Business risk refers to the possibility of losses or reduction in profits due to uncertainties
arising from the internal and external environment of a business. It is the risk associated with
the normal operations of a firm. Business risk affects the earning capacity of an organization
and exists even if the company has no debt. It arises mainly because of fluctuations in
demand, cost, competition, technology, and economic conditions.

Business risk is unavoidable in every type of business, whether small or large, manufacturing

or service-based. However, it can be managed and minimized through proper planning and
control.

1. Meaning of Business Risk

Business risk is the uncertainty of income caused by factors other than financial leverage. It
relates to operational efficiency and market conditions. If a company fails to generate
sufficient revenue due to poor sales, rising costs, or unfavorable market trends, it faces

business risk.

In simple words, business risk is the possibility that a firm may not earn enough profit to
cover its operating expenses.

2. Causes of Business Risk

Business risk arises due to various factors, which can be classified as internal and external:
(A) Internal Causes

(i) Operating Inefficiency

Poor management, outdated machinery, lack of skilled labor, and inefficient production
processes can increase costs and reduce profitability.

(ii) High Fixed Costs

If a company has high fixed costs (rent, salaries, depreciation), it must maintain a certain
level of sales to break even. A fall in sales increases business risk.

(iii) Poor Marketing Strategy

Wrong pricing, weak advertising, and poor distribution networks may reduce demand for
products.

(B) External Causes



(i) Economic Conditions

Recession, inflation, and changes in income levels directly affect consumer demand.
(ii) Competition

Intense competition in the market reduces market share and profit margins.

(iii) Technological Changes

Rapid technological advancements may make existing products obsolete.

(iv) Government Policies

Changes in taxation, import-export rules, and regulations impact business operations.
(v) Natural Factors

Natural disasters such as floods, earthquakes, and pandemics can disrupt production and
supply chains.

3. Types of Business Risk
(i) Operating Risk

Operating risk arises due to fixed operating costs in production. Higher fixed costs increase
the risk of loss during low sales periods.

(ii) Market Risk

Market risk occurs due to changes in market demand, consumer preferences, and
competition.

(iii) Strategic Risk

Strategic risk arises from wrong business decisions, such as entering an unprofitable market
or launching an unsuccessful product.

(iv) Compliance Risk

Failure to comply with legal and regulatory requirements may result in penalties and losses.

4. Measurement of Business Risk



Business risk is often measured through:

e Variability of Earnings (EBIT)
¢ Break-Even Analysis
e Degree of Operating Leverage (DOL)

A higher degree of operating leverage indicates greater business risk because profits are more
sensitive to changes in sales.

5. Effects of Business Risk

Fluctuation in profits

Reduction in shareholder confidence
Difficulty in raising capital
Possibility of business failure
Lower market value of shares
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6. Methods to Reduce Business Risk

1. Diversification of Products — Offering different products to reduce dependence on
one line.

Cost Control Measures — Reducing unnecessary expenses.

Market Research — Understanding customer needs and trends.

Insurance — Protecting against losses from unforeseen events.

Efficient Management — Skilled planning, coordination, and supervision.
Technological Upgradation — Adopting modern techniques to remain competitive.
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7. Difference Between Business Risk and Financial Risk

Basis Business Risk Financial Risk
Meaning Risk arising from business operations Risk arising from use of debt
Cause  Operating activities Capital structure decisions
Nature Unavoidable Can be reduced by reducing debt
Impact Affects operating profit Affects net profit

Business risk is an inherent part of every business organization. It arises from uncertainties in
operations, market conditions, and economic factors. Although it cannot be completely
eliminated, effective management strategies, cost control, diversification, and proper
planning can significantly reduce its impact. A successful business is one that identifies
potential risks in advance and adopts suitable measures to manage them efficiently.



