
1.4 Impact of the Business Environment 

1.4.1 Meaning 

The business environment includes everything outside the organisation that influences 
how it operates — customers, competitors, government, technology, society, and the 
economy. 
Although management can’t control these factors, they must respond and adapt to them. 

   Example: When electricity tariffs go up, a manufacturing company must find ways to 
save energy or increase efficiency. 

 

   Key Takeaways 

• Business environment = all external forces that affect business operations. 

• Companies must be alert and flexible to survive. 

• Management Accounting helps assess the financial impact of environmental 
changes. 

 

1.4.2 Types of Business Environment 

Type Description Simple Example 

Internal 
Environment 

Factors inside the organisation 
that can be controlled. 

Employees, management style, 
production system. 

External 
Environment 

Factors outside the 
organisation that cannot be 
controlled. 

Economy, competition, laws, 
technology, social trends. 

 

   Key Takeaways 

• Internal factors can be changed or improved. 

• External factors must be monitored and adapted to. 

• A strong internal system helps face outside challenges better. 

 

 



1.4.3 Major Environmental Forces Affecting Business 

Let’s understand each major force and how it affects management decisions. 

 

(a) Economic Environment 

Includes inflation, interest rates, exchange rates, unemployment, and income levels. 

Impact on Business: 

• Affects production cost, sales price, and customer demand. 

Example: 
If interest rates rise, a restaurant with a bank loan will face higher costs. 
The Management Accountant must review the budget and suggest where savings can be 
made. 

   Key Takeaways 

• Economic changes affect costs, sales, and investments. 

• MA prepares forecasts and budgets to manage these risks. 

 

(b) Political and Legal Environment 

Includes government policies, tax laws, import restrictions, and labour rules. 

Impact on Business: 

• Determines what the company can or cannot do. 

• Non-compliance leads to penalties. 

Example: 
If the government increases tax on imported packaging, the MA calculates the extra cost 
and advises using local materials. 

   Key Takeaways 

• Legal changes affect costs and profits. 

• MA ensures compliance and estimates financial impact. 

 



(c) Technological Environment 

Includes new production methods, software, and automation. 

Impact on Business: 

• Improves quality and reduces cost but needs investment. 

Example: 
A poultry company introduces automatic feeding systems. 
The MA measures cost savings from reduced waste and labour. 

   Key Takeaways 

• Technology = efficiency + productivity. 

• MA analyses return on investment (ROI) before adopting new technology. 

 

(d) Social and Cultural Environment 

Includes population, education, lifestyle, and customer behaviour. 

Impact on Business: 

• Determines what customers buy and prefer. 

Example: 
More people now prefer healthy food. 
A fast-food outlet introduces grilled chicken instead of fried. 
The MA forecasts sales and profit impact of the new menu. 

   Key Takeaways 

• Social changes shape product demand and marketing. 

• MA studies customer trends and profitability. 

 

(e) Environmental / Ecological Factors 

Include natural resources, climate change, and sustainability. 

Impact on Business: 

• Companies must minimise waste and pollution. 



• Eco-friendly practices improve reputation and long-term profit. 

Example: 
A compost company tracks emissions and recycling cost. 
MA calculates cost savings from recycling waste instead of dumping it. 

   Key Takeaways 

• Eco-friendly actions = good image + long-term savings. 

• MA tracks environmental costs and benefits. 

 

(f) Competitive Environment 

Refers to existing rivals and potential new entrants. 

Impact on Business: 

• Encourages price control, innovation, and better service. 

Example: 
A competitor launches a cheaper product. 
MA checks if prices can be reduced without losing profit. 

   Key Takeaways 

• Competition drives efficiency and creativity. 

• MA provides cost and pricing data to stay competitive. 

 

1.4.4 Management Accounting’s Response to Environmental Changes 

Environmental Change MA’s Response 

Raw material price increase Find cheaper suppliers or reduce waste. 

New tax policy Estimate financial impact and adjust budgets. 

New technology Evaluate cost vs benefit before buying. 

Changing consumer 
preference Analyse profitability of new products. 



Environmental regulation Calculate cost of compliance and savings from 
green practices. 

 

 

   Key Takeaways 

• MA helps management adapt quickly to environmental changes. 

• It turns external challenges into data-driven decisions. 

• Being proactive saves the business from losses. 

 

1.4.5 Example Case – Small Bakery 

Environmental 
Factor Change MA’s Action 

Economic Flour price rises by 15%. Revise cost sheet and suggest 
price adjustment. 

Political New tax on packaging. Shift to eco-friendly paper and 
calculate cost difference. 

Technological Modern ovens save 30% 
electricity. 

Compare cost vs savings and 
advise purchase. 

Social People demand healthy 
options. 

Introduce sugar-free items and 
forecast sales. 

Environmental Plastic banned. Use compostable packaging 
and measure cost impact. 

 

1.4.6 Importance of Studying the Business Environment 

1. Early Warning System – identifies threats and opportunities. 

2. Better Decision-Making – improves accuracy and timing. 

3. Compliance and Risk Reduction – avoids legal and financial issues. 

4. Adaptation and Innovation – encourages creativity. 

5. Long-Term Survival – ensures sustainable growth. 

 



   Final Key Takeaways 

• The business environment shapes strategy and performance. 

• Companies must continuously analyse environmental forces. 

• Management Accountants act as navigators, guiding decisions through uncertainty. 

• Understanding the environment helps businesses stay relevant, efficient, and 
profitable. 

 


