
1.0 Objectives 

After studying this unit you will be able to: 

understand some of the basic terms used in accounting and finance 

develop an insight about financial markets 

discuss the important financial instruments for raising the funds 

appreciate the importance of financial reporting  

1.1 Introduction 

The goal of any finance function is to achieve three benefits: business support service, lowest costs and 

effective control of the environment. Money is the lifeblood of a business and finance is the nerve 

center. Finance is required to promote or create a business, gain assets, develop products, run market 

surveys, advertise. The conventional view of finances focuses on being reactive, efficient, and 

quantitative and risk averse. New innovative views focus on being vision-oriented, opportunity and 

growth focused, intuitive and risk-taking. In this unit we shall discuss the importance of accounting and 

finance in the global business and its role in managing the business effectively. In addition to this we shall also 

study about the types of markets, their functions and different types of financial instruments used in raising the 

funds. We shall also be discussing the significance of financial reporting. 

1.2 Accounting Simplified: There are certain basic accounting terms which are daily used in the 

business world. Before recording the transactions in the books, it is essential to understand these terms 

as these terms have their specific meaning in Accounting. These basic terms are called accounting 

terminology. They are as follows: 

Business Transaction :--- A business transaction is an economic activity of the business that changes 

its financial position. Whenever any business transaction takes place, it results in a change in the values 

of some of the assets, liabilities or capital.  

The chief features of a transaction are:-- 

It involves an economic activity. For example, when goods are purchased or sold for cash or on credit or 

when salaries are paid to employees or when interest is paid on money borrowed from the bank, a 

business transaction takes place. Social activities are not considered as transaction because it is social 

engagement.  

Transactions may be classified into two types – external and internal. External transactions are those 

which involve economic activities between two independent business entities such as purchase or sale of 

goods. Internal transactions are those economic activities that take place entirely within one business 

entity such as depreciation charged on fixed assets.  

It results in a change in the financial position of the firm – a change in the values of some of the assets, 

liabilities or capital.  

The change must be capable of being expressed in terms of money. Loss of goods by fire or the losses 

due to a customer‘s inability to pay are transactions because the losses can be measured in terms of 



money. However, when an efficient manager retires from the firm, the loss to the business may be quite 

large, but since it cannot be measure in terms of money, it will not be a business transaction. 

Assets: -- Anything which is in the possession or is the property of a business enterprise including the 

amounts due to it forms others is called an asset. In other words, anything which will enable a business 

enterprise to get cash or a benefit in future is an asset. Thus, Cash and Bank balances, Stock, Furniture, 

Machinery, land and Building, Bills Receivable, Money owing by Debtors etc. are all assets.  

―Assets are future economic benefits, the rights of which are owned or controlled by an organization or 

individual.‖                                                                -------Finney & Miller 

―Assets are valuable resources owned by a business which are acquired at a measurable money cost.‖                                                                                         

-------- Prof. R.N. Anthony  

Assets may be classified into the following categories: --- 

(i) Fixed Assets: --  Fixed assets refer to those assets which are 

held for continued use in the business for the purpose of producing goods or services and are not meant 

for resale. Example of fixed assets are:- 

Land and Building, Plant and Machinery, Motor vehicles, Furniture etc.  

(ii) Current Assets:--- Current assets are those assets which are 

meant for sale or which the management would want to convert into cash within one year. As such, 

these assets are also termed as ‗Short-lived or active assets.‘ For example, ‗Debtors‘ are continuously  

sold and Bills receivable are also converted into cash.  

According to The Institute of Certified Public Accountants, U.S.A.  ― Current assets include cash and 

other assets or resources commonly identified as those which are reasonably expected to be realized in 

cash or sold or consumed during the normal operating cycle of the business.‖  

Although ‗Prepaid Expenses‘ will never be realized in Cash, these are also included in Current Assets, 

since service or benefit will be available against these without further payment.  

Out of the above assets, Stock and Investments are shown in the balance sheet at Cost or Realizable 

value whichever is less. Bill Receivable and Debtors are shown at the estimated realizable values and 

the Cash in Hand and Cash at Bank are shown at the actual figure.  

Tangible and Intangible Assets :--- Tangible assets are those assets which can be seen and touched. In 

other words, which have a physical existence such as Land, Building, Plant, Furniture, Stock, Cash etc.  

Intangible assets are those assets which do not have a physical existence and which cannot be seen or 

felt. Examples of such assets are Goodwill, Patents, Trade Marks and Prepaid Expenses, Intangible 

assets are also valuable assets. For example, with the help of Patents(known-how) businessman is able 

to produce goods and his goodwill helps in attracting customers easily. Therefore the intangible asset 

help the firm in earning profits as much as the tangible assets. Hence, both tangible and intangible are 

valuable assets. Value of intangible assets is based on the benefit and facility available to the business 

from such assets.  

Wasting Assets:-- Wasting assets are those assets which are consumed through being worked or used, 

such as mines. As soon as all the minerals have been extracted, the mine becomes valueless. Oil wells 



have the same characteristics. Wasting assets also include assets which get exhausted with the lapse of 

time, such as patents, Trade Marks, Leasehold Properties etc.  

 Liability :--  It refers to the amount  which the firm owes to outsiders (expecting the amount owed to 

proprietors). In the words of Finney and Miller, ―Liabilities are debts, they are amounts owed to 

Creditors.‖ This can be expressed as:   

  

     

Thus, when a firm purchases goods on credit form A, the amount owing to A is a liability. Likewise 

when a bank account is overdrawn, the amount owing to bank (i.e., bank overdraft) is known as a 

liability. Likewise the Bills Payable, Creditors, Unpaid Wages are also the examples of liabilities.  

Liabilities may be classified into two parts as under :--- 

(i) Long term Liabilities or Fixed Liabilities :--- These refer 

to those liabilities which fall due for payment in a relatively long period (normally after more than one 

year). For example, Long Term Loans and Debentures etc.  

(ii) Current Liabilities :--- Current liabilities refer to those 

liabilities which are to be paid in near future (normally within one year). For example, Bank Overdraft, 

Bills Payable, Creditors, Outstanding Expenses and Short term Loans etc.  

Capital :---  It refers to the amount invested by the proprietor in a business enterprise. It is the amount 

with the help of which goods and assets are purchased in the business. As such, in order to calculate the 

amount of capital all current assets and fixed assets are added up and external liabilities are deducted out 

of it.  

 

For example, suppose that the following balances appeared in the books of a firm:-- Cash Rs.20,000; 

Machinery Rs. 50,000; Stock Rs. 1,00,000; Debtors Rs. 40,000 and Creditors Rs. 30,000. In that case 

the Capital will be :---  

Capital = Cash Rs. 20,000 + Machinery Rs. 50,000 + Stock Rs. 1,00,000 + Debtors Rs. 40,000 – 

Creditors Rs. 30,000 = Rs. 1,80,000.  

Capital is also known as Owner‘s Equity or Net Worth or Net Assets.  

Expenses :--- Expense is the cost incurred in producing and selling the goods and services. According to 

Finney and Miller, ―Expenses is the cost of use of things or services for the purpose of generating 

revenue‖. 

Following are included in the term Expenses :---- 

Cost of goods sold, Amount paid for Rent, Commission, Salary, Advertisement etc, Decline in the 

value of an asset caused by the use of such asset for business purpose or depreciation is also an 

expense.  

Income: --- ‗Income‘ is different from ‗revenue‘. Amount received from sale of goods is called 

‗Revenue‘ and the cost of goods sold is called ‗Expense‘. Surplus of revenue over expenses is called 

Liabilities = 

Assets - 

Capital 

Capital  = 

Assets – 

Liabilities  



‗Income‘. For example, the goods costing Rs. 5,00,000 are sold for  Rs. 6,00,000. The sale amounting to 

Rs. 6,00,000 is the revenue, the cost amounting to Rs. 5,00,000 is expense and the difference between 

the two i.e. Rs. 1,00,000 is the income. It can thus, be expressed as : 

Expenditure:--- Any disbursement of cash or transfer of property or incurring a liability for the purpose 

of acquiring assets, goods or services is called expenditure. It means that any type of payment for the 

receipt of a benefits is termed as expenditure. Expenditure may be classified into two categories : (i) 

Capital expenditure and (ii) Revenue expenditure.  

(i) Capital Expenditure:---  Any expenditure which is incurred in acquiring or increasing the value of a fixed 

asset is termed as capital expenditure. As such, the amount spent on the purchase or erection of 

Building, Plant, Furniture etc. is capital expenditure. Such expenditure yields benefit over a long period 

and hence written in Assets.  

(ii) Revenue Expenditure:---  Any expenditure, the full benefit of which is received during one accounting 

period is termed as revenue expenditure. As such, all the revenue expenditures are debited to Trading 

and Profit & Loss Account. Such expenditure does not result in an increase in the earning capacity of the 

business but only helps in maintaining the existing earning capacity. It also does not bring into existence 

an asset of an enduring nature.  

Revenue:---  Revenue in accounting means the income of a recurring (regular) nature from any source. 

It consists of the amount received from sale of goods and from service provided to customers. It also 

includes receipt of rent, commission, dividend, interest etc. Revenue is related to day-to-day affairs of 

the business and should also be regular in nature. As such, the amount of capital introduced by the 

proprietor or borrowing loan is not revenue.  

Debtors :---  The term ‗Debtors‘ represents those persons or firms to whom goods have been sold or 

services rendered on credit and payment has not been received from them. They still owe some amount 

to the business. For example, if goods worth Rs. 10,000 have been sold to Mohan on Credit, he will 

continue to remain the debtor of the business so long as, he does not make the full payment. 

Receivables: --- Amount due from Debtors and Bill Receivables(B/R) is jointly termed as ‗Receivables‘ 

or ‗Accounts Receivables‘.  

Creditors:-- The term ‗Creditors‘ represents those persons or firms from whom goods have been 

purchased or services procured on credit and payment has not been made to them. Some money is still 

owing to them. For example, if goods worth Rs. 5,000 are purchased from Govind on Credit, he will 

continue to remain the creditor of the firm so long as, the full payment is not made to him.  

Payables:-- Amount due to Creditors and for Bill Payables (B/P) is jointly termed as ‗Payables‘ or 

‗accounts payable‘. 

Goods:-- Goods include all those things which are purchased for resale or which are used for producing 

the finished products which are also meant to be sold. Thus, for a furniture dealer purchase of chairs and 

tables is termed as goods, while for others it is furniture and is termed as an asset. Similarly, for a 

stationary trader, stationary is goods, whereas for others it is expense.  

Cost:-- Cost can be termed be as the amount of resources given up in exchange for some goods or 

services. The resources given up are money or money‘s equivalent expressed in terms of money. The 

Chartered Institute of Management Accountants (CIMA), London has defined the term cost as follows 

―Cost is the amount of expenditure (actual or national) incurred on, or attributable to a specified thing or 



activity‖. The specific thing or activity may be a product , service or any activity. Further, the 

expenditure incurred may be actual or national. The amount spent on the purchase of raw materials is 

the actual expenditure whereas national expenditure is one which does not involve any cash outlay. 

National expenditure is conceptual and deemed to have been incurred, e.g. rent of owned factory, 

interest on owned capital etc.  

Gain:--- It is a monetary benefit , profit or advantage resulting from events or transactions which are 

accidental to business such as sale of fixed assets, winning a court case or appreciation in the value of an 

asset. For example, if a building costing Rs. 6,00,000 is sold for Rs. 7,00,000; Rs. 1,00,000 will be gain 

on sale of building.  

Stock or Inventory:--- The term ‗stock‘ includes the value  of those goods which are lying unsold at the 

end of accounting period. The Stock may be of two types:--- 

(i) Opening Stock                      (ii)     Closing Stock 

The term ‗Opening Stock‘ means the value of goods lying unsold at the beginning of the accounting 

period whereas the term ‗Closing Stock‘  means the value of goods lying unsold at the end of the 

accounting period.  

Types of Stocks :--- In case of a manufacturer , there can be opening and closing stocks of three types:--

- 

(i) Stock of Raw Material :-- It includes stock of raw materials purchased for using them in products 

manufactured but still lying unused. For example, the value of cotton in case of cloth mills is the stock 

of raw material.  

(ii) Stock of Work-in-progress:-- It is also termed as stock of partly finished goods. It means goods in semi- 

finished form. Such goods need further processing  for converting into finished products. For the 

valuation of work in progress, the value of raw materials used in it, the cost of labor, power, fuel and 

other expenses on proportionate basis are included. In case of cloth mills the value of threads and the 

unfinished clothe will be the stock of work in progress.  

(iii) Stock of Finished Goods :--- It includes the stock of those goods which have been completely processed 

and are ready for sale but are lying unsold at the end of the accounting period. In case of cloth mills the 

value of finished cloth will be the value of finished goods.  

Calculation of Closing Stock:--- To ascertain the value of the closing stock, a complete list of all the 

items in the godown together with their quantities is prepared. Also the separate lists should be prepared 

for raw materials, semi-finished goods and finished goods in the stores. Preparation of such lists is 

called ‗stock taking‘.  

Care should be taken that the following goods are not included in the list of stocks:--- 

I. Goods which have been sold but remain undelivered.  

II. Goods purchased and received but which have not been recorded in the purchase book.  

Following goods should be included in the list of stocks:--- 

I. Goods sent to the customers on sale or return basis.  

II. Goods sent to the agents for sale but remain lying with them as unsold.  

It should always be kept in mind that stock is valued at cost price or realizable value, whichever is less.  



Purchases:--- The term purchases is used only for the purchase of ‗Goods‘ in which the business deals. 

In case of manufacturing concern ‗goods‘ means acquiring of raw material for the purpose of conversion 

into finished product and then sale. In case of trading concern ‗goods‘ are those things which are 

purchased for resale. In both the cases the purpose is to make a profit by its resale. For example, if a 

cloth dealer purchases cloth for sale, the cloth so purchased will be called ‗goods‘. However, if the same 

cloth dealer purchases furniture for seating the customers, such furniture will not be termed as goods, 

but it will be an ‗Asset‘ and a separate account named ‗Furniture Account‘ will be opened for it. 

The term  purchases includes both cash purchases and credit purchases of goods.  

Purchase Return :--- When purchased goods are returned to the suppliers these are known as  returns. 

Such returns are also termed as ‗return outwards‘.  

Sales :---  The term ‗sales‘ is used only for the sales of those goods which are purchased for resale 

purposes. It also includes revenues from services provided to customers. The term ‗sales‘ is never used 

for sale of assets. For example, if a cloth dealer sells cloth, it will be termed as sales, but if the same 

cloth dealer sells old furniture or typewriter, it will not be termed as sales. The term sales includes both 

Cash and Credit sales. 

Sales Return :--- Some customers might return the goods sold to them. These are termed as sales 

returns or ‗return inwards‘.  

Loss :-- The term conveys two different meanings. First, it conveys the result of the business for a 

period when total expenses exceed the total revenues. For example, if revenues are Rs. 1,00,000 and 

expenses are Rs. 1,20,000, the loss will be Rs. 20,000. Second, it refers to some fact or activity against 

which firm receives no benefit. For example, loss due to fire, theft, accident etc. It may be noted that 

losses differ from expenses. Expenses are incurred to generate revenues whereas losses do not. For 

example, the theft of an asset is a loss but its depreciation is an expense.  

Profit :--- It is the excess of total revenues over total expenses of a business enterprise for an accounting 

period. Profit increases the investment of the owners.  

Voucher :--  A voucher is a document which provides the authorization to pay and on the basis of which 

the business transactions are, first of all, recorded in the books of accounts. A separate voucher is 

prepared for each transaction and it specifies the accounts to be debited or credited. The form of a 

voucher varies from firm to firm since vouchers are printed separately by different firms in their own 

names. Vouchers are prepared by accountant and each voucher is numbered and countersigned by an 

authorized person of the firm.  

Discount :-- It is rebate or an allowance  given by the seller to the buyer. It is of two types: 

(i) Trade Discount :-- When discount is allowed by a seller to its customers at a fixed percentage on the list 

or catalogue price of the goods it is called trade discount. It is not recorded in the books of accounts as it 

is deducted in the invoice or cash memo itself from the gross value of goods.  

(ii) Cash Discount :---  When discount is allowed to the customers for making prompt it is called cash 

discount. For example,  if a seller allows 2% discount for payment within a week it will be called cash 

discount. It is always recorded in the books of accounts.  

Drawing :--- Any cash or value of goods withdrawn by the owner for personal use or any private 

payments made out of business funds are called drawings.    

 

1.3 WORLD OF FINANCE 



 Economic growth and development of any country depends upon a well-knit financial system.  

Financial System comprises a set of sub-system of financial institutions financial markets, financial 

instruments and services which help in the formation of capital. It provides a mechanism by which 

savings are transformed into investments.  Thus, a financial system can be said to play  a significant role 

in the economic growth of a country by mobilizing the surplus funds and utilizing them effectively for 

productive purposes. 

 The financial system is characterized by the presence of an integrated, organized and regulated 

financial markets, and institutions that meet the short term and long term financial needs of both the 

householders and corporate sector. 

According to P.N. Varshney and D.K. Mittal.  

„‟ Financial system facilitate expansion of financial markets over space and time and promote efficient 

allocation of financial resources for socially desirable and economically productive purposes.‟‟ 

According to V.A. Avadhani,  

„‟  Financial system refers to the activity relating to the provisions of the services in terms of money and 

facilitates activity in real system.‟‟ 

1.3.1 FUNCTIONS /ROLE OF FINANCIAL SYSTEM 

 A  Financial system performs the following functions/norms: 

1) It promotes the process of capital formation by providing a mechanism for transformation of savings      

into investments. 

2) It serves as a link between savers and investors.  It mobilizes the savings of the scattered savers into 

productive investments. 

3) It provides an efficient mechanism of payment for the exchange of services and goods. 

4) It ensures that the transactions are effected safely and swiftly on an ongoing basis. 

5) It provides alternate forms of deposits according to the preferences and liquidity position of the savers. 

6) It distributes the risk through diversification and thus reduce the risk of the savers, such as in the case of 

mutual funds. 

7) It helps in lowering the cost of transactions and increase in the returns through economies of scale in 

lending  and borrowing. 

8)  It provides a mechanism for the transfer of resources beyond  geographical boundaries. 

9) It provides detailed needed information to the various players of the market such as individuals, 

intermediaries, business houses and government, etc. 

10) It helps is managing such portfolios whose risk is less return is more by providing better information.  

 

 

1.3.2 COMPONENTS /CONSTITUTIONS OF INDIAN FINANCIAL SYSTEM  

The following are the four major components that comprise the Indian Financial System : 

 Financial Markets 

 Financial Institutions 

 Financial Instruments/Assts/Securities 

 Financial Services. 

 



  1.3.2 (i)FINANCIAL MARKETS 

 Financial markets refer to the industrial arrangements for dealing in financial assets and credit 

instruments of different types such as currency, cheques, bank deposits, bills, bonds etc. It may be 

broadly classified as a) Negotiated loan market b) Open market 

The negotiated loan market is a market which the lender and the borrower personally negotiated the 

terms of the loan agreement, e.g. a business borrowing from a bank or from a small loan company. On 

the other hand, the open market is a impersonal market in which standardized securities are treated in 

large volumes. The stock market is an example of open market.  

FUNCTIONS 

a. It facilitates the transfer of funds from surplus sectors to the deficit sectors and thus work as 

intermediary. 

b. It discovers price process which results from the interaction of buyers and sellers in the market when 

they trade assets. 

c. It provides a liquidity mechanism for an investor to sell financial assets. 

d. It helps in lowering the cost of transactions. 

e. It helps in achieving the balanced economic growth. 

f. It provides adequate/needed information to the buyers and sellers. 

g. It caters to credit needs of the various individuals, firms and institutions.  

Types of Financial Markets 

Financial markets can  be classified into: 

 Money market  

 Capital market  

 

 

1.3.2(ii) FINANCIAL INSTITUTIONS  

Financial Institutions the business organization dealing in  the financial resources.  They facilitate the 

meeting of the investors and borrowers.  Financial institutions provide the various services to investors 

and borrowers, like investment opportunity,  housing  finance, venture capital, factoring, restructuring, 

diversification, etc.  They buy and sell financial instruments. Financial institutions are intermediaries 

who facilitate smooth functioning of the financial system by making investors and buyers meet. They 

mobilize savings of the surplus units and allocate them in productive activities promising a better rate of 

return. It also provide services to entities (individuals, business, govt.) seeking  advice on various issues 

ranging from restructuring top diversification plans. Financial Institutions are also termed as financial 

intermediaries because they act as middlemen between the savers and borrowers.  

  

Types of Financial Institutions 

 Financial Institutions can be classified into two categories: 

A. Banking Institutions  

B. Non-Banking Financial Institutions 

 

Banking Institutions 



 Reserve Bank of India is an apex institution which regulates, runs and supervises the banking 

institutions in India. Banking Regulation Act, 1949 is the main legislation through which commercial 

banks in India are governed.  Banking institutions provide various financial services.  These institutions 

can broadly be divided in two categories: 

1. Organized sector:- The organized banking sector in India is fairly developed and It is comprised of 

commercial banks, co-operative banks and the regional rural banks. 

Organized Sector 

a) Commercial Banks 

b) Co-operative banks 

c) Regional Rural Banks(BPBs) 

d) Foreign Banks 

 

2. Unorganized sector:- The unorganized sector is consisted of Indigenous bankers, money lenders or 

Sahukars or Seths etc.  These persons are carrying out the function of banking in the unorganized 

manner. 

Unorganized Sector  

a) Indigenous Bankers  

b) Money Lenders  

(Seths and Sahukars)  

Non-Banking Institutions  

The non-banking institutions may be broadly into two groups:-- 

a) Organized Financial Institutions 

b) Unorganized Financial Institutions  

The organized non-banking financial institutions include: 

1. Development Finance Institutions:-- It includes: 

a) The institutions like IDBI, IFCI, IIBI, IRDC at all India level.  

b) State Finance Corporations (SFCs), State Industrial Development Corporations (SIDCs) at state level.  

c) Agriculture Development Finance Institutions as NABARD, LDBS etc.  

Development banks provide medium and long term finance to the corporate and industrial sector and 

also take up promotional activities for economic development of the country.     

2. Investment Institutions:-- It includes those financial institutions which mobilize savings of the public 

at large through various schemes 

And invest these funds in corporate and government securities. These include LIC, GIC,UTI, and 

mutual funds.  

Unorganized Financial Institutions  

The unorganized non-banking financial include number of non-banking financial companies (NBFCs) 

providing whole range of financial services. These include hire-purchase and consumer finance 



companies, leasing companies, housing finance companies, factoring companies, credit rating agencies, 

merchant banking companies etc. NBFCs mobilize public funds and provide loan able funds. There has 

been remarkable increase in the number of such companies since 1990‘s.  

Non-Banking Financial Institutions 

 The NBCs raise their most of the funds in the form of Public Deposits. They accept the deposits for one 

to five years maturity period.  They provide a variety of funds/asset based/advisory services.  These 

institutions can be divided into two parts: 

1. Organized Financial Institutions: 

a) Development Finance Institutions 

b) Investment Institutions 

2. Unorganized Financial Institutions: 

a) Non-Banking  Financial Companies 

b) Residuary Non-Banking Company 

c) Mutual Benefit Financial Companies 

d) Miscellaneous Non-Banking Companies 

 

 

1.3.2 (iii) Financial Instruments/Assets/Securities 

  It is the third component of the financial system.  These comprise a variety of securities to suit the 

investment requirements of various investors.  The financial system also promote financial product 

innovation.  In nineties, Indian capital market, witnessed a tremendous growth in financial information 

in the form of differentiated financial assets/instruments.  The maturity and sophistication of financial 

system depends on the variety of securities.  The different type of securities may be listed as below: 

 

 Debentures 

  Shares  

 Innovative Instruments 

 

1.3.2 (iv) FINANCIAL SERVICES 

 Financial services means the activities, benefits and satisfaction that are offered to users and customers.  

The variety of financial services in the country determines the efficiency of financial system.  The main 

sectors which provide the financial services are banks, financial institutions and non-banking financial 

companies.  The services provided by them can be broadly categorized into two parts: 

1) Assets/Funds Based Services 

I. Equipment Leasing/Lease Financing:- A large transaction is a commercial arrangement, where an 

equipment owner or manufacturer gives the right to use the equipment in return for a rental.  It may be 

of two types, namely, finance lease and operating lease.  In FINANCE  LEASEE, lessor transfers the 

risk and rewards incidental to the ownership of the asset to the lessee.  Title remains with the owner.  

Rental are paid in installments which cover the cost of equipment plus a reasonable return on funds 

invested.  In OPERATING LEASE, the risk, rewards and title remains with the lessor.  Lessee has to 

pay rentals.  It is a short-term lease, agreement.  First leasing company of India was the first company 



which started leasing business in India. In 1973, the leasing business has grown in India at a very fast 

speed because of its advantages to both lessor and lessee.    

II. Hire Purchase and Consumer Credit:- Hire purchase means a transaction where goods are sold to the 

buyer on the terms that he will make the payment in installments.  Hire purchase is different from 

leasing in a sense that in hire purchase the title of goods is transferred to buyer after the full payment is 

made by him. But in leasing, the rental is paid by lessee and no title is transferred to him.  The 

characteristics of hire purchase are as follows:- 

 The possession of the goods is transferred to the buyer immediately. 

 The payment is made in installments by the buyer to the seller. 

 The title of the goods remains with the vendor till the payment of last installment. 

 In case of default, the vendor can repossess the goods and the payment made by the purchaser is treated 

as rental.  

 The installments include the interest as well as principal amount.  

 

Consumer credit means the transactions through which consumer goods are sold to consumers on credit.  

Consumer pays a part of the total amount in cash and the balance in installments over a specified period 

of time.  It covers consumer goods, such as car, scooters, TVs, refrigerator  washing machines, DVDs 

etc. 

III. Venture Capital:- A new type of professional investors emerged in late 1960s whose specially was to 

combine risk capital with entrepreneurial management.  They also used advanced technology to launch 

new products and companies in the market place.  They are known as venture capitalists.  It means the 

term venture capital is an investment in a highly risky project with the objective of earning a high rate of 

return.  Venture capital is a risky money which is invested in risky enterprises either as equity or debt 

capital. 

Venture capital was originated in the USA in the late sixties.  In India, a beginning was made in this 

direction by setting up of venture capital divisions in ICICI, IDBI, AND IFCI, ICICI together with UTI 

has established a separate company –Technology Development and Information Company of India –as a 

venture capital company.  The company‘s activities include venture capital financing, technology 

information, consultancy as well as other services like marketing, business management, vendor 

development etc. 

IV. Bill Discounting:- Finance companies undertake this service.  It is an attractive fund based activity. 

The development of bill discounting as a financial service depends upon the existence of a bill market.  

These bills are drawn by the drawer on the drawee for the value of goods delivered to him.  In India, 

banks mainly provide the funds for working capital required in the business through discounting of 

commercial bills.  Whereas in other countries, bill finance is one of the major types of finance provided 

by banks. 

 

 According to the Indian Negotiable Instrument Act 1881,  ― it is a written instrument containing an 

unconditional order, signed by the maker, directing a certain person to pay a certain sum of money only 

to, or to the order of, a certain person, or to the bearer of the instrument. 

 

 The bank purchases the bill payable on demand from the maker and credits his account with the amount 

of bill less discount.  At the maturity, the acceptor makes the payment to the bank when the bill is 

presented for payment.  In case of dishonor, the customer recovers the full amount from the maker.  



After the 1992 scam, RBI restricted the bill discounting services provided by banks.  Now the RBI has 

permitted banks to rediscount bill amongst themselves and with other financial institutions and finance 

companies.   

V. Housing Finance:-In India, the scope and need for the development of arrangement for supplying 

loans for housing.  Because housing is considered as one of the basic necessities of man and the capital 

involved is so large that it is almost impossible and for middle and lower class to raise the required 

money from their own resources.  Till the end of 1980s, it remained and underdeveloped sector.  But in 

1988, the RBI established National Housing Bank.  It initiated housing finance as a fund based activity.  

NHB is an apex housing finance institution in India.  Till now, many financial institutions and 

companies in public, private and joint sectors have entered in this sector.  Now the competition is so 

large that every day we can notice a new scheme launched by someone to attract customer towards 

itself.  

VI. Insurance Services:- Insurance is a contract between the insurer and the insured where the insurer 

gives an assurance to the person to pay him a certain sum of money in consideration of annual premium 

, against a specified risk such as fire or compensate the beneficiaries on the happening of a specified 

event such as accident or death.  The written document between the two is called policy.  The insurance 

service are of two types :  

(a) Life  

(b)General 

 Until  1999, the LIC and GIC and its four subsidiaries were doing the insurance business in India. But 

after 1999, this sector was thrown open for the private sector also.  In 1999, Insurance Regulatory and 

Development Authority (IRDA)was also set up to monitor insurance business in India. The entrance of 

the private sector in this field has increased the competition and forced two public sector giants to offer 

new attractive policies to customers.   

VII. Factoring:- Generally, the business transaction at wholesale level are made on credit.  While at retail 

level it takes place partly on the basis of cash and credit.  Sellers allow some time to buyers to make 

payments for the same.  The due which arises during the process of credit are known as trade receivables 

for sellers.  Sometimes, sellers may require promissory notes or trade acceptances from buyers.  The 

sellers may make their own arrangements to collect receivables or they may hand over this job of 

collecting receivables to a specialized collection agency.  Such an agency is known as FACTOR. 

 

Thus, FACTORING is a fund based financial service which provide resources  to finance receivables as 

well as the facility of collection receivables.  Factoring may be on a resource basis or without recourse 

basis.  In a recourse basis, the risk of bad debts is borne by the client, whereas, in without recourse basis 

the risk of credit is borne by the factor.  In India, SBI Commercial and Factoring Services Ltd. Was set 

up on 26
th

 February, 1991 as the first factoring company.  At present, SBI Factor and Commercial 

Services Ltd. And CAN Bank Factors Ltd. Are working as factoring organizations in the country.   

2) Fee Based/Advisory Services 

I. Merchant Banking:- Merchant banks are known as ― accepting and issuing houses‖ in the England 

and as ― investment banks‖ in the America.  They are the issue houses which provide various services 

related with the floatation of new ventures and new companies, preparation and execution of new 

projects, consultancy and advice on the matters related with technical, financial, managerial and 

organizational fields.  



 The notification of the MINISTRY OF FINANCE defines a merchant bankers as,‖ Any person who is 

engaged in the business of issue management either by making arrangements regarding selling, buying 

or subscribing to securities as manager, consultant, advisor or corporate advisory service in relation to 

such issue management.  

 

 Merchant banking was started in India in 1967 when the Grindlyas Bank received the licence from RBI.  

SBI started merchant banking in 1972 followed by number of commercial banks.  Development banks 

like ICICI started this activity in 1973, followed by IFCI in 1986 and IDBI in 1991.  

II. Stock Broking and Depository Services:- SEBI was set up by the Government in 1991 to ensure that 

stock exchanges perform their self-regulatory role properly. Since then, stock broking become as a 

professional advisory service.  Stock broker is a member of stock exchange who deals in securities and 

purchase and sell the securities on behalf of customers.  Stock-broker has to get himself registered with 

SEBI.  SEBI has also issued various guidelines to regulate the working of the brokers. Brokers are 

allowed to change commission on the buying and selling of securities.  

The growth in the business of securities led to think for creating a new,  modern infrastructure consisting 

of depositories, paperless trading and computer recording of transactions.  A beginning in this direction 

was made by setting up of Stock Holding Corporation of India Ltd.  (SHCIL) in August 1988.  The 

Government introduced the Ordinance for Depositories in September 1995 which was converted of new 

and existing issues, implementation of delivery system, scrip hypothecation and implementation of 

beneficial owner record-keeping.  The National Stock Depository Ltd.  (NSDL)  was the first depository 

in India which was started in 1996.  

III. Credit Rating:- Credit rating is a grading service to investors which helps them in reducing their risk.  

Credit rating may be considered as a science as well as an art.  It may by considered as a science 

because it involves a systematic approach to analyze the statistics   with given formulas and as an art 

because there are too many variables which  are to be judged.  

  It is a technique in which relative ranking is provided to different instruments of a company on 

the basis of systematic analysis of the strengths and weaknesses of them.  This credit ranking is done on 

the basis of analysis of financial statements, project analysis, credit worthiness factors and future 

prospects of the concern project/company.  Credit rating is not a recommendation to purchase or sell or 

hold security.  It is generally confined to debt instruments, but rating is also made for equity shares also. 

In India, CRISIL, CARE, ICRA, DPCR, Fitch Ratings India Ltd. Are doing the credit rating of 

industrial instruments/securities. 

Conclusion 

It may be concluded that the Indian Financial System has gone a variety of changes. To cope up with the fast 

expanding industrial demand for funds, Indian financial system is passing through the re-emergence of private 

financial institutions and strong structure of Indian financial institutions.  Since the inception of the liberalization 

and globalization, Indian financial system is undergoing major transformation.  A noticeable development has 

been the introduction of innovation in financial products.  The corporate sector and financial institutions have 

offered a variety of financial instruments or securities to cater the increasing demand of bonds. 

1.4 FINANCIAL MARKETS AND FINANCIAL INSTRUMENTS 



Financial markets refer to the industrial arrangements for dealing in financial assets and credit 

instruments of different types such as currency, cheques, bank deposits, bills, bonds etc. It may be 

broadly classified as a) Negotiated loan market b) Open market 

The negotiated loan market is a market which the lender and the borrower personally negotiated the 

terms of the loan agreement, e.g. a business borrowing from a bank or from a small loan company. On 

the other hand, the open market is a impersonal market in which standardized securities are treated in 

large volumes. The stock market is an example of open market.  

FUNCTIONS 

 It facilitates the transfer of funds from surplus sectors to the deficit sectors and thus work as 

intermediary. 

 It discovers price process which results from the interaction of buyers and sellers in the market 

when they trade assets. 

 It provides a liquidity mechanism for an investor to sell financial assets. 

 It helps in lowering the cost of transactions. 

 It helps in achieving the balanced economic growth. 

 It provides adequate/needed information to the buyers and sellers. 

 It caters to credit needs of the various individuals, firms and institutions.  

1.4.1 Types of Financial Markets 

Financial markets can be classified into: 

 Money market  

 Capital market  

INDIAN MONEY  MARKET 

The money market is a place for trading in money and short term financial assets that are close 

substitutes for money.  It provides an opportunity for balancing the short term surplus funds of the 

lenders/investors with the short term requirements of borrowers.  An important feature of the money 

market instruments is that they are liquid with varying degree and can be traded in the money market at 

low cost. 

The money market is a market for short term loans i.e., less than one year.  The very name, in fact, 

suggests that it is money that is being bought and sold.  Business firms use it for the  purchase of 

inventories, the sales finance  companies use it to finance as consumer credit, the banks use it to finance 

temporary reserve shortages and the government uses it to bridge the gap between tax receipts and 

expenditure (in other words, for deficit financing).  A noteworthy point is that in the money market we 

deal not in money but near money assets. 

The money market is not a place but an activity, the transactions are carried out by telephone, mail, etc.  

among people who may have never met one another.  Almost all big cities have local money markets, 

say in Bombay there is the Bombay Money Market, in New York, there is the New York Money Market 

and in London there is the London Money Market. 

DEFINITION 



According to Geoffery Crowther,” Money market is a collective name given to the various forms and 

institutions that deal with the various grades of near money.‖ 

According to H.R. Machiraju,” It is the market for dealing in monetary assets of short term nature.  

Short term funds upto  one year and for financial assets that are close substitution for money are dealt in 

the money market.‖ 

According to L.M. Bhole,”  Money market is that part of the national money market where the day-to-

day surplus funds, mostly of banks, are traded in.‖ 

CHARACTERISTICS OF MONEY MARKET 

The money market in India has the following characteristics:- 

 It establishes the link between the RBI and banks. 

 It is a inter-bank market which matches the deficits and surplus of banks. 

 This market secures short-term requirements of banks and financial institutions. 

 It also provides a link between short-term and long-term capital market. 

 Dealings in UTI bonds, PSU bonds, and bonds of government and semi-government sector are 

also covered under this market.  

 The volumes of the business is found to be very large. 

 It is a wholesale market. 

 The settlement of transactions takes place on a daily basis. 

 The central bank occupies a strategic position in the money market. 

 The developed money  market contributes to an effective implementation of the monetary 

policy. 

 

OBJECTIVES OF THE MONEY MARKET 

The money market has the following objectives:- 

 An equilibrating mechanism for balance out short-term surpluses and deficiencies. 

 A focal point of central bank intervention for influencing liquidity in the economy. 

 A reasonable access to the users of the short-term funds to meet their requirements at reasonable price.  

 

PRE-REQUISITES FOR AN EFFICIENT MONEY MARKET 

To meet the above said objectives, an efficient money market should satisfy the following 

requirements:- 

 Money market should be deep and wide.  Deep in the sense that there should be large number of 

participants and wide in the sense that the flow of funds should not be restricted to the boundaries of a 

country only. 

 The money market instruments should be active and there should  be well mix of these instruments.  

These instruments should be able to meet the diversified requirements of lenders and borrowers. 

 The existence of active secondary market for these instruments is also necessary for efficient money 

market. 

 A central bank for strong regulation, direction and facilitation is  also necessary for developed and 

efficient money  market.  

 The existence of developed banking system is also a pre-requisite for a developed money market.  

Commercial banks are the nucleus of the money market.  Central bank can regulate the money market 

only with help of commercial banks.  



 The demand and supply of funds should be large in the money market.  For this, there should be a 

developed capital market and the volumes of domestic and foreign trade should also be high. 

 Ready marketability and adequate liquidity in the short-term are the another pre-requisite for an efficient 

money market. 

 There should be a number of inter-related and integrated submarkets, such as, call money market, bills 

market, etc. 

 There should be proper and fair competition among submarkets and within each submarket. 

 The demand and supply of funds and the rate of interest should be determined by the market forces.  

 

SIGNIFICANCE /FUNCTIONS OF MONEY MARKET 

In a country like India, where the money market is underdeveloped, the mobilization of financial 

resources is a very difficult job.  Indian agriculture is poor because the farmer does not get loans for his 

short term needs.  He has to depend on fraudulent money lenders who squeeze him by charging an 

exorbitant interest rate and by over-writing the loan amount.  It is due to this reason that Darling has 

aptly remarket that the Indian farmer is born in debt, lives in debt and dies in debt.  In the under-

developed countries like India the sub-markets are not specialized, organized and integrated.  It is one 

side of the picture.  On the other hand, money market has proved to be a boon for the development of 

the advanced countries.  It is through organized money market that they have achieved the objectives of 

economic growth with stability.  The importance of the money market is highlighted as under:- 

 Economic Development:- The money market provides short term funds to both public and 

private institutions.  These institutions need money to finance their capital needs.  In other 

words, the money market assures supply of funds: the financing is done through discounting of 

the trade bills, commercial banks, acceptance houses, discount houses and brokers.  In this way, 

the money market helps in the economic development by providing financial help to trade, 

commerce and industry.  The businessman take advantage by investing their cash in highly liquid 

assets to earn income and also to enjoy liquidity because these assets can be converted into cash 

without much difficulty. 

 Profitable Investment:-The commercial banks deal with the deposits of their customers.  The 

banks are required to put their assets into cash form to meet the directions of the central bank on 

the one hand, while on the other, they have to put their excess reserves into productive channels 

to earn income on them.  The aim of the commercial banks is to maximize profits.  The excess 

reserves of the banks are invested in near money assets.  The purpose is to ensure liquidity 

without foregoing profits completely.  The same principle also applies to non-banking financial 

intermediaries, business corporations, states and local governments. 

 Borrowings by the Government:- The money market helps the government in borrowing short 

term funds at very low interest rates.  The borrowing is done on the basis of treasury bills.  But in 

case the government resorts to deficit financing or to print more currency or to borrow from the 

central bank, it will merely raise the money market supply over and above the needs of the 

economy and hence the price level will boost up.  Thus it is clear that the money market is very 

useful for the government since it meets its financial needs.  

 Importance for central bank:- If the money market is well-developed, the central bank 

implements the monetary policy successfully.  It is only through the money market that the 

central bank can control the banking system and thus contribute to the development of trade and 

commerce.  The money market is very sensitive: a change in one sub-market affects the other 

sub-markets immediately.  It means the central bank can affect the whole money market by 

changing just one sub-market.  In this connection S.N. Sen has aptly remarked, ―The whole of 



the  money market is, as it were , a single credit pool, in which whenever the central bank flings 

a stone waves will gradually reach all shores.‖ 

 Mobilization of Funds:-  The money market helps in transferring funds from one sector to 

another.  The development of any economy depends on availability of finance.  No country can 

develop its trade, commerce and industry until and unless the financial resources are mobilized.  

 Self-sufficiency of Commercial Banks:- In case of the prevalence of a developed money 

market, the commercial banks need not borrow from the central bank.  In case of commercial 

banks have scarcity of resources, they can meet their requirements by recalling some of their 

loans from instead of borrowing from the central bank at a higher interest rate.  

 Savings and Investments:- Another point of importance of the money market is that it helps in 

promoting liquidity and safety of financial assets.  By doing so it can help in encouraging 

savings and investment.  The saving and investment equilibrium or equilibrium of demand and 

supply of loan able funds helps in the allocation of resources.  

 

STRUCTURE OF MONEY MARKET 

The structure of money market can be studied as follows:- 

  
   

COMPONENTS OR SUB-MARKETS OF MONEY MARKET 

The money market is not homogeneous in character.  This is a loosely organized institutions with a 

number of divisions and sub-divisions.  Each particular division or sub-division deals with a particular 

type of credit operation.  All the sub-markets deal in short-term credit.  The following are the important 

constituents or sectors of money market.  

1) Call Money Market:-Call money market is that part of the national money market where the day-to-

day surplus funds of banks are traded.  The maturity of the loans made in this market varies between one 

day to a fortnight.  The main purpose of the operation of this market is to adjust the reserves of banks 

and supply of funds to the market which arises out of the reserves of banks with the central banking 

system.  In India, call loans are unsecured.  The situations regarding these are subject to seasonal 

fluctuations.  The seasonal fluctuations can be noticed in the volume of money at call and short-notice 

and call money rates in the different times of the year.   Brokers play an important role in the call money 

market.  Scheduled commercial banks, non-scheduled commercial banks, foreign banks, co-operative 

banks, Discount and Finance House of India (DFHI) and Securities Trading Corporation of India (STCI) 



are the major participants in the call money market.  Call money market are located in big industrial and 

commercial places like Mumbai, Kolkata, Delhi, Ahmadabad and Chennai.  These markets are also 

located at the different places where stock exchanges are located.  The rate of interest paid on call loans 

is known as the call rate.  The call rate is highly variable.  It varies from day to day.   

2) Collateral Loan Market:- It is another specialized sector of the money market.  The market for loans 

secured by stocks and market is geographically most diversified and most loosely organized.  The loans 

are generally advanced by the commercial banks to private parties in the market. The collateral loans are 

backed by the securities, stocks and bonds.  The collateral securities may be in the form of some 

valuable, say government bonds which are easily marketable and do not fluctuate much in prices.  The 

collateral money is returned to the borrower when the loan is repaid.  Once the borrower is unable to 

repay the loan, the collateral becomes the property of the lender.  These loans are given for a few 

months.  The borrowers are generally the dealers in stocks and shares.  But even smaller commercial 

banks can borrow collateral loans from the bigger banks.  

3) Commercial Bill Market or Acceptance Market:- It is a sub-market in which the trade bills or the 

commercial bills are traded.  These bills are drawn by the drawer by the drawer (seller)on the drawee 

(buyer) for the value of goods delivered to him.  In India, banks mainly provide the funds for working 

capital required in the business through discounting of commercial bills.  Whereas in other countries, 

bill finance is one of the major types of finance provided by banks. 

 

According to the Indian Negotiable Instruments Act, 1881,” It is a written instrument containing an 

unconditional order, signed by the maker, directing a certain person to pay a certain sum of money only 

to, or to the order of, a certain person, or to the bearer of the instrument.‖ 

The various types of bills of exchange are in the market.   They are:- 

a) Demand Bill and Usance or Time Bill:- A demand bill is payable immediately at sight or on 

presentation to the drawee.  A bill which contains no time for payment is also considered as demand bill.  

On the other hand, usnace or time bill is payable at a specified later date.  

b) Clean Bills and Documentary Bills:- Documentary bills are those bills which are accompanied 

documents of title to goods, such as railway receipts or bills of lading. 

c) Inland Bills and Foreign Bills:- Inland bills are those bills which are to be drawn or made in India and 

must be payable in India.  These bills can be drawn upon a person residing in India whereas, foreign 

bills are drawn outside India and these may be payable in India or outside India.  These bills may be 

drawn on a person residing outside India or residing in India. 

d) Hundi:- Hundai is an indigenous variety of bill of exchange.  Indigenous bankers used it to raise money 

or to remit funds or finance inland trade.  These are of two types-DARASHANI and MUDDATI.  

DARSHANI HUNDI is very similar to modern bills of exchange.  It is used for the payment of goods 

originating from the place of production and passing from party to party in different places.  The place 

of origin and place of destination may be quite different.  Whereas, the MUDDATI HUNDAI is payable 

after the expiry of fixed time period and is confined to local limits.  

e) Accommodation Bills and Supply Bills:-An accommodation bill is such in which the accommodation 

person puts his signatures on the bill as acceptor to accommodate another party without receiving any 

consideration.  The supply bill is a bill drawn by the supplier or the contractor on the government or 

semi-government department to get the advance amount against the goods or material supplied to them.  

These bills are not accepted by the government departments.  But the commercial banks advance these 

bills.  

The Institutions Of Money Market 



The institutions of money markets are those which deal in lending and borrowing of short term funds.  

The institutions of money market are not the same in all the countries of the world, rather they differ 

from country to country.  The commercial banks, central banks, acceptance houses, non-banking 

financial intermediaries (NBFI), brokers, etc, are the major institutions of money market.  These are 

discussed as under:- 

 Commercial Banks:-Commercial banks are the back bone of the money market.   They form one of the 

major constituents of money market.  These banks use their short term deposits for financing trade and 

commerce for short periods.  The commercial banks invest their funds in the discounting of bills of 

exchange i.e., both exchange bills or commercial bills and treasury bills or government bills to facilitate 

trade and commerce by mobilizing the flow of money.  The commercial banks lend against promissory 

notes and through advances and overdrafts.  The call money loans are also provided by these banks to 

the bill brokers and dealers in the stock exchange market.  The commercial banks put their excess 

reserves in different forms or channels of investments which satisfy their conflicting principles of 

liquidity and profitability.  The aim is that the funds invested not only remain liquid in form but also 

earn high interest or yield income on them.  A noteworthy point is that in addition to commercial banks 

there are cooperative banks savings banks, financial companies, etc. also which form part of the money 

market.  

 Central Bank:- The central bank plays a vital role in the money market.  It is the monetary authority 

and is regarded as an apex institution.  No money market can exist without the central bank.  The central 

bank is the lender of the last resort and controller and guardian of the money market.  The member 

banks may approach the central bank for loans and advances during emergency.  It controls and guides 

the institutions working in the money market.   It raises or reduces the money supply and credit to 

ensure economic stability in the economy.  In other words, it helps in averting the possibilities of 

inflation and deflation.  A pertinent point is that the performance of the central bank depends on the 

character and composition of the money market.  But the central bank does not enter into direct 

transactions, it controls the money market through changes in the bank rate and open market operations.  

 Acceptance Houses:-The acceptance houses and bill brokers are the main institutions dealing in the bill 

market.  The institution of acceptance houses developed in England where merchant bankers transferred 

their headquarters to London Money Market in the late 19
th

 and the early 20
th

 century.  They function as 

intermediaries between importers and exporters, and between lenders and borrowers in the short period.  

In the London Money Market the acceptance houses performed a very useful role as merchant bankers.  

These houses specialized in the acceptance of trade bills/commercial bills.  They accepted those bills 

which were drawn on merchants whose financial standing was not known in order to make the bills 

negotiable in the London Money Market.  In this way, they handled the international transaction without 

any problem.  A noteworthy point is that by accepting a trade bill, they houses charged a commission.  

The discounting of such accepted bills was done by another specialized agency known as ‗discount 

houses‘.  This institution was an important specialized segment  of the London Money Market in the 

past but now its importance has declined because the commercial banks have undertaken the business of 

acceptance houses.  

 Non-Banking Financial Intermediaries:-  In addition to commercial banks, there are non-

banking financial intermediaries which resort to lending and borrowing of short term funds in the money 

market.  In non-banking financial intermediaries we include savings banks, investment houses, 

insurance companies, building societies, provident funds and other business corporations like chit funds.  

 Bill Brokers:-In the developed money markets like the London Money Market and the New York 

Money Market, private companies act as discount houses.  The main function of these companies is to 

discount bills on behalf of others.  Besides these companies, there are bill-brokers who work as 



intermediaries between the borrowers and lenders by discounting bills of exchange at a small 

commission.  In an under-developed money market, bill brokers are quite important intermediaries.  

 

Money Market Instruments 

The following are the instruments that are available in the money market:- 

 Commercial Bills:- Commercial Bill or the bills of exchange, popularly known as bill is a written 

instrument containing an unconditional order.  This bill is signed by the drawer, directing a certain 

person to pay a certain sum of money only to , or order of a certain person, or to the bearer of the 

instrument at a fixed time in future or on demand.  Once the buyer signifies his acceptance on the bill 

itself it becomes a legal document. Bill of exchange is a very important document in commercial 

transactions.  When the buyer is unable to make the payment immediately, the seller may draw a bill 

upon him payable after a certain period.  The buyer accepts the bill and returns to the seller.  The seller 

may either retain the bill till the due date or get it discounted from some banker and get immediate cash.  

Usually such bills are discounted or rediscounted by commercial banks to lend credit to the bill-holders 

or to borrow from the central bank.  

Indian bill market is an underdeveloped one.  A well organized bill market or discount market for short 

term bill is essential for establishing an effective link between credit agencies and Reserve Bank of 

India. 

 Preference for cash to bills. 

 Lack of uniform practices with regard to bills 

 Excessive stamp duty 

 Preference for cash credit and overdraft arrangements as a mean of borrowing from commercial banks 

 Lack of specialized discount houses. 

Reserve Bank of India started making efforts in this direction in 1952.  However, a new and proper bill 

market was introduced in 1970.  There are been substantial improvement since then.  

 Commercial Paper:-Commercial paper is a new instrument in money market.  This was introduced in 

January 1990 in India.  These were introduced to enable highly rated corporate borrowers to diversify 

their sources of short –term borrowings and also provide an additional instrument to the investor.  RBI 

has issued the guidelines to regulate the issue of commercial paper.  These guidelines are applicable on 

all financial and non-financial companies.  The main point of guidelines are as follows:- 

 Eligibility Condition:-Commercial paper can be issued only by that company whose:- 

 Tangible net worth is not less than Rs. 4 crore. 

 Maximum permissible bank fiancé (MPBF) for working capital requirements is not less than Rs. 4 crore. 

 Current ratio is at least 1.33:1. 

 Shares of the company are listed on one or more stock exchanges. 

 Specified credit rating of P2 are obtained from Credit Rating Information Services of India (CRISIL) 

and A2 in the case of Investment Information and Credit Rating Agency of India Limited (ICRA). 

 Borrowing account is classified under health code No. 1 

 

 Period:-The maturity period ranges between  30 days to 1 year.  No grace period is allowed for payment 

and even if the maturity date falls on a holiday, it should be paid on a previous working day. 

 Denomination and Minimum Investment:- The issue should be for a minimum of Rs. 25 lakh and in 

multiples of Rs. 5 lakh.  Total amount proposed to be issued should be raised within two weeks from the 

date on which the proposal taken on record by the bank.  The paper may be issued as a whole on a single 

day or in parts on different dates but the maturity date of each paper should be the same.   



 Ceiling:- The aggregate amount that can be raised by commercial paper by corporate is  100% of the 

working capital credit limit as announced in November 1996. 

 Mode of Issue and Discount Rate:- This paper should be issued in the form of usance promissory  note 

and should be negotiable by endorsement and delivery.  It can be issued at such discount to face value as 

may be decided by the issuing company. 

 Issue Expenses:- Issue expenses include dealer‘s fees, rating agency fees and other relevant expenses.  

These are to be borne by the company.   

 Procedure for Issue:- The commercial papers can be issued only through those bankers who have 

sanctioned working capital limits to the company.  Every proposing company has to submit the proposal 

in the prescribed form by the RBI along with credit rating to the bank which provides working capital to 

the company.  The bank after scrutinizing and making itself satisfied, takes the proposal on record.  The 

company has to privately placed the issue itself or through the merchant banker within two weeks.  The 

initial investor pays the discounted value of the paper to the account of the issuing company with the 

bank in writing.  The company has to send the advise of commercial paper issued within 3 days through 

the bank. 

 Investors:- Any individual, bank, companies and other registered corporate bodies and unincorporated 

bodies can purchase this paper.  This paper can also be issued to NRIs, but only on repatriable basis and 

on non-transferable basis. 

 

 Certificates of Deposits:- A certificate of deposit is a document of title to depositors of funds that 

remain on deposit at the bank for a specialized period at a specialized rate of interest.  The CDs are 

bearer instrument and are readily negotiable and marketable.  Both bankers and investors are benefitted 

by the CDs as bankers need not to make payment prematurely, while the investors can sell the CDs in 

the secondary market before its maturity. 

The TAMBLE WORKING GROUP in 1982 studied its feasibility of introducing it but did not 

recommend it for the following reasons:- 

 Absence of a secondary market. 

 Administered system of interest rates. 

 The danger that CDs might give rise to fictitious transactions. 

In 1987, the VAGHUL WORKING GROUP studied the matter again and was in favour provided short-

term deposits were aligned with other interest rates in the system.  On the basis of the recommendations 

of Vaghul Committee, the RBI formulated a scheme for the issue of CDs by scheduled banks in June 

1989. 

According to the RBI scheme, the CDs can be issued only by scheduled bank at a discount rate from the 

face value, and the RBI put on restrictions on the discount rate.  It means there is no restriction on the 

rate of interest that can be paid to a depositor.   

The RBI has modified its original scheme in 1997-98.  The broad points of the effective guidelines are 

as follows:- 

 The minimum denomination of CDs is Rs. 5 lakh. 

 The minimum size of the issue of a single depositor is Rs. 10 lakh and additional amounts can be issued 

in multiples of Rs. 5 lakh. 

 The maturity period of CDs varies from 3 months to 1 year. 

 CDs are to be issued at a discount to face value. 

 CDs are transferable after a lock-in period of 30 days after the issue. 

 All scheduled banks other than RRBs are eligible  to issue the certificates of deposits. 

 Term-lending institutions also can be issue them but with the maturity period of 1 to 3 years. 



 CDs are subject to cash reserve ratio and SLR requirements. 

 CDs cannot be bought back by issuing institutions and they also cannot lend against CDs. 

 Discount rate is determined by market and anyone can purchase CDs.  

Initially, the CDs were highly popular instrument in the primary market in 1990 due to their higher 

interest rates in comparison to normal bank lending rates.  But in 1993-94, there was a lack of interest  

among banks in issuing fresh certificates of deposits.  The stringent money  market conditions in 1995-

96 included banks to mobilize resources on a large scale through CDs.  The outstanding amount of CDs 

issued by banks rose from Rs. 8017 crore as at the end of March 1995 to Rs. 21053 crore as on June 

1996.  Thereafter there was a steep fall in outstanding amount of CDs and it was as Rs.  4461 crore as on 

93272 crore.  The weighted average discount rate of CDS increased from 8.62 percent at the end of 

March 2006 to 10.75 percent at the end of March 2007.   

 Treasury Bills (TBs):- The treasury bill, on the other hand, is a short-term government security, usually 

of the  duration of 91 days, sold by the central bank on behalf of the government.  There is no fixed rate 

of interest payable on the treasury bills.  These are sold by the central bank on the basis of competitive 

bidding.  The treasury bills are allotted to the person who is satisfied with the lowest rate of interest on 

the security.  As treasury bills are government papers having no risk, these are good papers for 

commercial banks to invest short-term funds. 

Treasury bills are highly secured and liquid because of guarantee to repayment assured by the RBI who 

is always willing to purchase or discount them.  Treasury bills are government sector instruments and do 

not require any grading or further endorsement or acceptance. 

Types of Treasury Bills.  Treasury bills are basically of two types:- 

 Ordinary /Regular Treasury Bills:- are issued to the public and the BRI by a process of auction or 

bidding.  The objective is to meet the additional short-term financial needs of the government.  Bids are 

invited usually for 14 days, 182 days, 91 days and 364 days treasury bills.  The ordinary Treasury Bills 

can be got rediscounted with RBI. 

 Adhoc Treasury Bills:- are issued in favour of RBI with a view to replenish Government‘s cash 

balances by employing temporary surpluses of state government and semi-government departments. 

Banks are the main subscribes to such treasury bills because they offer a stable and attractive returns, 

high liquidity and can be encashed at a very short notice with RBI. 

 Repurchase Agreement (Repo):- The developed money market of the world have experienced 

tremendous change in the use of purchase agreements as a money market instrument.  It is very 

important instrument of the money market.  I t enables smooth adjustments of short term liquidity 

among varied categories of market participants.  In all advanced financial markets it is extremely 

popular instrument and constitutes the major share of security transactions.  It is much safer than call 

money market operations, as it is backed by collaterals.  As it is a market based instrument, it serves the 

purpose of an indirect instrument of monetary control in a liberalized financial market.  

 ADR‟s and GDR‟s:- American Depository Receipts (ADRs) are the forerunners of Global Depository 

Receipts (GDRs).  These are the instruments in the nature of depository receipt or certificate.  These 

instruments are negotiable and represent publicly traded, local currency equity shares issued by non-

American Company.  Non-resident Indians (NRIs) like to invest in these instruments.   For Indian 

Companies, it is a preferred source of raising capital.  

 

     ADRs are listed on American Stock Exchange whereas GDRs are listed in a stock exchange other 

than American Stock Exchanges, say Luxembourg or London. 

 



     The process of issue of ADR involves delivery of ordinary shares of Indian company to a Domestic 

Custodian Bank (DCB) in India, which instructs the Overseas Depository Bank (ODB) to issue ADR on 

the predetermined ratio. 

 

     DCB is a banking company acting as a custodian for the ordinary shares/bonds of an Indian company 

which are issued by it against global depository receipts or certificates.  ODB (Overseas Depository 

Bank) refers to the bank authorized by the issuing company to issue global depository receipts against 

issue of bonds or ordinary shares of the issuing non-US company.  A GDR/ADR is an evidence of either 

Global Depository Shares (GDS) or American Depository Shares (ADS). 

 

 Each GDS/ADS represents the underlying ordinary share of the issuing company.   The holders of 

GDRs/ADRs are entitled to dividend, bonus shares and right issues.  The holders may exercise their 

voting right through the ODB.  These can be sold outside India in their existing form.  The underlying 

shares can be sold in India after redemption of GDRs/ADRs.  Sale of GDRs outside India to non-

residents is not taxable in India.  Indian companies issuing ADRs/GDRs need not approach Ministry of 

Finance, Govt. of India, for prior approval.  

 

 In America, strict disclosure and accounting norms have to be followed for getting the shares listed 

on stock exchanges.  Accounts are to be prepared according to the US generally accepted accounting 

principles (GAAP).  A combined balance sheet is to be prepared of all group companies.  Some of the 

companies who have gone in for ADRs are Infosys Technology, Satyam Infoway, ICICI Bank, 

Silverline Tech., Rediff.  

 

 

CHARACTERISTICS OF INDIAN MONEY MARKET 

The Indian Money Market suffers from a number of defects, the prominent of these are as 

follows:- 

 Lack of Integration:-The Indian money market is not integrated one.  It is divided in two sectors, i.e., 

organized sector and unorganized sector.  The financial operations of both the sectors are independent to 

each other.  The activities of both the sectors are also independent and have no impact on each other.  

Therefore, it is very difficult to establish a national money market.  The constituents of the money 

market are competing each other rather than co-operating each other.  The RBI has no control over 

indigenous bankers.  Further, the monetary policy of the RBI has not been found sufficiency effective to 

maintain adequate integration among the various constituents of the Indian Money  Market.  

 Shortage of Funds:- The Indian money market also suffers from shortage of funds.  The demand for 

funds is much more than the supply of funds.  There are so many reasons for the shortage of funds such 

as, poverty, black money, parallel economy, inadequate banking facilities. 

     The development of banking facilities in the rural sector in the recent past and recently the lowering 

of cash reserve ratio by RBI has improved the mobilization of funds 

 Lack of Rational Interest Rates Structure:- The Indian money market suffered from the major defect 

of irrational interest rate structure for a long period of time.  Recently, the RBI introduced the 

standardization of interest rates for rationalization, which made some improvement in this regard.  But 

still the present system of administration is suffering from some defects, such as, too many concessional 

rates of interest, comparatively low yield on government securities and improper lending and deposit 

rates fixed by the commercial banks.  



 Absence of Organized Bill Market:-Although the commercial banks purchase and discount both 

inland and foreign bills to a limited extent, but still there is absence of organized bill market.  Despite 

the introduction of limited bill market under its scheme of  1952 and  1970 the same scheme failed to 

popularize the bill market in India.  The major reasons which may be assigned for the poor development 

of the bill market are lack of uniformity in commercial banks and the popularity of the cash credit 

system.  

 Inadequate Banking Facilities:-The Indian money market suffers also from inadequate banking 

facilities.  Rural banking network in India is still underdeveloped. In India, we have a branch on an 

average for roughly 12000 persons.  Due to this drawback, a huge amount of small savings is not 

mobilized which needs to be mobilized for its productive uses through the expansion of banking 

facilities.  

 Seasonal Stringency of Funds and Fluctuations in Interest Rates:- Indian money market faces 

seasonal stringency of funds.  It is because of the reason that Indian being a agricultural country has to 

face huge demand for funds during the period of October to June so as to meet the increased 

requirement of agricultural operations.  Due to the reason, the interest rates also increase.  But in the 

slack season, the demand for funds fall down and ultimately the interest rates also fall down.  These 

wide fluctuations in interest rates are not favorable to development activities of the country.  

MEASURES TO REFORM AND STRENGTHEN THE INDIAN MONEY MARKET 

  The RBI and the Government have taken various measures to strengthen the Indian Money 

Market in the recent past.  Some of these are as follows:- 

 Remission of Stamp Duty:-The government removed the major administrative constraint in August 

1989 by remitting the stamp duty on usance bill.  However this measure has not induced use of 

commercial bills.  The experts feel that government‘s decision to remit the stamp duty alone cannot 

bring the required result till the cash credit system is discouraged in the country.  

 Introduction of New Instrument:-Since 1990s, a number of new money market instruments have been 

introduced.  These include 182 day treasury bills, certificates of deposits, commercial papers, 364 days 

treasury bills and repos.  These instruments have given a boost to the Indian money market.  

 Deregulation of Interest Rates:- The RBI has deregulated the money  market interest rates since 1989.  

This was the another step towards strengthening the money market.  Again as per the recommendations 

of the Narsimhan Committee the interest rates were deregulated in 1991.  The banks and financial 

institutions were asked to determine the interest rate as per market conditions.  This has increased the 

flexibility in interest rates and transparency in lending transactions in the money market.  

 Money Market Mutual Fund:- The government established the money market mutual fund in 1992.  It 

was established with an objective to bring money market instruments within the reach of individuals and 

to increase the participation of individuals in the money market.  

 Discount and Finance House of India (DFHI):- The Discount and Finance House of India (DFHI) was 

set up on April 25, 1988.  It was established for strengthening the money market.  

 

 

CONCLUSION 

   On the basis of the above discussion, it may be concluded that the Indian market is 

suffering from certain drawbacks and, therefore, it cannot be called as developed one.  In comparison to 

London and New York money market, it lacks behind in terms of organization, resources, stability and 

elasticity.  But among the Third World Countries, India has one of the most developed banking systems.  



 

1.4.2 CAPITAL MARKET 

A good capital market is an essential re-requisite for industrial and commercial development of a 

country.  Credit is generally, required and supplied on short-term and long-term basis.  The money 

market caters to the short-term needs only.  The long term capital needs are met by the capital market.  

Capital market is a central coordinating and directing mechanism for free and balanced flow of financial 

resources into the economic system operating in a country. 

The term ‗capital market‘ refers to the institutional arrangements for facilitating the borrowing and 

lending of long-term funds.  In the widest sense, it consists of a series of channels through which the 

savings the community are made available for industrial and commercial enterprises and public 

authorities.  It is concerned with those private savings, individual as well as corporate, that are turned 

into investments through new capital issues and also new public loans floated by government and semi-

government bodies. 

FUNCTIONS  

The major functions performed by a capital market are : 

1. Mobilisation of financial resources on a nation-wide scale. 

2. Securing the foreign capital and know-how to fill up the deficit in the required resources for 

economic growth at a faster rate. 

3.  Effective allocation of the mobilized financial resources, by directing the same to projects yielding 

highest yield or to the projects needed to promote balanced economic development. 

 

STRUCTURE OF THE INDIAN CAPITAL MARKET 

The capital market in India may be classified into two categories viz., organized and unorganized.  The 

structure of any capital market is composed of the sources of demand for and supply of long-term 

capital.  In the organized sector of capital market demand for long-term capital comes from corporate 

enterprises, public sector enterprises, government and semi-government, institutions.  The sources of 

supply of funds comprise individual investors, corporate and institutional investors, investment 

intermediaries, financial institutions, commercial banks and government. 

In India even the organized sector of capital market was ill developed till recently because of the 

following reasons: 

1. Agriculture was the main occupation which did not lend itself to the floatation of securities. 

2. The foreign business houses hampered the growth of securities market.  

3. Managing agency system also accounted for ill-development of capital market as managing agents 

performed both activities of promotion and marketing of securities. 

4. The investment habit of Individuals. 

5. Restrictions imposed on the investment pattern of various financial institutions. 

 

The unorganized sector of the capital market consists of indigenous  bankers and private money-lenders.  

The main demand in the unorganized capial market comes from the agriculturists, private individuals for 



consumption rather than production and even small traders.  The supply of money-capital comes, 

usually from even resources of money lenders and falls short of the requirements made on them. 

CAPITAL MARKET INSTRUMENTS  

 

A. OWNERSHIP SECURITIES 

 

The term ‗ownership securities‘, also known as ‗ capital stock‘ represents shares.  Shares are the most 

universal form of raising long-term funds from the market.  Every company, except a company limited 

by guarantee, has a statutory right to issue shares.  The capital of a company is divided into a number of 

equal parts known as shares. Section 2 (46) of the Companies Act, 1956 defines it as ‗‘ a share in the 

share capital of a company, and includes stock except where a distinction between stock and shares is 

expressed or implied‘‘. 

 

EQUITY SHARES 

 

Equity shares, also known as ordinary shares or common shares represent the owners‘ capital in a 

company.  The holders of these share are the real owners of the company.  They have a control over the 

working of the company.  Equity shareholders are paid dividend after paying it to the preference 

shareholders.  The rate of dividend on these shares depends upon the profits of the company.  They may 

be paid a higher rate of dividend or they may not get anything.  These shareholders take more risk as 

compared to preference shareholders.  Equity capital is paid after meeting all other claims including that 

of preference shareholders.  They take risk both regarding dividend and return of capital.  Equity share 

capital cannot be redeemed during the life time of the company.  However the Companies (Amendment) 

Ordinance (October 31,1998 and January7,1999) have allowed companies to buy back their own shares 

subject to regulations laid down by SEBI. 

 

CHARACTERISTICS OF EQUITY SHARES 

The characteristics of equity shares are as of follows: 

 

(a) Residual Claim on Income: Equity shareholders have a residual claim on the income of the 

company.  They have the claim on income only after the payment of preference dividend.  If the profits 

are insufficient to pay the dividends, the directors may skip the equity dividend.  Even in the case of 

sufficient profits, the shareholders cannot legally force the directors to pay dividend. 

(b) Residual Claim on Assets : The claim of the equity shareholders on the assets of the company is 

also residual. In case of liquidation, the preference shareholders will be paid first after paying debts and 

in the last, the equity shareholders are to be paid off.  It may happen that they even do not get anything 

in case of liquidation. 

(c) Limited Liability: The liability of the equity shareholders is limited to the amount of shares they 

have purchased.  In case of liquidation, they have the liability to pay if the shares are partly paid-up.  If 

the shares are fully paid-up, they are not liable to pay anything.  This provides them a facility to enjoy 

ownership without unlimited liability. 

(d) Pre-Emptive Rights: Equity shareholders are provided with pre-emptive rights.  This right protects 

their interest in the company.  Pre-emptive right means the right to purchase new shares issued by the 

company.  As per Section 81 of the Companies Act, 1956, whenever a company proposes to increase its 



capital by issue of further shares, it must offer such shares to holders of existing equity shares in 

proportion of existing shareholdings. 

(e) Right to Control : The equity shareholders have full right to control the company as owners of the 

company.  They enjoy voting rights in the meetings of the company.  As such, the company is run by 

Board of Directors.  But they are elected by the equity shareholders.  Hence, equity shareholders 

exercise an indirect control over the working of the company. 

 

Advantages of Equity Shares : 

1) Equity shares do not create any obligation to pay a fixed rate of dividend. 

2) Equity shares can be issued without creating any changes over the assets of the company. 

3) It is a permanent source of capital and the company has not to repay it except under liquidation. 

4) Equity shareholders are the real owners of the company who have the voting rights. 

5) In case of profits, equity shareholders are the real gainers by way of increased dividends and 

appreciation in the value of shares. 

Disadvantages of Equity Shares : 

1) IF only equity share are issued, the company cannot take the advantage of trading on equity. 

2) As equity capital cannot be redeemed, there is a danger of over capitalization. 

3)  Equity shareholders can put obstacles in management by manipulation and organizing themselves. 

4) During Prosperous periods higher dividends have to be paid leading to increase in the value of 

shares in the market and speculation. 

5) Investors who desire to invest in safe securities with a fixed income have no attraction for such 

shares.    

 

Preference Shares 

   Preference shares are those shares on which shareholders enjoy two preferences over 

the equity shareholders.  These preferences are: 

I. Payment of dividend out of Profits 

II. Repayment of capital in case of liquidation. 

The preference shareholders do not have any right to participate in the management of the company.  All 

preference shares are redeemable within 10 years.  A fixed rate of dividend is paid on these shares.  

These shareholders do not have any voting right.  However, they get the right to vote if their interest is 

affected by any decision of the company. 

Types of Preferences shares 

  Different types of preference shares are as follows: 

I. Cumulative and Non-cumulative Preference shares: Under cumulative preference shares, the 

shareholders have the right to recover the arrears of dividend in the years in which the company has the 

sufficient profits  On the other hand, the holders for non-cumulative preference shares do not have any 

right to recover the arrears of dividend in next years.  It must be made clear in the terms and conditions 

of the issue or in the articles of the company that these shares are cumulative or non-cumulative.  If 

nothing is stated, then these shares are said to be cumulative. 



II. Redeemable and Non-redeemable Preference Shares: If the preference shares can be redeemed 

at the option of the company after a fixed period of time, then these shares are called as redeemable 

preference shares.  On the opposite side, if the amount of preference shares is not to be paid back to the 

shareholders in the life of the company, such shares are called as non-redeemable preference shares. 

III. Participating and Non-participating Preference Shares:  If the shareholders of preferences 

shares have the right to participate in the additional profits in addition to the fixed rate dividend, Such 

shares are called as participating preference shares.  In such case, firstly the dividend to preference 

shareholders will be paid at a fixed rate and then the equity shareholders will be paid at a reasonable 

rate. If still any balance of profit remains, then these shareholders will get some more part of profits as 

dividend.  The rate of the additional dividend is determined at the time of issuing the preference shares.  

But in other case,  if the preference shareholders do not have any right to participating in the additional 

profits, such shares are known as non-participating preference shares. 

IV. Convertible and Non-convertible Preference Shares:  If the shareholders have the right to get 

their shares converted into equity shares after a certain period of time, then these shares are called as 

convertible preference shares.  The period and conversion ratio must be made clear in the Articles of 

Association or under the terms of issue.  On the other hand, if the preference shares are not to be 

converted into equity shares, then those shares are called as non-convertible preference shares. 

V. Guaranteed and Non-guaranteed Preference Shares:  The preference shares on which the fixed 

rate of dividend is guaranteed, those are called as guaranteed preference shares.  The shares on which on 

such guarantee is given, are called as non-guaranteed preference shares. 

VI. Cumulative Convertible Preference Shares:  The Government of India allowed public limited 

companies to issue such shares in 1985.  These shares can be issued for the establishment of new 

projects, expansion of existing projects, modernization, diversification and management of working 

capital.  The face value of such shares will normally be Rs. 100 each and the rate of dividend will be 10 

percent.  These shares will be converted into equity shares in three years or five years at the option of 

the company. 

 

Characteristics of Preference Shares 

The main characteristics of preference shares are as follows: 

a. Maturity: The company gets fixed capital from the preference shares like the equity shares and is 

not to repay it in case of non-redeemable preference shares.  Redeemable preference shares are 

redeemed at the option of the company but as per terms of the issue.  The company may also issue 

convertible preference shares.  These shares are converted into equity shares after a stipulated period. 

b. Claims on Income:  Preference shareholders have the preference in relation to dividend over the 

equity shareholders.  They get fixed rate of dividend.  There is no statutory obligation to pay dividend to 

non-cumulative preference shareholders.  Even in the case of income, they cannot compel the company 

to pay dividends.  But in the case of cumulative preference shares.  It becomes obligatory to pay 

dividends on such shares.  If the company does not have sufficient  profits in any year, then the company 

will pay the such all dividends in the year in which it has sufficient profits. 

c. Claims on Assets:  The preference shareholders  have prior claims on the assets of the company in 

comparison of equity shares in case of liquidation.  But the company does not keep any asset as security 

with the preference shareholders.  It means that the preference shareholders will be paid prior to equity 

shareholders.  If the assets remain after paying off the debenture holders. 



d. Controlling Power:  The preference shareholders do not have any right to participate in the 

management of the company normally because they don‘t have voting  rights for the appointment of 

directors and in other matters.  But they have the right to vote Section 87 on some specified issues which 

directly affect them. 

 

DEFERRED SHARES 

These shares were earlier issued to promoters or founders for services rendered to the company.  These 

share were known as Founders Shares because they were normally issued to founders.  These shares 

rank last so far as payment of dividend and return of capital is concerned.  Preference shares and equity 

shares have priority as to payment of dividend.  These shares were generally a small denomination and 

the management of the company remained in the hands by virtue of their voting rights.  These 

shareholders tried to manage the company with efficiency and economy because they got dividend only 

at last.  Now, of course, these cannot be issued and these are only of historical importance.  According to 

Companies Act, 1956 no public limited company which is a subsidiary of a public company can issue 

deferred shares. 

NO PAR STOCK/SHARES 

No par stock means shares having no face value.  The capital of a company issuing such shares is 

divided into a number of specified shares without any specific denomination.  The share certificate of 

the company simply states the number of shares held by its owner without mentioning any fact value.  

The value of a share can be determined by dividing the real net worth of the company with the total 

number of shares of the company.  Dividend on such shares is paid per shares and not as a percentage of 

fixed nominal value of shares.  

SWEAT EQUITY SHARES 

The term ‗ Sweat Equity‘ means equity shares issued by a company to its employees or directors at a 

discount or for consideration other than cash for providing know-how or making available rights in the 

nature of intellectual property rights or value additions, by whatever name called.  The idea behind the 

issue of sweat equity is that an employee or director works best when he has ‗sense of belongingness‘ 

and is amply rewarded.  One of the ways of rewarding him is by offering him shares of the company at 

low prices, where he is working. It is termed as ‗sweat equity‘ as it is earned by hard work of employees 

and it is also referred to as ‗sweat equity‘ as employees become happy on the issue of such shares.  The 

purpose of sweat equity is to ensure more loyalty and participation of employees.  

CREDITORSHIP SECURITIES 

The term ‗ creditorship securities‘, also known as ‗ debt capital‘ , represents debentures and bonds.  

They occupy a very significant place in the financial plan of the company.  A debentures or a bond is an 

acknowledgement of a debt.  It is a certificate issued by a company under its seal acknowledging a debt 

due by it to its holders.  In the U.S.A. , bonds are secured by tangible physical assets of the company and 

debentures are secured only by the general creditworthiness of the company.   But, in India and U.K., no 

such distinction is made between debentures and bonds.  According to the Companies Act, 1956, the 

term debentures includes, ―debentures stocks, bonds and many other securities of a company whether 

contributing a charge on the assets of the company or not‖. Hence, in our study, we have not made any 



distinction between the two terms, debentures and bonds and the two have been used interchangeably.  

The use of such cost of capital and consequently helps it to improve the earnings for its shareholders. 

 

DEBENTURES OR BONDS 

A company may raise long-term finance through public borrowings.  These loans are raised by the issue 

of debentures.  A debenture is an acknowledgement of a debt.  According to THOMAS EVELYN, ―A 

debenture is a document under the company‘s seal which provides for the payment of a principal sum 

and interest thereon at regular intervals‘, which is usually   secured by affixed or floating charge on the 

company‘s property or undertaking and which acknowledges a loan to company‖.  A debenture holder is 

a creditor of the company.  A fixed rate of interest is paid on debentures.  The interest on debentures is a 

charge on the profit and loss amount of the company.  The debentures are generally given a floating 

charge over the assets of the company.  When the debentures are secured, they are paid on priority in 

comparison to all other creditors. 

 TYPES OF DEBENTURES 

The debentures are of the following types:- 

 Simple, Naked or Unsecured Debentures:- These debentures are not given any security on assets.  

They have no priority as compared to other creditors.  They are treated along with unsecured creditors at 

the time of winding up of the company.  So, they are just unsecured creditors.  

 Secured or Mortgaged Debentures:- These debentures are given security on assets of the company. In 

case of default in the payment of interest or principal amount, debenture holders can sell the assets in 

order to satisfy their claims.  The debentures may be given a floating charge over all assets of company.  

In this case debenture are paid in priority to unsecured creditors.  The sale proceeds of assets are first 

applied to pay debentures with a floating charge.  

 Bearer Debentures:- These debentures are easily transferable.  They are just like negotiable 

instruments.  The debentures are handed over to the purchaser without any registration deed.  Anybody, 

purchasing them with a consideration and in good faith becomes the lawful owner of the debentures.  

The coupons for interest are attached to the debentures.  The bearer can get interest from the company, 

bank when it becomes due. 

 Registered Debentures:-  As compared to bearer debentures which are transferred by mere delivery, 

registered debentures require a procedure to be followed for their transfer.  Both the transfer and the 

transferee are expected sign a transfer voucher.  The form is sent to the company along with the 

registration fees.  The name of the purchaser is entered in the register.  The coupons for interest are sent 

only to the persons in whose names the debentures are registered.  Every transfer of debenture requires 

the same transfer procedure to be repeated.  

 Redeemable Debentures:- These debentures are to be redeemed on the expiry of a certain period.  The 

interest on the debentures is paid periodically but the principal amount is returned after a fixed period.  

The time for redeemable the debentures is fixed at the time of their issue.  

 Irredeemable Debentures:- Such debentures are not redeemable during the life time of the company.  

They are payable either on the winding up of the company or at the time of any default on the part of the 

company.  The company can retain the right to redeem debentures after giving due notice to the 

debenture holders.  



 Convertible Debentures:- Sometimes convertible debentures are issued by a company and the 

debenture holders are given an option to exchange the debentures into equity shares after the lapse of a 

specified period.  However, debentures issued at discount can be converted either into the equivalent 

number of shares, credited as paid-up in proportionately reduced number of fully paid-up shares.  

Convertible debentures give an investor the privilege of being a secured creditor of the company and to 

change his status to that of a shareholder if the returns are lucrative and the company is financially 

strong.  

 Zero Interest Bonds/Debentures:- Zero interest bond is an instrument recently introduced in India by 

some companies.  It is usually a convertible debenture which yields no interest.  The company does not 

pay any interest on such debentures.  But the investor in a zero interest bond is compensated for the loss 

of interest through conversion of such bond into equity shares at a specified future date.  The issue of 

such debentures enables a company to service its equity in a better way as no interest is paid against 

such debentures and conversion of such bond into equity shares at a specified future date.  The issue of 

such interest is paid against such debentures and conversion takes place usually after the project starts 

bearing fruits. It also results in a reduction in the project cost to the extent of interest during the 

construction period.  

 Zero Coupon Bonds:- Another instrument which has recently become popular in India is the zero 

coupon bonds.  Zero coupon bond does not carry any interest but it is sold by issuing company at deep 

discount from its eventually maturity value.  The difference between the issue price and the maturity 

value represents the gain or interest earned by its investor.  

 First Debentures and Second Debentures:-From the view of priority in the payment of interest and 

repayment of the principal amount, the debentures may be either first debentures or second debentures, 

etc. The debentures which have to be paid back first or who have preference over other debentures in 

payment of interest or called first debentures and the debentures who rank after these are known as 

second debentures.  

 Guaranteed Debentures:-These are debentures or bonds on which the payment of interest and principal 

of is guaranteed by third parties, generally, banks and Government, etc.  

 Collateral Debentures:- A company may issue debentures in favour of a lender of money, generally the 

banks and financial institutions, as a collateral, i.e., subsidiary or secondary, security for a loan raised by 

it.  These debentures are called collateral debentures and these become effective only when the company 

makes a default in the repayment of the loan against which these have been issued.  

 Other Innovative Debt Instruments:- In the fast changing capital market scenario, the corporate sector 

has devised many other innovation debt instruments for raising funds from the market.  Some of these 

are outlined below:- 

 Equity Warrants:-The equity warrant is a paper attached to a bond or preferred stock, that gives the 

holder the right to buy a fixed number of company‘s equity shares at a predetermined price at a future 

date.  The equity warrants increase the marketability of debt instruments.  When it is issued. It usually 

has no value but it becomes valuable when the market price of equity shares moves above the fixed 

price at which the investor is permitted to buy the equity shares.  

 Secured Premium Notes (SPNs):-The secured premium note is a tradable instrument with detachable 

warrant against which the holder gets equity shares after a fixed period of time. 

 Callable Bond:- A callable bond is a bond that can be called in and paid off by the issuer at a price, 

called the ‗CALL Price‘, stipulated in the bond contract.  It gives the advantage to Issuer Company to 

call the existing bonds if the interest rates fall in the market below the bond‘s coupon rate.  

 Floating/Variable or Adjustable Rate Bonds:- The rate of interest payable on these bonds varies 

periodically depending upon the market rate of interest payable on the gilt edged securities. 



 Deep Discount Bonds (DDBs):- The deep discount bond does not carry any interest but it is sold by the 

issuer company at a deep discount from its eventually maturity value.  The industrial Development Bank 

of India issued such DDBs for the first time in the Indian Capital market at a price of Rs. 2700 against 

the nominal value of Rs. 1 Lakh payable after 25 at years.  

 Inflation Adjusted Bonds (IABs):- These are the bonds on which both interest as well as principal are 

adjusted in line with the price level changes or the inflation rate.  

 

Features of Debentures or Bond 

Unlike shares or stock, debentures or bond is a creditor ship security with a fixed rate of interest, fixed 

maturity period, perfect income certainty and low risk of capital.   The salient characteristics of 

debentures are as follows:- 

1) Maturity:-Although debentures provide long-term funds to a company, they mature after a specific 

period.  Generally, the debentures are to be repaid at a definite time as stipulated in the issue.  The 

company must pay back the principal amount on these debentures on the given date otherwise the 

debentures holders may force winding up of the company as creditors.  However, a company may issue 

irredeemable or perpetual bonds or debentures is that they do not have any date.  The effect of issuing 

irredeemable debentures is that they do not have any fixed time limit within which the company must 

pay back the principal amount of debentures and hence the holders cannot compel the company to pay 

them.  But, it does not mean that the company can never redeem these debentures.  In that sense, all 

debentures are redeemable or mature at one time or the other.  

2) Claims on Income:-A fixed rate of interest is payable on debentures.  Unlike shares, a company has a 

legal obligation to pay the interest on due dates irrespective of its level of earnings.  Even if a company 

makes no earnings or incurs loss, it is under an obligation to pay interest to its debentures holders.  The 

default in payment of interest may cause winding up of company because the debentures holders may 

take recourse to law for the same.  In any case, bond holders have priority of claim on income of the 

company over equity and preference shareholders. 

3) Claims on Assets:- Even in respect of claim on assets, debentures holders have priority of claim on 

assets of the company.  They have to be paid first before making any payment to the preference or 

equity shareholders in the event of liquidation of the company.  However, they have a claim for the 

principal amount and interest due only and do not have any share in the surplus assets of the company, if 

any. Further, debentures may provide for a charge on the assets of the company as a security to its 

holders.  The debenture holders may have either specific charge on the assets of the company or a 

floating charge over all the assets of the company.  The secured debentures entitle its holders to have a 

priority over other unsecured creditors of the company, against the assets mortgaged to them.  If the 

assets pledged to them are not sufficient to satisfy their claims, they rank PARIPASSU with the other 

unsecured creditors for the balances.  

4) Control:- Since, debenture holders are creditors of the company and not its owners, they do not have 

any control over the management of the company.  They do not have any voting rights to elect the 

directors of the company or on any other matters.  But, at the time of liquidation of the company they 

have prior claim over shareholders and if remain unpaid, they may take control over the company. 

5) Call Feature:- Issue of debentures sometimes provides a call features which entitles the company to 

redeem its debentures at a certain before the maturity date.   Since, the call feature provides advantages 

to the company at the expense of its debenture holders, the call price is usually more than the issue price.  

DIFFERENCES BETWEEN DEBENTURES AND SHARES 

SHARES DEBENTURES 



1) A Share is a part of owned capital. 

2) Shareholders are paid dividend on the 

shares held by them. 

3) The rate of dividend depends upon the 

amount of divisible profits and policy 

of the Board of Directors. 

4) Dividend on shares is a charge against 

Profit and Loss Appropriation account. 

5) Shareholders have voting rights.  They 

have control over the management of 

the company.  They are the owners of 

the company. 

6) Shares are not redeemable (with the 

exception of redeemable preferences 

shares) during the life of the company. 

7) At the time of liquidation of the 

company, shares capital is payable after 

meeting all outside liabilities.  

1) A debenture is an acknowledgement of 

a debt. 

2) Debenture holders are paid interest on 

debentures. 

3) A fixed rate of interest is paid on 

debentures irrespective of profit or loss.  

4) Interest on debentures is a charge 

against profit and loss account. 

5) Debenture holders are only creditors of 

the company.  They have no say in the 

company.  

6) Debentures can be redeemed after a 

certain period. 

7) Debentures are payable in priority over 

shares capital.  

 

1.5 FINANCIAL REPORTING 

Financial reporting may be defined as communication of published financial statements and related 

information from a business enterprise to third parties (external users) including shareholders, creditors, 

customers, governmental authorities and the public.  It is the reporting of accounting information of an 

entity (individual, firm, company, government enterprises) to a user or group users.  Company financial 

reporting is a total communication system involving company as issuer (preparer)l the investors and 

creditors as primary users, others external users; the accounting profession as measures and authorities 

and the company law regulatory or administrative authorities. 

1.5.1 Objectives of Financial Reporting 

Financial reporting is not an end in itself but is a means to certain objectives.  The objectives of financial 

reporting and financial statements have been discussed for a long time.  While there is no final statement 

on objectives, to which all parties (of financial reporting) have agreed, some consensus has been 

developing on the objectives of financial reporting.  The following may be described as the primary 

objectives of financial reporting. 

(a) Investment Decision-Making 

(b) Management Accountability 

 

 Investment Decision-Making:- The basic objective of financial reporting is to provide information 

useful to investors, creditors and other users in making sound investment decisions. It is essential to 

have an understanding of the investment decision process applied by external users in order to provide 

useful information to them.  The investors seek such investment which will provide the greatest total 

return with an acceptable range of risk.  Investment return is comprised of future interest or dividends 

and capital appreciation (or loss).  The investors while making investment decision aim to determine the 

amount and certainty of a company‘s future earning power in order to estimate their future cash return in 

dividends and capital appreciation.  Earning power is the ability of a business firm to produce 

continuous earnings from the operating assets of the business over  a period of years, which may differ 



from accounting net income.  The financial statements and other business data are analyzed in relation to 

the enterprise‘s environment to project this future earning power.  Investors compare returns on 

alternative investments relative to risk, which is the degree of uncertainty of future returns.  In this way, 

investment funds tend to flow toward the most favorable situated companies and industries and away 

from the weaker and less promising companies.  

 Management Accountability :-A second basic objective of financial reporting is to provide 

information on management accountability to judge management‘s effectiveness is utilizing the 

resources and running the enterprise.  Management of an enterprise is periodically accountable to the 

owners not only for the custody and safe-keeping of enterprise resources, but also for their efficient and 

profitable use and for protecting them to the extent possible from unfavourable economic impacts of 

factors in the economy such as technological changes, inflation or deflation.  Management 

accountability covers modern performance issues based on efficiency and effectiveness notions.  The 

management accountability concept includes information about future activities, budgets forecast 

financial statements, capital expenditures proposal etc.  Accountability is beyond the narrow limits of 

companies‘ legal responsibilities to shareholders.  It obviously includes the interest of persons other than 

existing shareholders.    

 

1.5.2 Benefits of Financial Reporting 

The financial reporting, if adequate and reliable, would be useful in many respects.  Benefits of financial 

reporting may be listed as follows:- 

 Managers Decisions:-The accounting data published in financial reports may have economic effects 

through its impact on the behavior of the managers of corporate enterprises.  The inclusion of 

accounting numbers in management compensation schemes, or the fear of market misinterpretation of 

accounting reports may influence a manager‘s operating and financing decisions.  Shareholders prefer 

accounting procedures that mirror economic events as closely as possible.  However, shareholders also 

must be concerned that the managers might manipulate the reported data to increase their compensation.  

Therefore, shareholders, like creditors and union leaders, also want numbers that are reliable and 

objectively determined.  Considering the problem of obtaining measurements of income and net worth 

that are both objectively determined and valid representations of economic reality, it seems likely that 

management and shareholders would adopt compensation schemes that recognize the limitations of the 

data, such that the expected payments conform to the market price for managerial services.  

 Economic Decisions Making:-The ultimate goal of any economy is to maximize the social welfare for 

which an efficient allocation of resources is required.  This goal is of particular significance in 

developing economics where resources are not plentiful.  The availability of capital is once of the scarce 

and major productive factors needed to pursue economic activity and to achieve the goal of efficient 

allocation of resources.  Companies compete in the securities market to obtain their capital as easily as 

possible.  Since owners of capital, like business enterprise, attempt to maximize their own wealth and 

well being, they require information to help them in making sound economic decisions.  This process is 

assumed to lead to the broader social goal of efficient allocation of resources throughout the economy. 

 Customer Decisions:- The data presented in financial statements may affect the decisions of a 

company‘s customers and hence have economic consequences.   Customers like employees, may use 

financial statement data to predict the likelihood and timing of a firm going bankrupt or being unable to 

meet its commitments.  This information may be important in estimating the value of a warranty or in 

predicting the availability of supporting services or continuing supplier of goods over an extended 



period of time.  Financial institutions also may use the financial statements to asses their present and 

future solvency and hence, the likelihood that the will be able to repay funds or meet promises as 

contracted.  It is likely that the sophisticated customer will be able to see through arbitrary or misleading 

accounting practices.  Unsophisticated customers, however, may be misled by accounting procedures, 

particularly when newly adopted procedures result in sudden changes in reported data.  With respect 

customer decisions the economic consequences of accounting procedures are likely to be limited to the 

period of uncertainty that occurs when a change is instituted.  Even then, sophisticated customers are not 

likely misinterpreting the change. 

 Employee Decisions:-Employee decisions may be based on perceptions of a company‘s economic 

status acquired through financial statements.  In particular prospective and present employees may use 

the financial reports to assess risk and growth potential of a company and therefore, job security and 

future promotional possibilities.  These decisions affect the allocation of human capital in the economy.  

Labor unions and individual employees may use financial statement data as a basis for making 

contractual wage and employment benefit demands.  Should this occur, data that incorrectly, reflect the 

economic position and prospects of an enterprise may mislead employees into making or justifying 

unrealistic demands.  

 Cost of Capital:-Adequate disclosure in annual reports is expected, in the long run, to enhance market 

price of company shares in the investment market.  Higher prices of company shares resulting from the 

full disclosure will have a favorable impact on the company‘s cost capital.  It also enhances the future 

marketability of subsequent issue of company‘s shares.  Choi argues-that if analysts are kept well 

informed then, over the long run, an individual company‘s share price will be relatively higher.  Higher 

security prices would mean that a primary security issue could be prices higher and that the net proceeds 

from the issue would be higher.  Thus the firm would expenditure larger receipt from a given issue and 

hence experience a lower cost of capital.   

 Fluctuations in Share Price:-Adequate disclosure will tend to minimize the fluctuations in company‘s 

share prices.  Fluctuation is in share prices occur because of the ignorance prevailing in the investment 

market.  Fluctuations show an element of uncertainty in investment decisions.  If the securities markets 

are in possession of full information, the ignorance and uncertainty will reduced and share price will 

tend to maintain equilibrium.  Besides, increased disclosure would prevent fraud and manipulations and 

would minimize chance of their occurrences.  Additionally, all investors would be treated equally as far 

as the availability of significant financial information is concerned.  Ethics in disclosure demands that 

no caste system for release of corporate information-telling the sophisticated first and the general public 

later or not at all-should be followed by corporate managements.  

Qualities of Financial Reporting Information 

As stated earlier, the objectives of financial reporting are concerned, in varying degree, with decision-

making made by various users.  However, there is a need to know that makes financial information 

useful for decision-making, i.e., what qualities or qualitative characteristics are needed to make the 

information useful and to help in achieving the purposes of financial reporting. 

 

 The qualities that command wider acceptance and recognition for making information useful in 

financial accounting and reporting are as follows:- 

 Relevance:-Relevance is closely and directly related to the concept of useful information.  Relevance 

implies that all those items of information should be reported, that may aid the users in making decisions 



and predictions.  In general, information that is given greater weight in decision-making is more 

relevant.  Specially, it is information‘s capacity to make a difference that identifies it as relevant to a 

decision.   

To conclude, relevance is the dominant criterion in making decisions regarding information disclosure.  

It following that relevant information must be reported.  Relevance has been defined in accounting 

literature, but no satisfactory set of relevant items of information has been suggested.  In this regard, an 

important task is to determine the needs of users and the items of information that are relevant to target 

user.  

 Reliability:-Reliability is described as one of the two primary qualities that make accounting 

information useful for decision making.  Reliable information is required to form judgments about the 

earning potential and financial position of a business firm.  Reliability differs from item to item   Some 

items of information, presented in an annual report, may be more reliable than others.  For example, 

information regarding plant and machinery may be less reliable, than certain information about current 

assets, because of differences in uncertainty of realization.  Reliability is that quality which permits 

users of data, to depend upon it with confidence, as representative of what it purports to represent.   

 Understandability:-Understandability is the quality of information that enables users to perceive its 

significance. The benefit of information may be increased by making it more under stable and hence 

useful to a wider circle of users. Presenting information which can be understood only by sophisticated 

users and not by others creates a bias which is inconsistent with the standard of adequate disclosure. 

Presentation of Information should not only financial understanding, but also avoid wrong interpretation 

of financial statements. Thus, understandable financial accounting information presents data that can be 

understood by users of the information and is expressed in a form and with terminology adapted to the 

user‘s range of understanding. 

 Timeliness:- Timelines means having information  available to decision-makers, before it loses its 

capacity to influence decisions. Timelines is an ancillary aspect of relevance. If, information is either not 

available when it is needed, or becomes available so long after the reported events that it has no value 

for future action, it lacks relevance and is of little or no use. Timelines alone, cannot make information 

relevant, but a lack of timeliness, can rob information of relevant it might otherwise have had. Clearly, 

there are degrees of timeliness. Some reports need to be prepared quickly, say in case of a takeover bid 

or a strike. In some other contexts, such as routine reports by a business firm of its annual results, a 

longer delay in reporting information may materially affect the relevance and therefore, the usefulness 

of information.  

 Neutrality:- Neutrality is also known as the quality of ― freedom from bias‖ or objectivity.  Neutrality 

means that, in formulating or implementing standards, the primary concern should be the relevance and 

reliability of the information that results, not the effect that the new rule may have on a particular 

interest of user.  A neutral choice between accounting alternatives is  free from bias towards a 

predetermined result.  The objectives of financial reporting serve many different information users who 

have diverse interests, and no single predetermined result is likely to suit all users interests and purpose.  

Therefore, accounting facts and accounting practices, should be impartially determined and reported 

with no objective of purposeful bias, toward any user or user group.  If there is no bias in selection of 

accounting information reported, it cannot be said to favor one set of interests over another. It may, in 

fact, favor certain interests, but only because the information points that way.  

 Comparability:-An economic decision requires making a choice from anomng several possible courses 

of actions.  In making decisions, the decision-making-will compare alternatives, aided or facilitated by 

financial information.  Comparability implies, to have like things reported in a similar fashion, and 



unlike things reported differently.  Hendriksen, observes that the primary objective of comparability is 

needed to facilitate the making or predictions and financial decisions by creditors, investors and others.  

 Consistency:- Consistency of method over period of time, is a valuable quality that makes accounting 

information more useful.   Consistent use of accounting principles from one accounting period to 

another enhances the utility of financial statements to users, by facilitating analysis and understanding of 

comparative accounting data.  It is relatively unimportant to the investor what precise rules or 

conventions are adopted by a company in reporting its earnings, if he knows what method is being 

followed and is assured that it is followed consistently from year to year.  Lack of consistency produces 

lack of comparability.  The value of inter-company comparisons is substantially reduces, when material 

differences in income are caused by variations in accounting practices.   

 Materiality:-The concept of materiality applies to the entire field of accounting and auditing.  The 

materiality concept that, not all financial information needs to be or should be communicated in 

accounting reports –Only material information should be reported.  Immaterial information may and 

probably should be omitted.  Only that information should be disclosed in the annual report, which is 

likely to influence economic decisions of the users.  Information that meets this requirement is material. 

 Verifiability:-The quality of verifiability contributes to the usefulness of accounting information 

because the purpose of verification is to provide a significant degree of assurance that accounting 

measure represents, what they purport to represent.  Verification does not guarantee the suitability of 

method used, much less the correctness of the resulting measure. It does not convey some assurance that 

the measurement rule used, whatever it was, was applied carefully and without personal bias on the part 

of measurer.  In this process. Verification implies and enhance consensus about measurements of some 

particular phenomenon.  

 Conservatism:- Conservatism is generally referred to as a convention that may accountants believe to 

be appropriate in making accounting decisions.  There is a place for a convention, such as conservatism- 

meaning prudence- in financial accounting and reporting, because business and economic activities are 

surrounded by uncertainty, but it needs to be applied with care.  Conservatism in financial reporting 

should no longer connote deliberate, consistent, understatement of net assets and profits.  

 

1.6 CHECK YOUR PROGRESS 

1. Which of the following items would not fall under the definition of an asset? 

a) Land 

b) Machinery 

c) Cash 

d) Owner‘s Fund 

2. Which one of the following items would fall under the definition of a liability? 

a) Cash 

b) Owner‘s Equity 

c) Debtors 

d) Prepaid Rent 



3.  Every financial market performs the following function: 

(a) It determines the level of interest rates. 

(b) It allows common stock to be traded. 

(c) It allows loans to be made. 

(d) It channels funds from lenders-savers to borrowers-spenders. 

4. Financial markets have the basic function of 

(a) bringing together people with funds to lend and people who want to borrow funds. 

(b) assuring that the swings in the business cycle are less pronounced. 

(c) assuring that governments need never resort to printing money. 

(d) both (a) and (b) of the above. 

.  

5.  Financial markets and institutions 

(a) involve the movement of huge quantities of money. 

(b) affect the profits of businesses. 

(c) affect the types of goods and services produced in an economy. 

(d) do all of the above. 

6.  Financial market activities affect 

(a) personal wealth. 

(b)spending decisions by individuals and business firms. 

(c) the economy‘s location in the business cycle. 

(d) all of the above. 

 

1.7 LET US SUM UP 

There are certain basic accounting terms which are daily used in the business world. Before recording 

the transactions in the books, it is essential to understand these terms as these terms have their specific 

meaning in Accounting like Assets: -- Anything which is in the possession or is the property of a 

business enterprise including the amounts due to it forms others is called an asset, Liability :--  It refers 

to the amount  which the firm owes to outsiders (expecting the amount owed to proprietors). Capital :---  

It refers to the amount invested by the proprietor in a business enterprise, Expenses :--- Expense is the 

cost incurred in producing and selling the goods and services., Income: --- ‗Income‘ is different from 

‗revenue‘. Amount received from sale of goods is called ‗Revenue‘ and the cost of goods sold is called 

‗Expense‘. Surplus of revenue over expenses is called ‗Income,‘ Revenue:---  Revenue in accounting 

means the income of a recurring (regular) nature from any source. It consists of the amount received 

from sale of goods and from service provided to customers, Debtors :---  The term ‗Debtors‘ represents 

those persons or firms to whom goods have been sold or services rendered on credit and payment has 

not been received from them, Creditors:-- The term ‗Creditors‘ represents those persons or firms from 

whom goods have been purchased or services procured on credit and payment has not been made to 

them, Receivables: --- Amount due from Debtors and Bill Receivables(B/R) is jointly termed as 

‗Receivables‘ or ‗Accounts Receivables‘.  

Payables:-- Amount due to Creditors and for Bill Payables (B/P) is jointly termed as ‗Payables‘ or 

‗accounts payable‘, Goods:-- Goods include all those things which are purchased for resale or which are 

used for producing the finished products which are also meant to be sold, Cost:-- Cost can be termed be 

as the amount of resources given up in exchange for some goods or services, Gain:--- It is a monetary 

benefit , profit or advantage resulting from events or transactions which are accidental to business such 

as sale of fixed assets, winning a court case or appreciation in the value of an asset, Financial markets 



refer to the industrial arrangements for dealing in financial assets and credit instruments of different 

types such as currency, cheques, bank deposits, bills, bonds etc. It can be classified as money market 

and capital market. The money market is a place for trading in money and short term financial assets 

that are close substitutes for money.  It provides an opportunity for balancing the short term surplus 

funds of the lenders/investors with the short term requirements of borrowers.  An important feature of 

the money market instruments is that they are liquid with varying degree and can be traded in the money 

market at low cost. A good capital market is an essential re-requisite for industrial and commercial 

development of a country.  Credit is generally, required and supplied on short-term and long-term basis.  

The money market caters to the short-term needs only.  The long term capital needs are met by the 

capital market.  Capital market is a central coordinating and directing mechanism for free and balanced 

flow of financial resources into the economic system operating in a country. The money market 

instruments are; commercial bills, commercial papers, Certificate of Deposit, Treasury bills etc. and 

the capital market instruments are: Equity shares. Preference shares, sweet equity shares, debentures, 

and bonds etc. Financial reporting may be defined as communication of published financial statements 

and related information from a business enterprise to third parties (external users) including 

shareholders, creditors, customers, governmental authorities and the public.  It is the reporting of 

accounting information of an entity (individual, firm, company, government enterprises) to a user or 

group users.  Company financial reporting is a total communication system involving company as issuer 

(preparer)l the investors and creditors as primary users, others external users; the accounting profession 

as measures and authorities and the company law regulatory or administrative authorities. 

1.8 ANSWERS TO CHECK YOUR PROGRESS 

1 (d), 2(b), 3(d), 4(a), 5(d), 6(d) 

Suggested Reading/ References 

Accounting for Managerial decision by BP Aggarwal and BK Mehta, Sahitya Bhawan Publication, 

Agara 

Accounting for Managers by Prof. Jawaharlal, Himalaya Publication, Delhi 

Accounting for Managers by S. N. Maheshwari, Vikas Publication, Delhi 

Financial Accounting by Dr. Mohinder Kumar Gupta, Mahaveer Prakashan, Delhi  

Financial Information Analysis for External Decision Makers 

2.0 Objectives 

After studying this unit you will be able to: 

Understand the concept of Profit and loss Account & Balance Sheet  

Discuss the utility of Cash Flow Statement for decision making 

Classify the different types of financial statement and will be able to appreciate the importance of 

analysis of financial statements for decision making 

2.1 Introduction 



Financial statements are the medium by which a company discloses information 

concerning its financial performance. Followers of fundamental analysis use the 

quantitative information gleaned from financial statements to make investment 

decisions. Before we jump into the specifics of the three most important financial 

statements - income statements, balance sheets and cash flow statements - we will 

briefly introduce each financial statement's specific function, along with where they 

can be found. The balance sheet represents a record of a company's assets, 

liabilities and equity at a particular point in time. Assets represent the resources that 

the business owns or controls at a given point in time. This includes items such as 

cash, inventory, machinery and buildings. Liabilities represent debt (which of 

course must be paid back), while equity represents the total value of money that the 

owners have contributed to the business - including retained earnings, which is the 

profit made in previous years.  

The income statement presents information about revenues, expenses and profit 

that was generated as a result of the business' operations for that period. The 

statement of cash flows represents a record of a business' cash inflows and outflows 

over a period of time. Typically, a statement of cash flows focuses on the following 

cash-related activities:  

 Operating Cash Flow (OCF): Cash generated from day-to-day business operations  

 Cash from investing (CFI): Cash used for investing in assets, as well as the proceeds from 

the sale of other businesses, equipment or long-term assets  

 Cash from financing (CFF): Cash paid or received from the issuing and borrowing of funds  

In this unit we shall discuss about different financial statements and their analysis like Trading Account, 

Profit & Loss Account, Balance Sheet, Cash Flow Statement and also develop an insight about the role 

of such financial statements in decision making. 

2.2 BALANCE SHEET 

After ascertaining the net profit or loss of the business enterprise, the businessman would also like to 

know the exact financial position of his business.  For this purpose a statement is prepared which 

contains all the Assets and Liabilities of the business enterprise. The statement so prepared is called a 

Balance Sheet because it is a sheet of balances of ledger accounts which are still open after the transfer 

of all nominal accounts to the Trading & Loss Account.  Balances of all the personal and real accounts 

are grouped as assets and liabilities.  Liabilities are shown on the net hand side of the Balance Sheet and 

Assets on the right hand side.  

A Balance Sheet has been defined as follows:- 

According to A. Palmer, “The Balance Sheet is a statement at a particular data showing on one side 

the trader‘s property and possessions and on the other hand the liabilities.‖ 

According to J.R. Batliboi, “A Balance Sheet is a statement prepared with a view to measure the exact 

financial position of a business on a certain fixed date.‖ 

 

2.2.1Objectives and need of Preparing a Balance Sheet 

http://www.investopedia.com/terms/f/fundamentalanalysis.asp
http://www.investopedia.com/terms/q/quantitativeanalysis.asp
http://www.investopedia.com/terms/i/incomestatement.asp
http://www.investopedia.com/terms/b/balancesheet.asp
http://www.investopedia.com/terms/c/cashflow.asp
http://www.investopedia.com/terms/o/operatingcashflow.asp


The purposes of preparing a Balance Sheet are as follows:- 

 The main purpose of preparing a Balance Sheet is to ascertain the true financial position of the 

business at a particular point of time. 

 It helps in ascertaining the nature and cost of various assets of the business such as the amount of 

Closing Stock, amount owing from Debtors, amount of fictitious assets etc. 

 It helps in determining the nature and amount of various liabilities of the business. 

 It gives information about the exact amount of capital at the end of the year and the addition or 

deduction made into it in the current year. 

 It helps in finding out whether the firm is solvent or not.  The firm is solvent if the assets exceed the 

external liabilities.  It would be insolvent if opposite is the case. 

 It helps in preparing the Opening Entries at the beginning of the next year.  

 

2.2.2Marshalling of a Balance Sheet 

 

The Marshalling of assets and liabilities refers to the order in which they are shown in the balance sheet. 

The term ‗grouping‘ is also used for the same purpose. Grouping means putting together items of a 

similar nature under a common heading. The assets and liabilities can be shown either in the order of 

liquidity or in that of permanency. Liquidity refers to the convertibility of an asset into cash in a short 

period of time. In this method, the most liquid assets are placed at the top and the most permanent at the 

bottom of the balance sheet. Asset in the highest liquidity criterion or capacity will be written first, 

followed by the next highest, and so on. The same concept is applicable for liabilities. Short term 

liabilities will be written first, followed by long term liabilities. In this method, long lasting assets and 

liabilities are placed at the top and the most liquid assets or liabilities are placed at the bottom of the 

balance sheet. The assets that are put to use permanently, or for a longer period of time, and not meant 

for sale are written first. For example, goodwill, land, building etc. are written first, followed by assets 

that are liquid or useful for a shorter period of time. Therefore, highly liquid assets, such as cash in hand, 

and liabilities would be the last items. For example, capital and long -term liabilities would be written 

first, and short –term liabilities such as income received in advance and outstanding expenses will be 

written in the end. This approach is also known as the fixity approach. A balance sheet based on the 

fixity order is shown as under: 

Format of Balance Sheet 
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s 

…
…
…
… 

Less: Net 
Loss 

…
…
….. 

Less: 
Depreci
ation   

Long term 
loans & 
advances 

…
…
….. 

Invest
ment : 

…
…
…
… 

Loans 
Received 

…
…
….. 

Curren
t 
Assets
:   

Current 
Liabilities 

…
…
….. Debtors 

…
…
…
… 

Creditors 

…
…
….. 

Less: 
Provisi
on for 
doubtfu
l debts 

…
…
…
… 

Bill Payable 

…
…
….. 

Bills 
Receiv
able 

…
…
…
… 

Outstanding 
Expenses 

…
…
….. 

Closing 
Stock 

…
…
…
… 

Income 
received in 
advance 

…
…
….. 

Prepaid 
Expens
es 

…
…
…
… 

Bank 
overdraft   

Income 
receiva
ble 

…
…
…
… 

    
Cash at 
bank 

…
…
…
… 

    

Cash 
on 
hand 

…
…
…
… 

  

****
****
*  

*****
*** 

        

 



2.3 TRADING AND PROFIT AND LOSS ACCOUNT 

Trading Account 

Trading account is prepared for calculating the gross profit or gross loss arising or incurred as a result of 

the trading activities of a business.  In other words, it is prepared to show the result of manufacturing, 

buying and selling of goods.  If the amount of sales exceeds the amount of purchases and the expenses 

directly connected with such purchases, the difference is termed as gross profit.  On the contrary, if the 

purchases and direct expenses exceed the sales, the difference is called gross loss.  A Trading Account 

records the amount of purchases of goods and also the expenses which are incurred in bringing that 

commodity to a saleable state.  In other words, all expenses which relate to either purchase of raw 

material or manufacturing of goods are recorded in the Trading Account.  All such expenses are called 

‗Direct Expenses‘.  

According to J.R.Batliboi, ―The Trading Account shows the results of buying and selling                of 

goods.  In preparing this account, the general establishment charges are ignored and    only the 

transactions in goods are included.‖  

Sometimes, a Trading Account is also called ‗Goods A/c‘ became all the transactions relating to goods 

are recorded in it.  Such as  

1. Opening Stock 

2. Purchases 

3. Purchases Returns 

4. Sales 

5. Sales Returns 

6. Closing Stock 

7. Expenses incurred on manufacturing of goods 

8. Expenses incurred on purchasing and bringing the goods to the trading place. 

 

All such expenses are summarized and recorded in the Trading Account at the end of the year. 

 

2.3.1 OBJECTIVES AND NEED OF TRADING ACCOUNT 

 

Preparation of Trading Account serves the following objectives:- 

 It provides information about Gross Profit and Gross Loss:-It informs of the gross profit or gross 

loss as a result of buying and selling the goods during the year.  The percentage of Current Year‘s gross 

profit on the amount of sales can be calculated and computed with those of the previous years.  Thus, it 

provides data for comparison, analysis and planning for a future period. 

 It provides information about the direct expenses:-All the expenses incurred on the purchase and 

manufacturing of goods are recorded in the trading account in a summarized form.  Percentage of such 

expenses on sales can be calculated and compared with those of the previous year.  In this way it enables 

the management to control and rationalize the expenses. 

 Comparison of closing stock with those of the previous years:- Closing stock has to be valued and 

recorded in a trading account.  This stock can be compared with the closing stock of the previous years 

and if the stock shows an increasing trend, the reasons may be inquired into. 

 It provides safely against possible losses:-If the ratio of gross profit has decreased in comparison to the 

preceding year, the businessman can take effective measures to safeguard him against future losses.  For 



example, he may increase the sale price of his goods or may proceed to analyze and control the direct 

expenses. 

 

 

2.3.2 PREPARATION OF TRADING ACCOUNT 

Trading Account is a Normal Account and all expenses which relate either purchase or manufacturing of 

goods are written on the Dr. side of the Trading Account. 

 

Items written on the Dr. Side of the Trading Account:- 

 Opening Stock:- The stock of goods remaining unsold at the end of the previous year is termed as the 

opening stock of the current year.  In other words, the closing stock of the last year becomes the opening 

stock of the current year.  Opening Stock will include the following:- 

a) Opening Stock of Raw Material 

b) Opening Stock of Semi-finished goods 

c) Opening Stock of Finished goods 

 Purchases and Purchases Returns:- Goods which have been bought for resale are termed as Purchase 

and goods which are returned to suppliers are termed as purchase returns or returns outwards.  Purchase 

Account will be given on the debit side of the trial balance and Purchase Return Account on the credit 

side of the trial balance.  Purchase returns will be shown as a deduction from Purchase on the debit side 

of the trading account.  Purchase includes cash as well as credit purchases.  

 Direct Expenses:- All expenses incurred in purchasing the goods, bringing them to the godown and 

manufacturing of goods are called direct expenses.  Direct expenses include the following:- 

a) Wages:-Wages are paid to workers who are directly engaged in the loading, unloading and production 

of goods and as such are debited to the trading account.  It should be noted that:- 

 If the item ‗wages and salaries‘ is given in the question it will be shown on the trading account.  On the 

contrary, if ‗Salaries and Wages‘ is given it will be shown on the Profit & Loss Account. 

 If wages are paid for bringing a new machine or for its installation it will be added to the cost of the 

machine and hence will not be shown in the trading account. 

b) Carriage or Carriage Inwards or Freight:- These expenses should debited to trading account because 

these are generally paid for bringing the goods to the factory or place of the business.  However, if any 

carriage or freight is paid on bringing an asset, the amount should be added to the asset account and 

must not be debited to trading account. 

c) Manufacturing Expenses:- All expenses incurred in the manufacture of goods are shown on the debit 

side of the trading account such as Coal, Gas, Fuel, Water, Power, Factory Rent, Factory Lighting etc. 

d) Dock Charges:-These are charges levied on ships and their cargo while entering or leaving docks.  If 

dock charges are paid on import of goods they are shown on the debit side of Trading Account.  In the 

absence of specific instructions, these are debited to Trading Account. 

e) Import Duty or Custom Duty:-Custom duty is paid on import as well as on export of goods.  Custom 

duty when paid on the purchase of goods is charged to Trading Account. In the absence of specific 

instructions, these are debited to trading account. 

f) Octroi:- This is levied by the Municipal Committee when the goods enter the city and hence debited to 

Trading Account. 

g) Royalty:-This is the amount paid to the owner of a mine or patent for using his right or patent.  Royalty 

is usually charged to Trading Account because it increases the cost of production.  However, if it is 

specifically stated in the question that the Royalty is based on sales, it will be charged to Profit and Loss 

Account. 



 

 Items written on the Cr. Side of the Trading Account:- 

   

1. Sales and Sales Returns:-Both Cash and Credit sales will be included in sales.  The sales account will 

be a credit balance whereas, the sales return account or returns inwards account will be a debit balance.  

Sales return will be deducted out of Sales on the credit side of the Trading Account. 

2. Closing Stock:-The goods remaining unsold at the end of the year is known as Closing Stock.  It is 

valued at cost price or market price whichever less is.  It includes the closing stock of raw material, 

Closing Stock of semi-finished goods and Closing Stock of finished goods.  

 

Normally, the Closing Stock is given outside the Trial Balance.  This is so because its valuation is made 

after the accounts have been closed. 

 

FORMATS OF A TRADING ACCOUNT 

       Trading A/c 

         For the year following………. 

 

  

Dr.  

 Cr.  

To Opening Stock                           By Sales 

 To Purchase Less: Sales Returns 

       Less: Purchase Returns or 

                        Or  Returns inwards 

                 Returns outwards By Closing Stock  

To Wages and Salaries To Gross Loss 

 (If any) transferred to Profit and  

  Loss A/c 

To Carriage inwards           

To Carriage on Purchase 

To Gas, Fuel on Power 

To Freight, Octroi and   

To Cartage 

To Manufacturing Expenses    

To Gross Profit 

Transferred to P & L A/c  

2.3.3 PROFIT AND LOSS ACCOUNT 

Trading account only disclose the gross profit earned as a result of buying and selling of goods.  

However, a businessman has to incur a number of expenses which are not taken to trading account. 

Hence, a businessman is more interested in knowing the net profit earned or net loss incurred during the 

year.  As such, a Profit & Loss Account is prepared which contains all the items of losses and gains 

pertaining to the accounting period.   

Particulars  Amount Particulars Amount 

  

(

R

s

.

) 

          

(

R

s

.

) 



According to Prof. Carter:- 

        “A profit & Loss Account is an account into which all gains and losses are collected, in order to 

ascertain the excess of gains over the losses or vice-versa.‖ 

 

Need and Importance of PROFIT & LOSS ACCOUNT 

To ascertain the Net Profit or Net Loss:- A Trading Account only disclose the Gross Profit earned as 

a result of trading activities, whereas the Profit & Loss Account disclose the net Profit (or net loss) 

available to the proprietor and credited to his capital account. 

Comparison with previous years Profits:- The net profit of the current year can be compared with that 

of the previous years.  It enables the businessman to know whether the business is being conducted 

efficiently or not. 

Control on Expenses:-Profits & Loss Account helps in comparing various expenses with the expenses 

of the previous year.  Also the percentage of each individual expenses to net profit is calculated and 

compared with the similar ratio of previous years.  Such comparison will be helpful in taking concrete 

steps for controlling the unnecessary expenses. 

Helpful in the preparation of Balance Sheet:- A Balance Sheet can only be prepared after ascertaining 

the Net Profit through the preparation of Profit and Loss Account.  

 

Preparation of Profit and Loss Account 

A Profit and Loss Account is started with the amount of gross profit or gross loss brought down from 

the Trading Account.  As such, all those expenses and losses which have not been debited to the Trading 

Account are how debited to Profit & Loss Account.  These expenses include administrative expenses, 

selling expenses, distribution expenses etc.  These are called ‗Indirect Expenses‘.  Profit and Loss 

Account is a Nominal Account and as such, all the expenses and losses are shown on its debit side and 

all the incomes and gains are shown on its credit side.   

 

Items Written on the Dr. Side of Profit & Loss Account:- 

 Gross Loss:-If trading account disclose Gross Loss, it is shown on the debit side first 

of all. 

 Office and Administrative Expenses:- Such as salary of office employees, office 

rent, lighting, postage, printing, legal charges, audit fee etc. 

 Selling and Distribution Expenses:- Such as advertisement charges, commission, 

carriage outwards, bad-debts, packing charges etc. 

 Miscellaneous Expenses:-Such as interest on loan, interest on capital, repair charges, 

depreciation, charity etc.  

 

Items Written on the Cr. Side of Profit & Loss Account:- 



 Gross Loss:-The starting point of the Cr. Side of Profit & Loss Account is the gross 

Profit brought down from the Trading Account. 

 Other Incomes and Gains:-All items of incomes and gains are shown on the credit 

side of the Profit & Loss Account, such as income from investments, rent received, discount received, 

commission earned, interest received, dividend received etc.  

 

 If the credit side of the profit and loss account exceeds that of debit side, the difference 

is termed as net profit.  On the other hand, the excess of the debit side over the credit is termed as net 

loss.  Net profit is added to the capital whereas net loss is deducted from the capital.  

 

             

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

   Format of a Profit and Loss Account 

                 PROFIT AND LOSS A/c 

  (for the year ending………………….) 

Dr. Cr. 

Parti

cular

s 

A

mo

unt 

Parti

cular

s 

A

mo

unt 



    

(

R

s

.

) 

(

R

s

.

) 

By Gross Profit b/d 
(Transferred from Trading A/c) 
By Rent from Tenant 
By Rent (Cr.) 
By Discount received 
By Discount (Cr.) 
By Commission Received 
By Interest on Investments 
By Dividend on Shares 
By Bad-Debts Recovered 
By Apprentice Premium 
By Profit on sales of Assets 
By Income from other Sources 
By miscellaneous Receipts 
By Net Loss (If any) 
Transferred to Capital A/c 

 

 

To Gross Loss b/d 
(Transferred from Trading 
A/c) 
Office Expenses:- 
To Salaries & Wages 
To Printing & Stationary 
To Postage & Telegram 
To Lighting 
To Insurance Premium 
To Telephone Charges 
To Legal Charges 
To Audit Fees 
To Travelling Expenses 
To Establishment Expenses 
To Trade Expenses 
To General Expenses 
Selling and Distribution 
Expenses: 
To Carriage Outwards/ 
To Advertisement 
To Commission 
To Brokerage 
To Bad-Debts 
To Export Duty 
To Packing Charges 
Miscellaneous Expenses:- 
To Discount 
To Repairs 
To Depreciation 
To Interest (Dr.) 
To Bank Charges 
To Entertainment  
To Donation and Charity 
To Loss on Sale of Assets 
To Net Profit-Transferred  
to Capital A/c 

 

 

2.4 CASH FLOW STATEMENT 

A cash flow statement is a financial report that describes the sources of a 

company's cash and how that   cash was spent over a specified time period. It does not include non-cash 

items such as depreciation. This makes it useful for determining the short-term viability of a company, 

particularly its ability to pay bills. Because the management of cash flow is so crucial for businesses and 

small businesses in particular, most analysts recommend that an entrepreneur study a cash flow statement at 

least every quarter. 

The cash flow statement is similar to the income statement in that it records a company's performance over a 

specified period of time. The difference between the two is that the income statement also takes into account 

some non-cash accounting items such as depreciation. The cash flow statement strips away all of this and 

shows exactly how much actual money the company has generated. Cash flow statements show how 



companies have performed in managing inflows and outflows of cash. It provides a sharper picture of a 

company's ability to pay creditors, and finance growth. 

Unlike the many ways in which reported earnings can be presented, there is little a company can do to 

manipulate its cash situation. Barring any outright fraud, the cash flow statement tells the whole story. The 

company either has cash or it does not. Analysts will look closely at the cash flow statement of any company 

in order to understand its overall health. 

The ICAI has issued AS-3 revised, for preparing a Cash Flow Statement. AS-3 has been mandatory in 

respect of Accounting periods commencing on or after 1
st
 april,2001, for certain enterprises. These are: 

1. All the enterprises, industrial and business enterprises, whose turnover exceeds Rs. 50 crore. 

2. Enterprises whose equity or debt securities are listed on a recognized stock exchange in India, 

and enterprises that are in the process of issuing equity or debt securities that will be listed on a 

recognized stock exchange in India. 

Cash Flow Statement is also called a ―statement of changes in financial position-cash basis‖ or a ―Fund –

flow Statement---Cash basis.‖ 

2.4.1 Purpose of Preparing a Cash Flow Statement 

The purpose of the cash flow statement or statement of cash flows is to provide information about a 

company‘s gross receipts and gross payments for a specified period of time. 

The gross receipts and gross payments will be reported in the cash flow statement according to one of the 

following classifications: operating activities, investing activities, and financing activities. The net change 

from these three classifications should equal the change in a company‘s cash and cash equivalents during the 

reporting period. For instance, the cash flow statement for the calendar year 2013 will report the causes of 

the change in a company‘s cash and cash equivalents between its balance sheets of December 31, 2012 and 

December 31, 2013.In addition to the cash amounts being reported as operating, investing, and financing 

activities, the cash flow statement must disclose other information, including the amount of interest paid, the 

amount of income taxes paid, and any significant investing and financing activities which did not require the 

use of cash. 

The statement of cash flows is to be distributed along with a company‘s income statement and balance sheet. 

2.4.2 Uses of Cash Flow Statement 

Cash flow is the movement of money into or out of a business, project, or financial product. It is usually 

measured during a specified, finite period of time. Measurement of cash flow can be used for calculating 

other parameters that give information on a company's value and situation. Cash flow can be used, for 

example, for calculating parameters: 

1. To determine a project's rate of return or value. The time of cash flows into and out of projects are 

used as inputs in financial models such as internal rate of return and net present value. 

2. To determine problems with a business's liquidity. Being profitable does not necessarily mean being 

liquid. A company can fail because of a shortage of cash even while profitable. 

3. As an alternative measure of a business's profits when it is believed that accrual accounting 

concepts do not represent economic realities. For example, a company may be notionally profitable 

but generating little operational cash (as may be the case for a company that barters its products 

http://en.wikipedia.org/wiki/Cash
http://en.wikipedia.org/wiki/Rate_of_return
http://en.wikipedia.org/wiki/Internal_rate_of_return
http://en.wikipedia.org/wiki/Net_present_value
http://en.wikipedia.org/wiki/Accounting_liquidity
http://en.wikipedia.org/wiki/Accrual_accounting


rather than selling for cash). In such a case, the company may be deriving additional operating cash 

by issuing shares or raising additional debt finance. 

4. Cash flow can be used to evaluate the 'quality' of income generated by accrual accounting. When 

net income is composed of large non-cash items it is considered low quality. 

5. To evaluate the risks within a financial product, e.g., matching cash requirements, evaluating 

default risk, re-investment requirements, etc. 

6. A cash flow statement reveals the speed at which the cash is being generated from debtors, stock 

and other current assets and the speed at which the current liabilities are being paid. 

7. Cash flow statement also reveals the reason between profitability and liquidity of the firm. 

 

2.4.3 Limitation of Cash- Flow Statement 

 Possibility of Window-dressing 

 It ignores non-cash transactions 

 It ignores the accrual concept by accounting 

 No substitute for an Income Statement 

 Historical in nature. 

 

2.4.4 Methods of Preparing the Cash Flow Statement 

In November 1987, the Financial Accounting Standards Board (FASB) issued a "Statement of Financial 

Accounting Standards" which required businesses to issue a statement of cash flow rather than a statement of 

changes in financial position. There are two methods for preparing and presenting this statement, the direct 

method and the indirect method. The FASB encourages, but does not require, the use of the direct method 

for reporting. The two methods of reporting affect the presentation of the operating section only. The 

investing and financing sections are presented in the same way regardless of presentation methods. 

Direct Method 

The direct method, also called the income statement method, reports major classes of operating cash receipts 

and payments. Using this method of preparing cash statement starts with money received and then subtracts 

money spent, to calculate net cash flow. Depreciation is excluded altogether because, although it is an 

expense that affects net profits, it is not money spent or received. 

Indirect Method 

This method, also called the reconciliation method, focuses on net income and the net cash flow from 

operations. Using this method one starts with net income, adds back depreciation, then calculates changes in 

balance sheet items. The end result is the same net cash flow produced by the direct method. The indirect 

method adds depreciation into the equation because it started with net profits, from which depreciation was 

subtracted as an expense. Regardless of whether the direct or the indirect method is used, the operating 

section of the cash flow statement ends with net cash provided (used) by operating activities. This is the most 

important line item on the cash flow statement. A company has to generate enough cash from operations to 

sustain its business activity. If a company continually needs to borrow or obtain additional investor 

capitalization to survive, the company's long-term existence is in jeopardy. 

We shall focus only on indirect method since this method is more popular and as per AS-3 indirect method is 

more in practice. 

http://en.wikipedia.org/wiki/Accrual_accounting


 Cash Flow Statement for the year ending…………….. 

                                              (Indirect Method) 
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A. Cash Flow from 

Operating Activities:    

Net Profit before tax and 

extraordinary items  

_

_

_

_

_

_  

Adj

ust

me

nt 

For

:      

De

pre

ciat

ion      

For

eig

n 

Exc

han

ge      

Loss on 

sale of 

Fixed 

assets     

Gain on 

Sale of 

Fixed 

Assets   

(

_

_

_

_

_

_

)  

Inte

rest 

Pai

d      

Inte

rest 

rec

eiv

ed    

(

_

_

_

_

_

)  



Div

ide

nd 

rec

eiv

ed    

(

_

_

_

_

_

)  

Operating profit before 

working capital changes    

Add: Decrease in Current 

Assets    

Increase in Current Liabilities    

Less: Increase in Current 

Assets 

_

_

_

_   

Decrease in Current 

Liabilities 

_

_

_

_

_ 

(

_

_

_

_

_

_

)  

Cash generated from 

operating activities    

Inc

om

e 

Tax 

Pai

d      

Cash generated from 

extraordinary activities    

Extraordin

ary items 

(+/_)     

Net Cash from Operating 

Activities    

       

B. Cash Flow from 

Investing Activities:    

Purchase 

of Fixed 

Assets   

(

_

_

_

)  

Sal

e of 

Fix

ed 

Ass

ets      



Purchase 

of 

Investment   

(

_

_

_

_

)  

Sal

e of 

Inv

est

me

nt      

Inte

rest 

Rec

eiv

ed      

Div

ide

nd 

Rec

eiv

ed      

Net Cash from Investing 

Activities    

       

C. Cash Flow from 

Financing Activities    

Proceeds 

from 

Share-

capital     

Proceeds from long -term 

loans    

Re

pay

me

nts      

Inte

rest 

Pai

d      

Div

ide

nd 

Pai

d      

Net Cash flow from 

Financing Activities    

Net increase or decrease in 

cash or cash 

equivalent(A+B+C)    

Cash and Cash equivalent at    



beginning of the period 

Cash and Cash equivalent at 

end of the period    

Note: Amounts in brackets denote negative items, i.e. amounts that are to be 

deducted. 

Calculation of Cash Flow from Operating Activities: 

Indirect Method: under this method we have to make adjustment in two parts. 

1) Adjustment for Non-Cash items 

2) Adjustment in respect of changes in current Assets and Current Liabilities. 

I  Adjustment for Non-Cash items: 

(A) Items to be added back to net profit: - there are some items shown on the debit side of profit and loss 

account which do not result in outflow of cash. Such items are called non-cash items. These items should be 

added back to net profit to calculate the cash profit. These items are generally as follows: 

1. Depreciation 

2. Amortization of Fictitious or Intangible assets 

3. Loss on Sale of Fixed Assets 

4. Transfer to General Reserve 

5. Creation of Provisions 

(B) Items to be deducted from Net Profits: - There are some incomes which are shown on the credit side of 

profit and loss account, but they are non-operating incomes. These items should be deducted from net profits 

to find out the operating profit. These items are as follows:- 

1. Profit on sale of fixed assets. 

2. Re-transfer of Excess Provision 

3. Other Non-trading Incomes(dividend, interest received) 

II Adjustment in respect of changes in current Assets and Current Liabilities. 

Current assets and Current liabilities go on changing frequently .although these changes do not affect the 

amount of n et profit, they affect the amount of cash generated from operating activities. Hence, in order to 

arrive at the figure of cash from operating activities, there is need for adjustment in respect of these changes. 

These adjustments will be made in the following manner: 

Decrease in Current Assets increase the cash from operating activities. 

Increase in Current Assets decrease the cash from operating activities. 

Decrease in Current Liability decrease the cash from operating activities. 

Increase in Current Liability increase the cash from operating activities. 

As such, 

Cash from Operating Activities = Operating Profit    + Decrease in Current Assets 

+ Increase in Current Liability 



These result in increase of cash, therefore, these should be added 

       - Increase in Current Assets 

      - Decrease in Current Liability 

These result in decrease of cash, therefore, these should be deducted. 

Illustration :  Calculate ‗ Cash Flows from Operating activities‘ from the following information: 

PROFIT AND LOSS ACCOUNT  

For the year ending on 31st march,2013  

    
R
s.   

R
s. 

To Cost of 
goods sold 

7,
75
,0
00 By Sales 

12
,0
0,
00
0 

To Office 
expenses 

65
,0
00 

By Profit 
on sale of 
land 

15
,0
00 

To Selling 
Expenses 

1,
50
,0
00 

By Interest 
Received 

3,
00
0 

To 
Depreciatio
n 

72
,0
00  

  

To loss on 
sale of 
plant 

30
,0
00  

  

to Goodwill 
written off 

10
,0
00  

  

To 
Payment 
for taxation 

36
,0
00  

  

To Net 
Profit 

80
,0
00  

  

        

    

12
,1
8,
00
0   

12
,1
8,
00
0 

  

 

as on 31st 
March,201

2 

as on 
31st 

March 
,2001  

 Rs. Rs.  

Debtors 
1,40,000 

1,64,00

0  

Stock 
84,000 

1,15,00

0  

Creditors 60,000 73,000  

Office 6,000 4,000  



expenses 

outstandin

g 

  

   

Solution: 

Cash Flows From Operation Activities 

( Indirect Method) 

  Rs. Rs. 

Net profit before taxation:     

( Net Profit Rs.80,000 + Taxation 
Rs. 36,000) 

  
1,16,00

0 

Adjustment for:   72,000 

Depreciation     

Loss on sale of Plant   30,000 

Goodwill written off   10,000 

  
  

2,28,00
0 

Less: Profit on sale of land 
15,00

0 
  

         Interest Received 3,000 18,000 

      

Operating Profit before working 
capital changes 

  
2,10,00

0 
Add: Increase in Current 
Liabilities: 

    

        Increase in Creditors   13,000 

Less: Increase in Current Assets: 
  

2,23,00
0 

          Increase in Debtors 
24,00

0 
  

          Increase in Stock 
31,00

0 
  

Less: Decrease in Current 
Liabilities: 

    

        Decrease in Outstanding 
Expenses 

2,000 57,000 

      

Cash generated from operating 
activities 

  
1,66,00

0 

Payment for taxation   -36,000 

Net cash from operating activities 
  

1,30,00
0 

      

 

Some special Items: 

Extraordinary items: These are the expenses or incomes which arise from transactions that are distinct 

from normal activities of the business and which are not expected to recur frequently. These items should be 

classified appropriately under operating, investing and financing activities and should be disclosed separately 

in the Cash Flow Statement 

For example: 

1) Any claim received from insurance company on account of loss of stocks by fire, earthquakes, floods 

etc. should be classified as cash flows from operating activities. 



2) Any claim received from insurance company on account of destruction of building or plant should be 

classified as cash flows from investing activities. Similarly, compensation received against the 

acquisition of land belonging to the enterprise should also be shown under investing activities. 

3) Payment for buy-back of equity shares of the company should be classified as cash flows from financing 

activity. 

Provision for Income-Tax 

‗Provision for Income -Tax‘ appearing on the liability side of previous year‘s balance sheet will be treated as 

payment of tax during the year. Hence, it will be deducted while calculating the net cash from operating 

activities. 

‗Provision for Income -Tax‘ appearing on the liability side of current year‘s balance sheet will be added back 

to profits because ‗net profit before taxation‘ is to be shown under the heading ‗Cash flow from operating 

activities‘. 

Proposed Dividend: 

‗Proposed Dividend‘ appearing on the liability side of previous year‘s balance sheet must have been paid 

during the year. It will be shown as a payment under the heading ‗Cash flow from operating activities‘. 

‗Proposed Dividend‘ appearing on the liability side of current year‘s balance sheet will be added back to 

profit under the heading ‗Cash flow from operating activities‘. 

Illustration: 

The Balance Sheets of X Ltd. as on 31-12-2011 and 31-12-2012 were as under: 
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Additional 

Information:     

Net Profit for the year 2012 before tax and dividend was Rs. 

63,000.  

Provision for tax made during the year 1991 was 

Rs. 23,000.   

Depreciation charged for 2012 was Rs. 80,000.   

Bonus Share of Rs. 50,000 were issued out of securities premium.  

Debentures amounting to Rs. 90,000 were redeemed on 1st April, 

2012.  

Interest on debentures was paid regularly in cash.   

       
Prepare Cash Flow 

Statement 

indirect method 

 

     

SOLUTION: 

CASH-FLOW STATEMENT (As per AS-3 revised) 

A.  Cash Flows 

from Operating 

Activities:  
R
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Net Profit 

before taxation   
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Depreciation    
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(1)
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Operating profit 

before working 

capital changes 
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B. Cash Flows 

from Investing 

Activities:  
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purchased   
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C. Cash Flows 

from Financing 

Activities:  

   

Issue of Shares 

for Cash
 (4)
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2.5 FINANCIAL STATEMENT ANALYSIS 

Financial analysis is the process of identifying financial strengths and weakness of a firm by 

establishing relationship between items of balance-sheet and profit and loss account. Financial 

statement does not speak any thing themselves. Financial analysis is a process of giving tongue to 

financial statements. 

Financial statement analysis is an evaluative method of determining the past, current and projected 

performance of a company. Several techniques are commonly used as part of financial statement 

analysis including horizontal analysis, which compares two or more years of financial data in both 



dollar and percentage form; vertical analysis, where each category of accounts on the balance sheet is 

shown as a percentage of the total account; and ratio analysis, which calculates statistical relationships 

between data.   

According to Finney and Miller: 

―Financial Analysis consists in separating facts according to some definite plans, arranging them in groups 

according to certain circumstances and then presenting them in a convenient and easily read and 

understandable form.‖ 

2.5.1 Types of Financial Analysis: Analysis of financial statements can be made either on horizontal basis 

or on Vertical basis:  

Horizontal analysis:  

 Horizontal analysis of financial statements involves comparison of a financial ratio, a benchmark, or a 

line item over a number of accounting periods. This method of analysis is also known as trend analysis. 

Horizontal analysis allows the assessment of relative changes in different items over time. It also 

indicates the behavior of revenues, expenses, and other line items of financial statements over the 

course of time. Horizontal analysis of financial statements can be performed on any of the item in the 

income statement, balance sheet and statement of cash flows. For example, this analysis can be 

performed on revenues, cost of sales, expenses, assets, cash, equity and liabilities. It can also be 

performed on ratios such as earnings per share (EPS), price earning ratio, dividend payout, and other 

similar ratio.  

Vertical Analysis 

Vertical analysis of financial statements is a technique in which the relationship between items in the 

same financial statement is identified by expressing all amounts as a percentage a total amount. This 

method compares different items to a single item in the same accounting period. The financial 

statements prepared by using this technique are known as common size financial statements.  

This analysis is performed on the income statement as well as the balance sheet.  

Balance Sheet: When applying this method on the balance sheet, all of the three major categories 

accounts (i.e. assets, liabilities, and equity) are compared to the total assets. All of the balance sheet 

items are presented as a proportion of the total assets. These percentages are shown along with the 

absolute currency amounts. For example, suppose a company has three assets; cash worth Rs. 4 million, 

inventory worth Rs.7 million and fixed assets worth Rs.9million. The vertical analysis method will 

show these as  

Cash: 20%  

Inventories: 35%  

Fixed Assets: 45% 

Income Statement: And when applying this technique to the income statement, each of the expense is 

compared to the total sales revenue. The expenses are presented as a proportion of total sales revenue 

along with the absolute amounts. For example, if the sales revenue of a company is Rs.10 million and 

the cost of sales is Rs.6 million, the cost of sales will be reported as 60% of the sales revenue. The main 

advantage of using vertical analysis of financial statements is that income statements and balance sheets 

of companies of different sizes can be compared. Comparison of absolute amounts of companies of 

different sizes does not provide useful conclusions about their financial performance and financial 

position. Usually the vertical analysis is performed for a single accounting period to see the relative 

http://www.readyratios.com/reference/accounting/income_statement_profit_and_loss_statement.html
http://www.readyratios.com/reference/accounting/statement_of_cash_flows.html
http://www.readyratios.com/reference/accounting/earnings_per_share_eps.html
http://www.readyratios.com/reference/accounting/financial_statement.html
http://www.readyratios.com/reference/accounting/income_statement_profit_and_loss_statement.html
http://www.readyratios.com/reference/accounting/cost_of_sales.html


proportions of different account balances. But it is also useful to perform vertical analysis over a 

number of periods to identify changes in accounts over time. It can help to identify unusual changes in 

the behavior of accounts. For example, if the cost of sales has been consistently 45% in the history, then 

a sudden new percentage of 60% should catch the attention of analysts. Reasons behind this change 

should be investigated and then measures should be taken to bring this percentage back to its normal 

level.  

2.5.2 Objectives or Purposes of Financial Statement Analysis 

 To Know the Earning capacity or Profitability : Financial analysis helps in ascertaining 

whether adequate profits are being earned on capital invested in business. Financial analysis 

also helps in determining whether these profits are increasing or decreasing over the years. 

 To Know the Solvency: Analysis of financial statement helps in ascertaining whether the 

business is in a position to pay short- term and long-term liabilities in time. For example, the 

liquidity ratios are calculated to ascertain whether the business enterprise has sufficient liquid 

funds to meet its short term liabilities and Debt Equity Ratio is calculated to ascertain whether 

the enterprise has got the ability to repay the long term liabilities. 

 To Know the Financial Strength : An important purpose of financial analysis is to assess the 

financial strength of the business . 

 To Make Comparative Study with other Firms : It helps the help the management to make a 

comparative study of the profitability of various firms engaged in same industry. Such 

comparison helps the management to study the position of their firm in respect of sales, 

expenses, profitability and working capital etc. in comparison to other firms. 

 To Know the capability of Payment  of Interest and Dividends : The purpose of analysis is 

also to assess whether the firm will have sufficient profits to pay the amount of interest in time 

and whether it has the capacity to pay the dividends in future at higher rates. 

 To Know the Trend of the Business :  When data about sales, cost of production, profits etc. 

are compared for two or more years of a firm, they indicate the direction in which a business is 

moving. If sales are increasing continuously along with increase in profits margin, it is an 

indication of a healthy growth trend of the business. 

 To Know the Efficiency of management :  The purpose of financial analysis is to judge that 

the financial policies adopted by the management are proper or not . 

 To Provide Useful Information to the management : The object of financial analysis is to 

find out the shortcomings of the business, so that the management can take remedial measures 

to remove those shortcomings.   

2.5.3 Significance or Importance of Analysis of Financial Statements 

Various parties are interested in the financial statements of a business due to various reasons.  By analyzing 

the financial statements each party can ascertain whether his interest is safe or not.  For example, a 

shareholder would be interested in the profitability whereas, a short-term creditor would be concerned 

about the liquidity, i.e., the firm‘s ability to pay its current liabilities in time.  Hence, the significance of the 

financial statement analysis may be studied from the point of view of various parties as follows:- 

Significance for Management:- Management of a firm is always interested to know the              solvency, 

profitability and the capital structure of the firm.  They want to make sure that the business must be in a 

solvent position to pay the debts as and when they fall due.  Similarly, they are interested not only in the 

current years profit but also in the capacity of the business to earn more profits in future.  By comparing the 



financial statements of their business with the financial statements of other firms in the same trade, 

managements can draw significant conclusions about the sales, profits, expenses etc, in the words of 

GERSTENBERG : “ The management can measure the effectiveness of its own policies and decisions, 

determine the advisability of adopting new policies and procedures and document to owners, the result of 

their managerial efforts.‖ 

 Significance for Investors:-Investors and shareholders of the business are interested in the earning 

capacity and the safety of their investment in the business.  With the help of financial analysis they can 

make comparisons between the dividend paid by the company and the market value of the shares.  They 

can make true estimates about the earning capacity, future dividends and the future market value of shares.  

They can also study the trend of sales, trend of profits, shortcomings and the prospects of future growth of 

the company. 

Significance for Creditors:- There are two types of creditors:- 

Short-term creditors:- Short –term creditors want to know the liquidity of the business, i.e., to know 

whether the company will have sufficient current assets and cash to pay their debts or not.  Current ratio 

and quick calculated on the basis of financial analysis help them in assessing this. 

Long-term creditors:- Long-term creditors want to know two things, namely: (a) Whether the company 

will be able to pay the interest consistently (b) Whether the company will be able to pay their debts when 

they fall due.  On the basis of interest coverage ratio they can ascertain whether the company will be able to 

pay the interest regularly or not and on the basis of debt-equity ratio they can ascertain whether the 

company will be able to pay their debts on maturity. 

Significance for Government:- Government can judge, on the basis of analysis of financial statements, 

which industry is progressing on the desired lines and which industry needs the financial help.  

Government can assess as to which are the industries where the profit margins are low in comparison to the 

cost of production and on this basis it can take a decision to reduce the excise duty in those industries.  On 

the contrary, if in an industry, the profit margins are too high in comparison to the cost of production, 

Government can increase the excise duty or can enforce the price regulation.  

Significance for Employers:- Analysis of financial statements helps the employees in determining the true 

profits of the business enterprise.  On this basis they can ascertain as to how much bonus and increase in 

their wages is possible from the profits of the company.  Analysis of financial statement also helps the 

labor unions in negotiating wages agreements. 

. 

 Significance for Taxation Authorities:- They analyses  the financial statements of a company to know 

whether the financial statements have been prepared in accordance with the legal provisions and whether 

the figures of production, sales and profits are correct for the purpose of assessment of excise duties, sales 

tax and income tax respectively. 

  

2.5.4 Limitations of Financial Analysis 

The following limitations may be noted:  

1. The financial position of a business concern is affected by several factors-economic, social and 

financial, but financial factors are being recorded in these financial statements. Economic and social 

factors are left out. Thus the financial position disclosed by these statements is not correct and 

accurate.  

 

2. The profit revealed by the Profit and Loss Account and the financial position disclosed by the 

Balance Sheet cannot be exact. They are essentially interim reports.  

 

3. Facts which have not been recorded in the financial books are not depicted in the financial 



statement. Only quantitative factors are taken into account. But qualitative factors such as reputation 

and prestige of the business with the public, the efficiency and loyalty of its employees, integrity of 

management etc. do not appear in the financial statement.  

 

4. The rupee of 1995, as for example, does not mean the same as the rupee of 2013. The existing 

historical accounting is based on the assumption that the value of monetary unit, say rupee, remains 

constant and accordingly assets are recorded by the business at the price at which they are required and 

the liabilities are recorded at the amounts at which they are contracted for. But monetary unit is never 

stable under inflationary condition. This instability has resulted in a number of distortions in the 

financial statements and is the most serious limitation of historical accounting.  

 

5. Many items are left to the personal judgment of the accountant. For example; provision of 

depreciation, stock valuation, bad debts provision etc. depend on the personal judgment of accountant.  

 

6. On account of convention of conservation the income statement may not disclose true income of the 

business since probable losses are considered while probable incomes are ignored.  

 

7. The fixed assets are shown at cost less depreciation on the basis of "going concern concept" (one of 

the accounting concept). But the value placed on the fixed assets may not be the same which may be 

realized on their sale.  

8. The data contained in the financial statements are dumb; they do not speak themselves.  

The human judgment is always involved in the interpretation of statement. It is the analyst or user who 

provides tongue to those data and make them to speak. 

 

2.6 COMPARATIVE FINANCIAL STATEMENTS 

When financial statements figures for two or more years are placed side-by-side to facilitate comparison, 

they are called ‗Comparative Financial Statements‘.  Such statements not only show the absolute figures of 

various years but also provide for columns to indicate the increase or decrease in these figures from one 

year to another.  In addition, these statements may also show the change from one year to another in 

percentage form.  Such comparative statements are of great value in forming the opinion regarding the 

progress of the enterprise. 

2.6.1 Purpose or Utility or Importance of Comparative Statements 

 To make the data simpler and more understandable:-The main aim of preparing comparative 

financial statements is to put the data for a number of years in simpler and comparable form.  When 

data for a number of years are side-by-side in a comparative form it becomes easier to understand them 

and the conclusions regarding the profitability and financial position of the concern can be drawn very 

easily.  

 To Indicate the Trend:- Comparative financial statements indicate the trend of change by putting the 

figures of production, sales, expenses, profits etc.  for a number of years side-by-side. For example, if 

sales are increasing over the years along with increase in profit margins, it is an indication of health 

trend of the growth of the business. 

 To indicate the Strong points and weak points of the Concern:- Comparison of financial statements 

for a number  of years also indicate the strong points and weak points of the firm.  Management can 

then investigate and find out the reasons for the weakness of the concern and can take corrective 

measures.  



 To compare the Firm‟s Performance with the average performance of the Industry:- Comparative 

financial statements help a business unit to compare its performance with the average performance of 

the industry (i.e., all the firms in the same business). 

 To help in Forecasting:- Comparative study of the change in the key figures over a period helps the 

management in forecasting the profitability and financial soundness of the business. 

 

Because of the utmost usefulness of the comparative statements, the Companies Act, 1956 has 

provided that the profit & Loss Account and Balance Sheet of a Company (Under Schedule VI) 

must show the figures of the previous year also, along with the figures of the current year. 

 

2.7 COMMON-SIZE STATEMENTS 

Common size statements are those in which individual figures are converted into percentages to some 

common base. In Balance Sheet the total of assets or liabilities is assumed to be equal to 100 and all the 

figures are expressed as percentages of this total.  Similarly, in profit and loss account sales figure is 

taken at 100 and all other figures are expressed as percentage of sales.  

 

2.7.1 Utility of Common-Size Statements 

These statements are very useful for comparing the profitability and financial position of two or more 

businesses.  This is because the financial statements of different firms can be converted into uniform 

common-size format irrespective of the size of individual items.  However, the comparison will be 

valid only when the accounting policies used by various firms are similar.  

 

2.7.2 Limitations of Common-Size Statements 

These statements show the percentage of each item to the total sum but do not disclose changes in 

individual items from period to period.  In other words, they do not give information about the trend of 

individual items rather they express the relation of that item to the total.  But this information is not 

very useful because there are no standardized norms for the proportion of each item to total. 

 

Illustration:  

From the following Balance Sheets of AB Ltd. for the year ended 31 December , 2012 and 
2013 .  
You are required to prepare a Comparative Balance 
Sheet:    

      

 Balance Sheets as on 31st December (In Thousand Rs.) 
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Solution:   AB Ltd. 

  Common Size Statement 

  (as on 31
st
 Dec 2012 and2013) 

  2012 2013 

  

A
m
o
u
n
t 

P
er
c
e
nt
a
g
e 

A
m
o
u
n
t 

P
er
c
e
nt
a
g
e 

Ass
ets         

Cur
ren
t 
Ass
ets:         

Cas
h 

5
0
0 

7.
7
0 

7
0
0 

9.
2
1 

Sun
dry 
De
bto
rs 

1
,
0
0
0 

1
5.
3
8 

1
,
5
0
0 

1
9.
7
4 

Sto
ck 

1
,
0
0
0 

1
5.
3
8 

1
,
5
0
0 

1
9.
7
4 

Tot
al 
Cur
ren
t 
Ass
ets 

2
,
5
0
0 

3
8.
4
6 

3
,
7
0
0 

4
8.
6
9 

Fix
ed         



Ass
ets: 

Lan
d 

5
0
0 

7.
6
9 

5
0
0 

6.
6
8 

Buil
din
g 

1
,
5
0
0 

2
3.
0
8 

1
,
3
5
0 

1
7.
7
6 

Pla
nt 
and 
Ma
chi
ner
y 

1
,
5
0
0 

2
3.
0
8 

1
,
3
5
0 

1
7.
7
6 

Fur
nit
ure 
and 
Fitti
ngs 

5
0
0 

7.
6
9 

1
,
3
5
0 

9.
2
1 

Tot
al 
Fix
ed 
Ass
ets 

4
,
0
0
0 

6
1.
5
4 

3
,
9
0
0 

5
1.
3
1 

Tot
al 
Ass
ets 

6
,
5
0
0 

1
0

0.
0
0 

7
,
6
0
0 

1
0
0 

Lia
bilit
ies 
and 
Cap
ital:         
Cur
ren
t 
Lia
bilit
ies:         
Bill
s 
Pay
abl
e 

2
5
0 

3.
8
4 

3
7
5 

4.
9
3 

Sun
dry 
Cre
dit

7
5
0 

1
1.
5
4 

1
,
0
0

1
3.
1
6 



ors 0 

Tax 
Pay
abl
e 

5
0
0 

7.
6
9 

7
5
0 

9.
8
6 

Tot
al 
Cur
ren
t 
Lia
bilit
ies 

1
,
5
0
0 

2
3.
0
7 

2
2
,
1
2
5 

2
7.
9
5 

          
Lon
g- 
ter
m 
Lia
bilit
ies:         
10
% 
De
ben
tur
es 

5
0
0 

7.
6
9 

7
5
0 

9.
8
6 

Tot
al 
Lia
bilit
ies 

2
,
0
0
0 

3
0.
7
6 

2
,
8
7
5 

3
7.
8
1 

Cap
ital 
& 
Res
erv
es:         
8% 
Pre
f. 
Sha
re 
Cap
ital 

1
,
5
0
0 

2
3.
1 

1
,
5
0
0 

1
9.
7
2 

Equ
ity 
Cap
ital 

2
,
0
0
0 

3
0.
7
6 

2
,
0
0
0 

2
6.
3
2 

Res
erv
es 
and 

1
,
0
0

1
5.
3
8 

1
,
2
2

1
6.
1
5 



Sur
plu
s 

0 5 

Tot
al 
Sha
reh
old
er's 
Fun
ds 

4
,
5
0
0 

6
9.
2
4 

4
,
7
2
5 

6
2.
1
9 

Tot
al 
Lia
bilit
ies 
and 
Cap
ital 

6
,
5
0
0 

1
0
0 

7
,
6
0
0 

1
0
0 

 

 

2.8 TREND PERCENTAGES 

Trend percentages are very useful in making comparative study of the financial statements for a 

number of years.  These indicate the direction of movement over a long time and help an analyst of 

financial statements to form an opinion as to whether favorable or unfavorable tendencies have developed.  

This helps in future forecasts of various items.    

Calculate the trend percentages from the following data relating to the asset side of the Balance Sheet  

of ABC Ltd. taking year ending 31st March 2010 as the base year.     

Assets 

  As on 31st March       

2010 2011 2012 2013     

Land and 
Building 

4,00,000 5,00,000 5,00,000 5,00,000 
    

Plant 1,50,000 1,50,000 2,00,000 2,00,000     

Furniture 50,000 60,000 60,000 80,000     

Stock 1,00,000 1,25,000 1,40,000 1,50,000     

Debtors 50,000 60,000 75,000 1,00,000     
Cash and 
Bank 

10,000 15,000 25,000 20,000 
    

Other 
Current 
Assets 

40,000 30,000 60,000 50,000 
    

  8,00,000 9,40,000 10,60,000 11,00,000     

              

         

Solution:  TREND PERCENTAGES      

 (31st March 2010 to 31st March 2013)     

Assets 

Absolute Amount Trend Percentages 

2010 2011 2012 2013 2010 2011 2012 2013 

  Rs. Rs. Rs. Rs. Rs. Rs. Rs. Rs. 



Fixed 
Assets: 

                

Land and 
Building 

4,00,000 5,00,000 5,00,000 5,00,000 100 125 125 125 

Plant 1,50,000 1,50,000 2,00,000 2,00,000 100 100 133 133 

Furniture 50,000 60,000 60,000 80,000 100 120 120 160 

Total Fixed 
Assets (A) 

6,00,000 7,10,000 7,60,000 7,80,000 100 118 127 130 

Current 
Assets: 

                

Stock 1,00,000 1,25,000 1,40,000 1,50,000 100 125 140 150 

Debtors 50,000 60,000 75,000 1,00,000 100 120 150 200 

Cash and 
Bank 

10,000 15,000 25,000 20,000 100 150 250 200 

Other 
Current 
Assets 

40,000 30,000 60,000 50,000 100 75 150 125 

Total 
Current 
Assets(B) 

2,00,000 2,30,000 3,00,000 3,20,000 100 115 150 160 

Total 
Assets 
(A+B) 

8,00,000 9,40,000 10,60,000 11,00,000 100 118 133 138 

 

2.9 CHECK YOUR PROGRESS 

 

1. A balance sheet is 
a. A trial Balance 
b. A trading account 
c. A statement showing the distribution of profit 
d. A statement of assets and liabilities as on a particular date. 

2. Capital is shown under liabilities because of the 
a. Entity Concept 
b. Accrual Concept 
c. Dual aspect 
d. Going-Concern Concept 

3. Which of the following is true 
a. Assets + Equity= Liabilities 
b. Assets- Outside Liability= Owner’s Fund 
c. Liability to Outsiders+ Reserve= Equity 
d. Assets+ Reserve= Equity 

  4. Which of the following is not a typical cash flow under operating activities? 

a. cash inflows from sale of goods or services 

b. cash inflows from interest 

c. cash outflows to employees 



d. cash inflows from sale of property, plant, and equipment 

   

 5. Which of the following is not a typical cash flow under investing activities? 

a. cash inflow from receipt of loans 

b. cash inflow from sale of property, plant, and equipment 

c. cash outflow for payment of amounts borrowed 

d. cash outflow for loans to other entities 

e. cash outflow for purchase of property, plant, and equipment 

 

  6. Which of the following is not a typical cash flow under financing activities? 

a. cash inflow from sale of equity securities 

b. cash inflow from sale of bonds 

c. cash outflow for payment of dividends 

d. cash outflow for loans to other entities 

7. The statement of cash flows tells us  

a. accounting profit or loss  
b. how cash was created  
c. actual profit or loss  
d. two of the above  

 

8. The primary purpose of the liquidity ratios is to determine  
 

a. how much working capital is tied up in inventory.  
b. the relative level of short-term debt.  
c. how well a firm is able to pay off short-term obligations.  
d. more than one of the above.  

  
 

2.10 LET US SUM UP 

Financial statements are the medium by which a company discloses information concerning its 

financial performance. Basically in this unit we have discussed about balance sheet, Cash flow statement 

and financial statement analysis. The balance sheet represents a record of a company's assets, liabilities and 

equity at a particular point in time. Assets represent the resources that the business owns or controls at a 

given point in time. The statement of cash flows represents a record of a business' cash inflows and 

outflows over a period of time. Typically, a statement of cash flows focuses on the following cash-related 

activities: Operating Cash Flow (OCF): Cash generated from day-to-day business operations, Cash from 

investing (CFI): Cash used for investing in assets, as well as the proceeds from the sale of other businesses, 

equipment or long-term assets, and Cash from financing (CFF): Cash paid or received from the issuing and 

http://www.investopedia.com/terms/o/operatingcashflow.asp


borrowing of funds. ―Financial Analysis consists in separating facts according to some definite plans, 

arranging them in groups according to certain circumstances and then presenting them in a convenient and 

easily read and understandable form.‖ Financial analysis broadly can be done through (i) Comparative 

financial statement: When financial statements figures for two or more years are placed side-by-side to 

facilitate comparison, they are called ‗Comparative Financial Statements.‘ Such comparative statements are 

of great value in forming the opinion regarding the progress of the enterprise, (ii) Common size statements: 

These statements are those in which individual figures are converted into percentages to some common 

base. In Balance Sheet the total of assets or liabilities is assumed to be equal to 100 and all the figures are 

expressed as percentages of this total.  Similarly, in profit and loss account sales figure is taken at 100 and 

all other figures are expressed as percentage of sales, and (iii) Trend Percentages: Trend percentages are 

very useful in making comparative study of the financial statements for a number of years.  These indicate 

the direction of movement over a long time and help an analyst of financial statements to form an opinion 

as to whether favorable or unfavorable tendencies have developed.  This helps in future forecasts of various 

items.    

  

2.11 ANSWERS TO CHECK YOUR PROGRESS 

[Answer:  1 (d) , 2 (a) , 3(b) , 4 (d) , 5(c) , 6 (d) , 7(b) , 8 (c) , 
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FINANCIAL DECISION 

4.0 OBJECTIVES 

After studying this unit you will be able to: 

State the methods of investment appraisal 



Identify the steps involved in investment appraisal 

Explain the process of investment appraisal decisions 

Explain the concept of cost of capital 

Discuss the different capital structure theories 

Discuss the relevance of dividend policy of a firm in decision making 

Explain the different models of dividend policy 

4.1 INTRODUCTION 

Investment appraisal results in creation and acquisition of long term assets. 

Investment appraisal have to be made in order to invest the firm‘s current funds 

most efficiently in long term assets in anticipation of an expected flow of future 

benefits over a number of years. Therefore, as a finance Manager one must take 

investment appraisal decision after analyzing various aspects as the decision taken 

on investment appraisal plays a vital role in the organization. From a company 

point of view, the cost of capital is the minimum rate of return that it must earn on 

its investment in order to satisfy the various categories of investors who made 

investment in the form of shares, debentures, or long term loans. Cost of capital is 

significant in designing the firm‘s capital structure. As a finance manager, using 

cost of capital, one can decide the method of financing at given expected rate of 

return to maximize the wealth of shareholders. The dividend policy of a firm 

determines what proportion of earnings is paid to shareholders by way of dividend 

and what proportion is plough back in the firm reinvestment purpose. Therefore, 

dividend policy affects both –long term sources of finance and the market price of 

shares. A firm must treat its dividend policy as relevant because shareholders 

bother a great deal about the dividend. As a finance manger, one must carefully 

evaluate the circumstances and the environment in which the firm is operating.  

4.2 CAPITAL BUDGETING 

Capital budgeting is the technique of making decisions foe investment in long term 

assets. It is the process of deciding whether or not to invest in particular asset, the 

benefit of which will be available over a period of time longer than one year. 

Capital budgeting is the process by which the financial manager decides whether to 

invest in specific capital projects or assets. In some situations, the process may 

entail in acquiring assets that are completely new to the firm. In other situations, it 

may mean replacing an existing obsolete asset to maintain efficiency. 

Features of capital budgeting 

 Funds are invested in long term assets  

 Funds are invested in present times in anticipation of future profits . 

 The future profits will occur to the firm over a series of years 

 Capital budgeting decisions involve a high degree of risk because future benefits are not 

certain 

 



Importance of capital budgeting 

1. Such Decisions affect the profitability of the firm:-Capital budgeting decisions affect the 

long term profitability of the firm because of the fact that they relate to the fixed asset. 

2. Long Term Periods:-The effect of capital budgeting decisions will be felt by the firm over 

along period of span and thus affect the future cost structure of the firm. 

3. Irreversible decision:-Capital budgeting decisions are irreversible because they include huge 

funds 

4. Involvement of large amount of funds :-These decisions require huge amount of funds and 

each and every organization has limited funds so these are important decision for each and 

every organization. 

5. Risk: Investment in fix assets may change the risk complexion of they firm .if wrong 

decisions are taken they affect the organization adversely so these decisions are important. 

6. Most difficult to make: These decisions are the most difficult decisions to be taken by the 

firm .because they require assessment of future events which are uncertain and difficult to 

predict. 

 

Kinds of Capital Budgeting Decisions:  

 

a) Accept Reject Decision :  The fundamental decision in capital budgeting is to accept and 

reject the project if project is profitable then firm should invest in  the project, if the project 

is not profitable ,the firm should not invest in it. 

b) Mutually Competitive Decisions: these are related to the proposals which compete with 

other projects in such a way that if one project is accepted the other will be rejected. 

c) Priority order Decisions: In case where a firm has unlimited funds, all those independent 

projects are accepted which yield higher rate of return as against some predetermined rate. 

 

4.2.1 Techniques of Capital Budgeting 

 Method based on accounting profit criteria 

I. Accounting Rate of return Method 

II. Pay Back Method 

 Methods based on discounted cash Flows  

I. Net present value Method 

II. Profitability Index Method 

III. Internal Rate of Return method 

 Average rate of return method / Accounting rate of return: 

                                 This method is known as the accounting rate of return method. 

it is based on accounting information rather than the cash flows. It is calculated as 

floes 

 

ARR = Average annual profit after taxes *100 

                         Average Investment  

Average annual Profits after Taxes = Total  of  after tax profits of all years  



                                                                      Number of years 

Average investment =original Investment + Salvage Value 

                                                       2                                                                                      

Advantages : 

 It is simplest method 

 Entire life time of the project is considered in this method 

 

Disadvantages 

 It uses the accounting rather than cash flows 

 Time value of money is not considered 

 

 

 Payback Method:   

This method calculates number of years require to payback the original investment 

in a project. Payback period is the period which is required to recover the original 

investment in a project. 

Payback period =        investment 

                                constant annual cash flow 

Advantages 

 It is a simple method 

 It is appropriate for the firms suffering from liquidity 

 Appropriate in case of uncertain conditions 

 Importance to short term earnings 

 This method is superior to ARR  method 

 

Disadvantages 

 It ignores the cash flow after the pay back period 

 It ignores the time value of money 

 It does not give accept reject decisions 

 It ignores cost of capital 

 It ignores the profitability of the project 

 

Net present value method:- 

NPV is the discounted cash flow technique .Under this method, present values of 

cash inflows and cash outflows are determined and present value of cash outflow is 

subtracted from the present value of the cash inflow. 



NPV = PV of Inflow – PV of Outflow 

Advantages 

 Time value of money is taken in to consideration  

 Full life of project is taken in to consideration 

 Wealth maximization 

 

Disadvantages 

 Difficult to understand nad implement 

 Difficult in fixing required rate of return 

 In case of two projects with unequal investments ,this method may not give satisfactory 

result 

 In case of two projects with unequal lives thjis method may not give satisfactory result. 

 

Profitability Index: 

        This method is also called as benefit cost ratio. This method is similar to NPV 

approach. It measures the PV of returns per rupee invested. 

NPV method is calculated adopted when the initial cost of different projects are 

different. 

PI = Present value of Cash inflows 

       Present value of cash outlay or (cash outflow) 

Advantages 

It takes in to account time value of money 

It considers all cash flows during the life time of the projects 

It is a reliable method in comparison to NPV method 

Disadvantages 

This method is difficult to understand and implement 

Calculations under this method are complex. 

 

Internal Rate of Return Method: 

It is also known as time adjusted rate of return, marginal efficiency of capital, 

marginal productivity of capital and yield on investment. 

IRR is the discount rate at which present value of cash inflows is equal is equal to 

the present value of cash outflows. It is the rate when NPV of the project is zero  

Advantages  



 it also take into consideration the time value of money 

 It considers all cash inflows and cash outflows 

 IRR method does not use the concept of required rate of return. it determines its rate 

Disadvantages 

 Many calculations are there 

 Sometime it procures more than one IRR. In such case  it become difficult to accept and 

reject the proposals 
 

 

 

 

 

 

 

 

 

Illustration:  

                    

A company is considering an investment proposal to purchase a machine costing Rs.50,000.     

The machine has a life expectancy of 5 years and no salvage value. The company's tax rate is 35%.   

The company's tax rate is 35%. The company uses straight line method for providing depreciation. The estimated  

cash flows before depreciation and tax(CFBT) from the machine as follows:     

  Year   CFBT        

    Rs.        

  1  10,000        

  2  10,692        

  3  12,769        

  4  13,462        

  5   20,385        

            

Compute the following:         



(i) Average rate of return         

(ii) Payback period          

(iii) Net Present Value at 10% discount rate        

(iv)Profitability index at 10% discount rate        

(v)Internal rate of return               

 

Solution:       

Determination of Cash Flows After Tax (CFAT):    

Year CFBT 

Depreciation 

(Rs. 

50,000/5) 

Net 

Earnings 

before 

tax 

(Col.2- 

Col.3) 

Tax 

35% 

Net 

Earning 

after 

tax 

(Col.4- 

Col.5) 

CFAT ( 

Col.6 + 

Col.3) 

1 2 3 4 5 6 7 

  Rs. Rs. Rs. Rs. Rs. Rs. 

1 10,000 10,000 Nil Nil Nil 10,000 

2 10,692 10,000 692 252 450 10,450 

3 12,769 10,000 2,769 969 1,800 11,800 

4 13,462 10,000 3,462 1,212 2,250 12,250 

5 20,385 10,000 10,385 3,635 6,750 16,750 

      11,250 61,250 

(i) Average rate of return     

ARR = Average Earning After Tax *100     

 Average Investment     

       

Average Earnings           = Net Earnings After Depreciation and Tax   

  
   Number of years 
     

 

          =Rs.11,250      
                   5 
         = Rs. 2,250      

       

Average Investment =     Total Initial Outlay      



  

2 
= Rs. 50,000/ 2  
= Rs. 25,000 
 
     

ARR  =  Rs. 2,250  ×100         

 
  Rs. 25,000 
      

  =   9% 
(ii) PaybackPeriod:     

Year CFAT 

Cumulati

ve CFAT    

1 

10,0

00 10,000    

2 

10,4

50 20,450    

3 

11,8

00 32,250    

4 

12,2

50 44,500    

5 

16,7

50 61,250    

      

Thus the full investment is recovered between the fourth and fifth year. 

Therefore, the payback period is 4 years plus a fraction of the fifth year.  

The fraction value = Rs. 5,500/ Rs. 16,750= 0.328   

Thus the Payback period = 4.328 years. 

 

(iii) Net Present Value at 10% discount rate: 
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(iv) Profitability Index at 10% discount rate 

    = PV of Cash Inflows 

       Initial Cash outlay 

   = Rs. 45,353 

      Rs. 50,000 

   = .907 

(v) Internal Rate of Return (IRR): 

   

Fake Payback Period = Initial Cash Outlay 

    Average Annual Cashflow 

 

Average Annual Cashflow  

   = Rs. 10,000 + 10,450+ 11,800+ 12,250 + 16,750 



   = Rs. 61,250 

    5 

   = Rs. 12,250 

Initial cash Outlay      = Rs. 50,000 

 

Fake Payback Period = Rs. 50,000 

    Rs.12,250 

   = 4.0816 years 

 

From  table A-2 , the value closest to the fake payback period of 4.0816 against 5 years is 

4.100 which is annuity of Re. 1 at 7% interest rate. 

 

Therefore , our first discount rate is 7%. Now , NPV at 7 % discount rate: 

 

Year CFAT 

PVF at 7 

% 

Discount 

Rate 

Present 

Value 

of Cash 

Flows 

1 10,000 0.935 9,350 

2 10,450 0.873 9,123 

3 11,800 0.816 9,629 

4 12,250 0.763 9,347 

5 16,750 0.713 11,943 

      49,391 

  Less: Initial Cash Flow 50,000 

  NPV   -609 

 Since NPV at 7% discount rate is negative, the second discount rate should be less than 

7% , so that second NPV can be positive. Let’s take second rate at 6%. 

 

NPV at 6% discount rate is: 

 



Year CFAT 

PVF at 6 

% 

Discount 

Rate 

Present 

Value 

of Cash 

Flows 

1 10,000 0.943 9,430 

2 10,450 0.89 9,301 

3 11,800 0.84 9,912 

4 12,250 0.792 9,702 

5 16,750 0.747 12,512 

      50,857 

  Less: Initial Cash Flow 50,000 

  NPV   857 

 

 

IRR= Lower Rate + Lower Rate NPV × Difference in Rates 

   Lower Rate NPV- Higher Rate NPV 

 = 6 + 857 × 1 

          857-(-608) 

 = 6 + 857 × 1 

  1,465 

 = 6.58% 

4.3 CAPITAL STRUCTURE 

The capital structure is made up of debt and equity securities and refers to 

permanent financing of a firm. It is composed of long-term debt, preference share 

capital and shareholder‘s funds. 

Acc. to Gerestenbeg: ―Capital structure of a company refers to the composition or 

make-up of its capitalization and it includes all long-term capital resources viz: 

loans, reserves, shares and bonds.‖ 

Optimum Capital Structure: A capital structure or a combination of owned capital 

and debt which enables to maximize the value of the firm is called optimum capital 

structure. 

 



4.3.1Qualities of Optimum Capital Structure: 

1. Simplicity: - As far as possible capital structure of a firm must be simple and easy to 

understand. Simplicity means that minimum number of securities should be issued. For 

e.g.:- only equity and preference shares should be issued in the beginning and debt should be 

issued at later stage.  

2. Flexibility: - An optimum capital structure must have the quality of flexibility so that it may 

be altered when needed. Use of debt makes the capital structure more flexible because it can 

be raised when needed and redeemed when not required. 

3. Minimum Cost of Capital:- Cost of capital means interest on debts or dividend on shares. 

Debt is considered as a cheaper source of finance in comparison to the equity capital 

because rate of interest is lower than the return expected by the equity shareholders and also 

debts have the feature of tax deductibility which further reduces the cost of debt. Thus an 

optimum capital structure should include sufficient amount of debt since it is the cheaper 

source of finance. 

4. Adequate Liquidity:- Liquidity means the ability of the firm to pay the interest and principal  

amount in time. A firm is considered as liquid if it is able to pay interest and principal even 

under adverse conditions. Hence, while determining the amount of debt it should be 

carefully analyzed as to how a firm‘s liquidity will be maintained under recession 

conditions. 

5. Minimum Risk:- An optimum capital structure must ensure minimum risk. The use of 

excessive debt increase the burden as it is obligation for a firm to pay its interest irrespective 

of profits. So, debt should be used in sufficient amount so that it adds bearable risk. 

6. Legal Requirements:- Capital structure should fulfill all the legal requirements .Securities 

and Exchange Board of India (SEBI) issues certain guidelines  from time to time . These 

should be followed while designing a capital structure.  

7. Maximum Return:- Capital structure of the company must provide maximum return to the 

equity shareholders. If a firm is able to earn higher return for equities by using debt only 

than a firm has to use more of debt capital otherwise it should refrain from employing debt 

capital.   

8. Control:- Capital structure should help the management  in gaining the control over the 

company. For this purpose debt should be preferred in comparison to issue of equity capital 

while raising further funds. Debt holders do not possess voting rights in company‘s meetings 

and hence cannot elect the directors of the company whereas equity shareholders possess the 

voting rights. 

4.3.2 Factors Affecting Capital Structure: 

1. Size of Business:- Capital structure of a firm is usually depends on the size of the business. 

A small sized firms usually depends on its owned capital as well as its retained earnings 

because they face difficulty in raising capital from debts and if they are able to raise than it 

will be available at a very high rate of interest. In comparison large size firms can get these 

at a very cheaper rates and easy terms. Because of issue of larger number of shares, the cost 

of issue is also low in comparison to small sized firms. 

2. Stability of Earnings:- The companies  which have regular and increasing earnings may 

issue more of debt. This is because such companies will not face any difficulty in paying the 

interest and debts on time. On the other hand, the companies, which have instability in 

earnings, may issue more of equity. 

3. Degree of Competition:- If there is keen competition in an industry, the firm in that industry 

should use more of equity. On the other hand, the industries which do not have high degree 

of competition, they have the stable sales may issue more of debt. 

4. Stage of Life Cycle:- If a firm is in its initial stages, the chances of its failure would be high. 

Hence, it should issued more of equity capital. And if a firm grows and reaches to its 

maturity it may resort to long term debts. 



5. Credit Standing:-Firms which enjoys high credit standing from the viewpoint of investors 

and lenders in the capital market can get the loans on easy terms and from the sources of 

their choice. But in case the firm‘s credit standing is poor, the firm will not be able to get 

finance from the source of its choice. 

6. Corporation Tax:- Corporation tax is also have an significant impact on the capital structure. 

As stated earlier, interest on debt is tax deductible. If there is high rate of interest than it will 

be better to use more of debt capital as compared to the preference and equity because their 

dividend is paid out of post tax profits.. More use of debt in the capital structure of the 

company helps to increase the profits available to equity shareholders.   

7. State Regulations:- The government issues guidelines for the issue of shares and debentures 

from time to time. While designing its capital structure, the firm should consider these 

guidelines and also the relevant provisions of different laws framed by the Government. 

8. State of Capital Market:-Capital market conditions go on changing from time to time. 

Sometimes there may be depression while at other times there may be boom conditions in 

the capital market. If the market is depressed, the company should not issue the equity 

shares but issue debentures because the investors would prefer safety than profitability. On 

the contrary if there is boom than investors want speculative incomes and hence it will be 

better to issue more of equity shares. 

9. Attitude of Management:-Attitude of management also helps in determining the appropriate 

source of finance. If the managers of the firm possess adequate skills, judgment and 

experience and has the capacity to bear risk than more of debt is issued but if the managers 

are conservative and they do not want to take risk than more of equity capital should be 

issued 

10. Trading on Equity:-  The use of fixed cost sources of finance, such as debts and preference 

share capital is termed as trading on equity. In case the asset acquired from the debt funds 

yield a greater return than the cost of debts, the profits available to equity shareholders or 

the earning per share will increase. Hence, the alternative methods of financing must be 

analyzed by the management to study their effect on EPS. 

11. Interest Coverage Ratio:-  It determines whether the company has the capacity to meet its 

fixed interest obligations or not. The higher the ratio, the greater will be the capacity of the 

firm to meet its obligations of interest payment. The ratio can be calculated as under: 

    Interest coverage ratio = Profit before interest and Tax/Fixed interest charges. 

12. Cash Flow Ability of the Company:- Sometimes the interest coverage ratio of the firm is 

high bit it doest not have enough cash to pay its fixed charges in time. This may be due to 

blockage of funds in the form of debtors, inventories etc. So, the companies which expect 

larger and regular cash flows may issue the more of debt. 

13. Cost of Capital:- The cost of different sources has an important effect on the capital 

structure of a firm. Different sources must be combined in such proportion that the cost of 

capital and the degree of risk is minimum. As debt is a cheaper source in comparison to 

other sources so more of debt capital is used from the cost point of view.  

14. Control:- If the management wants to dilute its control it may issue more of equity capital as 

they have the voting rights. And if management does not wants to dilute its control than it 

should issue more of debt capital as debentures do not have the voting rights to elect the 

directors. 

15. Flexibility:- An optimum capital structure must have the quality of flexibility so that it may 

be altered when needed. Use of debt makes the capital structure more flexible because it can 

be raised when needed and redeemed when not required. 

16. Leverage Ratios for other Firms:- Before deciding the capital structure of the firm, 

management should also analyze the ratio of debt and equity of other firms in the industry 

and than design its own capital structure accordingly. 

17. Consultation with Invt. Banker & Lenders:- Before deciding the capital structure of the firm, 

management should also seek the opinion of institutional investors, investment bankers and 



lenders. They possess information about the capital structure of large number of companies 

and know the demand of various securities in the capital market.  

 

4.3.3 CAPITAL STRUCTURE THEORIES/APPORACHES 

 

Capital structure theories seek to explain the relationship between capital structure 

decision and the market value of the firm. There are conflicting opinions regarding 

whether or not capital structure decision affects the value of the firm or not. Some 

support this view point that it affects and some believes that is has no impact. 

Although there are various theories but the important ones are:  

 

1) Net Income Approach 

2) Net Operating Income Approach 

3) Modigliani and Miller Approach (With and without taxes) 

 

ASSUMPTION IN CAPITAL STRUCTURE THEORIES 

The following are the important assumptions in capital structure theories:- 

 There are two sources of funds: debts and equity 

 There are no preference shares 

 There are no corporate taxes.  This assumption has been removed later 

 The firm has a policy of paying 100% dividend.  There are no retained earnings. 

 The operating earnings of the firm are not expected to grow. 

 The firm‘s business risk is assumed to be constant and independent of its 

capacity structure and financial risk. 

 The corporate and personal Income taxes do not exist. 

 There are no transaction costs and a company can alter its capital structure 

without any transaction cost. 

 Stakeholders expect continuous and perpetual earning of profits. 

 The investment decisions are assumed to be constant. 

 

Net Income Approach:- This approach is propounded by Durant David.  According to this approach, 

the capital structure decision is relevant to the valuation of the firm.  In other words, a change in the 

capital structure cause an over all change in the cost of by the ratio of debt to equity is increased where 

the value of the firm and market price of equity shares will increase, the weighted average cost of 

capital will decline.In opposite situation, the reverse conditions prevail.  This approach is based on the 

following three assumptions:- 

 There are no taxes 

 Cost of debt is less than cost of equity 

 The use of debt does not change the risk perception of investor 

According to this approach the value of the firm and value of equity can be 

calculated is follows:- 

(a) Market value of firm (V)=ME+MD 

       



 ME= Market value of Equity 

 MD=Market value of Debt 

(b) Market value of Equity (ME) 

        ME=NI 

                  Ke 

    NI= Net Income available for equity shareholders 

    Ke= Equity Capitalization rate 

(c) Overall Cost of Capital 

 

KO=EBIT     × 100 

         V         

 

KO=Overall Cost of Capital 

EBIT=Earning Before Interest and Tax 

 

 

ILLUSTRATION NO.1:- Rishi Ltd. has 10% Debentures of Rs. 10,00,000.  The expected annual 

net income before Interest Tax of the company is Rs.  4,00,000.  The equity capitalization rate of 

the company is 15%.  Compute according to Net Income Theory:- 

 The existing total market value and the overall cost of capital of the company. 

 The impact on total market value and overall cost of capital if the management takes a 

decision to increase debentures by Rs. 6,00,000 by reducing equity;  

 The impact on total market value and overall cost of capital in case, the management 

decides to reduce its debentures by Rs. 6,00,000, through issue of equity shares.  

 

SOLUTION:- 

Calculation of existing total market value of the company 

 Rs. 

 NET INCOEM (EBIT) 4,00,000 

 Less: interest on 10% Debentures (I) 1,00,000 

  Profit available for Equity Shareholders (NI)                                 3,00,000 

Equity capitalization rate (Ke)              15% 

Market Value of Equity (ME)        20,00,000 

ME= NI   =   Rs. 3,00,000 

    Ke  15% 

 

Market Value of Debentures (MD)       10,00,000 

Total Market Value of Company (V=ME+MD)      30,00,000 

 

Calculation of existing Overall Cost of Capital: 

 

     KO=EBIT× 100  =Rs. 4,00,000   × 100  =  13.33% 

              V                  Rs. 3,00,000 

 

Increase in Debentures in Total Capitalization:- 

Effect on Value of Company:- 

 

Net Income (EBIT)       4,00,000 

Less: 10% Interest on Debentures of Rs. 16,00,000   1,60,000 



Profit Available for Equity Shareholders (NI)    2,40,000 

Equity Capitalization Rate (Ke)         15% 

Market Value of Equity (ME) = NI   =   Rs. 2,40,000 

                               Ke 15% 16,00,000 

Market Value of Debentures     16,00,000 

Market Value of Company (V=ME+MI)  32,00,000 

 

 

 

Effect on Overall Cost of Capital:- 

 

  KO=EBIT× 100  =Rs. 4,00,000   × 100  =  12.50% 

              V               Rs. 32,00,000 

 

Decrease in Debentures in Total Capitalization:-   

 Effect on Value of Company:- 

 

Net Income (EBIT)       4,00,000 

Less: 10% Interest on Debentures of Rs. 4,00,000      40,000 

Profit Available for Equity Shareholders (NI)    3,60,000 

Equity Capitalization Rate (Ke)         15% 

Market Value of Equity (ME) = E   =   Rs. 3,60,000 

                               Ke 15% 24,00,000 

Market Value of Debentures (MD)     4,00,000 

Total Value of Company (V=ME+MD)  28,00,000 

 

Effect on Overall Cost of Capital:- 

 

  KO=EBIT× 100  =Rs. 4,00,000   × 100  =  14.29% 

              V               Rs. 28,00,000 

 

 

 

Net Operating Income Approach:- This theory is also suggested by Durand.  This is opposite to 

Net Income Approach.  According to this approach the leverage/capital structure decision of the 

firm is irrelevant.   Any change in leverage will not lead to any change in the total value of the firm 

and the market  price of shares, as the overall cost of capital is independent of the degree of 

leverage.   

 

The value of the firm and value of equity can be ascertained as follows:- 

 

                             V = EBIT 

                                     Ko 

                             V=Value of Firm 

                             EBIT = Earning Before Interest and Taxes 

                             Ko = Overall Cost of Capital 



Value of Equity (ME) 

                         ME = VF —VD 

                         VF = Value of Firm 

                         VD = Value of Debt 

 

Illustration 2. Vedant Ltd. has an expected annual net operating income before interest and tax of 

Rs. 3,00,000.  The cost of debt is 12% and the outstanding debt amounts to Rs. 10,00,000.  The 

overall capitalization rate of the company is 15% .  You are required to calculate total market value 

and the equity capitalization rate of the company according to Net Operating Income Theory:- 

 For present capital structure 

 If the company decides to raise a sum of Rs. 5,00,000 through debt at a cost of 12% and 

uses the proceeds to pay off the equity shareholders 

 If the company decides to redeem debt worth Rs. 5,00,000 by issue of equity shares.  

 

 

Solution:- 

 Calculating of Total Market Value of the company for existing Capital Structure:- 

   Rs. 

 Net Operating Income (EBIT)     3,00,000 

 Overall Capitalization  Rate (Ko)                                                       15 % 

 Total market Value of the Company (V) 

   = EBIT    = Rs. 3,00,000 

       Ko                    15%     20,00,000 

 

Calculating of Equity Capitalization rate (Ke) for existing Capital Structure:- 

 

  Total Market Value of the Company (V)   20,00,000 

  Less: Total Market Value of Debt (D)   10,00,000 

  Total Market Value of Equity (S = V — D)   10,00,000 

 

   Equity Capitalization rate (Ke) 

 

  = Profit Available to Equity Shareholders  × 100 

   Market Value of Equity (S) 

 

  = Rs. 3,00,000 — 12% of Rs. 10,00,000  × 100 

   Rs. 10,00,000 

  = Rs. 3,00,000  — Rs. 1,20,000  × 100 = Rs. 1,80,000 × 100 =18% 

   Rs. 10,00,000  Rs. 10,00,000 

 

Increase in Debt and decrease in equity: 

Calculation of Total Market Value of the Company 

   Rs. 

 Net Operating Income (EBIT)     3,00,000 



 Overall Capitalization rate (Ko)                                                         15 % 

 Total market Value of the Company (V) 

   = EBIT    = Rs. 3,00,000 

       Ko                    15%     20,00,000 

Calculating of Equity Capitalization rate (Ke) 

  Total Market Value of the Company (V)   20,00,000 

  Less: Total Market Value of Debt (D)    15,00,000 

  Total Market Value of Equity (ME = V — MD)    5,00,000 

 

   Equity Capitalization rate (Ke) 

 

  =   EBIT — 1 × 100   = Rs. 3,00,000 — 12% of Rs. 15,00,000  × 100 

         ME                                            Rs. 5,00,000 

 

  = Rs. 3,00,000 — Rs. 1,80,000  × 100 

   Rs. 5,00,000 

 

   = Rs. 1,20,000 × 100 =24% 

                  Rs. 5,00,000 

 

Decrease in Debt and decrease in equity: 

Calculation of Total Market Value of the Company 

   Rs. 

 Net Operating Income (EBIT)     3,00,000 

 Overall Capitalization rate (Ko)                                                         15 % 

 Total market Value of the Company (V) 

   = EBIT    = Rs. 3,00,000 

       Ko                    15%     20,00,000 

 

Calculating of Equity Capitalization rate (Ke) 

  Total Market Value of the Company (V)   20,00,000 

  Less: Total Market Value of Debt (D)    5,00,000 

  Total Market Value of Equity (ME = V — MD)   15,00,000 

 

   Equity Capitalization rate (Ke) 

 

  =   EBIT — 1 × 100   = Rs. 3,00,000 — 12% of Rs. 5,00,000  × 100 

         ME                                            Rs. 15,00,000 

 

  = Rs. 3,00,000 — Rs. 60,000  × 100 

   Rs. 15,00,000 

 

   = Rs. 2,40,000 × 100 =16% 



                  Rs. 15,00,000 

 

 

Modigilani Millar Approach:- This approach is introduced by Modigilani and Miller in 1958.  

According to this approach cost of capital is independent of capital structure and there is no 

optional value.  The choice between equity financing and borrowing does not affect a firm‘s 

market value in competitive conditions and perfect markets.  Investor can change the investment to 

any mix of debt and equity as investor desires.   This theory is based on the following 

assumptions:- 

 There are no taxes and transactions costs. 

 The stock market is perfectly competitive. 

 The firm has 100% pay out ration that means distribution of profit is 100% 

 Firm can be grouped into homogenous risk clauses. 

 Investors are rational and behave rationally. 

 Firm‘s investment is constant and perpetual. 

 

LIMITATIONS:- M-M approach has certain limitations which are as follows:- 

 Rate of interest is not same for the individuals and the firms. 

 Transactions costs would affect the arbitrage process.  Investors get net income 

after the flotation cost. 

 It implies that tax-exempted persons will Invest only in debt securities get net 

income tax bracket investors in equities. 

 Home made leverage is not perfect substitute for corporate leverage. 

 Some institutional investors such as LIC, UTI, Banks etc. are not allowed to 

engage in personal leverage. 

 Personal tax rate on equity is not zero. 

 Investors of high tax brackets can invest in debt securities indirectly.  This 

investment income can be tax free income.  Investments can be in the form of corporate 

bond also. 

 

ILLUSTRATION 3. Pradeep Ltd.  has earnings before interest and tax of Rs. 

1,00,000.  It expects a return on its investment at a rate of 12.5%.   You are 

required to find out the total value of the firm according to the Millar-Modigilani 

theory. 

 

SOLUTION:- According to Millar-Modigilani Theory, total value of the firm 

remains constant.  It does not changes with the change in capital structure.  

  Total value of Firm = Earning Before Interest and Tax 

    Overll Cost of Capital 

 

       

 

                                        V = EBIT     = 1,00,000 × 100 = Rs. 8,00,000 

                                                Ko             12.5 



 

Behavioural  Justification for irrelevance of capital structure decision : Arbitrage Concept 

  The process of buying an asset or security in one market and selling the same in 

another market to derive benefit from the price differential is referred as ‗ arbitrage‘.  The word 

‗Arbitrage‘ is a technical term referring to a situation where two identical commodities are selling 

in the same market for different prices, then the market will reach equilibrium profit.  The increase 

in demand will force up the price of the lower priced goods and increase in supply will force down 

the price of the high priced commodities.  MM argue that the process of arbitrage will prevent the 

different market value for equivalent firms, simply because of capital structure differences.  If two 

firms with same level of business risk but different levels of gearing sold for different values, then 

shareholders would move form over valued firm to the undervalued firma and adjust their level of 

borrowing through the market to maintain financial risk at the same level.  The shareholders would 

increase their income through this method while maintaining their net investment and risk at the 

same level.  This process of arbitrage would derive the price of the two firms to a common 

equilibrium total value.  

 

How Arbitrage Process Works? 

 

MM Approach follows the net operating income approach but the MM Approach has practical 

justification of irrelevance of capital structure decision.  MM Approach is based on Arbitrage 

process we discussed earlier.  Here we will understand the working of Arbitrage process with the 

help of an example: 

 

   

QUESTION:-There are two firms XYZ and ABC which are similar in are respect 

except their capital structure: 

 

Particulars XYZ ABC 

No. of ordinary shares 

6 % Debentures 

Market Price 

EBIT 

1,00,000 

50,000 

Rs. 1.30 

Rs. 20,000 

1,50,000 

---------- 

Rs. 1.00 

Rs. 20,000 

                         All the profits available to Equity are distributed 

Show the working of Arbitrage process under MM Approach, if an investor holding 

10 % shares of XYZ will switch off to company ABC.  

 

Solution:- Arbitrage process will create ‗personal leverage‘ against the corporate 

leverage, in the above problem arbitrage will work out as below: 

(1)Investor will sell 10% shares of XYZ company for Rs. 1.3*10,000=13,000 

(2)He will buy (13,000+5,000)18,000 shares in company ABC i.e., 12% holding in 

company ABC.  

 

Investor‟s Status of Income before and after Switching the holding as below: 

Income Status in XYZ Income Status in ABC 

EBIT =                                                    20,000 

Less : Interest on Debt. At 6% =            3,000 

                                                               17,000 

 

Share of Investor 

10% of profits after tax i.e., 1,700/- 

EBIT =                                                 

20,000 

Interest =                                              ------- 

                                                            20,000 

Share of Investor  

12% of 20,000 i.e., =                            2,400 

- Interest of personal 

leverage        2100 

(6% on 5,000) 



 

 

Analysis:- Above analysis shows that the status of investors income is much better in ABC 

unlevered firm.  It is because of Arbitrage process that will work for short run, until the value of 

shares in two identical firms would not be same.  Investors will sell the shares of levered firm and 

will buy the shares of unlevered firm till the value of both the firms  become identical. 

So MM Approach favours that capital structure decision is irrelevant.  

4.4 COST OF CAPITAL 

The main objective of the business is to increase the wealth of shareholders at 

maximum level. The management is always interested in those projects which give 

excess return over the cost of funds. It is very difficult to determine the cost of 

funds. Fund can be raised from different sources such as: Equity shares, Preference 

shares, debentures etc. Cost of capital of a firm is the minimum rate of return 

expected by its investors. The capital used by the firm may be in the form of equity 

shares, preference shares, debt and retain earnings. The cost of capital is weighted 

average cost of these sources of finance used by the firm. Cost of capital of a firm 

may be defined as the cost of obtaining the funds that is the average rate of return 

three firm expect, for investing funds in the firm. it is also referred to as cut off 

rate, target rate, hurdle rate, minimum required rate of return etc 

―The cost of capital is the required rate of earnings or the cut off rate of capital 

expenditures.‖ -Ezra  

The cost of capital is the minimum required rate of return which a firm requires as 

a condition for undertaking an investment‖-Milton H. Spencer 

4.4.1 Problems in Determining the Cost of Capital: 

1 Historical cost and Future Cost:-One major problem in determination of cost of 

capital arises due to difference in opinion regarding the concept of cost itself. it is 

argued that book cost are historical cost and calculation of cost of capital on the 

basis of such cost is irrelevant for decision making. in their opinion ,future 

estimated cost should be calculated for the purpose of decision making 

2 Problem in computation of cost of equity: The computation of cost of equity 

capital depends upon the rate of return expected by the equity shareholders, but, it 

is very difficult to assess the expectations of equity shareholders because there are 

many factors which influence their expectations. 

3 Problem in Computation of cost of retained earning: Sometimes it may appear 

that cost of earning is free of cost because they are not raised from outside. 

However this is not correct. When earnings are retained, shareholders are forced to 

forgo dividends. The dividends forgone by equity shareholders are an opportunity 

cost .since different shareholders may have different opportunities for investing 

their dividends, it become difficult to compute opportunity cost or cost of retained 

earnings. 

4 Problem in assigning Weights: Weights are assigned to various sources of finance 

to compute weighted average cost of capital. the choice of using the book value 



weights or market value weights place another problem in the computation of cost 

of capital. 

4.4.2 Computation of Specific sources Of Finance 

a. Cost of Debt 

b. Cost of Preference share Capital 

c. Cost of Equity share Capital 

d. Cost of retained Earning  

 

COST OF DEBT 

Debt can be of two types: 

i) Irredeemable or perpetual Debt 

ii) Redeemable Debt 

i) Cost of Perpetual Debt: Perpetual debt is the debt on which the company has to 

pay only the interest and the time period for repayment of the principal amount is 

not given. The cost of perpetual debt is that rate of return which is expected by the 

lender. The rate of interest on debt is fixed. Because the amount of interest is 

deducted from the income to calculate the tax liability, therefore, after tax cost of 

debt is determined after adjusting the before tax cost of debt for the tax rate. The 

cost of irredeemable debt is calculated with the help of following formula:- 

Ki = I/NP                   

Kd = Ki (1-t) or = I /NP (1-t) 

Where, 

Ki = Before-tax cost of debt 

Kd = After-tax cost of debt 

I = Annual interest payment 

NP = Net proceeds of bonds/debentures 

t = Tax rate 

ii) Cost of Redeemable Debt: In case of redeemable debt, in addition to interest, the 

principal amount has also to be paid on maturity. It can be calculated with the help 

of the following formula:- 

Kd =[ I(1-t) + ( RV – NR)/N] /  [( RV+NR)/2] 

Kd = After-tax cost of debt 

RV = Redemption value of debenture 

t = Tax rate 



NR = Net receipts 

Illustration: Gupta Ltd . issues Rs. 50,000 10% debentures at (i) Par, (ii) 5% 

discount, (iii) 10% premium. The tax rate is 50%. Compute the cost of debt capital. 

Solution:  

Kda = P × (1-t) 

           C 

Where Kda= Cost of debt after tax 

 P= Interest payable 

 C= Capital received 

 

(i)Kda = 5,000(1-.5) 

 50,000 

 

          =1(.5) 

            10 

      = .05 or 5% 

(ii)Kda= 5,000(1-.5) 

 47,500 

 

          =.105(.5) 

             

      = .0526 or 5.26% 

(iii)Kda=5,000(1-.5) 

 55,000 

 

          =1(.5) 

            11 

      = .0454 or 4.545% 

 

Illustration:  ABC ltd. issues Rs. 1,00,000 10% debentures and realizes from issue 

Rs. 98,000 after allowing 2% commission to underwriters. The debentures are due 

for maturity at the end of 10
th

 year. You are required to calculate the effective cost 

of debt before tax and cost of debt after tax by assuming tax rate is 50%. 

Solution:   

(a) Kdb = {I + (MV –NP)/n}/{(MV +NP)/2} *100 

   Where Kdb = Cost of debt before tax 

 I = Annual Interest Amount 

 NP= Net Proceeds 

 MV = Amount payable on maturity 

 n = Number of years after which debt is to be paid. 

     Kdb = { 10,000 + ( 1,00,000-98,000)/10}/{ (1,00,000+98,000)/2}*100 

             = 10,200/ 99,000*100 

              = 10.33% 

(b) Kda = Kdb(1-tax rate) 

 =10.30(1-.50) 

 =10.30(.5) 

 = 5.15% 

 



COST OF PREFERENCE SHARES 

Companies can raise capital through the issue of preference shares. Calculation of 

the cost of preference share capital is a little difficult in comparison to the cost of 

debt. As it is not the legal obligation of the company to pay preference dividend. In 

case of sufficient profits, it is expected that the company would pay preference 

dividend at a pre-determined rate because the investors expect a return from the 

company at the time of purchasing preference shares. Therefore, the cost of 

preference share capital is the rate of dividend expected by the preference 

shareholders. It is paid out of the income after tax. Therefore, no adjustment for tax 

is made while calculating its cost. Preference shares can be irredeemable or 

redeemable. 

i) Cost of Irredeemable Preference Shares:  in it dividend at a fixed rate is 

constantly given to preference shareholders. It can be calculated by the following 

formula:- 

Kp = PD / P0 

Where 

PD = Annual preference dividend 

KP = Cost of irredeemable preference shares 

P0 = Net proceeds after meeting issue expenses. 

ii) Cost of Redeemable Preference Shares: Redeemable preference shares are those 

sshares which have to be repaid after a certain period.  So, the cost of preference 

shares is that rate of discount at which the present value of future dividend and 

repayment of principal is equal to the net proceeds received from the sale/issue of 

preference shares. The following formula is used:- 

KP = [PD +( Pn – P0)/N] / [( Pn + P0)/2] 

KP = Cost of preference shares 

PD = Constant annual dividend payment 

N = Number of years to redemption 

Pn = Redeemable value of preference shares 

P0 = Sale proceeds of preference shares 

Illustration: X Ltd issued 10% 10,000 Preference shares of Rs. 100 each . Company 

had incurred the following expenses:  

Underwriting Commission 2% 

Brokerage   1% 

Other Expenses  Rs. 20,000 



Find out the cost of capital. If the present Company‘s tax rate is 50%, what will be 

the cost of capital before tax. 

Solution:  

Kp = D  

         P 

D= Rs. 10 per share 

Floatation Charges:   Rs. 

Underwriting Commission 2 

Brokerage   1 

Other Expenses  2 (20,000/10,000) 

Total    5  

P  = 100-5 

= Rs.95 

Kp = D ×100 

         P 

 = 10 × 100 

      95 

= 10.53% 

Kp (before tax)  

= Kp 

(1-t) 

= 10.53 

     1-.5 

= 21.06% , where t = tax rate 

 

 

COST OF EQUITY SHARE CAPITAL 

The cost of equity is the ‗maximum rate of return that the company must earn on 

equity financed portion of its investments in order to unchange the market price of 

its stock.‘  The cost of equity capital is a function of the expected return by its 

investors.  The cost of equity is not the out-of-pocket cost of using equity capital as 

the equity shareholders are not paid. But it does not mean that equity share capital 

is a cost free capital.  Shareholders invest money in equity shares on the 

expectation of getting dividend and the company must earn this minimum rate so 

that the market price of new equity share, the expectations of the shareholders have 

to evaluate.  The cost of equity share capital can be computed in the following 

ways:  

(a) Dividend Yield Method or Dividend/Price Ration Method:- According to this method, the cost of 

equity capital is the ‗discount rate that equates the present value of expected future dividends per 

share with the net proceeds (or current market price) of a share‘.  Symbolically. 



                                                          Ke = D             OR         D    

                                                       NP                         MP 

   Where    Ke = Cost of Equity Capital 

       D  =  Expected dividend per share 

      NP = Net proceeds per share 

      MP = Market Price per share 

The basic assumptions underlying this method are that the investors give prime 

importance to dividends and risk in the firm remains unchanged.  The dividend 

price ration method does not seem to consider the growth in dividend.  (1) It does 

not consider future earnings or retained earnings.  (2) It does not take into account 

the capital gains.  This method of computing cost of equity capital is suitable only 

when the company has stable dividend policy over a period of time. 

Illustration:-  A company issues 1000 equity shares of Rs. 100 each at a premium 

of 10%.  The company has been paying 20% dividend to equity shareholders for 

the past five years and expects to maintain of equity in the future also.  Compute 

the cost of equity capital.  Will it make any difference if the market price of equity 

share is Rs. 160. 

                  SOLUTION:-                     Ke = D   

                NP  

 

 = 20   * 100  = 18.18% 

  100 

  If the market price of a equity share is Rs. 160.  

 

       

                    Ke = D   

                          NP  

 

                                                                          = 20   * 100  = 12.5% 

 100 

   

(b) Dividend Yield Plus Growth in Dividend Method:- When the dividends of the firm are expected to 

grow at a constant rate and the dividend-pay-out ratio is constant this method may be used to 

complete the cost of equity capital.  According to this method the cost of equity capital is based on 

the dividends and the growth rate.  

Ke = D1  + G   =  D0(1 + g)  + G  

  NP                NP 

   Where              Ke = Cost of equity capital 

      D1 = Expected Dividend per share at the end 

of the year 

       NP = Net proceeds per share 

         G = Rate of growth in dividends 



          D0 = Previous year‘s dividend.  

Further, in case  Cost of Existing equity share capital is to be calculated, the NP 

should be changed with MP (market price per share) in the above equation.   

       Ke = D1  + G    

                       MP 

 

Illustreation :- (a) A company plans to issue 1000 new shares of Rs. 100 each at 

par.  The floatation costs are expected to be 5% of the share price.  The company 

pays a dividend of Rs. 10 per share initially and the growth in dividends is expected 

to be 5%.  Compute the cost of new issue of equity shares. (b)If the current market 

price of an equity share is Rs. 150, calculate the cost of     existing equity share 

capital. 

    (a)  Ke = D  + G  

             NP   

           =    10      + 5% = 10.53% + 5% = 15.53% 

            100-5 

                (b)      Ke = D  + G  

             MP 

           =  10  + 5% = 6.67% + 5% = 11.67%   

              150 

 

(c) Earning Yield Method/Earning Price Ratio:- According to this method, the cost of equity capital is 

the discount rate that equated the present values of expected future earnings per share with the net 

proceeds (or, current market price) of a share.  Symbolically : 

Ke = Earnings per share 

                 Net Proceeds  

        

           =     EPS 

                   NP 

 

   Where, the cost of existing capital is to be calculated : 

 

Ke = Earnings per share 

        Market price per share 

 

           =  EPS 

                MP 

             

         

 

COST OF RETAINED EARNINGS 

It is sometimes argued that retained earnings do not involve any cost because a firm 

is not required to pay dividends on retained earnings.  However, the shareholders 

expect a return on retained profits.  Retained earnings accrue to a firm only because 



of some sacrifice made by the shareholders in not receiving the dividends out of the 

available profits. The cost of retained earnings may be considered as the rate of 

return which the existing shareholders can obtain by investing the after-tax 

dividend in alternative of equal qualities.  It is, thus, the opportunity cost of 

dividends foregone by the shareholders.  Cost of retained earnings can be computed 

with the help of following fourmula:- 

     Kr =  D1  + G 

                   NP 

 

   OR             Kr =   D1  + G 

                   MP 

        Where                 Kr = Cost of retained earnings 

    D =  Expected dividend at the end of the year 

    NP = Net proceeds of share issue 

    G = Rate of growth 

    MP = Market price per share 

 

Illustration:- A firm‘s Ke (return available to shareholders)is 15%, the average tax        rate of 

shareholders is 40% and it is expected that 2% is brokerage cost that shareholders will have to pay 

while investing their individuals in alternative securities.  What is the cost of retained earnings? 

 

SOLUTION:-  

   Cost of Retained Earnings 

    Kr = Ke (1 - t) (1 - b) 

     

    Ke = Rate of return available to shareholders 

      t  = Tax rate 

     b  =  Brokerage cost 

    

    Kr = 15% (1-4) (1-.02) 

         =  15% * 0.6 * 0.98 = 8.82% 

 

 

COMPUTATION OF WEIGHTED AVERAGE COST OF CAPITAL 

Weighted average cost of capital is the average cost of the costs of various sources 

of financing.  Weighted average cost of capital is also known as composite cost of 

capital, overall cost of capital or average cost of capital.  Once the specific cost of 

individual sources of finance is determined, we can compute the weighted average 

cost of capital by putting weights to the specific costs of capital is proportion of the 

various sources of funds to the total.  The weights may be given either by using the 

book value of the source or market value of source.  If there is a difference between 

market value weights, the weighted average cost of capital would also differ.  The 

market value weighted average cost would be overstated if the market value of the 

share is higher than the book value and vice-versa.  The market value weights are 

sometimes preferred to the book value weights because the market value represents 

the true value of the investors.  However, the market value weights suffer from the 

following limitations: 

 It is very difficult to determine the market values because of frequent fluctuations. 

 With the use of market value weights, equity capital gets greater importance. 



For the above limitations, it is better to use book value which is readily available.  

Weighted average cost of capital can be computed as follows:  

    Kw = ∑XW 

               ∑W 

 

  Where,      Kw = Weighted average cost of capital 

    X = Cost of specific source of finance 

    W = Weight, proportion of specific source of finance 

 

Illustration :- A firm has the following capital structure and after-tax costs for the different sources 

of funds used: 
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You are required to compute the weighted average cost of capital. 

Computation of Weighted Average Cost of Capital 
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4.5 DIVIDEND DECISION     

Dividend refers to the corporate net profits distributed among shareholders. 

Dividends can be both preference dividends and equity dividends. Preference 

dividends are fixed dividends paid as a percentage every year to the preference 

shareholders if net earnings are positive. After the payment of preference 

dividends, the remaining net profits are paid or retained or both depending upon the 

decision taken by the management. A settled approach for the payment of dividend 

is known as dividend policy. Therefore, dividend policy means the broad approach 

according to which every year it is determined how much of the net profits are to 

be distributed as dividend and how much are to be retained in the business. Thus, 

the dividend policy divides the net profits or earnings after taxes into two parts: 

1. Earning to be distributed as dividend 

2. Earnings retained in the business. 

Since, dividends are distributed out of the profits, there exist an inverse relationship 

between dividends distributed and retained earnings in the business. If larger net 

profits are distributed as dividends, retained earnings would be less and on the 

contrary, if lesser profits are distributed as dividends, the retained earnings would 

be larger. The retained earnings are the most easily accessible significant and 



internal source of finance for the firm. A firm which declares larger dividends will 

have to use external sources of financing to finance its investment opportunities. 

Thus, a firm will have to choose between the portion of profits distributed as 

dividends and the portion ploughed back into the business. The choice is called the 

dividend policy and it will have its effect on both the long-term financing and the 

wealth of shareholders. 

4.5.1 Dividend Decision and Valuation of Firms 

The value of firm can be maximized if the shareholders wealth is maximized, 

which includes not only the market price of the shares but also current dividend.  

The dividend decision has both theoretical and managerial aspect.  There are 

conflicting views regarding impact of dividend decision on the valuation of firm.  

According to one school of thought dividend decision does not affect the 

shareholders wealth so also the valuation of the firm.  Whereas on the other hand, 

according to other school of thought, dividend decision materially affects the 

shareholders wealth so also the valuation of the firm.  Whereas on the other hand, 

according to other school of thought, dividend decision materially affects the 

shareholder‘s wealth and hence also the valuation of the firm.  Only a careful 

examination of theories helps the management in arriving at a sound decision.  

There are two groups of conflicting theories which are discussed below: 

 Theory of Irrelevance or Irrelevance concept of dividend. 

 Theory of Relevance or Relevance concept of dividend. 

 

 

Theory of Irrelevance or Irrelevance Concept of Dividend 

This concept is given by Soloman, Modigilani and Miller.  As per their views, 

dividend policy has no effect on share prices of a company and resultant no 

consequences.  Investors do not differentiate between dividends and capital gains.  

Main desire is to earn higher return on their investment.  If the expected return is 

less than the cost, the investor is interested in earning in the form of dividend or 

whatever is.  Dividend decision is an important decision to see the retained 

earnings can be invested or not.  In case it is profitable then retained earnings can 

be the part of capital otherwise distribution of this is better.  Shareholder is always 

interested in incomes, it may in any form. 

Modigilani & Miller Approach:- Modigilani & Miller have expressed their 

comprehensive view on the argument that investors are in differentiate between 

dividends and capital gains.  According to them dividend decision does not affect 

the wealth of the shareholder‘s or the market price of the shares.  The value of the 

firm is determined by the earning potentiality of the firm or its investment policy.  

The splitting of earnings between dividend and retained earning, may be in any 

manner the firm likes will not affect the value of the firm.  As observed by M M 

under conditions of perfect capital markets, rational investors, absence of tax, 

discrimination between dividend income and capital appreciation, given the firm‘s 



investment policy, its dividend policy may have no influence on the market policy 

of the shares. 

Assumption of the M M Hypothesis:- The following are the assumptions on 

which MM Hypothesis is based on:- 

 Perfect capital market exists. 

 Investors behave rationally. 

 Information about the company‘s affairs is freely available to all without any cost. 

 There are no flotation and transaction costs. 

 All investors and managers have the same set of information related to future prospects. 

 The securities are divisible to an infinite degree.  No investor is large enough to affect the     

market price of the security. 

 There are no personal or corporate income taxes. 

 The firm has rigid investment policy. 

 Risk or uncertainty does not exist in regard to future investment and the future of the firm.  

 

Argument in favor of M M Approach :- This refers to clientele effect.  The 

clientele effect means a firm will attract shareholders whose preference with 

respect to the payment pattern and stability of dividends to the shareholders of the 

firm get dividend as per their expectations.  The value of the firm‘s stock is 

unaffected; in case of dividend policy is changed.  A shareholder gains on the 

account of dividend payment is neutralized completely by the fall in market price 

of the shares due to decline in expected future earning per shares.  The market price 

of a share in the beginning of a period is equal to the present value of dividends 

paid at the end of period plus the market price of the shares at the end of the period.  

By the formula :- 

P0  =  D1 + P1 

           (1+Ke) 

 

 

Where,      P0 = Market price per share at the beginning of the period. 

   D1 = Dividend to be received at the end of the period. 

   P1  =Market price of share at the end of the period. 

   Ke  =Cost of equity capital or rate of capital ratio.  

 

 From the above equation, the value of P1  can be derived as :- 

 

    P1  = P0 (1 + Ke) –D1 

 

The M M Hypothesis can be explained in another form also presenting that investment required by 

the firm on account of payment of dividend is financed either by issue of new equity shares or by 

retained earning or both. 

 

 The number of shares to be issued can be determined by the following equation.  

    m  = 1 – (x – nD1) 

       P1 

Further the value of firms can be ascertained with the help of the following formula:- 



 

  n P0 = (n + m) P1 – (1- x) 

       (1 + Ke) 

  

 Where  

   m = Number of shares to be issued. 

    I  =Amount of investment required. 

    x = Total net profit of the firm during the period. 

    P1  = Market Price per share at the end of the period. 

    Ke = Cost of equity capital or capitalization cost. 

    n =Number of shares outstations at the beginning of the period.  

    D1 =Dividend to be paid at the end of the period. 

    n P0 =Value of the firm. 

 

        

Illustration ABC Ltd. belongs to a risk class whose appropriate capitalization rate is 10%.  The 

company had 25,000 equity shares of Rs. 10 each outstanding on Jan 1, 2008.  The shares are 

currently quoted at par in the market.  In the wake of the removal of dividend restraint the company 

now intends to pay a dividend of Rs. 1, per share for the current year.  Using MM model and 

assuming no taxes, ascertain the price of the company‘s share as it is likely to prevail at the end of 

the period.   

(a) When dividend is declared 

(b) when no dividend is declared the company expect to have a net income of Rs. 85,000. Assuming 

that the dividend is paid, how many new shares to be issued to meet its investment program of Rs. 

1,50,000.  

 

Solution:-  

(a) Price per share when dividend is paid: 

 

   P1 = P0 (1 + Ke) –D1 

                   = 10 (1+.10) - 1 

           = 11 - 1 

        = Rs. 10 

 

(b) Price per share when dividend is paid: 

   

   P1 = P0 (1 + Ke) –D1 

        = 10 (1+.10) - 1 

        = Rs. 11 

 

(c) Number of new equity shares to be issued if dividend is paid: 

 

     m  = 1 – (x – nD1) 

                      P1 

           = 1,50,000  - (35,000 – 25,000 * 1) 

                       10 

            = 90,000 

        10 

             = 9,000 Shares 

 

Thus 9,000 shares (new equity shares) are to be issued to meet the investment program. 

 

 



Criticism of M M Hypothesis 

Theory of relevance or irrelevance concept of dividend as given by Modigilani & Miller has been 

criticized on account of the following unrealistic assumptions:- 

 

 Existence of Perfect capital market:- In real practice, perfect capital market does not exists. 

 Lack of Information:- Information about the company is not available to all the persons.  

 Flotation costs:- A firm has to incur floatation costs in the form of underwriting fee and brokers 

commission whenever it has to raise the funds from external sources or while issuing securities.  

This result in external financing being costlier than the internal financing.  

 Tax Differential:- MM Hypothesis‘s assumption that exists do not exist, the assumption is far from 

reality.  In practical, there is normally a differential tax treatment of dividend, capital gains is less 

than the rate of tax on payment of dividend.  Thus, shareholders will prefer a dividend policy with 

retention of earnings as against the payment of dividend.  

 Transaction costs:- The shareholders have to pay brokerage, fees etc. while doing any transaction.  

 Current dividend preference:-  Shareholders may prefer current income over future gains.  

 Diversification:- Investors have to desire to diversify their portfolio and hence they would like to 

have dividend for investment in other firms.  

            

     Thus, from the above discussion, we can conclude that the shareholders do not remain 

indifferent between dividend and capital gains that results from retained earnings. The dividend 

policy of the firm definitely affects the perception of the shareholders.  The basic assumption do not 

hold good in practice, hence the above theory is totally outdated and has no relevance to the present 

condition.  

 

 

Relevance Concept of Dividend 

  Myron Gardon, John Linter, James Walter and Richardson are associated 

with the relevance concept of dividend.  One school of thought on dividend policy 

holds that shareholders prefer dividends to capital gains.  Those firms which declare 

higher dividend in comparison to those who do not declare dividend or declare less 

dividend.  According to this school of thought, dividends are an indicator of the 

profitability of the firm.  A firm must declare sufficient dividends to meet the 

expectations of investors and shareholders,  in order to maximize the net worth of the 

business. In support of the above discussion we have examined below two categories:- 

(A) Walter‘s Approach 

(B) Gordon‘s Approach 

 

Walter‟s Approach:- Prof. James E. Walter strongly supports that the choice of dividend policy 

affects the value of the firm.  The finance manager can use this policy to maximize the wealth of the 

equity shareholders.  Prof. Walter has given a mathematical model to prove this point.  This model 

is based on the relationship between the firmsReturn of investment or internal rate of return (i.e., r) 

and Cost of capital or required rate of return (i.e., k) According to him firms can be classified into 

three categories – Growth firms, Normal firms, Declining firms. 

 

Growth Firms:- When the internal rate of return is greater than its cost of capital then it is treated 

as growth firm i.e., r > k.  Such firms should reinvest their earnings, as their rate of return on 

retained earnings is higher than the rate expected by their share holders.  The dividend payout ratio 

would be zero.  This would be the market value of their shares.  

Normal Firms:- When the rate of return is equal to its cost of capital then it is called as a normal 

firm (r = k).  In this case the dividend policy will not affect the market value of shares as the 

shareholders will get the same return from the firm as expected by them.  There is no optimum 

dividend policy for such firms.  



Declining Firms:- When the internal rate of return is less than the cost of capital then it is called 

declining firms (i.e., r < k).  In this case, firms do not have profitable investment opportunities and 

can not earn a rate equivalent to the cost of capital it will be better for them to distribute all their 

earnings to the shareholders.  The payout ratio would be 100% for such firms.  

 Assumption of Walter‟s Model:- 

Walter‘s model is based on the following assumptions:- 

 The investment of the firm is financed by retained earnings only.  

 The initial rate of return (r) and the cost of capital (k) of the firm are constant.  

 In the beginning, earnings per share and dividend per share remain constant.  

 The firm will continue for an indefinite period.  

 

Walter‟s Mathematical Formula:- 

  Prof. Walter has suggested the following formula for determining the market value 

of  a share. 

 

    P = D + r (E – D) 

           Ke 

              

       Ke  

 

  Where          P  = Market Price of an equity share. 

           D  = Dividend per share. 

           r   = Internal rate of return.  

           E   = Earning per share  

           Ke  = Cost of equity capital or capitalization rate.  

 

Illustration .  The following information is available in respect of a firm 

   Capitalization Rate  =  10% 

   EPS                 =  Rs. 50 

Assume rate of return on investments: (a)12%      (b)8%       (c)10% 

Show the effect of Dividend Policy on Market Price of shares, when D/P out ratio is  

             (a)0%      (b)20%      (c)40%      (d)80%      (e)100% 

 

Solution: 

 

Ke= 10% Ke=10% Ke= 10% 

r= 12% r=10% r= 8% 

r>Ke r=Ke r<Ke 

     

(a) When dividend 

payout ratio is 0%     

P= 0/0.10 + {0.12 

(50-0)/0.10}/.10 

P= 0/0.10 + {0.10 (50-

0)/0.10}/.10 

P= 0/0.10 + 

{0.08 (50-

0)/0.10}/.10 

P= 0+( 0.12/0.1* 

50)/0.1 

P= 0+( 0.10/0.10* 

50)/0.1 

P= 0+( 

0.08/0.10* 

50)/0.1 

Rs.600 Rs.500 Rs.400 

     

(b) When Dividend 

payout ratio is 20%     

P= 10/0.10 + {0.12 

(50-10)/0.10}/.10 

P= 10/0.10 + {0.10 (50-

10)/0.10}/.10 

P= 10/0.10 + 

{0.08 (50-



10)/0.10}/.10 

P=100 + 48/.10 P= 100 + 400 P= 100+ 320 

Rs.580 Rs.500 Rs.420 

     

(b) When Dividend 

payout ratio is 40%     

P= 20/0.10 + {0.12 

(50-20)/0.10}/.10 

P= 20/0.10 + {0.10 (50-

20)/0.10}/.10 

P= 20/0.10 + 

{0.08 (50-

20)/0.10}/.10 

P=200 + 36/.10 P=200 + 300 P=200 + 240 

Rs.560 Rs.500 Rs.440 

     

(c) When Dividend 

payout ratio is 80%     

P= 40/0.10 + {0.12 

(50-40)/0.10}/.10 

P= 40/0.10 + {0.10 (50-

40)/0.10}/.10 

P= 40/0.10 + 

{0.08 (50-

40)/0.10}/.10 

P=400 + 120 P=400 + 100 P=400 + 80 

Rs.520 Rs.500 Rs.480 

     

(c) When Dividend 

payout ratio is 100%     

P= 50/0.10 + {0.12 

(50-50)/0.10}/.10 

P= 50/0.10 + {0.10 (50-

50)/0.10}/.10 

P= 50/0.10 + 

{0.08 (50-

50)/0.10}/.10 

P=500 + 0 P=500 + 0 P=500 + 0 

Rs.500 Rs.500 Rs.500 

 

 

Conclusion:- 

 r > k, the company should retain the whole of its earnings as they distribute it to 

shareholders, the value of shares goes on decreasing.  It is for the growing firms.  

  r = K, the company has no effect of distributing or retaining the profits as the value of 

share remains constant.  

  r  < k, the company should distribute the whole of its earnings among the shareholders 

as inc. in D/P ratio, the value of share also goes on increasing.  

 

Criticism of Walter‟s Model:- 

This model has been criticized on account of various unrealistic assumption as explained below:- 

 No External Financing:- The basic assumption is that the financing requirements of a firm are 

met only through retained earnings.  It is true only in some cases.   Most of the firms use external 

resources. 

 Constant Internal rate of return:- The internal rate of return does not remain constant.  With 

increased investment, the internal rate of return changes.  

 Constant cost of Capital:- It is assumed that cost of capital (k) will remain constant but in 

actual condition it is not possible.  

 

 

Gordon‟s Model or Gordon‟s Approach:- It is very popular model relating to the market value of 

the firm and the dividend policy.  The model suggest that dividends are relevant and dividend 

decision of the firm affects its value.  According to Gordon, the market value of a share is equal to 

the present value of future stream of dividends.  Shareholders discount future dividends at a higher 



rate under uncertain condition, which increase in future uncertainly increase. According to Gordon, 

the market value of a share is equal to the present value of future stream of dividends.  

 

Mathematically:  
 

  P = E (1 - b) 

          Ke – br 

 

OR                         P = D           

          Ke – g 

 

Where       P = Price of shares 

    E = Earnings per shares 

   b =Retention Ratio 

   ke =Cost of equity capital or cost of capital of the firm 

br – g = Growth rate in return on investment of an all equity firm (i.e., 

br,          rte      or return * retention ratio) 

                D = Dividend per share 

        (1 - b) =  Dividend Pay-out ratio.  

Assumption of Gordon‟s Model: 

 The firm has no debt capital and is only formed with equity capital. 

 No external financing is available.  

 The internal rate of return is constant.  

 Cost of capital remains constant.  

 The firm and its stream of earnings are perpetual.  

 There are no tax. 

 The growth rate remains constant.  

 

Illustration. The following information is available in respect of Rama Ltd: 

 Earning per share (E)  =  Rs. 10, Cost of Capital (Ke)     =   15% 

Calculate the market price of share under different rated of return (r) of 20%, 15% 

and 10% for different payout ratios of (a) 40% (b)80% (c)100% using Gordon‘s 

Model of dividend policy 

 

Solution:- According to Gordon‘s model, the formula for calculating the market price per 

share    is as follows.  

 

     P = E (1 - b) 

                         Ke – br 

 

  P = Market price of equity shares 

  E = Earnings per shares 

  B = Retention Ratio i.e., percentage of earnings retained. 

  (1 - b) = D/P Ratio i.e., percentage of earning distributed as dividends.  

  Ke = Cost of Capital i.e., minimum required rate of return 

  r = Rate of return of investments 

  br = Retention Ration * Rate of Return i.e., Growth rate of earning and 

dividends.  

(1)Market price of share when r = 20% 

 

(a) D/P Ratio = 40% 

Therefore, Retention Ratio = 60% 

       And br = 0.6 * 0.20 = 0.12 



 

                         P = 10 (1 - .6)   

                              (0.15 – 0.12) 

 

                             =Rs. 133.33 

(b) D/P Ratio = 80% 

Therefore, Retention Ratio = 20% 

       And br = 0.2 * 0.20 = 0.04 

 

                         P = 10 (1 – 0.20)   

                              (0.15 – 0.04) 

 

                             =Rs. 72.73 

(c)  D/P Ratio = 100% 

 

Therefore, Retention Ratio = 0% 

       And br = 0.20 * 0 = 0 

 

                         P = 10 (1 – 0)   

                              (0.15 – 0) 

 

                             =Rs. 66.67 

(1) Market Price of Share when r = 15% 

 

(a) D/P Ratio = 40% 

Therefore, Retention Ratio = 60% 

       And br = 0.06 * 0.15 = 0.09 

 

                         P = 10 (1 - 0.06)   

                              (0.15 – 0.09) 

 

                             =Rs. 156.67 

(b)D/P Ratio = 80% 

 

Therefore, Retention Ratio = 20% 

       And br = 0.2 * 0.15 = 0.03 

 

                         P = 10 (1 – 0.20)   

                              (0.15 – 0.03) 

 

                             =Rs. 66.67 

(c) D/P Ratio = 100% 

 

Therefore, Retention Ratio = 0% 

       And br = 0.15 * 0 = 0 

 

                         P = 10 (1 – 0)   

                              (0.15 – 0) 

 

                             =Rs. 66.67 

 

(2) Market Price of Share when r = 10% 

 



 

(a) D/P Ratio = 40% 

Therefore, Retention Ratio = 60% 

       And br = 0.06 * 0.10 = 0.06 

 

                         P = 10 (1 - 0.06)   

                              (0.15 – 0.06) 

 

                             =Rs. 104.44 

(b)D/P Ratio = 80% 

 

Therefore, Retention Ratio = 20% 

       And br = 0.2 * 0.10 = 0.02 

 

                         P = 10 (1 – 0.20)   

                              (0.15 – 0.02) 

 

                             =Rs. 61.54 

 

(c) D/P Ratio = 100% 

     Therefore, Retention Ratio = 0% 

       And br = 0.10 * 0 = 0 

 

                         P = 10 (1 – 0)   

                              (0.15 – 0) 

 

                             =Rs. 66.67 

 

4.6 CHECK YOUR PROGRESS 

1. Capital budgeting is the process 

a. used in sell or process further decisions 

b. of determining how much capital share to issue 

c. of making capital expenditure decisions 

d. of eliminating unprofitable product lines 

2. A capital budgeting method that takes into consideration the time value of 

money is the 

a. annual rate of return method 

b. return on shareholders' equity method 

c. cash payback technique 

d. internal rate of return method 

3. Under the net present value method of budgeting, discounted cash inflows are 

compared with 

a. The capital outlay required for the investment 

b. The capital inflows coming from the project 

c. The undiscounted net cash flows 



d. The sunk costs of the investment 

4. In case of Net Income Approach, when the debt proportion is increased, the cost of 

debt: 

a. Increases,  

b. Decreases, 

c. Constant,  

d. None of the above. 

5. 'Judicious use of leverage' is suggested by: 

a. Net Income Approach, 

b. Net Operating Income Approach, 

c. Traditional Approach, 

d. All of the above. 

6.  In MM-Model, irrelevance of capital structure is based on:  

a. Cost of Debt and Equity, 

b. Arbitrage Process, 

c. Decreasing k0 

d. All of the above. 

7. Which of the following argues that the value of levered firm is higher than 

that of the unlevered firm? 

a. Net Income Approach, 

b. Net Operating Income Approach, 

c. MM Model with taxes, 

d. Both (a) and (c). 

8. Cost of Capital refers to:  

a. Flotation Cost, 

b. Dividend, 

c. Required Rate of Return, 

d. None of the above. 

9. Which of the following has the highest cost of capital?  

a. Equity shares, 

b. Loans, 

c. Bonds, 

d. Preference shares. 

10. Which of the following cost of capital require tax adjustment?   

a. Cost of Equity Shares, 

b. Cost of Preference Shares, 

c. Cost of Debentures, 

d. Cost of Retained Earnings. 



11. Which is the most expensive source of funds? 

a. New Equity Shares, 

b. New Preference Shares, 

c. N ew  Debts, 

d. Retained Earnings. 

1 2 .  In case the firm is all-equity financed, WACC would be equal to: 

a. Cost of Debt, 

b. Cost of Equity, 

c. Neither (a) nor(b), 

d. Both (a) and (b). 

13. MM Model of Dividend irrelevance uses arbitrage between 

a. Dividend and Bonus, 

b. Dividend and Capital Issue, 

c. Profit and Investment, 

d. None of the above 

14. In case of Gordon's Model, the MP for zero payout is zero. It means that 

a .  Shares are not traded,  

b. Shares available free of cost, 

c. Investors are not ready to offer any price, 

d. None of the above 

4.7 LET US SUM UP 

Capital budgeting is the process by which the financial manager decides whether to 

invest in specific capital projects or assets. In some situations, the process may 

entail in acquiring assets that are completely new to the firm. In other situations, it 

may mean replacing an existing obsolete asset to maintain efficiency. Techniques 

of capital budgeting are: Accounting Rate of return method, Pay Back Method, Net 

present value Method, Profitability Index Method, and Internal Rate of Return 

method. Another aspect of decision making is to decide the composition of various 

source of finance in the capital structure. The capital structure is made up of debt 

and equity securities and refers to permanent financing of a firm. It is composed of 

long-term debt, preference share capital and shareholder‘s funds. While taking the 

decision about the capital structure of a firm we need to study different theories of 

capital structure that are: Net Income Approach, Net Operating Income Approach, 

and MM theory of capital structure. The main objective of the business is to 

increase the wealth of shareholders at maximum level. The management is always 

interested in those projects which give excess return over the cost of funds. It is 

very difficult to determine the cost of funds. Fund can be raised from different 

sources such as: Equity shares, Preference shares, debentures etc. Cost of capital of 

a firm is the minimum rate of return expected by its investors. Dividend refers to 

the corporate net profits distributed among shareholders. Dividends can be both 

preference dividends and equity dividends. Preference dividends are fixed 



dividends paid as a percentage every year to the preference shareholders if net 

earnings are positive. After the payment of preference dividends, the remaining net 

profits are paid or retained or both depending upon the decision taken by the 

management. Since, dividends are distributed out of the profits, there exist an 

inverse relationship between dividends distributed and retained earnings in the 

business. If larger net profits are distributed as dividends, retained earnings would 

be less and on the contrary, if lesser profits are distributed as dividends, the 

retained earnings would be larger. In order to decide whether to make the payment 

of dividend to the shareholder or to retain in the business we need to study different 

theories of dividend decision which are: Relevance concept of dividend and 

irrelevance concept of dividend. 

 

 

4.8 ANSWERS TO CHECK YOUR PROGRESS 

1 (c), 2 (d), 3 (a), 4 (c), 5 (c), 6 (b), 7 (d), 8 (c), 9 (a), 10 (c), 11 (a), 12 (b), 13 (b), 

14 (c) 
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OPERATING DECISIONS 

5.0 OBJECTIVES 

After studying this unit you will be able to: 

Acquaint about the concept of budgeting and budgetary control 

Classify the various types of budget 

Develop an insight about the preparation of budget 

Discuss the basics of working capital management and identify the different issues 

involved in working capital management 

Identify the various sources of financing current assets 

5.1 INTRODUCTION 

The efficiency of management depends upon attainment of objectives of the 

enterprise. This requires proper planning and therefore, management must chalk 

out its course of action in advance. One systematic approach for attaining effective 

management performance is profit planning and control or budgeting. Budgeting is 

an important control technique of cost control. This is the process of pre-estimation 

of costs, revenue profit and other figures for the next year or period and on that 

basis, actual expenses incurred, revenue generated. Afterwards budget is used as a 

standard for measuring actual performance. Preparation of budgets involves a 

number of forecasts or projections. It starts with sales forecasting and ends with 

compilation of master budget. In this unit you will also study about different 

approaches to budgeting and examine the use of budget as a tool for performance 

evaluation and control. Working capital management is concerned with the 

problems that arise in attempting to manage the current assets, current liabilities 

and the interrelationship that exists between them. As a manager one must be able 

to manage the different components of current assets and current liabilities. This 

unit will also provide an overview of working capital management. 



 

5.2 BUDGET - PLANNING AND CONTROL 

―Budgeting in a Company is like navigation in a ship. On the ship, the crew keeps a 

log of the happenings on and the position of the ship from hour to hour. The 

captain learns valuable lessons by studying the factors that caused misadventures in 

the past. But, to pilot his ship safely, he requires his navigation officer to plan the 

course ahead and to constantly check the position of the ship against the plan. If the 

ship is off-course, the navigation officer must report it immediately, so that the 

captain can take prompt corrective action. In addition, the navigation officer should 

be in a position to foresee possible obstacles and deviations and to minimize losses 

by taking early corrective action in case the ship is off-course.‖ 

Just as a ship that needs to be navigated properly to reach its destination safely, a 

Company needs a well-planned budget to help achieve its goals. The ship‘s log is 

like the previous budgets of the Company. Just as the Captain refers to the log to 

learn valuable lessons and avoid repeating mistakes, managers also use previous 

budgets to help set benchmark in light of current business conditions. Planning the 

ship‘s course in advance helps the Captain to expect and identify deviations from 

course and carry out salvage operations as early as possible. In the same way, 

preparing a budget helps the Company to meaningfully identify variances during 

the year. ‗Planning‘ is the primary and ‗Control‘ is the last function of 

management. ‗Budgeting‘ and ‗budgetary control‘ occupies an important place 

among the various techniques which are used in performing these functions. 

―A budget is a financial and/or quantitative statement prepared prior to a 

defined period of time, of the policy to be pursued during that period for the 

purpose of attaining the objective”. Budget is a systematic plan for utilization of 

all types of resources, at its command. It acts as a barometer of a business as it 

measures the success from time to time, against the standard set for achievement. 

``Budgeting is a technique of formulating budgets. It is a part of management 

process which includes preparation of budget, budget control, budget co-ordination 

and all those activities that are related to budget... 

According to Shilinglaw: ―Budgeting is the preparation of comprehensive 

operating and financial plans for specific intervals of time.‖ 

5.2.1 Budgetary control Budgetary control is the process of determining various budgeted figures for the 

enterprise and then comparing the actual performance with the budgeted figures for calculating the 

variances, if any. In this process, first budgets are to be prepared. Second, actual results are to be recorded. 



Third, comparison is to be made between the actual with the planned action for calculating the variances. 

Once the discrepancies are known, remedial measures are to be taken, at proper time. Then only, planned 

results can be achieved. A budget is a means and budgetary control is the end result. 

According to   The Chartered Institute of Management Accountants, London, defines the Budgetary Control 

as: “The establishment of budgets relating to the responsibilities of executives to the requirements of a 

policy, and the continuous comparison of the actual with the budgeted result, either to secure by 

individual action the objective of the policy or to provide a basis for its revision‖. 

 

OBJECTIVES OF BUDGETARY CONTROL 

The main objectives of budgetary control are as under: 

1. Planning: 

Budgetary control forces the management at all levels to plan, in time, all the activities to be done 

during the future period. 

2. Co-ordination 

Normally, employees are efficient. If they are not considered efficient, they would not have been 

recruited. Most of the employees can work very efficiently, individually, but they fail to deliver better or 

improved results when they work, as a group. Majority of the functions in an organization cannot be done in 

isolation. The functions, be it production or marketing, are to be performed in a greater coordination for 

smooth completion and better results. Budget exercise develops team spirit amongst the employees to 

work in a coordinated manner. The role of Budgetary Control is immense in integrating the activities of 

different departments. 

3. Communication 

A budget is a communicating device. Budget cannot be achieved without communicating to the 

concerned, what is expected of them to achieve. The approved budget shows, in detail, the plans of 

management, which are communicated to the concerned departments. This would help them to give 

adequate understanding and knowledge of the programmers and policies, but also the restrictions to 

which the organization is expected to adhere to. For example, maximum amount that can be spent on 

advertisement, maintenance will be brought to the knowledge of the executives for exercising the 

restraint and achieving the results. 

4. Control 

Control refers to that action, necessary to bring the performance according to the original plan. Control is 

possible with pre-determined standards laid down in the budget. Budgetary control becomes possible 

with continuous comparison of actual performance with that of budget to find out the variances and report 

them for necessary corrective action. 



Standard Costing and Budgetary Control are complementary to each other for achieving improved 

performance in an organization 

REQUISITES FOR SUCCESSFUL BUDGETARY CONTROL SYSTEM:The following requisites 

are essential for effective budgetary control system. 

 

1. Determination of the Objectives: There should be clear perspective of the objectives to be achieved 

through the budgetary control system. In most of the cases, the basic objective is to achieve 

desired/increased profits. To achieve, the following problems are to be sorted out: 

(A) Laying down the Plan for implementation to achieve the objectives,  

(B) Bringing co-ordination amongst the different departments and 

(C)  Controlling each function so as to bring the best possible results. 

The steps needed to be followed to achieve the above are explained further, here. 

 

2. Proper Delegation of Authority and Responsibility: The first step is to have clear organization 

chart explaining the authority and responsibility of each individual executive. There should be no 

uncertainty regarding the point where the jurisdiction of one authority ends and that of another 

begins. 

3. Proper Communication System: The flow of information should be quick so that the budgets are 

implemented. Two-way communications is important. What is required to be achieved and how it is 

to be achieved should reach the lowest level. Similarly, upward communication in respect of 

implementation difficulties should reach the top level to sort out, without loss of time. The performance 

reports at the various levels help the management in monitoring and leading to the achievement of the 

budgeted goals. 

4. Participation of All Employees: Budget preparation and control are done at the top level. 

However, involvement of all persons, including at the lower level, is necessary in framing the budget 

and its implementation for the success of budgetary control. In practice, budgets are executed at the lower 

level. With experience, they can offer practical suggestions that can lead to success. 

The success of Budgetary Control depends more on the active 

participation of all employees of the organization. 

5. Flexibility: Future is uncertain. Despite the best planning and foresight, still there may be occurrences 

that may require adjustments. Budgets should work in the changed circumstances. Flexibility in budgets is 

required to make them work under changed circumstances. 

6. Motivation: Human beings execute Budgets. There should be incentive in achieving the 

required targets. All persons should be motivated to improve their working to achieve 



The goals set in the budgets. 

 

ESSENTIAL STEPS FOR INSTALLATION OF BUDGETARY CONTROL SYSTEM 

In order to have effective Budgetary Control System, it is appropriate to take the following steps: 

1. Budget Manual: This is a written document specifying the objectives and procedures of budgetary 

control. It spells out the duties and responsibilities of executives. The budget manual defines the 

sanctioning powers of the various authorities. 

2. Budget Centers: A budget centre is that part of organization for which the budget is prepared. 

Budget centre can be a department, section of a department or any other part of department. 

Budget centers are necessary for the purpose of ascertaining cost, performance and its control. 

 

3. Budget Committee: In a large concern, all the functional heads are the members of the budget 

committee. They discuss their respective budgets and finalize the budget, after collective decisions. 

The committee is responsible for its execution and achievement of the goals set. 

4. Budget Officer: The chief executive appoints some person as the budget officer. He is conversant 

with the functioning of the various departments. All budgets are presented to the budget officer who 

places before the budget committee, after making the necessary changes, for its approval. The actual 

performance of each department is communicated to the budget officer.  He determines the variances, 

analyses the reasons and reports to the top management to take the necessary steps to remove the 

deviations. The variances are reported to the concerned departments too for necessary action, as may be 

necessary. 

As the convener of the budget committee, the main function of Budget officer is co-ordination 

to ensure achievement of the budgeted targets. 

5. Functional Budgets: Separate functional budgets have to be prepared. Examples are Production 

Budget, Sales Budget, HR Budget, Cash Budget, Capital expenditure Budget and R & D   Budget. 

6. Budget Period: A budget period is the length of the period for which budget is prepared. 

Normally, budgets like purchases and sales budgets are prepared for one year. However,  a capital 

expenditure budget is prepared for a longer period i.e. 3 to 5 years. 

7. Determination of Key Factor: Budgets are prepared for all the functional areas such as production, 

sales, purchases, finance, human resources and research and development. These activities are inter-

connected and inter-dependent and so the budgets are. For example, raw material supply may be limited. 

So, production and sales budgets are prepared, based on the purchase budget. To some of the firms, 

finance may be a constraint. Then, all other budgets are prepared based on the availability of finance. 

A factor, which influences all other budgets, is known as key factor or principal factor. 

A better co-ordination brings better performance, even while facing constraints. The influence of key 



factor may neither be permanent nor may the same factor be constant. Limited supply of raw materials 

may be the key factor, till an alternative source of supply for that material is found. When the raw 

material supply problem is cleared, another factor may create the problem and become key factor. 

After raw materials problem is eased, sales may become a problem and become a key factor, due to 

change in trends. The management would be constantly endeavoring to remove the problem with key 

factor for better performance 

ADVANTAGES OF BUDGETARY CONTROL 

The following are the advantages of budgetary control system. 

1. Profit Maximization 

The resources are put to best possible use, eliminating wastage. Proper control is exercised both 

on revenue and capital expenditure. To achieve this, proper planning and co-ordination of various 

functions is undertaken. So, the system helps in reducing losses and increasing profits. 

2. Co-ordination 

Co-ordination between the plans, policy and control is established. 

The budgets of various departments have a bearing with each other, as activities are inter- 

related. As the size of operations increases, co-ordination amongst the different departments for 

achieving a common goal assumes more importance. This is possible through budgetary control 

system. As all the personnel in the management team are involved and coordinated, there is 

bound to be maximum profits.Budgetary control system acts as a friend, philosopher and guide 

to the management. 

3. Communication 

A budget serves as a means of communicating information throughout the organization. A sales 

manager for a district knows what is expected of his performance. Similarly, production manager 

knows the amount of material, labor and other expenses that can be incurred by him to achieve 

the goal set to him. So, every department knows the performance expectation and authority for 

achieving the same. 

4. Tool for Measuring Performance 

Budgetary control system provides a tool for measuring the performance of various departments. 

The performance of each department is reported to the top management. 

The system helps the management to set the goals. The current performance is compared with 

the pre-planned performance to ascertain deviations so that corrective measures are taken, well 

at the right time. 

It helps the management to economies costs and maximizes profits. 

5. Economy 



Planning at each level brings efficiency and economy in the working of the business enterprise. 

Resources are put to optimum use. All this leads to elimination of wastage and achievement of 

overall efficiency 

6. Determining Weaknesses 

Actual performance is compared with the planned performance, periodically, and deviations are 

found out. This shows the variances highlighting the weaknesses, where concentration for action 

is needed. 

7. Consciousness 

Budgets are prepared in advance. So, every employee knows what is expected of him and they 

are made aware of their responsibility. So, they do their job uninterrupted for achieving, what is 

set to him to do. 

8. Timely Corrective Action 

The deviations are reported to the attention of the top management as well as functional heads 

for suitable corrective action, in time. In the absence of budgetary control, deviations would be 

known only at the end of the period. There is no time and opportunity for necessary corrective 

action. 

9. Motivation 

Success is measured by comparing the actual performance with the planned performance. Suitable 

recognition and reward system can be introduced to motivate the employees, at all levels, provided 

the budgets are prepared with adequate planning and foresight. 

10.   Management by Exception 

The management is required to exercise action only when there are deviations. So long as the 

plans are achieved, management need not be alerted. This system enables the introduction of 

‗Management by Exception‘ for effective delegation and control. 

11.  Overall Efficiency 

Everyone in the management is associated with the preparation of budget. There is involvement 

from the top functionaries and each one knows how the target fixed can be achieved. Budgets 

once, finally, approved by the Budget Committee, it represents the collective decision of the 

organization. With the implementation of budgetary control, there would be over all alertness and 

improved working in all the departments, with better coordination. 

Budgetary Control acts like an impersonal policeman to bring all round efficiency 

in performance. 



12. Optimum Utilization of Resources 

As there is effective control over production, the resources of the organization would be put to 

optimum utilization. 

 

LIMITATIONS OF BUDGETARY CONTROL 

Budgetary control is a sound technique of control but is not a perfect tool. Despite many good 

points, it suffers from the following limitations: 

1. Uncertainty of Future 

Budgets are prepared for the future periods. So, budgets are prepared, with certain assumptions. 

There is no certainty that all the assumptions prevail in future. With the change in assumptions, 

the situation, in future, changes. Due to this, the utility of budgetary control reduces. 

2. Problem of Co-ordination 

The success of budgetary control, largely, depends upon effective co-ordination. The performance 

of one department depends on the performance of the other department. To ensure necessary 

co-ordination, organization appoints a budget officer. All organizations cannot afford the additional 

expenditure involved with the appointment of a budget officer, separately. In case, budget officer 

is not appointed, lack of co-ordination results in poor performance. 

3. Not a Substitute for Management 

Budgetary control helps in decision-making, but is not a substitute for management. A budgetary 

programmer can be successful, if there is proper administration and supervision. 

4. Discourages Efficiency 

Every person is given a target to achieve. So, everyone is concerned only achieving the target of 

his own. This is the common tendency. Even capable and competent people too would 

concentrate just to achieve their individual targets. So, budgets may become managerial constraints, 

unless suitable award or incentive system is introduced. In the absence of award system to 

recognize efficiency and exceptional talents, budgets may dampen the people, with initiative and 

enthusiasm. 

5. Timely Revision Required 

Budgets are prepared on certain assumptions. When those conditions do not prevail, it becomes 

inevitable to revise the budget. Such frequent revision of budgets reduces reliability and value. 

Revision of budgets involves additional expenditure too. 

 



6. Conflict among Different Departments 

For the success of budgetary control, co-ordination of the different departments is essential. Every 

department is concerned with the achievement of the individual department‘s goal, not concerned 

with the final goal of the enterprise. In this process, each department tries to secure maximum 

fund allocation and this creates conflict among the different departments. 

7. Depends upon Support of Top management 

The success of budgetary control depends upon the support of top management. If the top 

management is not enthusiastic for its success, the budgetary control collapses. So, the whole- 

hearted interest of top management is highly essential for its implementation, in its true spirit, to 

make it workable and succeed. 

 5.2.2 CLASSIFICATION OF BUDGETS 

Budgets can be classified on the basis of time, function and flexibility. 

(A) Classification on the basis of Time: Budgets can be long-term and short-term. Long- 

term budgets relate to a period ranging from 5 to 10 years. Only the top level knows these 

budgets and lower level would not be aware of them. These budgets are prepared for certain areas 

of the enterprise such as capital expenditure and research and development. Short- term 

budgets are for one or two years. Generally, budgets are prepared to coincide with the financial 

year so that comparison of the actual performance with budgeted estimates would facilitate 

better interpretation and understanding. 

(B) Classification on the basis of Function: Budgets are divided on the basis of different 

functions performed in the organization. They are Sales Budget, Production Budget, Purchase 

Budget, Direct Labor Budget, Overheads Budget, Cash Budget and, finally, Master Budget. 

The Master or Final Budget is a summary budget, which incorporates all functional budgets, in a 

summarized form. 

(C) Classification on the basis of Flexibility: There are two types of budgets on the basis of 

flexibility. 

(i)   Fixed Budgets: The budget is prepared on the basis of fixed level of activity. In other 

words, a fixed budget remains unchanged, irrespective of the change in volume or level of 

activity. It is presumed that the forecast and actual level of activity, both production and sales, 

would be one and the same. In other words, if the budget is prepared for a particular quantity 

of production and sales, at a particular cost and selling price, the same should happen. Then only, 

this type of budgeting would be useful. Where static conditions occur, this is useful. In practical 

life, it does not happen on account of changes that cannot be anticipated or foreseen. It is not, 



practically possible to anticipate the likely production and sales, accurately. Due to this limitation, 

fixed budgets are not followed, where the forecast cannot be done, accurately, both for production 

and sales. 

(ii)  Flexible Budgets: Flexible Budget is a good budgeting technique as well as tool of control. 

Flexible budgets are prepared, where the level of activity cannot be estimated with accuracy. 

Preparation of Flexible Budgets is, normally, adopted in real life working. 

This type of budget is prepared for a range of production activity say 15,000 to 25,000 units. A 

flexible budget recognizes the difference between fixed, semi-fixed and variable cost and is 

designed to change, in relation to change in level of activity. The flexible budgets will be 

useful, where the level of activity changes and cannot be estimated at the time of preparation 

of budget. 

Illustration   

With the following data for a 60% activity, prepare a budget for production at 80% and 

100% 

Capacity: 

Production at 60% activity 600 units Material Rs. 

100 per unit Labor Rs. 40 per unit Expenses Rs. 

10 per unit 

Factory Expenses Rs. 40,000 (40% fixed) 

Administration Expenses Rs. 30,000 (60% fixed) 

Solution: 
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Cash Budget: 

Cash Budget is based on cash forecasts or estimates which give information to what amount of funds 

would be available at what times, and whether the funds so available would meet the requirements of the 

time.  

Illustration: 

From the following forecast of income and expenditure, prepare a cash budget for the 

months 

January to April 2001. 
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Additional information is as follows: 

1. The customers are allowed a credit period of 2 months. 

2. A dividend of Rs. 10,000 is payable in April. 

3. Capital expenditure to be incurred: Plant ‗purchased on 15th January for Rs. 5,000, a 

Building has been purchased on 1st March and the payments are to be made in monthly 

Installments of Rs. 2,000 each. 

4. The creditors are allowing a credit of 2 months. 

5. Wages are paid on the 1st on the next month. 

6. Lag in payment of other expenses is one month. 

7. Balance of cash in hand on 1st January, 2001 is Rs. 15,000  

Solution:  
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5.2.3 Performance Budgeting: 

The performance budget is a budget based on functions, activities and projects which focus 

attention on the accomplishment ,the general and relative importance of the work to be done 

and the servicer to be rendered rather than upon the means of accomplishments such as 

personnel, service, supplies, equipments etc. Under this system, the functions of various 

organizational units would be split into programmers of activities, sub programmers and 

component schemes, etc. and estimates would be presented for each. According to National 

Institute of Bank Management: Performance budgeting is the process of analyzing 

,identification, simplifying and crystallizing specific performance objectives of a job to be 

achieved over a period ,in the framework of the organizational objectives, the purpose and 

objectives of the job. 

 

Advantages of Performance Budgeting: 



1. It helps in Capital Budgeting. 

2. It helps in identifying the various alternative Programmers and Activities. 

3. It helps in allocation of Funds to various departments. 

4. It also helps in introducing the management by objective in the concern. 

5. It acts as Management Information System in the concern. 

Disadvantages of Performance Budgeting: 

1. It ignores qualitative aspect of data. 

2. It give more emphasis on Physical Aspect of Output only 

3. It ignores delegation of Authority. 

 

5.2.4 Zero Base Budgeting 

Zero base budgeting is a modern management tool for planning and controlling 

expenditures. As the name implies ZBB means “Budgeting all the activities of an 

organization from scratch or zero, disregarding trends or historical levels of 

expenditure.” It is treated as a scientific and systematic appraisal of all the activities of the 

organization, without the help of any traditional base. The technique of ZBB was first 

introduced by Texas instrument in U.S.A in the year 1970 by Peter A. Pyher who is 

otherwise known as father of ZBB. The company has considerable success with ZBB and its 

experience attracts other public and private sectors organization in U.S.A to adopt the 

system. In India, as yet, it has not been applied by any organization in its own name, even 

though various committees and bodies have been appointed by different organizations at 

different time for the purpose of reviewing the activities in order to reduce the total 

expenditures. 

ZBB is a financial management technique for planning and controlling expenditures. Under 

ZBB system, the budget is prepared from the ground zero and only those activities which 

have been critically examined through cost benefit analysis or through some other 

techniques and all found feasible will be included in the budget. 

The following steps involved in Zero base budgeting: 

1) The objective of budgeting should be determined. When the objective is clear, then efforts will be 

made to achieve that objective. Different organization may have different objectives. One concern 

may try to reduce the expenditure on staff; another may try to discontinue one project in preference to 

another. So the first step will decide about the object and then other steps will be possible. 

2) The extent to which zero base budgeting is to be applied should be decided. Whether it should be 

used for all operational areas or it should be applied in some areas only should be decided 

beforehand. 



3) The next step in ZBB is developing of ‗decision packages‘. A decision package is ―a document that 

identifies a specific activity in such a manner that management can evaluate and rank it against other 

activities competing for limited resources, and decide whether to approve or disapprove it.‖ 

4) Cost and benefit analysis should be undertaken. We should consider the cost involved and the likely 

benefits to accrue. Only those projects should be taken first where benefit is more as compared to the 

cost involved. Cost benefit analysis will help in fixing priority for various projects on the basis of 

their utility or ranking of decision packages. 

5) The final step involved in zero-base budgeting is concerned with selecting, approving decision 

packages and finalizing the budget. 

ADVANTAGES OF ZERO BASE BUDGETING 

1) ZBB is not based on incremental approach so it promotes operational efficiency because it 

requires managers to review and justify their activities or the funds required. 

2) ZBB helps in finding out out-of –date and inefficient operation. 

3) ZBB is most appropriate for the staff and support areas (i.e., non-manufacturing overheads) of an 

organization because the outputs of these areas are not directly related to the final output of the 

organization. 

4) ZBB considers every time alternative ways of performing the same job because zero is taken as 

base every time at the time of preparation of budgets. 

5) It focuses management processes on analysis and decision making because it requires managers 

to review their activities every time when a budget is developed. 

6) It is helpful to the management in making optimum allocation of scarce resources because a 

unique aspect of zero base budgeting is the evaluation of the current and proposed expenditure 

and placing it in some order of priority. 

7) This technique allows managers to respond promptly to changes in the business environment. 

8) Instead of accepting the current practice, it creates challenging and questioning attitude. 

9) It has a psychological impact on all levels of management which makes each manager to pay his 

contribution. 

10) It provides increased involvement of lower and middle level personnel in the budgetary system. 

LIMITATIONS OF ZERO BASE BUDGETING 

Inspire of many advantages, there are a number of limitations arising mainly from 

difficulties in operation of ZBB. Some of the important limitations are as follow: 

 Computations of cost benefit analysis which is essential for ZBB, is not possible in respect of non-

financial matters. 

 Difficulties in formulation and ranking of decision pad ages as every manager may not have the 

necessary expertise. 



Part A Part B 
Current Assets 
Cash and Bank Balances 

Inventories 

Raw material and components, work in 

progress/process (WIP) finished goods, 

trade debtors, loans and advances, short 

term investments, pre-paid expenses 

Current Liabilities 

Sundry Creditors 

Trade Advances 

Borrowings (short term) 

Outstanding expenses 

Taxes and dividends payable, 

Other liabilities maturing within a year 

 

 The system of Zero-base budgeting has no scope to adjust for the changes and thus, flexible 

budgeting is not possible. 

 It involves a lot of time and cost of operating ZBB is also very high. 

5.3 WORKING CAPITAL MANAGEMENT 

The decisions regarding long-term investment are based on judgments on future cash flows, 

the uncertainty of these cash flows and the opportunity cost of the funds to be invested. As 

far as working capital management decisions are concerned the underlying criteria are the 

same but, there is an increased focus on liquidity and management of operating cycle. 

Operating cycle refers to the time it takes to convert current assets (excluding cash) into cash. 

The operating cycle in part determines how long it takes for a firm to generate cash from 

current assets and therefore the risk and cost of its investment in current assets or working 

capital. Working capital is the capital that can be immediately put to work to generate the 

benefits of capital investment. Working capital is also known as current capital or 

circulating capital. The working capital is required for efficient and effective use of fixed 

assets. 

There are two concepts of working capital: 

 (i) Gross working capital 

(ii) Net working capital 

Gross Working Capital: The gross working capital is the total of all current assets.  

Net Working Capital: Net working capital is the difference between current assets and 

current liabilities.  

 The constituents of working capital are shown in Table 4.1. Part A of this table shows 

current assets and part B of this table shows current liabilities. 

 

Table 4.1: Constituents of current assets and current liabilities 

 

 

 

 

 

5.3.1 Types of Working Capital: 

Permanent Working Capital:  the need for working capital or current assets fluctuates from timeto 

time. However, to carry on day-to-day operations of the business without any obstacles, a certain minimum 

level of raw-materials, WIP, finished goods and cash must be maintained on a continuous basis. The 

amount needed to maintain current assets on the minimum level is called permanent or regular working 

capital. These needs has to be met from long-term source of finance, e.g. debentures, equity etc. 

Tempora

ry or 

Variable 

Working 

Capital:  

Any 

amount 

over and 

above the 

permanen

t working 

capital is 

variable 

working 



capital. It is required to meet seasonal demands and special exigencies. Variable 

working capital can be further classified as seasonal working capital and special 

working capital. The capital required to meet the seasonal needs of the enterprise is 

called seasonal working capital. Special working capital is that part of working capital 

which is required to meet special exigencies such as launching of extensive marketing 

campaigns for conducting research etc 

 

 



In fig 2 , permanent working capital is stable or fixed over time while the 

temporary or variable working capital fluctuates. In fig 3, permanent working 

capital is also increasing with the passage of time due to expansion of business 

but even then it does not fluctuate as variable working capital which sometimes 

increases and sometimes decreases 

                Temporary Working 

           

 Temporary Working Capital 

 

 

 

 Permanent Working Capital    Permanent Working 

Capital 

 Fig 2.       Fig 3.   

     

5.3.2 Factors Affecting Working Capital  

The working capital needs of a firm are influenced by many factors. The 

important ones are as follows: 

1.Nature of business: The working capital requirement of a firm is closely 

related to the nature of its business. In general businesses with short operating 

cycles will require lesser amount of working capital as compared to businesses 

with longer operating cycles. The firms engaged in manufacturing and trading 

will require more working capital as large amount of funds are locked in 

inventories and receivables. In general utility companies and service companies 

(water supply, electricity undertakings, telecom companies) will require lesser 

amount of working capital as compared to manufacturing and trading concern. 

Table 4.2 shows the relative proportion of investment in current assets and fixed 

assets of certain industries. 

2.Business Cycle: During economic boom there is increased production which 

require higher amount of working capital, but this is partly off set by reduced 

operating cycle. At the time of economic recession again there would be need for 

increased working capital, as large amount of funds would be locked in 

inventories and receivables. 



3.Seasonal Variations: Commodities with seasonal demand results in increased 

level of working capital requirement. This could be offset by scaling down 

operations during the lean part of the year and increasing production prior to 

demand period. Products manufactured with raw materials, the production of 

which is seasonal (agricultural products) would require higher amount of 

working capital. 

4. Size of Business: Size of the firm is also a determining factor in estimating 

working capital requirements. The size of a firm may be measured either in terms 

of scale of operations, or assets or sales. Large firms require more amount of 

working capital for investment in current assets and also to pay current liabilities 

than smaller firms. However, in some cases even a small firm may need more 

working capital as a cushion against cash flow interruptions. 

5. Change of Technology: Changes in technology generally leads to 

improvements in the efficient processing of raw material, decrease in wastages, 

higher productivity and more speedy production. All these improvements lead to 

reduction in investment in inventories, which in turn leads to reduction in 

working capital requirement. If changed technology results in shorter 

manufacturing process the lesser would be the requirements of working capital. 

6.Length of Operating or Working Capital Cycle: The amount of working 

capital will depend upon the duration of operating cycle. Larger  operating cycle 

leads to larger  requirement of working capital. The operating cycle in turn is 

dependent on many other variables such as length of manufacturing process, 

debtors collection period, etc. 

7.Firms credit policy: The credit policy of the firm also impacts working capital 

needs. A firm following liberal credit policy will require more amount of 

working capital, as a large amount of funds would be blocked in debtors. 

5.3.3 OPERATING CYCLE CONCEPTS 

 
Operating cycle refers to the average time lapse between the acquisition of raw 

material and the final cash realisation. This concept is used to ascertain the 

requirements of cash working capital to meet the operating expenses. Working 

Capital refers to that part of firm‘s capital which is required for financing short-

term or current assets such as marketable securities, cash, debtors and 

inventories.  



 

Gross Operating Cycle 

 Gross working capital= RMCP + WIPCP +FGCP+RCP 

 RMCP=Raw material conversion period 

 WIPCP=work in process conversion period 

 FGCP=Finished goods conversion period 

 RCP=Receivables conversion period 

 

Net Operating Cycle period 

Net operating Cycle period = Gross operating cycle period – Payable Deferral Period 

 Formula to Determine Conversion Period  

 Raw material conversion period = Average stock of raw material / Raw material 

consumption per day. 

 Work in process conversion period  = Average Stock of Work in progress / Total cost of 

production per day 

 Finished goods conversion period = Average stock of finished goods / Total cost of 

production per day 

 Receivable conversion Period = Average Accounts Receivables / Net credit sales per day 

 Payables Deferral Period = Average Payables / Net Credit Purchases Per day 

 

5.4 MANAGING OF LIQUID ASSET 

R  5.4.1 RECEIVABLE MANAGEMENT 
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ECMANAG 

Management of trade credit is commonly known as Management of Receivables. 

Receivables are one of the three primary components of working capital, the other being 

inventory and cash, the other being inventory and cash. Receivables occupy second 

important place after inventories and thereby constitute a substantial portion of current 

assets in several firms. The capital invested in receivables is almost of the same amount 

as that invested in cash and inventories. Receivables thus, form about one third of current 

assets in India. Trade credit is an important market tool. As, it acts like a bridge for 

mobilization of goods from production to distribution stages in the field of marketing. 

Receivables provide protection to sales from competitions. It acts no less than a magnet 

in attracting potential customers to buy the product at terms and conditions favorable to 

them as well as to the firm. Receivables management demands due consideration of 

financial executives not only because cost and risk are associated with this investment but 

also for the reason that each rupee can contribute to firm's net worth. 

When goods and services are sold under an agreement permitting the customer to pay for 

them at a later date, the amount due from the customer is recorded as accounts 

receivables; So, receivables are assets accounts representing amounts owed to the firm as 

a result of the credit sale of goods and services in the ordinary course of business. The 

value of these claims is carried on to the assets side of the balance sheet under titles such 

as accounts receivable, trade receivables or customer receivables. This term can be 

defined as "debt owed to the firm by customers arising from sale of goods or services in 

ordinary course of business."  

According to Robert N. Anthony, "Accounts receivables are amounts owed to the 

business enterprise, usually by its customers. Sometimes it is broken down into trade 

accounts receivables; the former refers to amounts owed by customers, and the latter 

refers to amounts owed by employees and others".  

COST OF MAINTAINING RECEIVABLES 

Receivables are a type of investment made by a firm. Like other investments, receivables 

too feature a drawback, which are required to be maintained for long that it known as 

credit sanction. Credit sanction means tie up of funds with no purpose to solve yet costing 

certain amount to the firm. Such costs associated with maintaining receivables are 

detailed below: - 

1. Administrative Cost 

If a firm liberalizes its credit policy for the good reasons of either maximizing sales or 

minimizing erosion of sales, it incurs two types of costs: 

(a) Credit Investigation and Supervision Cost. 



As a result of lenient credit policy, there happens to be a substantial increase in the 

number of debtors. As a result the firm is required to analysis and supervises a large 

volume of accounts at the cost of expenses related with acquiring credit information 

either through outside specialist agencies or forms its own staff. 

(b) Collection Cost 

A firm will have to intensify its collection efforts so as to collect the outstanding 

bills especially in case of customers who are financially less sound. It includes 

additional expenses of credit department incurred on the creation and 

maintenance of staff, accounting records, stationary, postage and other related 

items. 

2. Capital Cost 

There is no denying that maintenance of receivables by a firm leads to blockage 

of its financial resources due to the tie log that exists between the date of sale of 

goods to the customer and the date of payment made by the customer. But the 

bitter fact remains that the firm has to make several payments to the employees, 

suppliers of raw materials and the like even during the period of time lag. As a 

consequence, a firm is liable to make arrangements for meeting such additional 

obligations from sources other than sales. Thus, a firm in the course of 

expanding sales through receivables makes way for additional capital costs. 

3. Production and Selling Cost 

These costs are directly proportionate to the increase in sales volume. In other 

words, production and selling cost increase with the very expansion in the 

quantum of sales. In this respect, a firm confronts two situations; firstly when 

the sales expansion takes place within the range of existing production capacity, 

in that case only variable costs relating to the production and sale would 

increase. Secondly, when the production capacity is added due to expansion of 

sales in excess of existing production capacity. In such a case incremental 

production and selling costs would increase both variable and fixed costs. 

4. Delinquency Cost 

This type of cost arises on account of delay in payment on customer's part or the 

failure of the customers to make payments of the receivables as and when they 

fall due after the expiry of the credit period. Such debts are treated as doubtful 

debts. They involve: - 

(i) Blocking of firm's funds for an extended period of time,  



(ii) Costs associated with the collection of overheads, remainders legal expenses 

and on initiating other collection efforts. 

5. Default Cost 

Similar to delinquency cost is default cost. Delinquency cost arises as a result of 

customers delay in payments of cash or his inability to make the full payment 

from the firm of the receivables due to him. Default cost emerges a result of 

complete failure of a defaulter (customer) to pay anything to the firm in return of 

the goods purchased by him on credit. When despite of all the efforts, the firm 

fails to realize the amount due to its debtors because of him complete inability to 

pay for the same. The firm treats such debts as bad debts, which are to be written 

off, as cannot be recovers in any case. 

FACTORS AFFECTING THE SIZE OF RECEIVABLES: 

The size of receivables is determined by a number of factors for receivables 

being a major component of current assets. As most of them varies from 

business the business in accordance with the nature and type of business. 

Therefore, to discuss all of them would prove irrelevant and time consuming. 

Some main and common factors determining the level of receivable are 

presented by way of diagram in figure given below and are discuses below: 
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Stability of Sales 

Stability of sales refers to the elements of continuity and consistency in the 

sales. In other words the seasonal nature of sales violates the continuity of sales 

in between the year. So, the sale of such a business in a particular season would 

be large needing a large a size of receivables. Similarly, if a firm supplies goods 

on installment basis it will require a large investment in receivables. 

Terms of Sale 

A firm may affect its sales either on cash basis or on credit basis. As a matter of 

fact credit is the soul of a business. It also leads to higher profit level through 

expansion of sales. The higher the volume of sales made on credit, the higher 

will be the volume of receivables and vice-versa. 

The Volume of Credit Sales 

It plays the most important role in determination of the level of receivables. As 

the terms of trade remains more or less similar to most of the industries. So, a 

firm dealing with a high level of sales will have large volume of receivables. 

Credit Policy 

A firm practicing lenient or relatively liberal credit policy its size of receivables 

will be comparatively large than the firm with more rigid or signet credit policy. 

It is because of two prominent reasons: - 

weak customers resulting in bigger volume of receivables. 

payments again resulting in the increase in the size of receivables. 

Terms of Sale 



The period for which credit is granted to a customer duly brings about increase 

or decrease in receivables. The shorter the credit period, the lesser is the amount 

of receivables. As short term credit ties the funds for a short period only. 

Therefore, a company does not require holding unnecessary investment by way 

of receivables. 

Cash Discount 

Cash discount on one hand attracts the customers for payments before the lapse 

of credit period. As a tempting offer of lesser payments is proposed to the 

customer in this system, if a customer succeeds in paying within the stipulated 

period. On the other hand reduces the working capital requirements of the 

concern. Thus, decreasing the receivables management. 

Collection Policy 

The policy, practice and procedure adopted by a business enterprise in granting 

credit, deciding as to the amount of credit and the procedure selected for the 

collection of the same also greatly influence the level of receivables of a 

concern. The more lenient or liberal to credit and collection policies the more 

receivables are required for the purpose of investment. 

Collection Collected 

If an enterprise is efficient enough in encasing the payment attached to the 

receivables within the stipulated period granted to the customer. Then, it will opt 

for keeping the level of receivables low. Whereas, enterprise experiencing undue 

delay in collection of payments will always have to maintain large receivables. 

Bills Discounting and Endorsement 

If the firm opts for discounting its bills, with the bank or endorsing the bills to 

the third party, for meeting its obligations. In such circumstances, it would lower 

the level of receivables required in conducting business. 

Quality of Customer: If a company deals specifically with financially sound 

and credit worthy customers then it would definitely receive all the payments in 

due time. As a result the firm can comfortably do with a lesser amount of 

receivables than in case where a company deals with customers having 

financially weaker position. 



Miscellaneous 

There are certain general factors such as price level variations, attitude of 

management type and nature of business, availability of funds and the lies that 

play considerably important role in determining the quantum of receivables. 

5.4.2 INVENTORY MANAGEMENT 

Inventory is the stock of any item or resource used in an organization. An 

inventory system is the set of policies and controls that monitor levels of inventory 

and determine what levels should be maintained, when stock should be 

replenished, and how large orders should be. By convention, manufacturing 

inventory generally refers to items that contribute to or become part of a firm‘s 

product output. Manufacturing inventory is typically classified into raw materials, 

finished products, component parts, supplies, and work-in-process. In distribution, 

inventory is classified as in-transit, meaning that it is being moved in the system, 

and warehouse, which is inventory in a warehouse or distribution center. Retail 

sites carry inventory for immediate sale to customers. In services, inventory 

generally refers to the tangible goods to be sold and the supplies necessary to 

administer the service. 

The basic purpose of inventory analysis, whether in manufacturing, 

distribution, retail, or services, is to specify (1) when items should be ordered 

and (2) how large the order should be. Many firms are tending to enter into 

longer-term relationships with vendors to supply their needs for perhaps the 

entire year. This changes the ―when‖ and ―how many to order‖ to ―when‖ and 

―how many to deliver.‖ 

 

 

NEED FOR INVENTORY 

 

 Transaction motive:  
       The transaction motive for holding inventory is to satisfy the expected level 

of activities of the firm. 

  Precautionary motive: 
       The precautionary motive is to provide a cushion in case the actual  level of 

activity is different than anticipated. 

     

  Speculative motive: 
     The speculative motive is to purchase larger quantity of materials than 

normal in anticipation of making abnormal profits.  

 

 

PURPOSE S OF INVENTORY MANAGEMENT 

 

All firms (including JIT operations) keep a supply of inventory for the following 

reasons: 



1. To maintain independence of operations. A supply of materials at a work 

center allows that center flexibility in operations. For example, because there are 

costs for making each new production setup, this inventory allows management 

to reduce the number of setups. Independence of workstations is desirable on 

assembly lines as well. The time that it takes to do identical operations will 

naturally vary from one unit to the next. Therefore, it is desirable to have a 

cushion of several parts within the work station so that shorter performance 

times can compensate for longer performance times. This way the average 

output can be fairly stable. 

2. To meet variation in product demand. If the demand for the product is 

known precisely, it may be possible (though not necessarily economical) to 

produce the product to exactly meet the demand. Usually, however, demand is 

not completely known, and a safety or buffer stock must be maintained to absorb 

variation. 

3. To allow flexibility in production scheduling. A stock of inventory relieves 

the pressure on the production system to get the goods out. This causes longer 

lead times, which permit production planning for smoother flow and lower-cost 

operation through larger lot-size production. High setup costs, for example, 

favor producing 

A To provide a safeguard for variation in raw material delivery time. 

When material is ordered from a vendor, delays can occur for a variety of 

reasons: a normal variation in shipping time, a shortage of material at the 

vendor‘s plant causing backlogs, an unexpected strike at the vendor‘s plant or at 

one of the shipping companies, a lost order, or 

a shipment of incorrect or defective material. 

5. To take advantage of economic purchase order size. There are costs to 

place an order: labor, phone calls, typing, postage, and so on. Therefore, the 

larger each order is, the fewer the orders that need be written. Also, shipping 

costs favor larger orders—the larger the shipment, 

the lower the per-unit cost. 

6. Many other domain-specific reasons. Depending on the situation, inventory 

may need to be carried. For example, in-transit inventory is material being 

moved from the suppliers to customers and depends on the order quantity and 

the transit lead time. Another example is inventory that is bought in anticipation 

of price changes such as fuel for jet planes or semiconductors for computers. 

There are many other examples. For each of the preceding reasons (especially 

for items 3, 4, and 5), be aware that inventory is costly and large amounts are 

generally undesirable. Long cycle times are caused by large amounts of 

inventory and are undesirable as well. 

 

 

I N V E N T O R Y C O S T S 

In making any decision that affects inventory size, the following costs must be 

considered: 

1. Holding (or carrying) costs. This broad category includes the costs for 

storage facilities, handling, insurance, pilferage, breakage, obsolescence, 



depreciation, taxes, and the opportunity cost of capital. Obviously, high holding 

costs tend to favor low inventory levels and frequent replenishment. 

2. Setup (or production change) costs. To make each different product 

involves obtaining the necessary materials, arranging specific equipment setups, 

filling out the required papers, appropriately charging time and materials, and 

moving out the previous stock of material. If there were no costs or loss of time 

in changing from one product to another, many small lots would be produced. 

This would reduce inventory levels, with a resulting savings in cost. One 

challenge today is to try to reduce these setup costs to permit smaller lot sizes. 

(This is the goal of a JIT system.) 

3. Ordering costs. These costs refer to the managerial and clerical costs to 

prepare the purchase or production order. Ordering costs include all the details, 

such as counting items and calculating order quantities. The costs associated 

with maintaining the system needed to track orders are also included in ordering 

costs. 

4. Shortage costs. When the stock of an item is depleted, an order for that item 

must either wait until the stock is replenished or be canceled. When the demand 

is not met and the order is canceled, this is referred to as a stock out. A 

backorder is when the order is held and filled at a later date when the inventory 

for the item is replenished. There is a trade-off between carrying stock to satisfy 

demand and the costs resulting from stock outs and backorders. This balance is 

sometimes difficult to obtain because it may not be possible to estimate lost 

profits, the effects of lost customers, or lateness penalties. Frequently, the 

assumed shortage cost is little more than a guess, although it is usually possible 

to specify a range of such costs. Establishing the correct quantity to order from 

vendors or the size of lots submitted to the firm‘s productive facilities involves a 

search for the minimum total cost resulting from the combined effects of four 

individual costs: holding costs, setup costs, ordering costs, and shortage costs. 

Of course, the timing of these orders is a critical factor that may impact 

inventory cost. 

ADVANTAGES OF INVENTORY MANAGEMENT 

1. Inventory Balance. Good inventory management helps to figure out exactly how much 

inventory you need. This makes it easier to prevent product shortages and keep just enough 

inventory on hand without having too much. 

2. Inventory Turnover. You need to keep a high inventory turnover ratio to ensure your 

products aren‘t spoiling, becoming obsolete or sucking up your working capital. Calculate how 

many times your inventory sells in a year and see where you can make better use of your 

resources. 

3. Repeat Customers. Good inventory management leads to what every business owner wants – 

repeat customers. You want your hard-earned customers to keep coming back to your business to 

http://blog.fishbowlinventory.com/2010/08/05/inventory-turnover-ratio/


meet their needs. One way to do this is to make sure you have what they‘re looking for every 

time they come. 

4. Accurate Planning. Using smart inventory management, you can stay ahead of the demand 

curve, keep the right amount of products on hand and plan ahead for seasonal changes. This goes 

back to keeping your customers happy all year long. 

5. Warehouse Organization. If you know which products are your top sellers and what 

combinations of products your customers often order together, you can optimize your warehouse 

setup by putting those products close together and in easily accessible places. This speeds up the 

picking, packing and shipping processes. 

6. Employee Efficiency. You can empower your employees to help you manage inventory. 

Training employees to use barcode scanners, inventory management software and other tools 

helps them make better use of their time, and it helps your business make better use of its 

resources, both human and technological. 

7. Inventory Orders. If you‘ve done a good job keeping track of how much inventory you have 

on hand, you can make smarter decisions about when and what to order. Inventory management 

software lets you speed up the ordering process. You can simply scan a product barcode and type 

in some information to place an order and generate an invoice. 

8. Inventory Tracking. If you have multiple locations, then inventory management becomes 

even more important because you need to coordinate your supplies at each location depending on 

differences in demand and other factors. 

9. Time Saving. Inventory management is a great time-saving tool. By keeping track of all the 

products you have on hand and on order, you can save yourself the hassle of doing inventory 

recounts to make sure your records are accurate. This once again requires inventory management 

software. 

10. Cost Cutting. When your inventory is humming along efficiently through your facilities, you 

can bet you‘ll save a lot of money. Inventory management helps you avoid wasting money on 

slow-moving products so you can put it to better use in other areas of your business. 

 

TECHNIQUES The following are the common techniques of inventory control: 

 Determination of various levels of materials 

 Economic Order Quantity 

 ABC Analysis 

Determination of Various Levels of Materials 

http://www.fishbowlinventory.com/learn-more/?utm_source=blog&utm_medium=inventory-system-software&utm_campaign=inv-blog-top-10-benefits-inventory-management


Maintenance of proper stock of each item of materials is one of the main functions of stores 

department. Large quantity of material in store lead to huge investments, deterioration in quality, 

large space requirement etc. Less stock also leads to higher costs, frequent purchases and loss of 

production etc. Therefore, it is important to maintain stock level. One of the best way to maintain 

stock is to determine the minimum and maximum stock levels as per the necessity and maintain 

it regularly. The store-keeper plays an important role in deciding upon the various levels 

materials. In order to ensure that the optimum quantity of materials is purchased stocked neither 

less nor more, the store keeper applies scientific techniques of material management. Fixing of 

certain levels for each item of materials in one of techniques. These levels are not permanent but 

require revision according to the change in the factors which determine these levels. The 

following levels are generally fixed. 

 (a) Re-order Level 

This level is that level of material at which it is necessary to initiate purchase requisition for 

fresh supplies. This is normally the point lying between the maximum and the minimum levels. 

Fresh orders must be placed before the actual stocks touch the minimum level. This level is fixed 

in such a manner that the quantity of materials represented by the difference between the re-order 

level and the minimum level will be sufficient to meet the requirement of production till such 

time as the order materializes and materials are delivered.  

Re-order level = Minimum level + consumption during period required to get fresh delivery 

or Re-order level is:Re-order level = Maximum consumption x Maximum Re-order Period  

(b) Maximum Level: 

The maximum level is that level of stock which can be held at any time. In other words, it is the 

level beyond which stock should not be maintained. The purpose is to avoid over-stocking and 

thereby using working capital in a proper way. Maximum level can be calculated by applying the 

following formula: 

Maximum Level = Re-order level + Re-order Quantity - (Minimum consumption x Minimum 

Re-order period) 

(c) Minimum Level: 

This is the level below which the stock of an item should not fall. This is known as safety or 

buffer stock. An enterprise must maintain minimum quantity of stock so that the production is 

not hampered due to non-availability of materials. The formula for calculating minimum level is: 

Minimum level = Re-order level - (Normal consumption x Normal Re-order period) 

 (d) Average Level: 

Average level can be calculated by applying the following formula: 



Maximum level + Minimum level Average level  

  2 

Or Average level = Minimum level + ½ Re-order Quantity. 

(e) Danger Level: 

Usually stock should not be lower than the minimum level. But if for any reason, stock comes 

down below the minimum level, it is called danger level. When the stock reaches danger level, it 

is necessary to take urgent action on the part of the management for immediate replenishment of 

stock to prevent stock-out situation. The danger level can be calculated by applying the 

following formula: 

Danger Level = Average consumption x Maximum Re-order period for emergency purchases 

Economic Order Quantity (EOQ) 

The economic order quantity, known as EOQ, represents the most favorable quantity to be 

ordered each time fresh orders are placed.The quantity to be ordered is called economic order 

quantity because the purchase of this size of material is most economical. It is helpful to 

determine in advance as to how much should one buy when the stock level reaches the re-order 

level. If large quantities arc purchased, the carrying costs would be large.On the other hand, if 

small quantities are purchased at frequent intervals the ordering costs would be high. The 

economic order quantity is fixed at such a level as to minimise the cost of ordering and carrying 

the stock. It is the size of the order which produces the lowest cost of material ordered. 

While determining the economic order quantity, the following three cost factors are taken into 

consideration: 

(i) The cost of the material 

(ii) The inventory carrying cost 

(iii) The ordering cost 

Carrying costs are the costs of holding the inventory in the stores. These are: 

(i) Rent for the storage space. 

(ii) Salaries and wages of the employees engaged in store keeping department. 

(iii) Loss due to pilferage and deterioration. 

(iv) Insurance charges. 

(v) Stationery used in the stores. 

(vi) Loss of interest on the capital locked up in materials. 

Ordering costs are the costs of placing orders for the purchase of materials. These are: 

(i) Salaries and wages of the employees engaged in purchasing department. 

(ii) Stationary, postage, telephone expenses, etc. of the purchasing department. 

(iii) Depreciation on equipments and furniture used by the purchasing department. 

(iv) Rent for the space used by the purchasing department. 

While placing orders for purchasing materials, the total cost to be incurred is kept in view. As 

discussed earlier, if an order is placed for a large quantity at a time, the ordering cost is less but 



the carrying cost would be more.On the other hand, if orders are placed for small quantities, the 

ordering cost is more but the carrying cost would be less; thus the economic order quantity is 

determined at a point when the ordering costs and the carrying costs are equal. Only at this stage 

the total of ordering cost and carrying cost is minimum. 

The economic order quantity (EOQ) is a model that is used to calculate the optimal quantity that 

can be purchased or produced to minimize the cost of both the carrying inventory and the 

processing of purchase orders or production set-ups. 

 

Assumptions in the Calculation of Economic Order Quantity: 

The economic order quantity is based on the following assumptions: 

 Quantity of the item to be consumed during a particular period is known with certainty. 

 The pattern of consumption of material is constant and uniform throughout the period. 

 Cost per unit is constant and known and quantity discount is not involved. 

 Ordering cost and carrying cost are known and they are fixed per unit and will remain 

constant throughout the period. 

 No cash or settlement discounts are available, and the purchase price is constant for every 

item. 

 The optimal plan is calculated for only one product. 

 There is no delay in the replenishment of the stock, and the order is delivered in the 

quantity that was demanded, i.e. in whole batch. 

Formula 

Following is the formula for the economic order quantity (EOQ) model: 

 

Formula:  

EOQ = √2AO  

C  

 

 

 



A = annual demand  

O = ordering cost per order  

C = carrying cost per unit  

Limitations of the economic order quantity model: 

It is necessary for the application of EOQ order that the demands remain constant throughout the 

year. It is also necessary that the inventory be delivered in full when the inventory levels reach 

zero. This method is not practical. 

 

ABC Analysis 

This technique of inventory control is also known as Always Better Control technique. ABC 

analysis is an analytical method of control which aims at concentrating efforts on those areas 

where attention is needed most. This is a principle of selective control. The emphasis of ABC 

analysis technique is that the management should concentrate its energy in controlling those 

items that mostly affect the organizational objects. Manufacturing concerns find it useful to 

group the materials into three classes on the basis of investment involved. Materials having 

higher values but constitute small percentage of total items, are grouped in 'A' category. On the 

other hand, a large percentage of items of materials which represent a smaller percentage of the 

values, are grouped in 'C' category. Items of materials having moderate value 'and moderate size 

are grouped in 'B' category.  

It may also be clear with the help of the following examples:  

 ―A‖ Category – 5% to 10% of the items represent 70% to 75% of the money value.  

 ―B‖ Category – 15% to 20% of the items represent 15% to 20% of the money.  

 ―C‖ Category – The remaining number of the items represent 5% to 10% of the money 

value.  

 The relative position of these items show that items of category A should be under the 

maximum control, items of category B may not be given that much attention and item C 

may be under a loose control. 

Particulars  A item  B item  C item  

Control  

Requirement  

Check  

Expenditure  

Posting  

Safety Stock  

Tight  

Exact  

Close  

Regular  

Industrial  

Low  

Moderate  

Exact  

Some  

Some  

Individual  

Medium  

Loose  

Estimated  

Little  

No  

Group/none  

Lare  

 

 

 



 
Source: Google 

 

After classification, the items are ranked by their value and then the cumulative percentage of 

total value against the percentage of item are noted. A detailed analysis of inventory may 

indicate above figure that only 10 per cent of item may account for 75 per cent of the value, 

another 10 per cent of item may account for 15 per cent of the value and remaining 

percentage items may account for 10 per cent of the value. The importance of this tool lies in 

the fact that it directs attention to the key items.  

After the items of materials are classified into A, B and C category, control can be exercised in a 

selective manner as follows: 

o Greater care and strict control should be exercised on the items of category 'A' as 

any loss or breakage or wastage of any item of this category many prove to be 

very costly. Economic order quantity and re-order level should be carefully fixed 

for such category of items. 

o Moderate and relaxed control is required for the items of category 'B'. 

o There is not much need for exercising control over the items of category 'C' 

Periodic or annual verification is required for this category of materials. 

Advantages of ABC Analysis: 

1. Close and strict control of costly items is ensured. 



2. Investment in inventory can be regulated and funds can be utilised in the, best possible 

way. 

3. Economy is achieved in respect of stock carrying cost. 

4. It helps to keep enough safely stock for 'C' category items. 

5. Clerical cost can be reduced and inventory is maintained at optimum level. 

6. . It ensures a closer and a more strict control over such items, which are having a sizable 

investment in there.  

7. It releases working capital, which would otherwise have been locked up for a more 

profitable channel of investment.  

8. It reduces inventory-carrying cost.  

9. It enables the relaxation of control for the ‗C‘ items and thus makes it possible for a 

sufficient buffer stock to created. 

10. . It enables the maintenance of high inventory turn over rate. 

 

 

5.4.3 CASH MANAGEMENT 

 

Cash which is the most liquid asset, and can also be called blood of a business 

enterprise is of vital importance for the daily operations. It is the most important 

component of working capital, and the focal points of the funds flow in a 

business. The firm should keep sufficient cash. As shortage of cash will distrupt 

the firm‘s manufacturing operations while excessive cash will simply remain 

idle without contributing anything towards firm‘s profitability. Thus, a major 

function of the financial manager is to maintain a sound cash position.  

Cash vs. Profit 

Generally we confuse profits with cash but both are different. Profit is the excess 

of income over expenditure of an entity, during a particular accounting period. It 

includes cash income e.g. cash sales, investment as well as non-cash incomes 

e.g. credit sales, excess provision etc. Similarly both types of expenses i.e., cash 

expenses for example salary paid, wages cash purchase etc. and non-cash 

expenses e.g., Depreciation, amortization of goodwill and other assets are 

included while computing the profit. In other words profits are not based on 

cash. They include the transactions on accrual basis. Cash is the balance in hand 

as well as balance at bank at the end of accounting period. While profit reflects 

the earning capacity of a company as well as liquidity position of a firm.  

Motives for holding cash   



There are varieties of reasons for holding cash, for the convenience of study we 

can put the motives for holding cash in four primary categories summarized 

below:  

  

(1) Transaction Motive. This refers to the holding of cash to meet routine cash requirements 

or to make regular payments like purchases, wages, salaries, various expenses, interest, 

taxes dividends etc. The sources of such requirements may be the receipts of cash in the 

form of regular inflow of cash to the firm from sales operations and other returns. But the 

problem is receipts of cash and the payments by cash may not always match with each 

other. In such situations, the company will like to hold cash to honor the commitments 

whenever they become due.  

―The requirement of cash balances to meet routine cash needs are known as the transaction 

motive and such motives refers to the holdings of cash to meet anticipated obligations whose 

timing does not perfectly coincide with cash receipts.  

(2) Precautionary Motive. Requirement of cash for contingencies or unseen happening is 

precautionary motive for holding cash. It is other than routine transactions. These 

unexpected or unseen happenings are given below:  

(i) A sudden fire may break out  

(ii) Accidents may happen  

(iii)Employees may go on strikes  

(iv) Creditors present the bill earlier and debtors may make payments later than warranted.  

(v) Increase in price of raw materials and other inputs for production.  

(vi) Failure of important customers.  

― The company has to be prepared to meet these contingences to minimize its losses. The 

need of cash to take care of such contingences and unforeseen circumstances is called 

precautionary motives.‖  

(3) Speculative Motives. This motive maintain cash balance in order to take advantage of 

opportunities that do not take place in the course of routine business activities, for 

example sudden decrease in price of raw materials. It is totally different from 

precautionary motive. In this motive firms aim to exploit profitable opportunities and 

keep cash in reserve to do so. Precautionary motive is defensive in nature while 

speculative motive is aggressive in nature. Opportunities under speculative motives are: 

(i) Buying of securities when the price is just right 

(ii) Make purchases at favorable prices 

(iii)Buying of raw materials on cash at a reduced price 
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Holding of cash for some kind of reverse to take the benefit of favorable market conditions 

which are typically outside the normal course of business is speculative motive of cash.  

(4) Compensating Motive: The company may like to hold cash balances to compensate 

banks for providing certain services for example clearance of cheques, supply of credit, 

transfer of fund as bank drafts. For these services banks charge commission or fee. For 

compensating cash services cost and clients, companies have to maintain a minimum 

balance of cash at bank and they can‘t use this balance for transaction purpose. Such 

requirement of cash is called compensating motive of cash.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

As we discussed earlier that cash is required for so many reasons in different 

forms of current assets ranging from raw material inventory to accounts 

receivables and comes back in the form of cash again along with profit after 

completing one round of company‘s operating cycle. Cash management is 

management of liquid asset cash either in hand or at bank in such a manner that 

outflows and inflows can be made smooth. Here smooth means there will 

neither excess cash and bank balance nor a scarcity of liquidity in the firm.  
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 -    (M)      

 + 

A Scarcity/Shortage    Mean of Cash requirement  Excess /Idle Cash    B 

of cash                   

M is the mean value where trade off exists between liquidity and 

profitability. At point B there is a excess balance of cash which reflects higher 

liquidity position and thus it will result in lower profitability as idle cash fetches 

no return, while the same when invested in the assets of the company will result 

in profits.  

A Point in the left edge shows the scarcity of cash where company is not able to 

pay its obligations when they are required to pay. It will create undue delay in 

production and will also create problem. So it is also not desirable.  

M This is the mean point which is called optimum cash for management of cash 

in such a manner where both the edges are being avoided and company has no 

idle cash as well as can pay easily its obligations whenever they arise.  

So the basic objective of cash management is two fold 

(A) To meet the cash objectives 

(B) To minimize funds blocked in the form of idle cash 

The task of cash management is to reconcile two mutually contradictory facts 

given below:  

(A) To meet cash obligations  

The basic objectives of cash management is to meet the payment schedule, that 

is, to have sufficient cash to meet cash obligations of firm like payments to 

suppliers, employee etc. Simultaneously company has to keep in mind the cash 

receipts through  cash sale, receipts from debtors and other cash inflows. Now 

the company has to decide how much cash is required so that cash obligations 

can be paid timely out of the receipts if they are received earlier, if they will be 

received later on, then to maintain such minimum cash balance by which 

obligations can be paid in absence of receipts. Importances of sufficient cash to 

meet obligations are: 

(1) Prevents insolvency  

(2) Good relations with bank  

(3) Cash discount can be availed  

(4) Strong credit rating  

(5) Facing unexpected obligations 



(1) Prevent insolvency: Firm having ample cash funds at their disposal may also exploit the 

business opportunities like bulk purchase of raw materials, expansion of business during 

prosperity or capturing of new market will create profitability and will prevent the 

insolvency.  

(2) Good relations with bank: Commercial banks prefer to maintain good relations with 

firms having ample cash. Such firms get loan from banks at lower rate of interest and on 

easy terms in times of emergency.  

(3) Cash discount: Companies or firms having sufficient balance of cash can pay 

immediately to the supplier and can avail the cash discount for prompt payment. It will 

reduce the cost of production and will increase the production capacity and profits of the 

firm.  

(4) Strong credit rating: The credit rating of the company increases as by maintaining 

sufficient cash company meets all its obligations as and when they mature. Any financial 

institution before sanctioning the loan always checks the right the credit rating of the 

institution desiring loan. So high credit rating increases the reputation and goodwill of the 

company and provides the opportunities of borrowing from financial institutions on 

favorable terms.  

(5) Facing unexpected obligations: Firms having sufficient cash are always in a position to 

face unexpected events which are out of control e.g. strike, competition and other adverse 

situation can be handled with cash. Sufficiency of cash provides safety in such situations.  

The firm will be able to meet unexpected cash obligations.  

(B) To minimize funds blocked in the form of idle cash  

More cash is non-earning asset unless we will not invest it anywhere. There are 

two aspects in minimizing cash. A high level of cash will be able for prompt 

payments but will create idle cash and less profitable situations. Whereas a low 

level of cash will not be able to meet payment schedule. The aim of cash 

management is to search optimal amount of cash balance in cash management. It 

is an instrument to minimize the blockage of cash to reduce the idle cash so that 

cost of returning cash can be reduced at maximum extent.  

So, funds blocked in cash are a dead investment and has no earnings. Thus the 

reasons for an objective of cash management is to keep a minimum balance of 

cash are given as under: 

(1) Reducing cost of maintaining cash: Sometimes firm does not have sufficient funds and 

has to borrow money as own funds and borrowed funds are the only sources for the firm. 

If the firm has scarcity of funds then it has to pay more interest on retaining excess on 

cash which will increase cost of production.  



(2) Loosing interest income: Whatever cash balance is maintained the firm losses interest 

income on that balance, so investment in idle cash balance cash must be reduced, as it 

will reduce the profitability of the firm.  

(3) More Cash- an unproductive Asset: More cash is unproductive asset but we can make 

it productive by investing it in long-term or short-term investment securities as the case 

may be.  

(4) Risk of retaining cash: Excess cash can create the problem of embezzlement, theft and 

other losses. So management should avoid keeping excess or idle cash in the firm.  

Thus, the objective of cash management is to ensure effective control of cash to 

obtain maximum cash availability and maximum interest income of idle funds.  

Factors Affecting cash needs 

A firm must hold such balance of cash that it could meet its transactions need 

(for anticipated obligations) and precautionary need (for unpredictable 

obligations). How much this amount should be, will vary from organization to 

organization. Therefore it should be estimated by the finance manage very 

carefully. There are some factors affecting this estimation as discussed below: 

1. Balance of cash inflow and outflow: If the receipts and payments of cash perfectly 

coincide with each other there would be no need for cash balance. For this purpose the 

inflow and outflow will have to be forecasted over a period of time (generally one year). 

For this the technique of cash budget is adopted.  

2. Cash balance: If the company maintain larger cash balance then large funds will remain 

idle and this implication will miss the opportunity to invest those funds. So amount of 

cash balance will affect the cash needs.  

3. Procurement and Management: These are operating cost generally fixed in nature. 

Salary, storage, landing of securities etc. are included in this category.  

4. Uncertainty: Future is uncertain and no one can predict it with complete accuracy. 

Irregulations in cash receipts and payments, unexpected delays in collections and 

payments, defaults etc. also effect cash needs.  

Functions/Scope of Cash Management  

Cash management resolves all the problems relating to cash e.g. how much? 

When? Where? Why? What to do? etc. Cash management determines the 

optimum quantity of cash. It determines when cash is needed in excess and 

when it is out of demand. It decides what to do with idle cash under situation 

when it is not needed. It manages the cash inflow and outflow in such a manner 

that there will be no shortage as well as excess cash to be invested. So it is the 

process of arranging, expending and then collecting of cash. This process is 



repeated again and again. The functions of cash manager with respect to this 

process are given as under:  

 To obtain optimum level of cash 

 To forecast the cash balance  

 To manage the cash flows 

 To invest the surplus funds 

1. To obtain optimum level of cash: Cash is the oil to lubricate the ever-turning wheels of 

business. Obtaining optimum level of cash is very essential to make cash obligations 

without hindrances as and when they mature. But the condition of cash should be as 

much that firm can pay its obligations easily and timely. Cash should not be left idle as it 

will create interest burden as well as will loose the opportunities of cultivating profits 

through investment. So maintaining optimum level of cash is a tradeoff between liquidity 

and profitability. This is the prime function of finance manager to make optimum level of 

cash.  

2. To forecast the cash balance: Forecasting of cash includes predicting cash inflows and 

cash outflows of the firm for stipulated period so that surplus of cash or shortage of cash 

can be identified. In the situation where cash is in the excess or idle the firm‘s finance 

manager will invest them in profitable securities and in the situation of shortage of cash 

finance manager will manage the finance by selling the securities. Forecasting is done for 

future period which is based on past experiences. ‗Cash Budget‘ is the most useful tool 

for planning or forecasting the cash for future period.  

3. To manage the cash flows: It includes proper control over cash flows. Cash inflows and 

outflows both are components of cash flows. To control the cash inflows every effort is 

made to receive the cash as early as possible. To maintain or control cash outflows every 

effort is made to make the payment delay as far as possible. In other words to manage the 

cash flow, time lag in collection should be reduced as far as possible or time lag in 

collection should be reduced as far as possible or time lag in payments should be 

increased as far as possible. It will create greater amount of cash or liquidity for given 

period.  

4. To invest the surplus: Cash management is a technique to avoid the ‗Excess of Cash‘ 

and ‗Shortage of Cash‘ situation by managing investment of cash surplus or cash deficit 

in marketable securities. In case of excess of cash investments are made and in case of 

shortage of cash investments are sold. Investment in marketable securities includes short-

term money market instruments which can easily be converted into cash. Thus, at 

anytime, cash balance which is not immediately required may be invested in marketable 

securities so that a return may be earned until it is required. Types of marketable 

securities are given as under:  

(i) Bank Deposits: A firm having excess of cash can make a deposit with bank for a short 

period. These types of  bank deposits provide full safety, liquidity as they can be sold 



before maturity at a reasonable return. These banks allow interest rate on different 

types of deposits depending on the nature, time period of the deposits etc.  

(ii) Treasury Bills: These are short-term government obligations which have maturities like 

91 days, 182 days and 365 days. They have a very active secondary market as they 

are issued in bearer form. They are risk free but the yield on treasury bills is low as 

they do not carry any explicit interest rate, rather they are sold at a discount and 

redeemed at par value. This difference of discount and par value at the maturity 

period is the yield on treasury bills.  

(iii)Mutual Funds: A variety of schemes are offered by mutual funds based on investment 

policy. It is of three types: 

(a) Equity Scheme: In such schemes 80-95% investment is made in equity or related 

instrument remaining may be in debts.   

(b) Debt Scheme: A debt scheme invests primarily in debt instruments they have smaller but 

safe returns.  

(c) Balanced Schemes: A balanced scheme is the essence of both, equity schemes and debt 

schemes. Here equity and debts are made almost in balanced or equal manner.  

(d) Commercial Paper: Commercial paper represents short-term unsecured promissory 

notes issued by firms that are sold at a discount and redeemed at par. Usually the maturity 

period of commercial paper is 90 days to 180 days. They have not a well developed 

secondary market in India, but the attraction for Commercial Paper is that it offers an 

interest Rate (Difference of Discount Rate at which they are sold and par value at 

maturity) is higher than Treasury Bills or Certificate of deposit. 

(e)  Certificate of deposit: Certificate of deposit (CDs) are a popular form of short-term 

instruments, they are negotiable receipt of funds deposited in a bank for a fixed period. 

They may be registered form or a bearer form, but as readily transacted in secondary 

market their bearer form is much popular. Unlike Treasury Bills and Commercial Papers 

they carry a stipulated rate of interest sand the holder of CD gets the principal amount 

along with interest there on. Interest rate of CDs are higher than treasury Bills and term 

Deposits.  

(f) Inter Corporate deposits: A deposit which is done between the corporates or a deposit 

made by one corporate with another corporate. The period of such deposits is normally 

up to 6 months. Inter corporate deposits are unsecured borrowings but carry a higher rate 

of interest due to high degree of risk. A company cannot lend more than 10% of its net 

worth to any single company and the total lending cannot exceed 30% of its net worth 

without prior permission of central government.  

(g) Bill discounting: A firm can opt bill discounting for investing excess cash. A bill arises 

due to a trades transaction, the seller of the goods draws the bill on the purchaser. On 

acceptance of the bill by the purchaser the seller offers it to the bank for discounting or 

purchasing the bill against some charges. A company itself can discount a bill the way a 



bank does. The safety of this investment depends upon the credit rating of the acceptor of 

the bill.  

5.5 CHECK YOUR PROGRESS 

1. Budgeting is usually most closely associated with which management function? 

  a. Planning 

  b. Directing 

  c. Motivating 

  d. Controlling 

2.                 Varies inversely with profitability. 

 

a. Liquidity 

b. Risk 

c. False 

d. None of these. 

 

3. Permanent working capital 

a. varies with seasonal needs. 

b. includes fixed assets. 

c. is the amount of current assets required to meet a firm's long-term minimum needs. 

d. includes accounts payable. 

 

4. Net working capital refers to 

a. total assets minus fixed assets. 

b. current assets minus current liabilities. 

c. current assets minus inventories. 

d. current assets. 
 

5. Costs of not carrying enough inventories include: 

a. Lost of sales 

b. Customer disappointment 

c. Possible worker layoff 

d. All of these 
 

6. Which of the following relationships hold true for safety stock? 

a. The greater the risk of running out of stock, the smaller the safety of stock. 

b. The larger the opportunity cost of the funds invested in inventory, the larger the safety 

      stock. 



c. The greater the uncertainty associated with forecasted demand, the smaller the safety 

      stock 

d. The higher the profit margin per unit, the higher the safety stock necessary. 

 

7. Increasing the credit period from 30 to 60 days, in response to a similar action 

taken by all of    our competitors, would likely result in: 

a. An increase in the average collection period. 

b. A decrease in bad debt losses. 

c. An increase in sales. 

d. Higher profits. 

8. EOQ is the order quantity that          over our planning horizon. 

a. minimizes total ordering costs 

b. minimizes total carrying costs 

c. minimizes total inventory costs 

d. the required safety stock 

 

5.6 LET US SUM UP 

Budgeting is an important control technique of cost control. This is the process 

of pre-estimation of costs, revenue profit and other figures for the next year or 

period and on that basis, actual expenses incurred, revenue generated. 

Afterwards budget is used as a standard for measuring actual performance. 

Preparation of budgets involves a number of forecasts or projections. It starts 

with sales forecasting and ends with compilation of master budget. Budgets can 

be classified on the basis of time, function and flexibility. 

``Budgeting is a technique of formulating budgets. It is a part of management 

process which includes preparation of budget, budget control, budget co-

ordination and all those activities that are related to budget. Budgetary control is 

the process of determining various budgeted figures for the enterprise and then 

comparing the actual performance with the budgeted figures for calculating 

the variances, if any. Performance budgeting is the process of analyzing 

,identification, simplifying and crystallizing specific performance objectives of a 

job to be achieved over a period ,in the framework of the organizational 

objectives, the purpose and objectives of the job. ZBB is a financial 

management technique for planning and controlling expenditures. Under ZBB 

system, the budget is prepared from the ground zero and only those activities 

which have been critically examined through cost benefit analysis or through 

some other techniques and all found feasible will be included in the budget. 



There are two concepts of working capital (i) Gross Working Capital: The 

gross working capital is the total of all current assets. (ii)Net Working Capital: 

Net working capital is the difference between current assets and current 

liabilities. There are two types of working capital-Permanent working capital 

and variable/fluctuating working capital. Management of trade credit is 

commonly known as Management of Receivables. Receivables management 

demands due consideration of financial executives not only because cost and 

risk are associated with this investment but also for the reason that each rupee 

can contribute to firm's net worth. Inventory is the stock of any item or resource 

used in an organization. An inventory system is the set of policies and controls 

that monitor levels of inventory and determine what levels should be 

maintained, when stock should be replenished, and how large orders should be. 

Costs associated with inventories are: carrying costs, ordering costs, and 

shortage costs. In order to minimize the cost of inventory we need to understand 

the techniques of inventory control which are, EOQ, ABC and  various levels of 

inventories which are: maximum level, minimum level, re-order level, danger 

level, average level. Cash which is the most liquid asset, and can also be called 

blood of a business enterprise is of vital importance for the daily operations. It is 

the most important component of working capital, and the focal points of the 

funds flow in a business. The firm should keep sufficient cash. As shortage of 

cash will distrupt the firm‘s manufacturing operations while excessive cash will 

simply remain idle without contributing anything towards firm‘s profitability. 

Thus, a major function of the financial manager is to maintain a sound cash 

position. Cash may be retained with the business in sufficient manner to serve 

the following motives which are: precautionary motive, speculative motive, 

transaction motive and compensative motive.  

 

5.7 ANSWERS TO CHECK YOUR PROGRESS 

1 (a), 2(a), 3 (c), 4 (b), 5 (d), 6 (d), 7(a), 8(c) 
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