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PREFACE TO THE FIFTEENTH EDITION

With this edition, my first book, originally published in 1982, is completing three decades.
It has been very exciting as well as challenging to chronicle the government-business
environment over the last six and a half decades since Independence. To start with, the
greatest challenge was to formulate a framework of the scope of the book when hardly any
model was available. Taking stock of the 'historical' developments of the three and a half
decades since Independence and presenting them comprehensively and succinctly was a
herculean task for a novice at a fairly young age. Since the publication of the first edition,
the engagement became constantly monitoring the developments and suitably modifying
the work.

The overwhelming response to this book since the very beginning inspired me and
instilled the required confidence for the subsequent works. By His grace it has been an
academic journey fast forward and if God willing I shall be doing my 50th book shortly.

 I would like to place on record my deep indebtedness to the Himalaya Publishing House
for the constant inspiration and support. And I bow down before the academic community
for the enormous encouragement I received.

Cochin, Dr. FRANCIS CHERUNILAM
5th September 2011
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PREFACE TO THE FIRST EDITION

Business and Government is a subject to growing importance and interest, for the
government control over the material resources, regulation of private business and public
ownership of business have been expanding. With the emergence of new problems and the
aggravation of the existing ones, the government has been arming itself, justified or not,
with more and more powers of control. This book provides a critical review of the economic
and business policies of the government and the various control measures adopted to
implement them.

This book covers the syllabi of the Business and Government of the Business
Administration courses of institutes of management and universities in India. It is expected
that it will be useful also for the students of Economics, Commerce, Planning, Public
Administration, etc. Special attention has been devoted for treating the subject matter in
such a way that even those who do not have an academic background of Economics or
Management will be able to easily understand the various topics dealt within the book.

The enormous encouragement I have received from my teacher and “associates charged
me with the spirit and enthusiasm to proceed with this work with more vigour and
seriousness. I am at a loss as to how to express the deep sense of gratitude I owe to them.
It is not possible to mention their names here. I must, however, express my special thanks
to Mr. Joy Sebastine, Department of Political Science, St. Philomena’s College, Mysore,
who reviewed the manuscript of soine of the chapters and gave valuable suggestions. The
author alone is responsible for the errors, mistake and shortcomings that may be there.

It must mentioned here that as the government policies and controls are subject to
frequent changes or modifications, no book on this subject can be up to date. Constructive
criticisms and suggestions to improve the book are welcome.

Dr. FRANCIS CHERUNILAM
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CHAPTER

It is widely recognised that “the two most powerful institutions in society today are
business and government; where they meet on common ground – amicably or otherwise –
together they determine public policy, both foreign and domestic for a nation”.1

Historically, the role of the government in respect of business varied considerably in
kind and degree, from laissez faire and mercantilism to conventional communism
characterised by centralised planning and almost state monopoly. The last six-and-a-half
decades or so, the period since the end of the II World War and the coming into being of
World Bank – IMF and GATT (the forerunner of WTO), have witnessed several shifts,
evolutionary to revolutionary, in the approach, policy and mode of government intervention
in business across the world. The economic crisis that swept across the world around 2008
once again demonstrated the economic stabilisation role of the government.

The government, however, plays a very important
role in the modern economy. Even the modern
capitalist or market economies are mixed or regulated
systems. In such economies “a substantial share of the
nation’s product goes to satisfy public wants, a
substantial part of the private income originates in the
public budget, and public tax and transfer payments
significantly influence the state of private income distribution”.2

Moreover, the budget policy affects the level of employment and prices in the private
sector. Thus, the present day capitalist economy is a mixed system, including a sizable and
virtually important sphere of public economy along with the market sector.

1

BUSINESS AND GOVERNMENT

— AN INTRODUCTION

The last few decades have
witnessed a move from Marx to
market in Communist countries
while several market economies
became more marketised by
privatisation and liberalisation.
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As the Musgraves remark, “the prevalence of government may reflect the presence of
political and social ideologies which depart from the premises of consumer choice and
decentralised decision-making. But this is only a minor part of the story. More important,
there is the fact that the market mechanism alone cannot perform all economic functions.
Public policy is needed to guide, correct and supplement it in certain respects. It is important
to realize this fact since it implies that the proper size of the public sector is, to a significant
degree, a technical rather than an ideological issue.”3 A variety of reasons explain why this
is the case, including the following:

1. The contractual arrangements and exchanges needed for the market operation
cannot exist without the protection and enforcement of a governmentally provided
legal structure.

2. The claim that the market mechanism leads to efficient resource use (i.e., produces
what consumers want most and does so in the cheapest way) is based on the condition
of the competitive factors and product markets. This means that there must be no
obstacles to free entry and that consumers and producers must have full market
knowledge. Government regulation or other measures are needed to secure these
conditions.

3. Even if all barriers to competition were removed, the production or consumption
characteristics of certain goods are such that these goods cannot be provided through
the market. Problems of “externalities” arise which lead to “market failure” and
require solution through the public sector.

4. The rate of discount used in the valuing of future (relative to present) consumption
may differ as seen from a public and a private point of view.

5. The market system, especially in a highly developed financial economy, does not
necessarily bring high employment, price level stability, and the socially desired
rate of economic growth. Public policy is needed to secure these objectives.

6. Social values may require adjustments in the distribution of income and wealth,
which results from the market system and from the transmission of property rights
through inheritance.

As the Musgraves further remark, “to argue that these limitations of the market
mechanisms call for corrective of compensating measures of public policy does not prove, of
course, that any policy measure which is undertaken will in fact improve the performance
of economic system. Public policy, no less than the private policy, can err and be inefficient.”4

Since the Great Depression, there has been an
increase in the stabilisation, allocation and distribution
functions performed by the governments of the
predominantly market economies. However, the extent
of State control and the types of control may vary widely
between nations depending upon the nature and stage

There is hardly any country in
the world, the economy of which
is not in one way or other
influenced by the State activities.
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of development of the economy, the behaviour of the private sector, the political philosophy,
social attitude, and administrative system, etc.

Even in the market economies, State ownership of enterprises and even the whole of
certain industries is not uncommon. The public utilities in these countries are either under
strong State control or owned by the State. There had also been a tendency in some of
these countries to nationalise certain critical industries as well as to own enterprises in
important industries. This was true of the members of the European Economic Community
(EEC), Canada, etc. However, since the late 1970s, the trend has been privatisation.

Fig. 1.1: Business and Government — A Component of Business Environment

It is often politics that determines economic and business policies highlights the critical
importance of the political environment to business. The political environment includes factors
such as the characteristics and policies of the political parties, the nature of the Constitution
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and government system and the government environment encompassing the economic and
business policies and regulations. These factors may vary as considerably between different
nations, between different provinces of the same nation and also overtime.

Major economic policy decisions often have political underpinnings. The adoption, in
the early 1950s, of the principle of socialist pattern of society as the socio-economic philosophy
by the Congress party, which ruled India until 1995, except for a brief period (1977-1980),
was mainly responsible for the public sector dominated development strategy followed in
India until the early 1990s. It is indeed the dramatic changes in the political environment
in the erstwhile USSR and East European countries that gave rise to drastic changes in
their economic policies in the late 1980s. And these developments have encouraged a
revolutionary change in India’s economic policies in 1991.

Peter Drucker in the Management Challenges for
the 21st Century observes: “Even within transnational
economic units, national politics still overrule economic
rationality. Despite the European Economic
Community, for instance, it has proven all but politically
impossible to close a totally redundant plant in Belgium
and shift the work to a French plant of the same company only thirty miles away, but on
the other side of a national border.”5

Many political decisions have serious economic and business implications. The economic
policy of the ruling party is very important. In the past, communists and other leftists
favoured state capitalism and were against private capital, particularly foreign.

FUNCTIONS OF STATE

There are very divergent perceptions of the functions of the state. On the one extreme
is the view that “the government that governs is the best” and on the other extreme is the
demand for government ownership or control of almost everything. Further, the philosophy
regarding the state’s role in the society has undergone significant changes overtime in
many countries. A number of countries are, in fact, transitioning from Marx to the market.

The economic role of the state has been recognised for several centuries now. “States
have come in all shapes and sizes, depending on a mix of factors including culture, natural
endowments, opportunities for trade and distribution of power”.6 Seventeenth century
mercantilists wanted the state to play a major role in guiding trade. Adam Smith’s Wealth
of Nations, published in the late eighteenth century, however, popularised the view that
economic growth and welfare are best achieved by the free market mechanism and the
state should confine itself to certain core functions such as law and order, defence, etc., and
enforcement of contracts, essential for the proper functioning of the market economy. “But
even then, state intervention went on to play a vital, catalytic role in the development and
growth of markets in Europe, Japan and North America.”7 Even in the United States, which
is regarded as the citadel of market economy, State has been playing an active role in the
development of several industries/sectors.

Important economic policies
such as industrial policy, policy
towards foreign capital and
technology, fiscal policy and
export-import policy are often
political decisions.
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BOX 1.1: STATE AND GOVERNMENT: SOME CONCEPTS

State, in its wider sense, refers to a set of institutions that possess the means of legitimate
coercion, exercised over a defined territory and its population referred to as society. The state
monopolises rule making within its territory through the medium of an organized government.

The term government is often used differently in different contexts. It can refer to the
process of governing, to the exercise of power. It can also refer to the existence of that
process, to a condition of “ordered rule”. “Government” often means the people who fill the
positions of authority in a state. Finally, the term may refer to the manner, method, or
system of governing in a society: to the structure and arrangement of offices and how they
relate to the governed. While keeping these distinctions in mind, we also use the terms
state and government colloquially and sometimes interchangeably — as they are often used
in discussion and writing around the world.

Government is normally regarded as consisting of three distinct sets of powers, each
with its assigned role. One is the legislature, whose role is to make the law. The second is
the executive (sometimes referred to as “the government”), which is responsible for
implementing the law. The third is the judiciary, which is responsible for interpreting and
applying the law.

Classifications of government are many but have tended to concentrate on two criteria;
the arrangement of offices, which is more narrow in conception, and the relationship between
government and the governed.

The first classification is based on the relationship between the executive and the legislature.
In a parliamentary system, the executive’s continuance in office depends on its maintaining
the support of the legislature. Members of the executive are commonly also members of the
legislature. A prime minister may be the most powerful member of the executive, but important
decisions within the executive are usually made collectively by a group of ministers. In a
presidential system the executive’s position is independent of the legislature. Members of the
executive are not normally also members of the legislature, and ultimate decision-making
authority within the executive lies with one person, the president.

The second classification concentrates on the distribution of power between levels of
government. In a unitary state, all authority to make laws is vested in one supreme legislature
whose jurisdiction covers the whole country. Local legislatures may exist, but only with
the sufferance of the national legislature. In a federal state, local legislatures are guaranteed
at least a measure of autonomous decision-making authority. In a confederation, a group of
sovereign states combine for specified purposes, but each state retains its sovereignty.

Courtesy: World Bank: World Development Report, 1997.

In most modern economies the state’s regulatory role is now broader and more complex
than ever before, covering such areas as the environment and the financial sector, as well
as more traditional areas such as monopolies. The design of regulation needs to fit the
capability of state regulatory agencies and the sophistication of markets, and give greater
emphasis to personal responsibility.

The first half of the twentieth century witnessed an increase in the state intervention in
the economy. The Russian Revolution of 1917 and the consequent establishment of communist
rule in the USSR had great influence across the globe on the thinking of the state’s role. The
Great Depression in USA (which eventually spread to other countries), that set in with the
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Wall Street collapse of 1929 and assumed terrific proportions in the early 1930s, brought to
fore the important role the state has in a capitalist economy. Shortage of entrepreneurship
and other development resources and ideological flavour encouraged many developing
countries to assign a very important role to the state in the socio-economic system.

The post Second World War paradigm “coalesced around three basic themes, all of
which commanded broad, if not uniform, agreement. This three-pillared consensus remained
largely undisturbed until the first oil price shock of 1973. First was the need to provide
welfare benefits to those suffering from transitory loss of income or other deprivation. Second
was the desirability of a mixed public-private economy, which would often mean nationalising
a range of strategic industries. Third was the need for a coordinated macroeconomic policy,
on the grounds that the market alone could not deliver stable macroeconomic outcomes
that were consistent with individuals’ objectives. In time, the goals of macroeconomic policy
were made explicit: full employment, price stability, and balance of payments equilibrium.

States thus took on new roles and expanded existing ones. “By mid-century the range
of tasks performed by public institutions included not only wider provision of infrastructure
and utilities, but also much more extensive support for education and health care.”8

A reversal of this trend set in the 1980s. Communism collapsed in the USSR and East
Europe. China started economic reforms in the late 1970s and widely opened the economy
for foreign investment in the eighties. Privatisation caught on at an amazing speed in
many developed market economies and developing economies.

However, the government expenditure as a percentage of the GDP increased
substantially in the developed and developing countries. In the OECD countries (developed
countries) total government expenditure as a percentage GDP increased from about 10 per
cent in the beginning of the 20th century to nearly 20 per cent in 1960 and to nearly 50 per
cent in 1995. In India, the total budgetary transactions of the Central and State Governments
and Union Territories amounted to about 32 per cent of the GDP in 2004-05.

Classification of Functions of State

Functions of the state varies from basic minimum requirements to active participation
in several other sectors. Figure 1 classifies the functions of government along a continuum,
from activities that will not be taken at all without state intervention, to activities in which
the state plays an active role in coordinating markets or redistributing assets.

 The basic functions include the pure public goods such as the provision of property
rights, macroeconomic stability, control of infectious diseases, safe water, roads,
and protection of the destitute. In many countries the state is not even providing
these. Recent reforms have emphasized economic fundamentals, but social and
institutional (including legal) fundamentals are equally important to avoid social
disruption and ensure sustained development.

 Going beyond these basic services are the intermediate functions, such as
management of externalities (pollution, for example), regulation of monopolies,
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and the provision of social insurance (pensions, unemployment benefits). Here,
too, the government cannot choose, but only how best to intervene, and government
can work in partnership with markets and civil society to ensure that these public
goods are provided.

 States with strong capability can take on more-activist functions, dealing with the
problem of missing markets by helping coordination. East Asia’s experience has
renewed interest in the state’s role in promoting markets through active industrial
and financial policy.9

Addressing market failure Improving equity

Minimal Providing pure public goods Protecting the
functions Defence poor

Law and order Anti-poverty
Property rights programmes

Macroeconomic management Disaster relief
Public health

Intermediate Addressing Regulating Overcoming Providing social
functions externalities monopoly imperfect information insurance

Basic Utility Insurance (health, Redistributive
education regulation life, pensions) pensions

Environmental Anti-trust Financial Regulation Family allowances
Protection Policy Consumer Protection Unemployment

insurance

Activist Coordinating private activity Redistribution
functions Fostering markets Asset

Cluster initiatives redistribution

Fig. 1.2: Functions of the State (Adopted from World Bank,
World Development Report, 1997)

Reinvigorating the State’s Capability

Reinvigorating the state’s capability can be achieved through the following:10

 Rules and Restraints: Mechanisms for enforcing the rule of law, such as an
independent judiciary, are critical foundations for sustainable development. Along
with appropriate separation of powers and the presence of watchdog bodies, they
also restrain arbitrary behaviour.

 Competitive Pressure: Competitive pressure can come from within the state
bureaucracy, through recruitment of civil servants on the basis of merit. It can
come from the domestic private sector, through contracting out for services and
allowing private providers to compete directly with public agencies. Or it can come
from the international marketplace, through trade and through the influence of
global bond markets on fiscal decisions.
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 Voice and Partnership: The means to achieve transparency and openness in modern
society are many and varied — business councils, interaction groups, and consumer
groups, to name a few. Institutional working arrangements with community groups
can contribute to greater state effectiveness by giving citizens a greater voice in the
formulation of government’s policies. And partnerships between levels of government
and with international bodies can help in the provision of local and global public goods.

The State, Institutions, and Economic Outcomes

The State sets the formal rules — laws and regulations — that are part and parcel of
a country’s institutional environment. These formal rules, along with the informal rules of
the broader society, are the institutions that mediate human behaviour. But the state is
not merely a referee, making and enforcing the rules from the sidelines; it is also a player,
indeed often a dominant player, in the economic game. Everyday, state agencies invest
resources, direct credit, procure goods and services, and negotiate contracts; these actions
have profound effects on transactions costs and on economic activity and economic outcomes,
especially in developing economies. Played well, the state’s activities can accelerate
development. Played badly, they will produce stagnation or, in the extreme, economic and
social disintegration. The state, then, is in a unique position: not only must it establish,
through a social and political process, the formal rules by which all other organisations
must abide; as an organisation itself, it, too, must abide by those rules.11

TABLE 1.1 : IMPACT OF STATE

Ways of State Harmful Impact
Promoting Development of State

• By providing a macro-
economic and a micro-
economic environment
that sets the right
incentives for efficient
economic activity.

• By providing the
institutional infrastructure-
property rights, peace, law
and order, and rules — that
encourages efficient long-
term investment, and

• The wrong kind of rules can actively discourage the
creation of wealth. For example, the state may penalize
private wealth by distorting prices-through an overvalued
currency, for example, or by creating agricultural
marketing boards that tax farmers’ output and give them
little in return.

• Even if the rules themselves are benign, they may be applied
by public organizations-and their employees-in a harmful
fashion. They may, for example, impose huge transactions
costs, in the form of red tape or bribery, on entrepreneurs
setting up new businesses or restructuring old ones.

• By ensuring the provision of
basic education, health
care, and the physical
infrastructure required for
economic activity, and by
protecting the natural
environment.

• But potentially the largest source of state-inflicted damage is
uncertainty. If the state changes the rules often, or does not
clarify the rules by which the state itself will behave,
businesses and individuals cannot be sure today what will be
profitable or unprofitable, legal or illegal, tomorrow. They
will then adopt costly strategies to insure against an uncertain
future — by entering the informal economy, for example, or
sending capital abroad–all of which impede development.

Courtesy: World Bank, World Development Report, 1997
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Economic Roles of Government

As pointed out earlier, the government plays an important role in almost every national
economy of the world.

While the state control of economy is a universal
phenomenon, the extent and nature of the control vary
widely between nations, depending upon the nature
and stage of development of the economy, the behaviour
of the private sector, the political philosophy, social attitudes, administrative system, etc.

As stated above, the extent and nature of these roles in a given situation depend on a
number of factors. Some salient features of these roles are outlined below:

Regulatory Role: Government regulation of the business may cover a broad spectrum
extending from entry into business to the final results of a business. The reservation of
industries to small-scale, public and cooperative sectors, licensing system, etc., regulate the
entry. Regulations of product mix, promotional activities, etc., amount to regulation of the
conduct of business.

Results of business operations may be regulated by such measures as ceilings on profit
margins, dividend, etc. The State may also regulate the relationship between enterprises.
Examples of this include restrictions on intra-corporate investments, inter-locking of directors
and appointment of sole selling agents.

Government regulation of the economy may be broadly divided into direct controls
and indirect controls.

Indirect controls are usually exercised through various fiscal and monetary incentives
and disincentives or penalties. Certain activities may be encouraged or discouraged through
monetary and fiscal incentives and disincentives. For instance, a high import duty may
discourage imports and fiscal and monetary incentives may encourage the development of
export-oriented industries.

The direct administrative or physical controls are more drastic in their effect. The
distinguishing characteristic of direct controls is their discretionary nature. They can be
applied selectively from firm-to-firm and industry-to-industry, at the discretion of the State.

Regulation of the business had been rampant in the developing countries. Since the
late 1980s, however, a deregulation trend has set in. This has drastically transformed the
competitive environment and has given an impetus to globalisation.

Promotional Role: The promotional role played by the government is very important
in developed countries as well as in the developing countries. In developing countries,
where the infrastructural facilities for development are inadequate and entrepreneurial
activities are scarce, the promotional role of the government assumes special significance.
The State will have to assume direct responsibility to build up and strengthen the necessary
development infrastructures, such as power, transport, finance, marketing, institutions for
training and guidance and other promotional activities.

Governments normally play four
important roles in an economy,
viz., regulation, promotion,
entrepreneur-ship, and planning.
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The promotional role of the State also encompasses the provision of various fiscal,
monetary and other incentives, including measures to cover certain risks, for the development
of certain priority sectors and activities.

Entrepreneurial Role: In many economies, the State also plays the role of an
entrepreneur — establishing and operating business enterprises and bearing the risks. A
number of factors such as socio-political ideologies; dearth of private entrepreneurship;
neglect of certain sectors, like the unprofitable sectors, by the private entrepreneurs; absence
of or inadequate competition in certain segments and the resultant exploitation of consumers,
etc., have contributed to the growth of State owned enterprises (SOEs) in many countries.

There was a tendency in many developing
countries to assign a dominant place to the public sector.
Public sector dominance was usually established in
capital-intensive projects like steel, capital goods,
petrochemicals and fertilisers for which investment
requirements were very large and the expected private
returns, at least in the short-run were too low to provide an incentive for private profitability.
In many cases even when the private sector was prepared to undertake the risk and invest.
State ownership of such industries existed for one reason or other.

Planning Role: Especially in the developing countries, the State plays a very
important role as a planner.

The importance of planning to a less developed economy was often emphasised by
Jawaharlal Nehru, the chief architect of Development Planning in India. He rightly
observed: “Whatever it may be in other countries, in underdeveloped countries like ours,
which have to develop fairly rapidly, the time element is important and the question is how
to use our resources to the best advantage. If our
resources are abundant it will not matter how they are
used. They will go into a common pool of development.
But where one’s resources are limited, one has to see
that they are directed to the right purpose so as to help
to build-up whatever one is aiming at.”

Economic Systems

At one end, there are the free enterprise/market economies or capitalist economies,
and at the other end are the centrally planned economies or communist countries. In between
these two are the mixed economies. Within the mixed economic system itself, there are wide
variations. The freedom of private enterprise is the greatest in the market economy, which
is characterised by the following assumptions:

(1) The factors of production (labour, land, capital) are privately owned, and production
occurs at the initiative of the private enterprise.

(2) Income is received in monetary form by the sale of services of the factors of
production and from the profits of the private enterprise.

Since the 1980s many
governments have resorted to
privatisation, in varying degrees,
and have redefined the role of the
public sector.

The scope of private business
depends, to a large extent, on the
economic system which indeed is
rooted in political philosophy.
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(3) Members of the free market economy have freedom of choice insofar as consumption,
occupation, savings and investment are concerned.

(4) The free market economy is not planned, controlled or regulated by the government.
The government satisfies community or collective wants, but does not compete with
private firms; nor does it tell the people where to work/or what to produce.

The completely free market economy, however, is an abstract system rather than a
real one. Today, even the so-called market economies are subject to a number of government
regulations. Countries like the United States, Japan, Australia, Canada and member
countries of the EEC are regarded as market economies.

The communist countries had, by and large, a centrally planned economic system.
Under the rule of a communist or authoritarian socialist government, the state owned all
the means of production, determines the goals of production and controls the economy
according to a central master plan. There was hardly any consumer sovereignty in a
centrally planned economy, unlike in the free market economy. The consumption pattern
in a centrally planned economy is dictated by the State.

China, East Germany Soviet Union, Czechoslovakia, Hungary, Poland, etc., had
centrally planned economies. However, recently several of these countries have discarded
communist system and have moved towards the market economy.

In between the capitalist system and the centrally planned system falls the system of
the mixed economy, under which both the public and private sectors co-exist, as in India.
The extent of State participation varies widely between the mixed economies. However, in
many mixed economies, the strategic and other nationally very important industries were
fully owned or dominated by the State. This tendency has been changing.

The economic system, thus, is a very important determinant of the scope of private
business. The economic system and policy are, therefore, a very important external constraint
on business.

Trends in Political/Economic Philosophies/Outlook

While there are no radical differences in the philosophies of major political parties in
some countries, the situation is quite different in some others. The government system in a
number countries, including several countries which are making rapid economic progress
and having liberal policies towards foreign capital and technology, is not very democratic.
That does not mean that they are not good to make business with. As a matter of fact, in
several such countries the procedures are simpler and decisions are quicker than in some of
the democratic countries.

Until the political and economic changes ushered in the late 1980s and in the early
1990s in the Eastern Europe, and erstwhile USSR, these countries were a separate block
by themselves with several common characteristics. Private enterprises were very limited
and State trading, particularly counter trade, was the rule. There were a lot of restrictions
on imports and foreign business. This did not, of course, mean that the communist system
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was insurmountable for multinationals or other foreign firms. Under such a system, in
several instances, winning over the top brass of the party or government was a strategy to
obtain business. It may be noted that although companies like PepsiCo were kept out of
India they were going better with countries like USSR.

In the past, public sector was assigned a very important role in many non-communist,
particularly the developing, countries too. In India, for example, where the industrial policy
wanted the public sector to gain control over the commanding heights of the economy
limited the scope of the private enterprise, both domestic and foreign. Even in areas where
foreign capital was allowed, there was ceiling on the foreign equity participation.

Further, in the past, foreign firms in many developing countries were under the fear
of nationalisation.

The clock, however, has turned a full circle in most
of the communist and many other countries.
Privatisation has progressed at an amazing speed. The
erstwhile communist countries and the Peoples’ Republic
of China where the communist party is still in power,
are on the rapid road from Marx to the market. As a
result there has been an influx of foreign investment
to these countries.

Although the trend of the direction of government policies across the world appears to
be broadly one of convergence, there are lots of differences in the restrictions and regulations
of business, scope of foreign business, trade policies, procedures, incentive systems and so
on.

Coalition governments of different political parties are becoming common. Sometimes,
the constituents of the coalition are parties with very different economic ideologies, making
the scenario complex or confusing/uncertain.

Some political leaders are so powerful that they wield enormous control over the party.
The vision and ideology of such leaders have stupendous implications for business. For
example, Chandra Babu Naidu, the Chief Minister of Andhra Pradesh was popularly known
as the Chief Executive Officer (CEO) of the State because of his perspective vision for the
development of the State. His contribution to the industrial and economic transformation
of the State is commendable.

Changes in the nature of State’s role or extent of State’s involvement in the economy
can affect the business environment. When public sector was assigned a major role in the
industrial development and industrial licensing was very widely applicable, the Central
Government in India had an imposing position in deciding the location of projects and type
and size of enterprises. However, the substantial reduction in the role of the public sector
and delicensing drastically changed, the situation and now State Governments have a
much greater role and freedom than in the past in the industrial development, including
promotion of FDI.

As against the past suspicion of
and antagonism against foreign
capital and technology, a large
number of the developing count-
ries, including the former
commu-nist ones, are in a
competition to woo foreign
capital and tech-nology.
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The number of politically independent nations has
been on the increase as a result of the splitting up of
what was once a single country into several ones. A
major reason for this is the rise of what Naisbitt calls
tribalism which is defined as “the belief in fidelity to
ones’ own kind, defined by ethnicity, language, culture,
religion, or, (now) the profession”.12 Universally, the desire of ethnic groups to become
independent of the supremacy of others is growing. Naisbitt observes that democracy greatly
magnifies and multiplies the assertiveness of the tribes; repression does the opposite. And
the anguished drama of the tribalism is most pronounced where they are repressed the
most brutally. According to Naisbitt, it may be a long time before there are 1,000 countries
in this world, but by the middle of this century we should be close to that number because:13

Hostilities between some countries affect business of firms even in third countries.
Arab nations, for example, did not do business with firms having dealings with Israel.
These countries even insisted that third country firms who wanted to do business with
them must produce an Israel boycott certificate. Because of the political ties with Israel, the
US government had adopted countervailing laws to prevent the US firms from complying
with this boycott. Sometimes, there are also economic sanctions.

GOVERNMENT AND LEGAL ENVIRONMENT

Several aspects of the government environment have already been referred to in the
preceding sections of this chapter. A detailed description of the governments role in the
economy is given in the next chapter.

In most countries, apart from those laws that control investment and related matters,
there are a number of laws that regulate the conduct of the business. These laws cover
such matters as standards of product, packaging, promotion, ethics, ecological factors, etc.

In many countries, with a view to protecting consumer interests, regulations have
become stronger. Regulations to protect the purity of the environment and preserve the
ecological balance have assumed great importance in many countries.

Some governments specify certain standards for the products (including packaging) to
be marketed in the country: some even prohibit the marketing of certain products. In most
nations, promotional activities are subject to various types of controls. Several European
countries restrain the use of children in commercial advertisements. In a number of countries,
including India, the advertisement of alcoholic liquor is prohibited. Advertisements, including
packaging, of cigarettes must carry the statutory warning that “cigarette smoking is injurious
to health”. Similarly, baby foods must not be promoted as a substitute for breast feeding. In
countries like Germany, product comparison advertisements and the use of superlatives like
best or excellent in advertisements is not allowed. In the United States, the Federal Trade
Commission is empowered to require a company to provide sufficient evidence to substantiate
the claim concerning the quality, performance or comparative prices of its products.

There is a universal trend
towards political decentra-
lisation. This indicates some
shifts in the power centres firms
have to deal with.
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Many countries today have laws to regulate
competition in the public interest. Elimination of unfair
competition and dilution of monopoly power are the
important objectives of these regulations.

Certain changes in government policies such as
the industrial policy, fiscal policy, tariff policy, etc., may
have profound impact on business. Some policy developments create opportunities as well
as threats. In other words, a development which brightens the prospects of some enterprises
may pose a threat to some others. For example, the industrial policy liberalisations in India
have opened up new opportunities and threats. They have provided a lot of opportunities
to a large number of enterprises to diversify and to make their product mix better. But they
have also given rise to serious threats to many existing products by way of increased
competition; many seller’s markets have given way to buyer’s markets. Even products which
were seldom advertised have come to be promoted very heavily. This battle for the market
has provided a splendid opportunity for the advertising industry.

SUMMARY

The State, i.e., the government, plays a very active role in all economies, including the
market economies, albeit, the extent and nature of State intervention vary widely between
nations.

Functions of the state varies from basic minimum requirements to active participation
in several other sectors. The functions of government may be classified along a continuum,
from activities that will not be taken at all without State intervention to activities in which
the State plays an active role in coordinating markets or redistributing assets.

The economic roles of Government may be classified into four categories. Figure 1.3
gives a summary view of the important functions and economic roles of the State.

There are a host of statutory
controls on business in India.
Although the controls have been
substantially brought down as a
result of the liberalisation, a
number of controls still prevail.
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Activist Functions
These involve measures to stabilize
and promote markets and to
redistribute assets/income.

Planning Role
The national necessity for proper utilisation
of scarce resources and prioritization of
development objectives and ideological
reasons have made this an important role of
governments in the developing and socialist
countries.

Promotional Role
This is also more important in developing
countries than in the developed because
speedy development of the industry and
commerce and the economy requires the
development of the infrastructure, including
facilitating organisations.

Functions of Government

Basic Functions
These include the pure public goods
such as the provision of property rights,
macroeconomic stability, control of
infectious diseases, safe water, roads,
and protection of the destitute.

Economic Roles of Government

Regulatory Role
Regulation may cover a wide spectrum
extending from entry into a business through
the conduct of the business to final results of
the business, and also the exit. Regulation is
very important for the proper functioning of
a market economy.

Intermediate Functions
These, include matters such as
management of externalities (e.g.:
pollution), regulation of monopolies,
and the provision of social insurance
(pensions, unemployment benefits).

Entrepreneurial Role
Direct participation of government in
business was very common particularly in
the socialist and developing countries.
Reasons included ideological and dearth of
private entrepreneurship and capital.
Privatisation, however, has become
widespread since the mid-1980s.

Fig. 1.3: Functions and Economic Roles of Government
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