on
ancestral property. This limits the
scope for expansion of business.

(ii) Unlimited liability of karta: The
karta is burdened not only with the
responsibility of decision making and
management of business, but also
suffers from the disadvantage of
having unlimited liability. His personal
property can be used to repay business
debts.

(iii) Dominance of karta: The karta
individually manages the business
which may at times not be acceptable
to other members. This may cause
conflict amongst them and may even
lead to break down of the family unit.
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(iv) Limited managerial skills: Since
the karta cannot be an expert in all
areas of management, the business
may suffer as a result of his unwise
decisions. His inability to decide
effectively may result into poor profits
or even losses for the organisation.

The joint Hindu family business is
on the decline because of the
diminishing number of joint Hindu
families in the country.

2.4 PARTNERSHIP

The inherent disadvantage of the sole
proprietorship in financing and
managing an expanding business paved
the way for partnership as a viable option.
Partnership serves as an answer to the
needs of greater capital investment,
varied skills and sharing of risks.
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(i) Formation: The partnership form
of business organisation is governed by
the Indian Partnership Act, 1932. It
comes into existence through a legal
agreement wherein the terms and
conditions governing the relationship
among the partners, sharing of profits
and lo