(Q1.1)Important functions of the Financial Manager:

The important functions of the financial manager in a modern business consists of the following :

1. provision of capital: To establish and execute programes for the provision of capital required by the business.

2. investor relations: to establish and maintain an adequate market for the company securities and to maintain adequate liaison with investment bankers, financial analysis and share holders.

3. Short term Financing: To maintain adequate sources for company’s current borrowing from commercial banks and other lending institutions.

4. Banking and Custody: To maintain banking arrangement, to receive, have custody of

5. Credit and collections: to direct the granting of credit and the collection of accounts due to the company including the supervision of required arrangements for financing sales such as time payment and leasing plans.

6. Investments: to achieve the company’s funds as required and to establish and co-ordinate policies for investment in pension and other similar trusts.

7. insurance: to provide insurance coverage as required.

8. Planning for control: To establish, co-ordinate and administer an adequate plan for the control of operations.

9. reporting and interpreting: To compare information with operating plans and standards and to report and interpret the results of operations to all levels of management and to the owners of the business.

10. evaluating and consulting: To consult with all the segments of management responsible for policy or action concerning any phase of the operation of the business as it relates to the attainment of objectives and the effectiveness of policies, organization structure and procedures.

11. Tax administration: to establish and administer tax policies and procedures.

12. Government reporting: To supervise or co-ordinate the preparation of reports to government agencies.

13. Protection of assets: To ensure protection of assets for the business through internal control, internal auditing and proper insurance coverage.

(Q1.2)Debentures 

Definition and Nature

The issue of debentures by public limited companies is regulated by Companies Act 1956. Debenture is a document, which either creates a debt or acknowledges it. Debentures are issued through a prospectus. A debenture is issued by a company and is usually in the form of a certificate, which is an acknowledgement of indebtedness. They are issued under the company's seal. Debentures are one of a series issued to a number of  lenders. The date of repayment is invariably specified in the debenture. Generally debentures are issued against a charge on the assets of the company. Debentures may, however, be issued without any such charge. Debenture. Debenture holders have no right to vote in the meetings of the company.

Kinds of Debentures 

Bearer Debentures:

They are registered and are payable to its bearer .They are negotiable instruments and are transferable by delivery.

Registered Debentures:

They are payable to the registered holder whose name appears both on debenture and in the register of debenture holders maintained by the company. Registered debentures can be transferred but have to be registered again. Registered debentures are not negotiable instruments. PI registered debenture contains a commitment to pay the principal sum and interest. It also has a description of the charge and a statement that it is issued subject to the conditions endorsed therein.

Secured Debentures

Debentures which create a charge on the assets of the company, which may be fixed or floating, are known as secured debentures

Unsecured or Naked Debentures

Debentures, which are issued without any charge on assets, are unsecured or naked debentures, The holders are like unsecured creditors and may sue the company for recovery of debt.

Redeemable Debentures

Normally debentures are issued on the condition that they shall be redeemed after a certain period. They can, however, be reissued after redemption under Section 121 of Companies Act 1956.

Perpetual Debentures

When debentures are irredeemable they are called Perpetual

Convertible Debentures


If an option is given to convert debentures into equity shares at stated rate of exchange after a specified period they are called convertible debentures. In our country the convertible debentures are very popular. On conversion, the holders cease to be lenders and become owners.

Debentures are usually issued in a series with a pari passu (at the same rate) clause which entitles them to be discharged rate ably though issued at different times. New series of debentures cannot rank pari passu with old series unless the old series provides so.

New debt instruments issued by public limited companies are participating debentures, convertible debentures with options, third party convertible debentures, convertible debentures redeemable at premium, debt equity swaps and zero coupon convertible notes.

Participating Debentures

They are unsecured corporate debt securities, which participate in the profits of the company. They might find investors if issued by existing dividend paying companies.

Convertible Debentures with Options

They are a derivative of convertible debentures with an embedded option, providing flexibility to the issuer as well as the investor to exit from the terms of the issue. The coupon rate is specified at the time of issue.

Third Party convertible Debentures

They are debt with a warrant allowing the investor to subscribe to the equity of a third firm at a preferential vis-à-vis the market price. Interest rate on third party convertible debentures is lower than pure debt on account of the conversion option.

Convertible Debentures Redeemable at a premium

Convertible debentures are issued at face value with an option entitling investors to later sell the bond to the issuer at a premium. They are basically similar to convertible debentures but embody less risk.

(Q1.3)Balance sheet 

The balance sheet is a significant financial statement of the firm. In fact, it is called the fundamental accounting report. Other terms to describe this financial statement are the statement of financial position or the position statement. As the name suggests, the balance sheet provides information about the financial standing / position of a firm at a particular point of time, say as on March 31. It can be visualized as a snap shot of the financial status of a company. The position of the firm on the preceding or the following day is bound to be different. 

The financial position of a firm as disclosed by the balance sheet refers to its resources and obligations, and the interest of its owners in the business. In operational terms, the balance sheet contains information regarding the assets, liabilities and shareholder’s equity. The balance sheet can be present in either of the two forms: Report form or Account form. 

Contents of the balance sheets 

1) Assets

2) Liabilities

Assets

Assets may be described as valuable resources owned by a business which have been acquired at a measurable money cost. As an economics resource, they satisfy three requirements. In the first place, the resource must be valuable. A resource is valuable if it is in cash or convertible into cash or it can provide future benefits to the operations of the firm. Secondly, the resources must be owned in the legal sense of the term. Finally, the resource must be acquired at a measurable money cost. In case where an asset is not acquired with cash or promise to pay cash, the criterion is, what the asset would have cost, had cash been paid for it.

The assets in the balance sheet are listed either in the order of liquidity- promptness with which they are expected to be converted into cash- or in reverse order, that is, fixity or listing of the least liquid asset first, followed by others. All assets are grouped into categories, that is, assets with similar characteristics are put into one category. The assets included in one category are different from those in other categories. The standard classification of assets divides them into:

1) Fixed assets/ long term assets

2) Current assets

3) Investments

4) Other assets

Liabilities

The second major content of the balance sheet is liabilities of the firm. Liabilities may be defined as the claims of outsiders against the firm. Alternatively, they represent the amount that the firm owes to outsiders that is, other than owners. The assets have to be financed by different sources. One source of funds is borrowing- long term as well as short term. The firms can borrow on a long term basis from financial institutions/ banks or through bonds/ mortgages/ debentures. The short term borrowing may be in the form of purchase of goods and services on credit. These outside sources from which a firm can borrow are termed as liabilities. Since they finance the assets, they are, in a sense, claims against the assets. The amount shown against the liability items is on the basis of the amount owed, not the amount payable.  

Depending upon the periodicity of the funds, liabilities can be classified into

1) Long-term liabilities

Current liabilities

(Q1.4)Ration Analysis

Ration analysis is the method or process by which the relationship of items or groups of items in the financial statements are computed, determined and presented.

Ratio analysis is an attempt to derive quantitative measures or guides concerning the financial health and profitability of the business enterprise. Ratio analysis can be used both in trend and static analysis. There are several ratios at the disposal of the analyst but the group of ratios he would prefer depends on the purpose and the objectives of the analysis.

LIMITATIONS OF RATIO ANALYSIS.

An investor should cautioned that ratio analysis has its own limitations. Ratios should be used with extreme care and judgment as they suffer from certain serious drawbacks. Some of them are listed below:

1. Rations can sometimes be misleading if an analyst does not know the reliability and soundness of the figures from which they are computed and the financial position of the business at other times of the year. A business enterprise for example may have an acceptable current ratio of 3:1 but a larger part of accounts receivables comprising a great portion of the current assets may be uncollectible and of no value. When these are deducted the ratio might be 2:1

2. It is difficult to decide on the proper basis for comparison. Ratios of companies have meaning only when they are compared with some standards. Normally, it is suggested that ratios should be compared with industry averages. In India, for example, no systematic and comprehensive industry ratios are complied.

3. The comparison is rendered difficult because of differences in situations of 2 companies are never the same. Similarly the factors influencing the performance of a company In one year may change in another year. Thus, the comparison of the ratios of two companies becomes difficult and meaningless when they are operation in different situations.

4. Changes in the price level make the interpretations of the ratios Invalid. The interpretation and comparison of ratios are also rendered invalid by the changing value of money. The accounting figures presented in the financial statements are expressed in monetary unit which is assumed to remain constant. In fact, prices change over years and as a result. Assets acquired at different dates will be expressed at different values in the balance sheet. This makes comparison meaningless. For e.g. two firms may be similar in every respect except the age of the plant and machinery. If one firm purchased its plant and machinery at a time when prices were very Iow and the other purchased when prices were high, the equal rates of return on investment of the two firms cannot be interpreted to mean that the firms are equally profitable. The return of the first firm is overstated because its plant and machinery have a low book value.

5. The differences in the definitions of items, accounting, policies in the balance sheet and the income statement make the interpretation of ratios difficult. In practice difference exists as to the meanings and accounting policies with reference to stock valuation, depreciation, operation profit, current assets etc. Should intangible assets be excluded to calculate the rate of return on investment? If intangible assets have to be included, how will they be valued? Similarly, profit means different things to different people.

6. Ratios are not reliable in some cases as they many be influenced by window / dressing in the balance sheet.

7. The ratios calculated at a point of time are less informative and defective as they suffer from short-term changes. The trend analysis is static to an extent. The balance sheet prepared at different points of time are static in nature. ​They do not reveal the changes which have taken place between dates of two balance sheets. The statements of changes in financial position reveal this information, bur these statements are not available to outside analysts.

8. The ratios are generally calculated from past financial statements and thus are no indicator of future. The basis to calculate ratios are historical financial statements. The financial analyst is more interested in what happens in future.

While the ratios indicate what happened in the past Art outside analyst has to rely on the past ratios which may not necessarily reflect the firm’s financial position and performance in future.

    From the foregoing discussion it is dear that financial statement analysis through ratios cannot be treated as a simple and structured exercise. It is a process requiring care, sophistication, experience, business judgment and imagination -a process for which there can be no mechanical substitutes.

1(5) What are the Advantages of Fund Flow Statements?

Advantages of fund flow are as follows:

· management of various companies are able to review their cash budget with the aid of fund flow statements

· Helps in the evaluation of alternative finance and investments plan

· Investors are able to measure as to how the company has utilized the funds supplied by them and its financial strengths with the aid of funds statements.

· It serves as an effective tool to the management of economic analysis 

· It explains the relationship between the changes in the working capital and net profits. 

· Help in the planning process of a company

· It is an effective tool in the allocation of resources

· Helps provide explicit answers to the questions regarding liquid and solvency position of the company, distribution of dividend and whether the working capital is effectively used or not.

· Helps the management of companies to forecast in advance the requirements of additional capital and plan its capital issue accordingly.

· Helps in determining how the profits of a company have been invested: whether invested in fixed assets or in inventories or ploughed back.

1(6) What is Weighted Average Cost of Capital?

The term cost of capital means the overall composite cost of capital defined as “weighted average of the cost of each specific type of fund. The use of weighted average and not the simple average is warranted by the fact that proportions of various sources of funds in the capital structure of a firm are different. Therefore the overall cost of capital should take into account the weighted average. The weighted cost of capital based on historical weights takes into account a long-term view. 

The term cost of capital, as the acceptance criterion or investment proposals, is used in the sense of the combined cot of all sources of financing. This is mainly because focus is on the valuation of the firm as a whole. It is related to the firms objective of wealth maximization.

Thus, the weighted average cost of funds of a company is based on the mix of equity and loan capital and their respective costs. A distinction is usually drawn between the average cost of all funds in an existing balance sheet and the marginal cost of raising new funds.

1(7) What is ABC Analysis?

ABC analysis is a technique used for proper inventory control and management. ABC stands for “Always Better Care/Control”. Under this technique items are classified according to the value of usage. Item in class “A” constitutes the most important class, items in class “B” category constitute an intermediary position and then the items in class “C” are quite negligible value wise. Normally the contents of ABC items in inventory and their %age of total value is as under:

· A----15% of volume and 80% of value

· B----35% of volume and 15% of value

· C----50% of volume and 5% of value

proper control of inventory through ABC analysis involves a time controlled inventory system for A category, periodic controls for B category and a relaxed outlook for C category. Thus ABC analysis helps the management to control the inventory through a practical solution of management by remote control.
8) What is Operating Cycle for Working Capital?

The operating cycle is the length of time between the company’s outlay on raw materials, wages and other expenditures and the inflow of cash from the sale of the goods. In a manufacturing business, operating cycle is the average time that raw materials remain in stock less the period of credit taken from suppliers, plus the time taken for producing the goods, plus the time goods remain in finished inventory, plus the time taken by customers to pay for the goods. Operating cycle concept is important for management of cash and management of working capital because the longer the operating cycle the more financial resources the company needs. Therefore, the management has to remain cautious that the operating cycle should not become too long.

The stages of operating cycle could be depicted through the figure given: 
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The above figure would reveal that operating cycle is the time that elapses between the cash outlay and the cash realization by the sale of finished goods and realization of sundry debtors. Thus cash used in productive activity, often some times comes back from the operating cycle of the activity. The length of operating cycle of an enterprise is the sum of these four individual stages i.e. components of time. 

9) What is preference Share Capital?

Preference capital represents a hybrid form of financing – it partakes some characteristics of equity and some attributes of debentures.

It resembles equity in the following ways:

(i) Preference dividend is payable only out of distributed profits

(ii) Preference dividend is not an obligatory payment (the payment of preference dividend is entirely within the discretion of the directors)

Preference capital is similar to debentures in several ways:

(i) The dividend rate of preference capital is usually fixed

(ii) The claim of preference shareholders is prior to the claim of equity shareholders

(iii) Preference shareholders do not normally enjoy the right to vote

Advantage and Disadvantage of Preference Capital

Preference Capital has the following Advantages:

1) There is no legal obligation to pay preference dividend. A company does not face bankruptcy or legal action if it skips preference dividend.

2) There is no redemption liability in the case of perpetual preference shares. Even in the case of redeemable preference shares, financial distress may not be much because: 

(i) Periodic sinking fund payments are not required

(ii) Redemption can be delayed without significant penalties

3) Preference capital is generally regarded as part of net worth. Hence, it enhances the creditworthiness of the firm

4) Preference shares do not, under normal circumstances, carry voting right. Hence, there is no dilution of control 

Preference Capital, however suffers from some serious shortcomings:

1) Compared to debt capital, it is an expensive source of financing because the dividend paid to preference shareholders is not, unlike debt interest, a tax-deductible expense

2) Though there is no legal obligation to pay preference dividends, skipping them can adversely affect the image of the firm in the capital market

3) Compared to equity shareholders, preference shareholders have a prior claim on the assets and earnings of the firm

10) What is Trend Analysis?

Trend analysis is employed when it is required to analyze the trend of data shown in a series of financial statements of several successive years. The trend obtained by such an analysis is expressed as percentages.

Trend percentage analysis moves in one direction either upward or downward progression or regression. This method involves the calculation of percentage relationship that each statement bears to the same item in the base year. The base year may be any one of the periods involved in the analysis but the earliest period is mostly taken as the base year.

The trend percentage statement is an “analytical device for condensing the absolute rupee data” by comparative statements.

Merits of Trend Analysis

· Trend percentages indicate the increase or decrease in an accounted item along with the magnitude of change in percentage, which is more effective than the absolute data. 
· The trend percentages facilitate an efficient comparative study of the financial performance of a business enterprise over a period of time.
Demerits of Trend Analysis

· Any one trend by itself is not very analytical and informative
· If interpretation has to be done on percentages and ratios in isolation and not along with the absolute data from which the percentages have been derived, the inferences tend to be absurd and baseless
· Comparability of trend percentages is unfavorably affected when the accounts have not been drawn on a consistent basis year after year and when the price level is not constant
· During inflationary periods the data over a period of time becomes incomparable unless the absolute rupeee data is adjusted
· There is always the danger of selecting the base year which may not be representative, normal and typical
· Though the trend percentages provide significant information, undue importance and emphasis should not be laid down on the percentages when there is a small number in the base year. In such cases even a slight variation will be magnified by the percentage change.
Uses

· It indicates the increase or decrease in an accounted item along with the magnitude of change in percentage, which is more effective than absolute data
· The trend percentage facilitates an effective comparative study of the financial performance of a business enterprise over a period of time
11) What is Commercial Paper?

A company can use commercial papers to raise funds. It is a promissory note carrying the undertaking to repay the amount on or after a particular date. Normally it is an unsecured means of borrowing and the companies are allowed to issue commercial papers as per the regulations issued by SEBI and Company’s Act. Some of them are:

a) Minimum size 25 Lacs

b) Maximum limit is 100% of working capital limit

c) Period is from 15 days to 1 year, and every renewal is treated as a fresh commercial paper. 

d) While using Commercial Paper, company should ensure that its net worth is at least 4 crores or more and it has been noted by at least 2 rating agencies like CRISIL, ICRA, CARE

e) Commercial papers on maturity are to be honoured at face value and the registrars or the issue agencies lay down all the formalities of funding through commercial papers

CASH FLOW VS FUND FLOW

Q.2. (1) 
CASH FLOW - A Cash Flow Statement is a statement which 


shows inflows and outflows of cash and cash equivalents of an 


enterprise during a particular period. It provides information 


about cash flows, associated with the period’s operations and 


also about the entity’s investing and financing activities during 


the period.



FUND FLOW – Fund Flow Statement also referred to as the 


statement of “Source and Application of Funds” provides 


insight into the movement of funds and helps to understand the 


changes in the structure of assets, liabilities and equity capital.,



A fund flow statement is different from cash flow statement in 


the following ways –



i). Funds flow statement is based on the concept of working 


    capital while cash flow statement is based on cash which is 


    only one of the element of working capital. Thus cash flow 


    statement provides the details of funds movements.



ii). Funds flow statement tallies the funds generated from 


     various sources with various uses to which they are put. 


     Cash flow statement records inflows or outflows of cash, the 

     difference of total inflows and outflows is the net increase or 

     decrease in cash and cash equivalents. 



iii). Funds Flow statement does not contain any opening and 


      closing balance whereas in cash flow statement opening as 


      well as closing balances of cash and cash equivalents are 


      given.



iv). Funds Flow statement is more relevant in estimating the 


      firm’s ability to meet its long-term liabilities, however, cash 

      flow statement is more relevant in estimating the firms 


      short-term phenomena affecting the liquidity of the 



      business.



v). The Cash Flow statement considers only the actual 



     movement of cash whereas the funds flow statement 



     considers the movement of funds on accrual basis.



vi). In cash flow statement cash from the operations are 



      calculated after adjusting the increases and decreases in 


      current assets and liabilities. In funds flow statement such 


      changes in current items are adjusted in the changes of 


      working capital.



vii). Cash flow statement is generally used as a tool of financial 


       analysis which is utilized by the management for short-


       term financial analysis and cash planning purposes, 



       whereas funds flow statement is useful in planning 

 

       intermediate and long-term financing.

Q.2. (3)PROFIT MAXIMIZATION VS WEALTH MAXIMIZATION


PROFIT MAXIMISATION - It is one of the basic objectives 

of financial management. Profit maximization aims at 


improving profitability, maintaining the stability and 



reducing losses and inefficiencies.



Profit in this context can be seen in 2 senses.



1. Profit maximization for the owner.



2. Profit maximization is for others.



Normally profit is linked with efficiency and so it is the test 


of efficiency.



However this concept has certain limitations like 



ambiguity i.e. the term is not clear as it is nowhere 



defined, it changes from person to person.



2. Quality of profit - normally profit is counted in terms of 


rupees. Normally amt earned is called as profit but it 


ignores certain basic ideas like wastage, efficiency, 



employee skill, employee’s turnover, product mix, 



manufacturing process, administrative setup.



3. Timing of benefit / time value of profit - in inflationary 


conditions (increase in price) the value of profit will decrease and hence the 


profits may not be comparable over a longer period span.



4. Some economists argue that profit maximization is 


sometimes leads to unhealthy trends and is harmful to the 

society and may result into exploitation, unhealthy 



competition and taking undue advantage of the position.


WEALTH MAXIMISATION - One of the traditional 



aproaches of financial management , by wealth 



maximization we mean the accumulation and creation of 


wealth , property and assets over  a period of time thus if 


profit maximization is aimed after taking care , of its 



limitations it will lead to wealth maximization in real sense, it is a long term          concept based on the cash flows rather than profits an hence there can be a    situation where a 
business makes losses every year but there are cash 


profits because of heavy depreciation , which indirectly 


suggests heavy investment in fixed assets and that is the 


real wealth and it takes into account the time value of 


money and so is universally accepted.

Q2.4

CASH FORECASTING

1. Cash Forecast is a main estimate of cash balance likely to happen under anticipated conditions using a specified period of time.

2.  Cash Forecasting is an estimate showing amt of cash which would be available in future period.

3. Cash Forecast being statement of future event does not connote any sense of control.

4. Cash Forecasting is a preliminary step for Cash Budgeting. It ends with the forecast of likely cash balances.

5. Cash Forecast is a wider scope.

6. Cash Forecasting denotes some degree of flexibility.

CASH BUDGETING

1. Cash Budget shows the policy and programme of cash inflows and outflows to be followed in a future period under planned condition.

2. Cash Budget usually of 2 parts gives detailed estimate of cash receipts and cash distribution. Estimate of cash receipts budget on cash incoming. Estimate of cash distribution based on cash outgoing

3. Cash Budget is a tool of control since it represents actions which can be shaped to will so that it can be suited in the conditioning which may or may not happen

4. Cash Budget begins when Cash Forecasting ends. Cash Forecasting is convince in Cash Budget.

5. Cash Budget has a limited scope.

6. Cash Budget denotes a definite target.

Q.2. (5)
FINANCIAL LEVERAGE VS OPERATING LEVERAGE



The employment of an asset or source of funds for which the 


firm has to pay a fixed cost or fixed return maybe termed as 


leverage.



OPERATING LEVERAGE – Operating Leverage may be 


defined as the firm’s ability to use fixed operating costs to 


magnify the effects of changes in sales on its earnings before 


interest and taxes. 



FINANCIAL LEVERAGE – Financial Leverage can be defined 

as the ability of a firm to use fixed financial charges to magnify 


the effects of changes in EBIT on the earnings per share.



i). Operating Leverage results from the existence of fixed 


    operating expenses in the firm’s income stream whereas 


    Financial Leverage results from the presence of fixed 



    financial charges in the firm’s income stream.



ii). Operating Leverage is determined by the relationship 



      between a firm’s sales revenues and its earnings before 


      interest and taxes. (EBIT)





      Financial Leverage is determined by the relationship 



      between a firm’s earnings before interest and tax and after 


      subtracting the interest component.



iii). Operating Leverage = Contribution







       EBIT



      Financial Leverage = EBIT






EBT



iv). Operational Leverage relates to the Assets side of the 


      Balance Sheet, whereas Financial Leverage relates to the 


      Liability side of the Balance Sheet.



v). Operational Leverage affects profit before interest and tax, 


      whereas Financial Leverage affects profit after interest and 


      tax.



vi). Operational Leverage involves operating risk of being 


      unable to cover fixed operating cost, whereas Financial 


      Leverage involves financial risk of being unable to cover 


      fixed financial cost.



vii). Operational Leverage is concerned with investment 



        decisions, whereas Financial Leverage is concerned with 


        financing decisions.



viii). Operating Leverage is described as a first stage leverage, 


         whereas Financial Leverage is described as a second stage 

         leverage.
(Q3.1)Objectives of Financial Management

Financial management is an academic discipline which is concerned with decision-making. This decision is concerned with the size and composition of assets and the level and structure of financing. In order to make right decision, it is necessary to have a clear understanding of the objectives. Such an objective provides a framework for right kind of financial decision making. The objectives are concerned with designing a method of operating the Internal Investment and financing of a firm. There are two widely applied approaches, viz.

 (a) profit maximization and 

(b) wealth maximization. 

The term 'objective' is used in the sense of an object, a goal or decision criterion. The three decisions - Investment decision, financing decision and dividend policy decision are guided by the objective. Therefore, what is relevant - is not the over-all objective but an opera​tionally useful criterion: It should also be noted that the term objective provides a normative framework. Therefore, a firm should try to achieve and on policies which should be followed so that certain goals are to be achieved. It should be noted that the firms do not necessarily follow them.

Profit Maximization as a Decision Criterion
Profit maximization is considered as the goal of financial management. In this approach, actions that Increase profits should be undertaken and the actions that decrease the profits are avoided. Thus, the Investment, financing and dividend also be noted that the term objective provides a normative framework decisions should be oriented to the maximization of profits. The term 'profit' is used in two senses. In one sense it is used as an owner-oriented. In this concept it refers to the amount and share of national Income that is paid to the owners of business. The second way is an operational concept i.e. profitability. This concept signifies economic efficiency. It means profitability refers to a situation where output exceeds Input. It means, the value created by the use of resources is greater that the Input resources. Thus in all the decisions, one test is used I.e. select asset, projects and decisions that are profitable and reject those which are not profitable.

The profit maximization criterion is criticized on several grounds. Firstly, the reasons for the opposition that are based on misapprehensions about the workability and fairness of the private enterprise itself. Secondly, profit maximization suffers from the difficulty of applying this criterion in the actual real-world situations. The term 'objective' refers to an explicit operational guide for the internal investment and financing of a firm and not the overall business operations. We shall now discuss the limitations of profit maximization objective of financial management.

1) Ambiguity:

The term 'profit maximization' as a criterion for financial decision is vague and ambiguous concept. It lacks precise connotation. The term 'profit' is amenable to different interpretations by different people. For example, profit may be long-term or short-term. It may be total profit or rate of profit. It may be net profit before tax or net profit after tax. It may be return on total capital employed or total assets or shareholders equity and so on.

2) Timing of Benefits:

Another technical objection to the profit maximization criterion is that It Ignores the differences in the time pattern of the benefits received from Investment proposals or courses of action. When the profitability is worked out the bigger the better principle is adopted as the decision is based on the total benefits received over the working life of the asset, Irrespective of when they were received. The following table can be considered to explain this limitation.

3) Quality of Benefits

Another Important technical limitation of profit maximization criterion is that it ignores the quality aspects of benefits which are associated with the financial course of action. The term 'quality' means the degree of certainty associated with which benefits can be expected. Therefore, the more certain the expected return, the higher the quality of benefits. As against this, the more uncertain or fluctuating the expected benefits, the lower the quality of benefits.

The profit maximization criterion is not appropriate and suitable as an operational objective. It is unsuitable and inappropriate as an operational objective of Investment financing and dividend decisions of a firm. It is vague and ambiguous. It ignores important dimensions of financial analysis viz. risk and time value of money.

An appropriate operational decision criterion for financial management should possess the following quality.

a)   It should be precise and exact.

b)  It should be based on bigger the better principle.

c)  It should consider both quantity and quality dimensions of benefits.

d) It should recognize time value of money. 

Wealth Maximization Decision Criterion
Wealth maximization decision criterion is also known as Value Maximization or Net Present-Worth maximization. In the current academic literature value maximization is widely accepted as an appropriate operational decision criterion for financial management decision. It removes the technical limitations of the profit maximization criterion. It posses the three requirements of a suitable operational objective of financial courses of action. These three features are exactness, quality of benefits and the time value of money.

i) Exactness: The value of an asset should be determined In terms of returns it can produce. Thus, the worth of a course of action should be valued In terms of the returns less the cost of undertaking the particular course of action. Important element in computing the value of a financial course of action is the exactness in computing the benefits associated with the course of action. The wealth maximization criterion is based on cash flows generated and not on accounting profit. The computation of cash inflows and cash outflows is precise. As against this the computation of accounting is not exact.

ii) Quality and Quantity and Benefit and Time Value of Money: 

The second feature of wealth maximization criterion is that. It considers both the quality and quantity dimensions of benefits. Moreover, it also incorporates the time value of money. As stated earlier the quality of benefits refers to certainty with which benefits are received In future. The more certain the expected cash in flows the better the quality of benefits and higher the value. On the contrary the less certain the flows the lower the quality and hence, value of benefits. It should also be noted that money has time value. It should also be noted that benefits received in earlier years should be valued highly than benefits received later. 

The operational implication of the uncertainty and timing dimensions of the benefits associated with a financial decision is that adjustments need to be made in the cash flow pattern. It should be made to incorporate risk and to make an allowance for differences in the timing of benefits. Net present value maximization is superior to the profit maximization as an operational objective. It involves a comparison of value of cost. The action that has a discounted value reflecting both time and risk that exceeds cost is said to create value. Such actions are to be undertaken. Contrary to this actions with less value than cost, reduce wealth should be rejected. It is for these reasons that the Net Present Value Maximization is superior to the profit maximization as an operational objective.



(Q 3.2)   forms of presentation of financial statements

There are 2 forms of presentation of financial statements:

· Traditional T-form

· Modern vertical form

Given below are the Traditional forms of Trading and Profit & Loss Account and the Balance Sheet

                  Trading and Profit & Loss account                       


                    To Purchases                                  By Sales 

                    To Opening Stock                          By Closing Stock 

                    To Wages

                    To Carriage

                    To Gross Profit        

                    to Administrative                          By Gross Profit

                           Expenses

                    To Selling Exps.

                    To Financial Exps.  

                    To Net Profit 





Balance Sheet as on 


Liabilities




  Assets

           Share Capital                                                Fixed assets

           Reserves & Surplus                                      Investments

secured Loans & Unsecured Loans             Current Assets/ loans/ Advances   

Current liabilities & Provisions                    Misc. Expenditure to the extent 

                                                                                 not written off

Given below are the Modern forms of Trading and Profit & Loss Account and the Balance Sheet

Vertical revenue statement

 I.  Net Sales                                                                                                           
II Cost of Goods sold










     Opening Stock                                                




 

  + Purchases 











  + Wages

  -  Closing stock

III. Gross Profit

IV. Add: Operating Income

V.  Less: Operating Expenses

VI. Operating Net profit 

VII.  Add: Non-Operating Income

VIII. Less: Non-operating Expenses

IX. Net Profit Before Interest and Tax 

X.  Less: Tax 

XI. Net Profit after Tax 

vertical balance sheet

I. sources of funds
  1. Shareholders Funds

      Equity Capital 

      Preference Share Capital 

Add: Reserves & Surplus 

         General reserve
           P/L a/c

Less:  Fictitious Assets

          Preliminary Assets

  2. Borrowed Funds

          Secured Loans 

          Unsecured Loans 












xxxxx
II. Application of funds 


   Fixed Assets

      Investments

     Working Capital



Current assets

          Less:

          Current liabilities












xxxxx

(q3.3)    Tools used for financial analysis

The various tools used for financial analysis are:

· Fund flow Statement

· Ratio Analysis

· Common Size Statements

· Comparative Financial Statements

· Trend Analysis

· Cash Budget

· Working Capital

· Leverages

Fund flow Statement 

Fund flow statement also referred to as statement of “source and application of funds” provides insight into the movement of funds and helps to understand the changes in the structure of assets, liabilities and equity capital. The information required for the preparation of funds flow statement is drawn from the basic financial statements such as the Balance Sheet and Profit and loss account. “Funds Flow Statement” can be prepared on total resource basis, working capital basis and cash basis. The most commonly accepted form of fund flow is the one prepared on working capital basis.

 Ratio Analysis 

Accounting ratios are effective tools of analysis. They are indicators of managerial and overall operational efficiency. Ratios, when properly used are capable of providing useful information. Ratio analysis is defined as the systematic use of ratios to interpret the financial statements so that the strengths and weaknesses of a firm as well as its historical performance and current financial condition can be determined the term ratio refers to the numerical or quantitative relationship between items/ variables. This relationship can be expressed as:

1) Fraction

2) Percentages

3) Proportion of numbers

These alternative methods of expressing items which are related to each other are, for purposes of financial analysis, referred to as ratio analysis. It should be noted that computing the ratio does not add any information in the figures of profit or sales. What the ratios do is that they reveal the relationship in a more meaningful way so as to enable us to draw conclusions from them.

Common Size Statements 

It facilitates the comparison of two or more business entities with a common base. In case of balance sheet. Total assets or liabilities or capital can be taken as a common base. 

These statements are called “Common Measurement” or “Component Percentage” or “100 percent” statements. Since each statement is reduced to the total of 100 and each individual component of the statement is represented as a % of the total of 100 which invariably serves as the base.

Thus the statement prepared to bring out the ratio of each asset of liability to the total of the balance sheet and the ratio of each item of expense or revenues to net sales known as the Common Size statements.

Comparative Financial Statements 

Comparative financial statements is statement of the financial position of a business so designed as to facilitate comparison of different accounting variables for drawing useful inferences.

Financial statements of two or more business enterprises may be compared over period of years. This is known as “inter-firm comparison”

 Financial statements of particular business enterprise maybe compared over two periods of years. This is known as “inter-period comparison”.

Trend Analysis 

Trend analysis is employed when it is required to analyze the trend of data shown in a series of financial statements of several successive years. The trend obtained by such an analysis is expressed as percentages. Trend percentage analysis moves in one direction either upwards or downwards, progression or regression. This method involves the calculation of percentages relationship that each statement bears to the same item in the base year. The base year maybe any one of the periods involved in the analysis but the earliest period id mostly taken as the base year. The trend percentage statement is an “analytical device for condensing the absolutely rupee data” by comparative statements.

Cash Budget 

Cash budget is a forecast or expected cash receipts and payments for a future period. It consists of estimates of cash receipts, estimate of cash disbursements and cash balance over various time intervals. Seasonal factors must be taken into account while preparing cash budget. It is generally prepared for 1 year and then divided into monthly cash budgets.

Working Capital 

 Working capital is the amount of funds held in the business or incurring day to day expenses. It is also termed as short term funds held in the business. It is ascertained by finding out the differences between total current assets and total current liabilities. Working capital is a must for every organization. It is like a life blood in the body. It must be of sufficient amount and should be kept circulated in the different forms of current assets and current liabilities. The success of organization depends upon how successfully the circulation of short term fund is maintained smoothly and speedily. Working capital is also compared with the water flowing in the river as the water is always flowing it is pure water similarly working capital should be kept circulated in different short term assets.

Leverages 

The employment of an asset or source of funds for which the first firm has to pay a fixed cost or fixed return may be termed as leverage. 

Operating leverages: is determined by the relationship between firms, sales revenue and its earnings before interest and taxes (EBIT) which are generally called as Operating profits. Operating leverage results from the existence of fixed operating expenses in the firm’s income stream. the operating leverage may be defined as the firm’s ability to use fixed operating cost to magnify the affects of charges In sales on its earnings before interest and taxes. 

financial leverages: it relates to the financing activities of a firm. Financial leverage results from the presence of fixed financial charges in the firm’s income stream. Financial leverages concerned with the effects or changes in the EBIT in the earnings available to equity shareholders. It is defined as the ability of a firm to use fixed financial charges to magnify the effects or changes in EBIT on the earnings per share.
Q.3  sub-q-4

Sources of Short term and long term finance

The business requires two types of finance namely:

1. Short term finance 

2. Long term finance

Short term finance is concerned with decisions relating to current assets and current liabilities and is also called as working capital finance.

Short term financial decisions typically involve cash flows within a year or within the operating cycle of the firm. Normally short term finance is for a period upto 3 years.

The main sources of short term finance are:

1. Cash credit

2. Short term loans from financial institutions

3. Bill Discounting

4. Letter of credit

5. Inter-corporate deposits

6. Commercial papers

7. Factoring

8. Working capital advance by commercial banks

1. Cash Credit: 

Cash Credit facility is taken basically for financing the working capital requirements of the organization. Interest is charged the moment cash credit is credited to the Bank A/C irrespective of the usage of the Cash Credit.

2. Short term loans from financial institutions:

 Bank overdraft

3. Bill Discounting:
 Bill Discounting is a short term source of finance, whereby Bills Receivable received from debtors are in cashed from the bank at a discounted rate.

4. Letter of credit

    Letter of credit is an indirect form of working capital financing and banks assume only the risk, the credit being provided by the supplier himself.

A letter of credit is issued by a bank on behalf of its customer to the seller. As per this document, the bank agrees to honor drafts drawn on it for the supplies made to the customer. I f the seller fulfills the condition laid down in the letter of credit.

5.Inter- corporate Deposits

  A deposit made by one company with another, normally for a period of six months is referred to as an ICD ie. Short-term deposits with other companies are a fairly attractive form of investment of short term funds in terms of rate of return.

 These deposits are usually of three types:

a. Call deposits: A call deposit is withdraw able by the lender on a given days notice.

b. Three-months Deposits: These deposits are taken by the borrowers to tied over a short term cash inadequacy

c. Six-month Deposits: Normally lending companies do not extend deposits beyond this time frame. Such deposits are usually made with first-class borrowers.

6. Commercial papers

A company can use commercial papers to raise funds. It is a promissory note carrying the undertaking to repay the amount or/ on after a particular date.

7. Factoring

    A factor is a financial institution which offers services relating to management and financing of debts arising form credit sales. Factoring provides resources to finance receivables as well as facilitates the collection of receivables.

There are 2 banks, sponsored organizations which provide such services:

a. SBI factos and commercial services LTD

b. Canbank factors LTD, started operations since the beginning of 1997.

 8.Working capital advance by commercial banks

Since the above sources do not permit the use of funds, for a longer period of time, the business has to seek further sources, if the need is for a longer period of time , ie. which extends to 3 years and above.

When a firm wants to invest in long term assets, it must find the needs to finance them. The firm can rely to some extent on funds generated internally. However, in most cases internal resources are not enough to support investment plans. When that happens the firm may have to curtail investment plan or seek external funding. Most firms choose to take external funding. They supplement internal funding with external funding raise from a variety of sources.

The main sources of long term finance can broadly divided into:

1. Internal

2. External

  Internal sources include:

a. Share capital (Equity shares and preference shares)

b. Reserves and Surplus

c. Personal loans and advances from owners called as ‘Quasi Capital’

External sources include:

a. Term loan from banks, financial institutions and international bodies like International Monetary Funds, World Bank, Asian Development Bank.

b. Debentures

c. Loans and advances from friends and relatives

d. Inter- Corporate Deposits

e. Asian Depository Receipts / Global Depository Receipts

f. Commercial Papers

The short term or long term finance is a function of financial management. The good and efficient management is that which can raise the funds whenever required and at the most competitive terms and conditions. Raising of funds either internally or externally requires a professional approach and also complying with so many legal, technical and statutory requirements prescribed by the Companies Act, Securities Exchange Board Of India, Stock Exchanges Authorities and also allied laws like Income Tax, Foreign Exchange Management Act, Banking Regulations Act, etc.
 Q3 sub q-5

Trading on Equity

Trading on Equity refers to the practice of using borrowed funds, carrying a fixed charge, to obtain a higher return to the Equity Shareholders.

 With a larger proportion of the debt in the financial structure, the earnings, available to the owners would increase more than the proportionately with an increase in the operating profits of the firm.

 This is because the debt carries a fixed rate of return and if the firm is able to earn, on the borrowed funds, a rate higher than the fixed charges on loans, the benefit will go the shareholders. This is referred to as “Trading on Equity”

The concept of trading on equity is the financial process of using debt to produce gain for the residual owners or the equity shareholders. The term owes its name also to the fact that the equity supplied by the owners, when the amount of borrowing is relatively large in relation to capital stock, a company is said to be trading on equity, but where borrowing is comparatively small in relation to capital stock, the company is said to be trading on thick equity. Capital gearing ration can be used to judge as to whether the company is trading on thin or thick equity.

LLUSTRATION

	PARTICULARS
	A
	B
	C
	A
	B
	C

	EQUITY
	200
	200
	200
	800
	600
	200

	DEBT@15%
	800
	800
	800
	200
	400
	800

	TOTAL
	1000
	1000
	1000
	1000
	1000
	1000

	EBIT
	300
	400
	200
	300
	300
	300

	LESS:INTERSET@15%
	120
	120
	120
	30
	60
	120

	NPBT
	180
	280
	80
	270
	240
	180

	LESS:TAX@35%
	63
	98
	28
	94.50
	84
	63

	NPAT
	117
	182
	52
	175.50
	156
	117

	RETURN ON 
	
	
	
	
	
	

	EQUTIY
	58.50
	91
	26
	21.94
	26
	58.50

	%INC/DEC IN EBIT
	-
	33.33
	(33.33)

	%INC/DEC IN ROE
	-
	55.56
	(55.56)


Q3.6

Budgetary control

· Budgetary control is a mechanism whereby organizations prepare fixed, functional, flexible, master budget for a specified period in advance, with the basic purpose of knowing in advance the requirements of the organization so that prehand arrangements can be made and control and corrective measures can be taken at the appropriate time.

· Functional budget includes purchase budget, sale budget, expenses budget and cash budget.

· Flexible budget are prepared so as to know the impact of change in the level of sales on expenses, like variable , semi variable and fixed expenses, so as to in advance the steps the organization has to take and plan its activities accordingly.

· Budgetary control is also resorted to for corrective action. The company makes plans , implements it and analysis it and the accounting takes corrective action.

· Master budget prepared combines all the functional budgets so as to the overall requirements of the organization. 

It is a master plan showing the entire requirements of the organization.

(Q3.7)INVENTORY MANAGEMENT:

Every business firm has to keep stocks for different purposes. The three most important types of stock for most business firms are raw materials, work in process and finished goods. Raw materials consist of goods purchased from other firms for manufacturing a product. Work in process contains partly completed goods in the process of production and finished goods are ready for sale. The classification of a particular item depends on the kind of business.

Proper stock management requires arriving at a balance between inventory carrying costs and adequately meeting demand. Extreme levels of stocks - too high or too low - are not desirable. Maintaining high levels of stocks enhances the firm’s capability to meet demand. It also results in high carrying costs. Too little stocks although resulting in lower carrying costs increases the opportunity cost of being out of stocks and increases customer dissatisfaction.

INVENTORY MANAGEMENT TECHNIQUES:
To manage the stocks effectively, a firm should use a system approach to stock management. A system approach considers in a single model all the factors that affect the stock. A system for effective stock management involves three sub-system namely economic order quantity, reorder point and stock level. Before we discuss the EOQ model, let us discuss the three types of costs associated with stock management:                               

(a) Ordering costs: Ordering costs relating to purchased items includes expenses for requisitioning, preparation of purchase order, expediting, transport and receiving and placing in storage.

(b) Carrying costs: Carrying costs includes interest on capital locked up in stock, storage, insurance, obsolescence and taxes.

(c) Shortage costs: The shortage cost arises when stocks are short of requirements for meeting the needs of production or the demand of customers. When a firm orders large quantity of stocks in order to reduce the total ordering costs, the average stock, other things being equal, tends to be high thereby increasing the carrying costs. If a firm wants to avert stocks-out costs, it may have to maintain larger stocks which will result in higher carrying costs. Therefore, proper balancing of the costs becomes important. 

Economic Order Quantity:
Economic order quantity (EOQ) is the optimal order size that will result in the lowest total of order and carrying costs for an item of stock given its expected usage, carrying costs and ordering costs. Thus, the ordering size determines the total inventory costs.

Quantity Discounts and Order Quantity:

When quantity discount is available, price per unit is influenced by the order quantity. The EOQ formula can also be used as starting point for analyzing the problem. In this case, following procedure may be followed.

(1) Determine the order quantity using EOQ formula assuming no discount.

(2) If this order quantity enables the firm to get quantity discount then it represents the optimal order size.

Order Point:
In the EOQ model we have assumed that the lead time for producing the material is zero. In the real word, however, time is required for procurement of material and hence the order level must be such that inventory at the time of Ordering suffices to meet the needs of production during the procurement period. If the usage rate of material and the lead time for procurement are known with certainty then the ordering level would be as follows:

When the usage rate and lead time are likely to vary, the recorder-level should be higher than the normal consumption period requirement during the procurement period to provide a measure of safety in face of variability of usage and the lead time. In this case/ the reorder level will be equal to: normal consumption + safety stock.

Safety Stock:
EOQ model also assumes that the lead time and usage rates are known with certainty. However, in real life situations one rarely comes across such situation. When usage rate and lead time vary, then the reorder level should naturally be at a level high enough to cater the production needs during the procurement period and also to provide some measure of safety for at least partially neutralizing the degree of uncertainty. The safety stock depends upon the degree of uncertainty surrounding the usage rate and lead time. Inventory carrying costs are proportional to the level of inventories carried; it rarely makes sense to seek total protection against stock out. 

In view of the trade off between stock out cost and inventory carrying cost, the optimal level of safety stock is usually much less than the level of safety stocks required achieving total protection against stock out.

The ABC System

This is a method, of inventory control which provides a means for reducing safety stock investment without increasing the probability of stock outs. The ABC systems provide that the management should concentrate its energy in controlling those items that most affect the organizational objectives. It is actually a material use classification system. A firm using this system segregates its inventory into three groups A, B, and C. 

The 'A' items are those in which it has the largest rupee investment. The B group consists of the items accounting for the next largest investment. The C group typically consists of a large number of items accounting for a small rupee investment. 'A' group consists of 10 to 20 percent of the inventory items that account for 90 percent of the firm’s rupee investment. 'B' group consists of 30 to 40 percent of inventory items that account for 5 to 8 percent of the firm’s rupee investment and 'C' group consists of 60 to 70 percent of the inventory items that account for only 2 to 5 percent of the firm’s rupee investment.

An approximate categorization of items into A, B, and C groups can be made by comparing the cumulative percentage of items with the cumulative percentage of the corresponding usage values. This technique is of great importance because it determines the spotlight of attention to be given in respect of the areas such as loss, wastage, scrap, quality, price variance, usage variance and inventory turnovers. The analyst knows that the greater the efficiency with which the firm manages its inventory the lower is the required investment and the greater the shareholder wealth.

Q3.(8)ADVANTAGES OF RATIO ANALYSIS

· Ratios simplify and summarize numerous accounting data in a systematic manner so that the simplified data can be used effectively for analytical studies.

· Ratios avoid distortions that may result the study of absolute data or figures

· Ratios analyze the financial health, operating efficiency and future prospects by inter-relating the various financial data found in the financial statement.

· Ratios are invaluable guides to management. They assist  the management to discharge their functions of planning, forecasting, etc. efficiently.

· Ratios study the past and relate the findings to the present. Thus useful inferences are drawn which are used to project the future.

· Ratios are increasingly used in trend analysis.

· Ratios being measures of efficiency can be used to control efficiency and profitability of a business entity.

· Ratio analysis makes inter-firm comparisons possible. i.e. evaluation of interdepartmental performances.

· Ratios are yard stick increasingly used by bankers  and financial institutions in evaluating the credit standing of their borrowers and customers.

Q.3 (9) Contents of the capital structure

The capital structure includes Funds received from the owners of the business i.e. the Shareholders and therefore called as

· Share holders fund

· Proprietore fund

· Owners fund

The share holders fund are further classified into 

Share Capital: Equity and Preference

Reserves and Surplus: General reserve, etc

Fictitious assets: Preliminary expenses,etc 

The capital structure also includes Borrowed Funds which are further divided into 

Secured Loans (Bank loans, debentures, etc)

Unsecured loans ( loans from friends and relatives)

The Result of which is 

The Capital employed i.e. The total long term funds supplied by the creditors and owners of the firm.It can be computed in 2 ways. First as mentioned above – the non-current liabilities plus owners equity. Alternatively its is equal to net working capital plus fixed assets.

Kd( before tax) = R

Kd ( After tax) =  R ( 1-t)

Ke = Dividend            *  100

         Net proceeds  

The format of The capital structure will  further illustrate the meaning.

VERTICAL BALANCE SHEET

 SOURCES OF FUNDS                                                 
Rs.
Rs.
Rs.

OWNERS FUNDS

A. SHARE CAPITAL

Equity Share Capital
                                                           X 

Preference Share Capital
                                               X           X

B RESERVES & SURPLUS

General Reserve, etc
                                                          X

Profit & Loss A/ce
                                                          X            X

                                                                                                           XX

Less: Losses and Fictitious Assets
                                                  X        XX


(Preliminary expenses, etc)

2.BORROWED FUND

A Secured Loans
                                                                         X

B Unsecured Loans
                                                                         X        XX
TOTAL FUNDS/CAPITAL EMPLOYED
                                                  X

(Q3.10)RECEIVABLES MANAGEMENT:

The management of accounts receivables management deals with viable credit and collection policies. A very liberal credit policy will increase sales and also bad debt losses. On the other hand a conservative credit policy will reduce bad debt losses but also reduce sales. A good credit policy should seek to strike a reasonable balance between sales and bad debt losses. The objective of receivables management is to promote sales and profits until that point is reached where the returns that the firm gels from funding of receivables is less than the cost that the firm has to incur in order to fund these receivables. This, the purpose of receivables is directly connected with the firms objective of making credit sales.

The following aspects of receivables management are important:

(A) Credit Policy: Credit policy means the decisions with regard to the credit standards, i.e. who gets credit and up to what amount and on what specific terms. The firms credit policy influences the sales level, the investment .level, in cash, inventories, accounts receivables and physical equipments, bad debt losses and collection costs. The various factors associated with credit policy are:

(i) Credit Standards

(ii) Credit Period

(iii) Cash Discount

(iv) Collection Programme.

Credit Standard means classification of customers to whom credit can not be expended or can be extended. A firm can take the help of credit rating agencies for this purpose. 

Credit Period means the length of time customers are allowed to pay for their purchases. It may vary from 15 days to 60 days. 

Cash Discount is generally offered to induce prompt payment by the customers, credit terms provide the percentage of discount and the period during which it may be available, for example, credit terms of 2/10 net 30 means that a discount of 2 percent is offered if the payment is made by the 10th day otherwise the full payment is due by the 30th day. 

The Collection Programme means the collection effort of a firm as decided by the credit policy. The objective of the collection policy is to collect the receivables in time. The collection programme consists of the following details:

(1) Monitoring the state of receivables,

(2) Despatch the letters to customers whose due date is approaching,

(3) Communicate the customers by telephone at about the due date,

(4) Threat of legal action to overdue accounts,

(5) Actual legal action against overdue accounts.

(B) Credit Evaluation: Credit evaluation means a review of a prospective customer by obtaining the information to judge the customers willingness and ability to pay his debt. In judging the credit worthiness of an applicant the three basic factors which should be considered are, character, capacity and collateral. The character refers to the willingness of the customer to honour his obligations. The capacity ' refers to the ability of a customers to pay on time and the collateral represents the security offered by him in the form of mortgages. A firm can use different ways to judge the creditworthiness of an applicant. Some of the ways are as follows:

- Analysis of financial statements

- obtaining of bank certificate            

- Analysis of past experience

- Numerical credit scoring.

(C) Credit Granting Decision: Credit evaluation helps to judge the credit worthiness of a prospective customer. Credit granting decision is a procedure of final decision whether to grant credit to the prospective customer or not. The decision to grant credit or not depends upon the (cost benefit analysis. The manager can form a subjective opinion based on credit evaluation about the chance of getting payment and the chance of not getting payment. The relative chances of getting the payment or not getting the payment are at the back of his mind while taking such a decision.

Q3.11 Accounting concepts and conventions

Accounting concepts and conceptions are those basic points of agreements on which financial accounting theory and practices are found.

The following are the widely accepted accounting concepts.

1) Entity concept – Entity concept means that the enterprise is liable to the owner for capital investment made by the latter. Since the owner invested capital, which is also called risk capital, he has claim on the profit of the enterprise. A proportion of profit which is apportioned to the owner and is immediately payable becomes current liability,

Illustration – Mr. x started business investing rs 7,00,000 with which he purchased machinery for Rs 5,00,000 and maintained the balance in hand. The financial position of business will be as follows – 

Balance sheet

Liabilities






Assets


Capital

7,00,000

machinery

5,00,000








Cash


2,00,000

                                   ________________________________________





7,00,000




7,00,000

This means that the company owes to Mr x Rs 7,00,000 . Now if Mr X spend Rs 5,000 to meet his family expenses, it should not be taken as business expense. Following the entity concept the revised financial position would be





Balance sheet

Liabilities





Assets

Capital

 Rs  6,95,000

Machinery   

5,00,000








Cash


1,95,000

-


----------------




-----------




6,95,000





6,95,000




---------------





-------------

2) Cost concept – by this concept, the value of an asset is to be determined on the basis of acquisition cost. Although there are various measurement bases, accountants prefer this concept in the interests of objectivity.

When a machine is acquired by paying Rs 5,00,000 , following cost concept value of machine is taken as 5,00,000. 

It is highly objective and free from biased, other measurement bases are not so objective.

3) Realization concept – this concept closely follows the cost concept. Any change in the value of an asset is to be recorded only when the business realizes it.

When an asset is recorded at its historical cost of Rs 5,00,000 and even if it current cost is Rs 15,00,000 such change is not counted unless there is certainty that such change will materialize.

However accountants follow a more conservative path, they try to cover all probable losses but do not count any probable gain. That is to say if accountants anticipate decrease in value the count it but if there is increase in value they ignore it until it is realized.

4) Dual Aspect concept – This concept is the core of double entry book – keeping. Every transaction or event has two aspects.

·  It increases one asset and decreases other asset

· it increases an  asset and simultaneously increases liability

· it deceases one asset , increases another asset

· it decreases one asset, decreases a liability

Alternatively

· it increases one liability, decreases other liability

· it increases a liability, increases an asset

· it decreases liability, increases other liability

· it decreases liability, decreases an assets
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