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UNIT – I INTRODUCTION TO BUSINESS AND ECONOMICS 

 

Business: A business (also known as an enterprise, a company, or a firm) is 

an organizational entity and legal entity made up of an association of people, be 

they natural, legal, or a mixture of both who share a common purpose and unite in 

order to focus their various talents and organize their collectively 

available skills or resources to achieve specific declared goals and are involved in 

the provision of goods and services to consumers. A business can also be described 

as an organisation that provides goods and services for human needs. 

Businesses serve as conductors of economic activity, and are prevalent in capitalist 

economies, where most of them are privately owned and provide goods and 

services allocated through a market to consumers and customers in exchange for 

other goods, services, money, or other forms of exchange that hold 

intrinsic economic value. 

Businesses may also be social nonprofit enterprises or state-owned public 

enterprises operated by governments with specific social and economic objectives. 

The word "business" can refer to a particular organization or to an entire market 

sector (for example, "the finance business" is "the financial sector") or to all 

economic sectors collectively 

Typically private-sector businesses aim to maximize their profit, although in some 

contexts they may aim to maximize their sales revenue or their market share. 

Government-run businesses may aim to maximize some measure of social welfare. 
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Business entity 

Is an entity that is formed and administered as per corporate law in order to engage 

in business activities, charitable work, or other activities allowable. Most often, 

business entities are formed to sell a product or a service. 

Types of Business entities: 

There are many types of Business Entities 

1. Sole proprietorship: A sole proprietorship, also known as a sole trader, is 

owned by one person and operates for their benefit. The owner operates the 

business alone and may hire employees. A sole proprietor has 

unlimited liability for all obligations incurred by the business, whether 

from operating costs or judgments against the business. All assets of the business 

belong to a sole proprietor, including, for example, computer infrastructure, 

any inventory, manufacturing equipment, or retail fixtures, as well as any real 

property owned by the sole proprietor. 

2. Partnership: A partnership is a business owned by two or more people. In most 

forms of partnerships, each partner has unlimited liability for the debts incurred by 

the business. The three most prevalent types of for-profit partnerships are:  

1. General partnerships,  

2. Limited partnerships, 

3.  Limited liability partnerships 

3. Corporation: The owners of a corporation have limited liability and the 

business has a separate legal personality from its owners. Corporations can be 

either government-owned or privately owned. They can organize either for profit 

or as nonprofit organizations. A privately owned, for-profit corporation is owned 

by its shareholders, who elect a board of directors to direct the corporation and hire 

its managerial staff. A privately owned, for-profit corporation can be 

either privately held by a small group of individuals, or publicly held, with publicly 

traded shares listed on a stock exchange 
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4. Cooperative: Often referred to as a "co-op", a cooperative is a limited-liability 

business that can organize as for-profit or not-for-profit. A cooperative differs from 

a corporation in that it has members, not shareholders, and they share decision-

making authority. Cooperatives are typically classified as either consumer 

cooperatives or worker cooperatives. Cooperatives are fundamental to the ideology 

of economic democracy. 

5. Franchises: A franchise is a system in which entrepreneurs purchase the rights 

to open and run a business from a larger corporation.[7] Franchising in the United 

States is widespread and is a major economic powerhouse. One out of twelve retail 

businesses in the United States are franchised and 8 million people are employed in 

a franchised business. 

6. Limited liability companies (LLC), limited liability partnerships, and other 

specific types of business organization protect their owners or shareholders 

from business failure by doing business under a separate legal entity with certain 

legal protections. In contrast, unincorporated businesses or persons working on 

their own are usually not as protected. 

7. A company limited by guarantee. Commonly used where companies are 

formed for noncommercial purposes, such as clubs or charities. The members 

guarantee the payment of certain (usually nominal) amounts if the company goes 

into insolvent liquidation, but otherwise, they have no economic rights in relation 

to the company. This type of company is common in England. A company limited 

by guarantee may be with or without having share capital. 

8.A company limited by shares. The most common form of the company used for 

business ventures. Specifically, a limited company is a "company in which the 

liability of each shareholder is limited to the amount individually invested" with 

corporations being "the most common example of a limited company."[9] This type 

of company is common in England and many English-speaking countries. A 

company limited by shares may be a 
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 publicly traded company  

 privately held company. 

9.A company limited by guarantee with a share capital. A hybrid entity, usually 

used where the company is formed for noncommercial purposes, but the activities 

of the company are partly funded by investors who expect a return. This type of 

company may no longer be formed in the UK, although provisions still exist in law 

for them to exist.  

10.A limited liability company. "A company—statutorily authorized in certain 

states—that is characterized by limited liability, management by members or 

managers, and limitations on ownership transfer", i.e., L.L.C. LLC structure has 

been called "hybrid" in that it "combines the characteristics of a corporation and of 

a partnership or sole proprietorship". Like a corporation, it has limited liability for 

members of the company, and like a partnership it has "flow-through taxation to 

the members" and must be "dissolved upon the death or bankruptcy of a member" 

11.An unlimited company with or without a share capital. A hybrid entity, a 

company where the liability of members or shareholders for the debts (if any) of 

the company are not limited. In this case doctrine of a veil of incorporation does 

not apply. 

12. Companies formed by letters patent. Most corporations by letters patent 

are corporations sole and not companies as the term is commonly understood 

today. 

13.Charter corporations. Before the passing of modern companies legislation, 

these were the only types of companies. Now they are relatively rare, except for 

very old companies that still survive (of which there are still many, particularly 

many British banks), or modern societies that fulfill a quasi-regulatory function 

(for example, the Bank of England is a corporation formed by a modern charter). 
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14. Statutory companies. Relatively rare today, certain companies have been 

formed by a private statute passed in the relevant jurisdiction. 

Companies are also sometimes distinguished for legal and regulatory purposes 

between public companies and private companies. Public companies are 

companies whose shares can be publicly traded, often (although not always) on 

a stock exchange which imposes listing requirements/Listing Rules as to the issued 

shares, . Private companies do not have publicly traded shares, and often contain 

restrictions on transfers of shares. In some jurisdictions, private companies have 

maximum numbers of shareholders. 

            

A limited liability company (LLC) is the United States-specific form of a private 

limited company. It is a business structure that combines the pass-through 

taxation of a partnership or sole proprietorship with the limited liability of 

a corporation. A limited liability company (LLC) is a hybrid legal entity having 

certain characteristics of both a corporation and a partnership or sole 

proprietorship (depending on how many owners there are). An LLC is a type 

of unincorporated association distinct from a corporation. 

Advantages: 

1. Choice of tax regime. An LLC can elect to be taxed as a sole proprietor, 

partnership, S corporation or C corporation (as long as they would otherwise 

qualify for such tax treatment), providing for a great deal of flexibility 

2. A limited liability company with multiple members that elects to be taxed as 

partnership may specially allocate the members' distributive share of income, gain, 

loss, deduction, or credit via the company. 

3. The owners of the LLC, called members, are protected from some or all liability 

for acts and debts of the LLC, depending on state shield laws 
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4. Much less administrative paperwork and record-keeping than a corporation. 

5.Pass-through taxation (i.e., no double taxation), unless the LLC elects to be taxed 

as a C corporation. 

6 .Using default tax classification, profits are taxed personally at the member level, 

not at the LLC level. 

7. LLCs in some states can be set up with just one natural person involved. 

8. Less risk of being "stolen" by fire-sale acquisitions (more protection against 

"hungry" investors). 

 

Disadvantages: 

1. It may be more difficult to raise financial capital for an LLC as investors 

may be more comfortable investing funds in the better-understood corporate 

form with a view toward an eventual IPO. 

2. The management structure of an LLC may not be clearly stated. Unlike 

corporations, they are not required to have a board of directors or officers. 

3. Taxing jurisdictions outside the US are likely to treat a US LLC as a 

corporation, regardless of its treatment for US tax purposes 

4. The principals of LLCs use many different titles—e.g., member, manager, 

managing member, managing director, chief executive officer, president, 

and partner. As such, it can be difficult to determine who actually has the 

authority to enter into a contract on the LLC's behalf. 

Theory of Firm: 

The theory of firm is the micro economic concept founded in neoclassical 

economic that states the firm concluding business and corporations exist and make 

decision to maximize profits .firm indirect with the market determine pricing and 

demand and then allocated resources according to models that looks to maximize 

net profits. 
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Sources of finance: 

 

1. Issue of shares 

2. Issue of Debentures 

3. Retained Earnings 

4. Public deposits 

5. Financing through banks 

6. Institutional financing 

 

1. Issue of shares: Capital of a company divided into units it is called share. 

 Equity share capital 

 Preference share capital 

 

2. Issue of Debentures: Debentures is an instrument issued by the company 

acknowledging its debts to the holder under its seal. 

 

3. Retained Earnings: The profit earned by the business enterprise should be paid 

to shareholders dividend but the company with holds certain amount of profits as 

general reserve or retained earnings. 

 

4. Public deposits: The amount deposited but the public with the company by 

specified period at the predetermined rate of interest is called public deposits. 

 

5. Financing through banks: Banks credit or bank finance .It is the source of short 

term finance .bank finance may be both secured and unsecured. 

 

6. Institutional financing: The government established several specialized financial 

institutions to provide finance to the company. 

 IFCI-Industrial financial corporation of India 

 IDBI-Industrial Development Bank Of India. 

 ICICI-Industrial Credit and Investment Corporation of India 

 NSIC-National Small Industries Corporation of India. 

 

 

 

 

 

 



 

Non –Conventional sources of Finance 

Non conventional sources are different from conventional sources such as owners 

capital and  borrowed capital, usually company use the following non conventional 

sources of finance 

 

1. Lease Financing 

2. Hire Purchase. 

3. Factory services. 

 

ECONOMICS 

It is  derived from Greek word .In general economics can be defined as social 

science which deals with human behavior how he uses limited income to satisfy 

the unlimited wants. 

Economics have been defined under three stages 

Classical stage, Neo classical stage , Modern stage. 

 Adam smith defines Economics as the” Science of Wealth”. 

 

 In neo classical stage Alfred marshal According to him Economics can be 

defined as study of mans action in the ordinary business of life. 

 

 In modern stage Robbins According to him Economics is a science which 

studies human behavior as a relationship between unlimited wants and 

limited resources. 

 

 Samuelson: Economics is the study of how man and society choose with or 

without the use of money to employ scarce productive resources, which 

could have alternative uses to produce various commodities over time and 

distribution them for consumption now and in the future among various 

people and groups of society. 

 

 

 

 



 

 

 

 

 

Significance of Economics: 

Theoretical advantages 

a. Increase in knowledge 

b. Developing analytical attitude. 

Practical Advantages: 

a. Significance for the consumer 

b. Significance for Producers 

c. Significance for Workers 

d. Significance for Politicians 

e. Significance for Academicians 

f. Effective manpower planning 

g. Helpful in fixing price 

h. Solving distribution problem 

Concepts of Micro and Macro Economics: 

Economics is divided in to two parts  

1. Micro Economics: It is the study of Individual. It is the branch of economics. 

Which is concerned with the analysis of the behavior of the individual units or 

variables such as individual demand or the price of the product. 

2. Macro Economics: It is the study of aggregate or total level of economic 

activity in a country. 

 

 

 



 

 

 

Nature and scope of Business Economics 

Business Economics may be defined as the use of economic analysis to make 

business decisions involving the best use of an organization’s scarce resources. 

Joel Dean defined Business Economics in terms of the use of economic analysis in 

the formulation of business policies. Business Economics is essentially a 

component of Applied Economics as it includes application of selected quantitative 

techniques such as linear programming, regression analysis, capital budgeting, 

break even analysis and cost analysis 

Nature of Business Economics 

1. Business Economics is a Science 

2. Based on Micro Economics 

3. Incorporates elements of Macro Analysis: 

4. Business Economics is an art as it involves practical application of rules and 

principles for the attainment of set objectives. 

5. Use of Theory of Markets and Private Enterprises 

6. Pragmatic in Approach: 

7. Interdisciplinary in nature 

8. Normative in Nature: 

SCOPE OF BUSINESS ECONOMICS 

The scope of Business Economics is quite wide. It covers most of the practical 

problems a manager or a firm faces. There are two categories of business issues to 

which economic theories can be directly applied, namely:  

1. Microeconomics applied to operational or internal Issues  

2. Macroeconomics applied to environmental or external issues Therefore, the 

scope of Business Economics may be discussed under the above two heads. 

 

 



 

 

 

Microeconomics applied to operational or internal Issues 

1. Demand analysis 

2. Production and Cost Analysis 

3. Inventory Management 

4. Market Structure and Pricing Policies 

5. Resource Allocation 

6. Theory of Capital and Investment Decisions 

7. Prot Analysis 

8. Risk and Uncertainty Analysis. 

Macroeconomics applied to environmental or external issues 

Environmental factors have significant ininfluence upon the functioning and 

performance of business. The major macro economic factors relate to: 

1. The type of economic system w  

2. Stage of business cycle  

3. The general trends in national income, employment, prices, saving and 

investment.  

4. Government’s economic policies like industrial policy, competition policy, 

monetary and social policy, price policy, foreign trade policy and 

globalization policies  

5. Working of financial sector and capital market w socio-economic 

organizations like trade unions, producer and consumer unions and 

cooperatives. 

6. Social and political environment.  

Business decisions cannot be taken without considering these present and future 

environmental factors. As the management of the firm has no control over these 

factors, it should ne-tune its policies to minimize their adverse eect. 

 



 

 

 

Role of Business economists: 

Business Economist should study the environment .he should take decision 

regarding business operations 

 Production and Inventory 

 Price and Wage Policies 

 Inventory 

 Profit and Budgets. 

National Income 

Introduction: 

National income is an uncertain term which is used interchangeably with 

national dividend, national output and national expenditure. On this basis, 

national income has been defined in a number of ways. In common parlance, 

national income means the total value of goods and services produced annually 

in a country. 

Definitions of National Income: 

 The definitions of national income can be grouped into two classes: One, the 

traditional definitions advanced by Marshall, Pigou and Fisher; and two, 

modern definitions. 

 

 According to Marshall: “The labour and capital of a country acting on its 

natural resources produce annually a certain net aggregate of commodities, 

material and immaterial including services of all kinds. This is the true net 

annual income or revenue of the country or national dividend.” 

 

 A.C. Pigou has in his definition of national income included that income 

which can be measured in terms of money. In the words of Pigou, “National 

income is that part of objective income of the community, including of 

course income derived from abroad which can be measured in money.” 



 

 

 

 

 

 Fisher adopted ‘consumption’ as the criterion of national income whereas 

Marshall and Pigou regarded it to be production. According to Fisher, “The 

National dividend or income consists solely of services as received by 

ultimate consumers, whether from their material or from the human 

environments. Thus, a piano, or an overcoat made for me this year is not a 

part of this year’s income, but an addition to the capital. Only the services 

rendered to me during this year by these things are income.” 

Modern Definitions: 

From the modern point of view, Simon Kuznets has defined national income as 

“the net output of commodities and services flowing during the year from the 

country’s productive system in the hands of the ultimate consumers.” 

Concepts of National Income: 

There are a number of concepts pertaining to national income and methods of 

measurement relating to them. 

There are various concepts of National Income.  

The main concepts of NI are: GDP, GNP, NNP, NI, PI, DI, and PCI. These 

different concepts explain about the phenomenon of economic activities of the 

various sectors of the various sectors of the economy. 

Gross Domestic Product (GDP) 

The most important concept of national income is Gross Domestic Product. Gross 

domestic product is the money value of all final goods and services produced 

within the domestic territory of a country during a year. 

Algebraic expression under product method is, 

GDP=(P*Q) 

 

 

 



 

 

 

where, 

GDP=Gross Domestic Product 

P=Price of goods and service 

Q=Quantity of goods and service 

denotes the summation of all values. 

According to expenditure approach, GDP is the sum of consumption, investment, 

government expenditure, net foreign exports of a country during a year. 

Algebraic expression under expenditure approach is, 

GDP=C+I+G+(X-M) 

 

 

Where, 

C=Consumption 

I=Investment 

G=Government expenditure 

(X-M)=Export minus import 

GDP includes the following types of final goods and services. They are: 

Consumer goods and services. 

1. Gross private domestic investment in capital goods. 

2. Government expenditure. 

3. Exports and imports. 

Gross National Product (GNP) 

Gross National Product is the total market value of all final goods and services 

produced annually in a country plus net factor income from abroad. Thus, GNP is 

the total measure of the flow of goods and services at market value resulting from 

current production during a year in a country including net factor income from 

abroad. The GNP can be expressed as the following equation: 

 



 

 

 

 

GNP=GDP+NFIA (Net 

Factor Income from Abroad) 

                    or 

 

 

 

Hence, GNP includes the following: 

Consumer goods and services. 

1. Gross private domestic investment in capital goods. 

2. Government expenditure. 

3. Net exports (exports-imports). 

4. Net factor income from abroad. 

Net National Product (NNP) 

Net National Product is the market value of all final goods and services after 

allowing for depreciation. It is also called National Income at market price. 

When charges for depreciation are deducted from the gross national product, we 

get it. Thus, 

                          NNP=GNP-Depreciation 

                              or                       

                NNP=C+I+G+(X-M)+NFIA-Depreciation 

National Income (NI) 

National Income is also known as National Income at factor cost. National income 

at factor cost means the sum of all incomes earned by resources suppliers for their 

contribution of land, labor, capital and organizational ability which go into the 

years net production. Hence, the sum of the income received by factors of 

production in the form of rent, wages, interest and profit is called National Income. 

Symbolically, 

GNP=C+I+G+(X-M)+NFIA 



 

                

 

 

 NI=NNP+Subsidies-Interest Taxes 

                                   or 

              GNP-Depreciation Subsidies-Indirect Taxes 

                                    or 

NI=C+G+I+(X-M)+NFIA-Depreciation-Indirect Taxes +Subsidies 

 

Personal Income (PI) 

Personal Income i s the total money income received by individuals and 

households of a country from all possible sources before direct taxes. Therefore, 

personal income can be expressed as follows: 

       PI=NI-Corporate Income Taxes-Undistributed Corporate Profits-Social 

Security Contribution+Transfer Payments 

 

Disposable Income (DI) 

The income left after the payment of direct taxes from personal income is called 

Disposable Income. Disposable income means actual income which can be spent 

on consumption by individuals and families. Thus, it can be expressed as:  

                         DI=PI-Direct Taxes 

From consumption approach,  

                       DI=Consumption Expenditure+Savings 

 

Per Capita Income (PCI) 

Per Capita Income of a country is derived by dividing the national income of the 

country by the total population of a country. Thus,  

                     PCI=Total National Income/Total National Population 

 



 

 

 

 

Importance of national income: 

Economic Policy: It is through such estimates that we know the aggregate yield of 

the economy and can lay down future economic policy for development. 

2. Economic Planning: National income statistics are the most important tools 

for long-term and short-term economic planning 

3. Economy’s Structure: National income statistics enable us to have clear idea 

about the structure of the economy 

4. Inflationary and Deflationary Gaps: National income and national product 

figures enable us to have an idea of the inflationary and deflationary gaps. 

5. Budgetary Policies: Modern governments try to prepare their budgets within 

the framework of national income data and try to formulate anti-cyclical 

policies according to the facts. 

6. National Expenditure: National income studies show how national 

expenditure is divided between consumption expenditure and investment 

expenditure. 

7. Distribution of Grants-in-aid: National income estimates help a fair 

distribution of grants-in-aid by the federal governments to the state 

governments and other constituent units 

8. Standard of Living Comparison: National income studies help us to compare 

the standards of living of people in different countries and of people living in 

the same country at different times. 

 

 

 

 



 

 

 

 

Monetary inflation 

Monetary inflation is a sustained increase in the money supply of a country (or 

currency area). Depending on many factors, especially public expectations, the 

fundamental state and development of the economy, and the transmission 

mechanism, it is likely to result in price inflation, which is usually just called 

"inflation", which is a rise in the general level of prices of goods and services 

There is general agreement among economists that there is a causal relationship 

between monetary inflation and price inflation. This relationship is also 

constantly changing, within a larger complex economic system. So there is a 

great deal of debate on the issues involved, such as how to measure 

the monetary base and price inflation, how to measure the effect of public 

expectations. 

 

Business cycles 

 

A capitalistic economy experiences fluctuations in the level of economic activity. 

And fluctuations in economic activity mean fluctuations in macroeconomic 

variables. At times, consumption, investment, employment, output, etc., rise and at 

other times these macroeconomic variables fall. Such fluctuations in 

macroeconomic variables are known as business cycles. 

In brief, a business cycle is the periodic but irregular up-and-down movements in 

economic activity. Since their timing changes rather unpredictably, business cycles 

are not regular or repeating cycles like the phases of the moon. 
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Following are the main features of trade cycles: 

(i) Industrialized capitalistic economies witness cyclical movements in economic 

activities. A socialist economy is free from such disturbances. 

 (ii) It exhibits a wave-like movement having a regularity and recognized patterns. 

That is to say, it is repetitive in character. 

(iii) Almost all sectors of the economy are affected by the cyclical movements. 

Most of the sectors move together in the same direction. During prosperity, most of 

the sectors or industries experience an increase in output and during recession they 

experience a fall in output. 

(iv) Not all the industries are affected uniformly. Some are hit badly during 

depression while others are not affected seriously. 

Investment goods industries fluctuate more than the consumer goods industries. 

Further, industries producing consumer durable goods generally experience greater 

fluctuations than sectors producing nondurable goods. Further, fluctuations in the 

service sector are insignificant in comparison with both capital goods and 

consumer goods industries. 

(v) One also observes the tendency for consumer goods output to lead investment 

goods output in the cycle. During recovery, increase in output of consumer goods 

usually precedes that of investment goods. Thus, the recovery of consumer goods 

industries from recessionary tendencies is quicker than that of investment goods 

industries. 



 

 

 

(vi) Just as outputs move together in the same direction, so do the prices of various 

goods and services, though prices lag behind output. Fluctuations in the prices of 

agricultural products are more marked than those of prices of manufactured 

articles. 

(vii) Profits tend to be highly variable and pro-cyclical. Usually, profits decline in 

recession and rise in boom. On the other hand, wages are more or less sticky 

though they tend to rise during boom. 

(viii) Trade cycles are ‘international’ in character in the sense that fluctuations in 

one country get transmitted to other countries. This is because, in this age of 

globalization, dependence of one country on other countries is great. 

(ix) Periodicity of a trade cycle is not uniform, though fluctuations are something 

in the range of five to ten years from peak to peak. Every cycle exhibits similarities 

in its nature and direction though no two cycles are exactly the same. In the words 

of Samuelson: “No two business cycles are quite the same. Yet they have much in 

common. Though not identical twins, they are recognisable as belonging to the 

same family.” 

 (x) Every cycle has four distinct phases: (a) depression, (b) revival, (c) prosperity 

or boom, and (d) recession. 

 

 

 
 



 

 

 

 

 

Phases of a Business Cycle 

 

A Trade cycle has four phases: 

     (i) Depression, 

     (ii) Revival, 

    (iii) Boom, and 

    (iv) Recession. 

 

 

Depression or Trough:  

The depression or trough is the bottom of a cycle where economic activity remains 

at a highly low level. Income, employment, output, price level, etc. go down. A 

depression is generally characterized by high unemployment of labour and capital 

and a low level of consumer demand in relation to the economy 

Recovery:  

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/04/clip_image0029.jpg


Since trough is not a permanent phenomenon, a capitalistic economy experiences 

expansion and, therefore, the process of recovery starts 

Prosperity:  

Once the forces of revival get strengthened the level of economic activity tends to 

reach the highest point—the peak. A peak is the top .of a cycle. The peak is 

characterized by an all-round optimism in the economy—income, employment, 

output, and price level tend to rise. On the other hand, demand, price level, and 

cost of production will rise. During prosperity, existing capacity of plants is 

overutilised. 

Recession:  

Like depression, prosperity or pea, can never be long-lasting. Actually speaking, 

the bubble of prosperity gradually dies down. A recession begins when the 

economy reaches a peak of activity and ends when the economy reaches its trough 

or depression. Between trough and peak, the economy grows or expands. A 

recession is a significant decline in economic activity spread across the economy 

lasting more then a few months, normally visible in production, employment, real 

income and other indications 

The four-phased trade cycle has the following attributes: 

(i) Depression lasts longer than prosperity, 

(ii) The process of revival starts gradually, 

(iii) Prosperity phase is characterized by extreme activity in the business world, 

(iv) The phase of prosperity comes to an end abruptly 



 
 

Unit-ii 
 
 

DEMAND ANALYSIS  
 
 
INTRODUCTION & MEANING:  
 

Demand in common parlance means the desire for an object. But in economics demand is 
something more than this. According to Stonier and Hague, “Demand in economics means 
demand backed up by enough money to pay for the goods demanded”. This means that the 
demand becomes effective only it if is backed by the purchasing power in addition to this there 
must be willingness to buy a commodity.  
Thus  demand  in  economics  means  the  desire  backed  by  the  willingness  to  buy  a  
commodity and the purchasing power to pay. In the words of “Benham” “The demand for  
anything at a given price is the amount of it which will be bought per unit of time at that  
Price”. (Thus demand is always at a price for a definite quantity at a specified time.) Thus  
demand  has  three  essentials - price,  quantity  demanded  and  time.  Without  these,  
demand has to significance in economics.  
 
DEMAND  FACTORS 
 
 
1.  Price of the Commodity 
2.  Income of the Consumer 
3.  Prices of related goods 
4.  Tastes of the Consumers  
5.  Wealth 
6.  Population 
7. Government Policy 
8. Expectations regarding the future 
9. Climate and weather 
 
 
 

 

 

 



 

LAW OF DEMAND:  

 

Law of demand shows the relation between price and quantity demanded of a commodity in 
the market. In the words of Marshall, “the amount demand increases with a fall in price and 
diminishes with a rise in price”.  
A rise in the price of a commodity is followed by a reduction in demand and a fall in pric is 
followed by an increase in demand, if a condition of demand remains constant.  
The law of demand may be explained with the help of the following demand schedule.  

 

Demand Schedule 
 
Price of Appel (In. Rs.)        Quantity Demanded  
     10                            1                          
     8                              2 
     6                              3 
     4                              4 
     2                              5 
 
When the price falls from Rs. 10 to 8 quantity demand increases from 1 to 2. In the same 
way as price falls, quantity demand increases on the basis of the demand schedule we can 
draw the demand curve. The demand curve DD shows the inverse relation between price and 
quantity demand of apple. It is downward sloping.  
 

Assumptions:  
1.  This is no change in consumers taste and preferences.  
2.  Income should remain constant.  
3.  Prices of other goods should not change.  
4.  There should be no substitute for the commodity  
5.  The commodity should not confer at any distinction  
6.  The demand for the commodity should be continuous  
7.  People should not expect any change in the price of the commodity  
 
EXCEPTION OF LAW OF DEMAND 
1. Giffen paradox 
2. Veblen or Demonstration effect 
3. Ignorance 
4.  Speculative effect 
5. Fear of shortage 
5.  Necessaries: 
 
 



 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Following all demand factors should be constant 
 

 Price of the Commodity 

 Income of the Consumer 

 Prices of related goods 

 Tastes of the Consumers  

 Wealth 

 Population 

 Government Policy 

 Expectations regarding the future 

 Climate and weather 
 
 

 
 
 
 
 

 

 
 

 

 



 

 
 

ELASTICITY OF DEMAND 

Elasticity of demand explains the relationship between a change in price and consequent  
change in amount demanded. “Marshall” introduced the concept of elasticity of demand.  
Elasticity of demand shows the extent of change in quantity demanded to a change in  
price. In the words  of “Marshall”, “The elasticity  of demand in a market is  great or small 
according as the amount demanded increases much or little for a given fall in the price and 
diminishes much or little for a given rise in Price”  
Elastic  demand:  A  small  change  in  price  may  lead  to  a  great  change  in  quantity 
demanded. In this case, demand is elastic.  
In-elastic demand: If a big change in price is followed by a small change in demanded then the 
demand in “inelastic”.  
 
Types of Elasticity of Demand:  
 
There are three types of elasticity of demand:  
 
1.  Price elasticity of demand  
2.  Income elasticity of demand  
3.  Cross elasticity of demand  
4. promotional Elasticity of demand  
 

1. Price elasticity of demand:  
 
Marshall was the first economist to define price elasticity of demand. Price elasticity of 
demand measures changes in quantity demand to a change in Price. It is the ratio of 
percentage change in quantity demanded to a percentage change in price.  
 
                         Proportionate change in the quantity demand of commodity  
Price elasticity = ------------------------------------------------------------------ 
                              Proportionate change in the price of commodity  
 
There are five cases of price elasticity of demand  
 
 
 
 
 
 
 
 



 
 
 
 
 
A. Perfectly elastic demand:  
 
When small change in price lea 
ds to an infinitely large change is quantity demand, it is called perfectly or infinitely elastic 
demand. In this case E=∞  
 
The demand curve DD1 is horizontal straight line. It shows the at “OP” price any amount is 
demand and if price increases, the consumer will not purchase the commodity.  
 
 
B. Perfectly Inelastic Demand  
In this case, even a large change in price fails to bring about a change in quantity 
demanded. When price increases from ‘OP’ to ‘OP’, the quantity demanded remains the 
same. In other words the response of demand to a change in Price is nil. In this case ‘E’=0.  
 
 
C. Relatively elastic demand:  
 
 

Demand changes more than proportionately to a change in price. i.e. a small change in price 
loads to a very big change in the  quantity demanded. In this case  E > 1. This demand curve will 
be flatter.  
       When price falls from ‘OP’ to ‘OP’, amount demanded in crease from “OQ’ to “OQ1’ which 
is larger than the change in price.  
 
D. Relatively in-elastic demand.  
 
Quantity demanded changes less than proportional to a change in price. A large change in  price 
leads to small change in amount demanded. Here E<1. Demanded carve will be  
 steeper.  
When price falls from “OP’ to ‘OP1 amount demanded increases from OQ to OQ1, which is 
smaller than the change in price.  
 
 
 
 
 
 
 



 
 
E. Unit elasticity of demand:  
 
The change in demand is exactly equal to the change in price. When both are equal E=1 and 
elasticity if said to be unitary.  
 
When price falls from ‘OP’ to ‘OP1’ quantity demanded increases from ‘OP’ to ‘OP1’, 
quantity demanded increases from ‘OQ’ to ‘OQ1’. Thus a change in price has resulted in an equal 
change in quantity demanded so price elasticity of demand is equal to unity.  
 

2. Income elasticity of demand:  
 
Income elasticity of demand shows the change in quantity demanded as a result of a  
change in income. Income elasticity of demand may be slated in the form of a formula.  
 
                            Proportionate change in the quantity demand of commodity  
Income Elasticity = ------------------------------------------------------------------ 
                                 Proportionate change in the income of the people  
 
Income elasticity of demand can be classified in to five types.  
 
A. Zero income elasticity:  
 
Quantity   demanded   remains   the   same,   even   though   money   income   increases. 
Symbolically, it can be expressed as Ey=0. It can be depicted in the following way:  
 
As income increases from OY to OY1, quantity demanded never changes.  
 
B. Negative Income elasticity:  
 
When  income  increases,  quantity  demanded  falls.  In  this  case,  income  elasticity  of 
demand is negative. i.e.,  Ey <0 
 
When income increases from OY to OY1, demand falls from OQ to OQ1.  
 
c. Unit income elasticity:  
 
When an increase in income brings about a proportionate increase in quantity demanded, and 
then income elasticity of demand is equal to one. Ey =1 
When income increases from OY to OY1, Quantity demanded also increases from OQ to  
OQ1.  
 
 



 
 
d. Income elasticity greater than unity:  
 
In this case, an increase in come brings about a more than proportionate increase in 
quantity demanded. Symbolically it can be written as Ey > 1. 
 
It shows high-income elasticity of demand. When income increases from OY to OY1, Quantity 
demanded increases from OQ to OQ1. 
E. Income elasticity leas than unity:  
 
When income increases quantity demanded also increases but less than proportionately.In this 
case E< 1.An increase in income from OY to OY, brings what an increase in quantity demanded 
fromOQ to OQ1, But the increase in quantity demanded is smaller than the increase in 
income.Hence, income elasticity of demand is less than one. 
 

3. Cross elasticity of Demand:  
 
A change in the price of one commodity leads to a change in the quantity demanded of 
another commodity. This is called a cross elasticity of demand. The formula for cross 
elasticity of demand is:  
 
                               Proportionate change in the quantity demand of commodity “X”  
Cross elasticity = ----------------------------------------------------------------------- 
                                   Proportionate change in the price of commodity “Y”  
 
a. In case of substitutes, cross elasticity of demand is positive. Eg: Coffee and Tea  
When  the  price  of  coffee  increases,  Quantity  demanded  of  tea  increases.  Both  are 
substitutes. Price of Coffee 
b. Incase of compliments, cross elasticity is negative. If increase in the price of one 
commodity leads to a decrease in the quantity demanded of another and vice versaWhen price 
of car goes up from OP to OP!, the quantity demanded of petrol decreases from OQ to OQ!. 
The cross-demanded curve has negative slope.  
 
 
c. In case of unrelated commodities, cross elasticity of demanded is zero. A change in the price 
of one commodity will not affect the quantity demanded of another.  
Quantity demanded of commodity “b” remains unchanged due to a change in the price of ‘A’, 
as both are unrelated goods.  
 
 
 
 



 

Factors influencing the elasticity of demand  
 
Elasticity of demand depends on many factors.  
 
1. Nature of commodity:  

 
Elasticity or in-elasticity of demand depends on the nature of the commodity i.e. whether  
a commodity is a necessity, comfort or luxury, normally; the demand for Necessaries like  
salt, rice etc is inelastic. On the other band, the demand for comforts and luxuries is  
elastic.  
2. Availability of substitutes:  

 
Elasticity of demand depends on availability or non-availability of substitutes. In case of 
commodities, which have substitutes, demand is elastic, but in case of commodities, which have 
no substitutes, demand is in elastic.  
3. Variety of uses:  

If a commodity can be used for several purposes, than it will have elastic demand. i.e. 
electricity. On the other hand, demanded is inelastic for commodities, which can be put to only 
one use.  
4. Postponement of demand:  

If the consumption of a commodity can be postponed, than it will have elastic demand. On the 
contrary, if the demand for a commodity cannot be postpones, than demand is in elastic. 
The demand for rice or medicine cannot be postponed, while the demand for Cycle or umbrella 
can be postponed.  
 
5. Amount of money spent:  

 
Elasticity of demand depends on the amount of money spent on the commodity. If the  
consumer spends a smaller for example a consumer spends a little amount on salt and  
matchboxes.  Even  when  price  of  salt  or matchbox  goes  up,  demanded  will  not  fall.  
 
6. Time:  
 

Elasticity of demand varies with time. Generally, demand is inelastic during short period and 
elastic during the long period. Demand is inelastic during short period because the consumers 
do not have enough time to know about the change is price. Even if they are aware of the price 
change, they may not immediately switch over to a new commodity, as they are accustomed to 
the old commodity.  
 
 
 
 
 
 



 
7. Range of Prices:  
 

Range of prices exerts an important influence on elasticity of demand. At a very high  
price, demand is inelastic because a slight fall in price will not induce the people buy  
more. Similarly at a low price also demand is inelastic. This is because at a low price all  
those who want to buy the commodity would have bought it and a further fall in price will  
not increase the demand. Therefore, elasticity is low at very him and very low prices.  
 
 

Importance of Elasticity of Demand:  
 
The concept of elasticity of demand is of much practical importance.  
1. Price fixation:  

Each seller under monopoly and imperfect competition has to take into account elasticity of 
demand while fixing the price for his product. If the demand for the product is inelastic, he can 
fix a higher price.  
2. Production:  

Producers generally decide their production level on the basis of demand for the product. 
Hence elasticity of demand helps the producers to take correct decision regarding the level of cut 
put to be produced.  
3. Distribution:  

Elasticity of demand also helps in the determination of rewards for factors of production. For 
example, if the demand for labour is inelastic, trade unions will be successful in raising wages. It is 
applicable to other factors of production.  
4. International Trade:  

Elasticity of demand helps in finding out the terms of trade between two countries. Terms of  
trade  refers  to  the  rate  at  which  domestic  commodity  is  exchanged  for  foreign 
commodities. Terms of trade depends upon the elasticity of demand of the two countries for 
each other goods.  
5. Public Finance:  

Elasticity of demand helps the government in formulating tax policies. For example, for  
imposing tax on a commodity, the Finance Minister has to take into account the elasticity  
of demand.  
6. Nationalization:  
 

The   concept   of   elasticity   of   demand   enables   the   government   to   decide   about 
nationalization of industries.  
 
 
 
 
 
 



 

Demand Forecasting 
 

Introduction: 
 
The information about the future is essential for both new firms and those planning to 
expand the scale of their production. Demand forecasting refers to an estimate of future 
demand for the product. It  is  an ‘objective  assessment  of  the  future  course  of  demand”.  In  
recent  times, forecasting plays an important role in business decision-making. Demand 
forecasting has an important influence on production planning. It is essential for a firm to 
produce the required quantities at the right time.  
It is essential to distinguish between forecasts of demand and forecasts of sales. Sales 
forecast is important for estimating revenue cash requirements and expenses. Demand 
forecasts  relate  to  production,  inventory  control,  timing,  reliability  of  forecast  etc. 
However, there is not much difference between these two terms.  
 

Types of demand Forecasting:  
 
Based on the time span and planning requirements of business firms, demand forecasting can 
be classified in to 1. Short-term demand forecasting and  
2. Long - term demand forecasting.  
 
1. Short-term demand forecasting:  

 
Short-term demand forecasting is limited to short periods, usually for one year. It relates  
to policies regarding sales, purchase, price and finances. It refers to existing production  
capacity of the firm. Short-term forecasting is essential for formulating is essential for  
formulating a suitable price policy. If the business people expect of rise in the prices of  
raw materials of shortages, they may buy early.  
 
2. Long - term forecasting:  
 

In long-term forecasting, the businessmen should now about the long-term demand for the 
product. Planning of a new plant or expansion of an existing unit depends on longterm 
demand. Similarly a multi product firm must take into account the demand for different 
items. When forecast are mode covering long periods, the probability of error is high. It is vary 
difficult to forecast the production, the trend of prices and the nature of competition. Hence 
quality and competent forecasts are essential.  
 
 
 
 
 



 

Methods of forecasting:  
 
Several methods are employed for forecasting demand. All these methods can be grouped under 
survey method and statistical method. Survey methods and statistical methods are further 
subdivided in to different categories.  
 
1. Survey Method:  

 
Under this method, information about the desires of the consumer and opinion of exports  
are collected by interviewing them. Survey method can be divided into four type’s viz.,  
Option survey method; expert opinion; Delphi method and consumers interview methods.  
 
a. Opinion survey method:  

 
This  method  is  also  known  as  sales-force  composite  method (or)  collective  opinion method. 
Under this method, the company asks its salesman to submit estimate of future sales in their 
respective territories. Since the forecasts of the salesmen are biased due to their optimistic or 
pessimistic attitude ignorance about economic developments etc. these estimates are 
consolidated, reviewed and adjusted by the top executives. In case of wide differences, an 
average is struck to make the forecasts realistic.  
 
B. Expert opinion method:  

 
Apart from salesmen and consumers, distributors or outside experts may also e used for 
forecasting.  In  the  United  States  of  America,  the  automobile  companies  get  sales 
estimates directly from their dealers.   Firms in advanced countries make use of outside experts 
for estimating future demand. Various public and private agencies all periodic forecasts of 
short or long term business conditions.  
 
C. Delphi Method:  

 
A variant of the survey method is Delphi method. It is a sophisticated method to arrive at a 
consensus. Under this method, a panel is selected to give suggestions to solve the problems 
in hand. Both internal and external experts can be the members of the panel. Panel members 
one kept apart from each other and express their views in an anonymous manner. There is also 
a coordinator who acts as an intermediary among the panelists. He prepares the 
questionnaire and sends it to the panelist. At the end of each round, he prepares a 
summary report. 
 
 
 
 



  
D. Consumers interview method:  

 
In this method the consumers are contacted personally to know about their plans and 
preference regarding the consumption of the product. A list of all potential buyers would be 
drawn and each buyer will be approached and asked how much he plans to buy the listed 
product in future. He would be asked the proportion in which he intends to buy. This method 
seems to be the most ideal method for forecasting demand.  
 

2. Statistical Methods:  
 
Statistical  method  is  used  for  long  run  forecasting.  In  this  method,  statistical  and  
mathematical techniques are used to forecast demand. This method relies on post data.  
 
a. Time series analysis or trend projection methods:  
 
A  well-established  firm  would  have  accumulated  data.  These  data  are  analyzed  to 
determine the nature of existing trend. Then, this trend is projected in to the future and the 
results are used as the basis for forecast. This is called as time series analysis. This data can be 
presented either in a tabular form or a graph. In the time series post data of sales are used to 
forecast future.  
 
b. Barometric Technique:  
 
Simple trend projections are not capable of forecasting turning paints. Under Barometric  
method, present events are used to predict the directions of change in future. This is done  
with the help of economics and statistical indicators. Those are (1) Construction Contracts  
awarded   for   building   materials (2)   Personal   income(3)  Agricultural   Income.(4) 
Employment (5) Gross national income (6) Industrial Production (7) Bank Deposits etc. 
 
c. Regression and correlation method:  

 
Regression and correlation are used for forecasting demand. Based on post data the future  
data  trend  is  forecasted.  If  the  functional  relationship  is  analyzed  with  the independent 
variable it is simple correction. When there are several independent variables it is multiple 
correlation. In correlation we analyze the nature of relation between the variables while in 
regression; the extent of relation between the variables is analyzed. The results are expressed in 
mathematical form. 
 
 

 
 
 



 
SUPPLY ANALYSIS 

 
 SUPPLY 
  
When price changes, quantity supplied will change. That is a movement along the same 
supply curve. When factors other than price changes, supply curve will shift. Here are 
some determinants of the supply curve. 
  
1. Production cost: 
Since most private companies’ goal is profit maximization. Higher production cost will 
lower profit, thus hinder supply. Factors affecting production cost are: input prices, wage 
rate, government regulation and taxes, etc. 
  
2. Technology: 
Technological improvements help reduce production cost and increase profit, thus 
stimulate higher supply. 
  
3. Number of sellers: 
More sellers in the market increase the market supply. 
  
4. Expectation for future prices: 
If producers expect future price to be higher, they will try to hold on to their inventories 
and offer the products to the buyers in the future, thus they can capture the higher price. 
 
  
Definition of 'Law Of Supply' 

 
Definition: Law of supply states that other factors remaining constant, price and 
quantity supplied of a good are directly related to each other. In other words, when the 
price paid by buyers for a good rises, then suppliers increase the supply of that good in 
the market. 
 
 
Description: Law of supply depicts the producer behavior at the time of changes in the 
prices of goods and services. When the price of a good rises, the supplier increases the 
supply in order to earn a profit because of higher prices. 



 

 
 
The above diagram shows the supply curve that is upward sloping (positive relation 
between the price and the quantity supplied). When the price of the good was at P3, 
suppliers were supplying Q3 quantity. As the price starts rising, the quantity supplied 
also starts rising. 

 
The supply curve is a graphical representation of the relationship between the price of 
a good or service and the quantity supplied for a given period of time. In a typical 
representation, the price will appear on the left vertical axis, the quantity supplied on the 
horizontal axis. 
 

Supply Function 

 

 
The supply function is the mathematical expression of the relationship 
between supply and those factors that affect the willingness and ability 
of a supplier to offer goods for sale 
 SX = Supply of goods 
 PX = Price 
PF = Factor input employed (used) for production. 

         Raw material 

         Human resources 

         Machinery 

 O =  Factors outside economic sphere. 
T = Technology. 
t = Taxes. 
S = Subsidies               
  
There is a functional (direct) relationship between price and supply. 

 

 

https://sites.google.com/site/economicsbasics/supply-function/Supply function.PNG?attredirects=0


 



UNIT- III 

Production, Cost, Market Structures & Pricing 

 

PRODUCTION ANALYSIS 

Production is defined as the transformation of inputs into output. 

Example: 

A sugar mill uses such inputs as labour, raw material like sugarcane, factory building to produce 

sugar. 

FACTORS OF PRODUCTION 
 

A factor of production is an economics term that describes the inputs that are used in the 

production of goods or services in order to make an economics profit. 
 

The factor of production includes: 
 

1. Land 

2. Labour 

3. Capital 

4. Organization 

5. Technology 
 

 PRODUCTION FUNCTION 

 

Samuelson defines the production function as “ the technical relationship which reveals the 

maximum amount of output capable of being produced by each and every set of inputs.”  

 

The inputs for any product or services are land, labour, capital, organization and technology. 

Mathematically, the production function is expressed as: 

 

Q=f(L1,L2,C,T,O) 
 

Where Q = Quantity of output 

L1= Land; 

L2 = Labour; 

C = Capital;  

T=Technology & 

 O=organisation  

 

 

 



 
 

Short Run Production function 

 

I. Production Function with one variable input 
 

1. LAW OF RETURNS 

 

The law of returns stated that when at least one factor of production is varied and all other factors 

are fixed, the total output in the initial stage will increase at an increasing rate, and after reaching 

certain level of output the total output will increase at declining rate. 

 

Q= f (L) 

 

Where Q = Quantity of output 

 

L = Labour 

 

The law of returns is also called the law of variable proportions or the law of diminishing returns. 

 

 

 

PRODUCTION FUNCTION

SHORT RUN

WITH 
ONE 

VARIABL
E INPUT 
FACTOR

LAW OF 
RETURNS

WITH TWO 
VARIABLE 

INPUT FACTOR

1. ISO-QUANT

2. ISO-COST

3. LEAST COST COMBINATION

4. MRTS

5. COBB DOUGLAS PRODUCTION 
FUNCTION

LONG RUN

LAW OF 
RETURN

S TO 
SCALE



UNITS OF 

LABOUR 

TOTAL 

PRODUCTION 

(TP) 

MARGINAL 

PRODUCT (MP) 

AVERAGE 

PRODUCT (AP) 

0 0 0 0 

1 10 10 10 

2 22 12 11 

3 33 11 11 

4 40 7 10 

5 45 5 9 

6 48 3 8 

7 48 0 6.85 

8 45 -3 5.62 

 
 

 

 

 
 

 

 



II. Production Function with two variable input 

 
The production function with two variable inputs is based on two inputs, which can be expressed as: 

 

Q= f ( L,C ) 

 

Where Q = Quantity of output 

L = Labour; 

C = Capital;  

 

Assumptions: 

Production function has the following assumptions. 

1. Two factors can be substituted for each other. 

2. There is no change in technology. 

 

1. ISO-QUANTS: 

The term Isoquants is derived from the words ‘iso’ and ‘quant’ – ‘Iso’ means equal and ‘quant’ implies 

quantity. Isoquant therefore, means equal quantity.  

It is also called as “Iso-product curves’, or ‘product indifference curve’. 

FEATURES 

1. Downward sloping 

2. Convex to origin 

3. Do not touch axes 

4. Do not intersect 

 

Example:  

The concept of isoquant can be easily understood by the table given below: 

ISO-QUANT 

COMBINATIONS 
CAPITAL LABOUR OUTPUT (in units) 

A 100000 15 10000 

B 200000 10 10000 

C 300000 6 10000 

D 400000 3 10000 

 



 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



2.ISO-COST 

Iso-cost refer to that cost curve that represents the combination of inputs that will cost the 

producer the same amount of money. 

Each iso-cost denotes a particular level of total cost for a given level of production. 

ISO-COST 

COMBINATIONS 
CAPITAL LABOUR COST (in Rs.) 

A 100000 15 2 

B 200000 10 2 

C 300000 6 2 

D 400000 3 2 

 

Here, whatever the combination we choose, we have to spend same amount of money. 

 

 

capital 

 

 

 labour 

 



3. LEAST COST COMBINATION OF INPUTS (LCC) 

The manufacturer has to produce at lower cost to attain higher profits. The isoquants and 

isocost can be used to determine the input usage that minimize the cost of production. 

LEAST COST COMBINATION  
(LCC) 

MAXIMUM OUTPUT MINIMUM COST 

OL1 & OC1 20000 UNITS 100000 

OL2 & OC2 30000 UNITS 200000 

OL3 & OC3 40000 UNITS 300000 

 

 



4. MARGINAL RATE OF TECHNICAL SUBSTITUTION (MRTS) 

It refers to the rate at wh8ich one input factor is substituted with the other to attain a given 

level of output. 

In other words, the lesser units of one input must be compensated by increasing amount of 

another input to produce the same level of output i.e.5:1. 

MRTS=change in one input/change in another input 

5. COBB-DOUGLAS PRODUCTION FUNCTION: 

Production function of the linear homogenous type is invested by Junt wicksell and first tested 

by C. W. Cobb and P. H. Dougles in 1928. 

This famous statistical production function is known as Cobb-Douglas production function. 

Y= (AKX L1-x) 

Where Y=output 

K=Capital 

L=Labour  

A=positive constant 

X= a parameter 

 

 

 

 

 

 

 

 

 



Long Run Production function 

 
1. Law of Returns of Scale 

In the long-term all factors can be changed as made variable. When we study the changes in 

output when all factors or inputs are changed, we study returns to scale. An increase in the 

scale means that all inputs or factors are increased in the same proportion. 

When a firm expands, its scale increases all its inputs proportionally, then technically there are 

three possibilities. (i) The total output may increase proportionately (ii) The total output may 

increase more than proportionately and (iii) The total output may increase less than 

proportionately. If increase in the total output is proportional to the increase in input, it means 

constant returns to scale.   If increase in the output is greater than the proportional increase in 

the inputs, it means increasing return to scale. If increase in the output is less than proportional   

increase in the inputs, it means diminishing returns to scale.  

Assumptions 

1. All factor or inputs are variable. 

2. No change in production technique. 

According to the law, there are three stages; 

1. law of increasing returns 

2. law of decreasing returns 

3. law of constant returns 

 

 

 

               output constant 

 increasing                                decreasing 

 

 

 input 



1. Law of increasing returns 

If the percentage increase in output is greater than percentage increase in input then we will 

have law of increasing returns. 

Here, %change in output/ % change in input>1 

 

2. Law of constant returns 

If the percentage increase in output is equal to percentage increase in input then we will have 

law of constant returns. 

Here, %change in output/ % change in input=1 

3.  Law of decreasing returns 

If the percentage increase in output is less than percentage increase in input then we will have 

law of decreasing returns. 

Here, %change in output/ % change in input<1 

 

 

COST ANALYSIS 

Cost refers to the expenditure incurred to produce a particular product or services. All cost 

involves a sacrifice of some kind or other to acquire some benefit. 

TYPES OF COST (OR) CONCEPTS OF COST 

1. LONG-RUN Vs SHORT-RUN COST: 

Long-run is defined as a period of adequate length during which a company may alter all factors 

of production. 

The long-run cost curve is also called as planning curve. 

Short-run is defined as a period where one factor of production is fixed 

The short-run cost curve is also called as operating curve. 



2. Fixed and variable costs:  

Fixed cost is that cost which remains constant for a certain level to output. It is not affected by 

the changes in the volume of production. But fixed cost per unit decrease, when the production 

is increased. Fixed cost includes salaries, Rent, Administrative expenses depreciations etc. 

Variable is that which varies directly with the variation is output. An increase in total output 

results in an increase in total variable costs and decrease in total output results in a 

proportionate decline in the total variables costs. The variable cost per unit will be constant. Ex: 

Raw materials, labour, direct expenses, etc. 

3. SEMI-FIXED OR SEMI-VARIABLE COST: 

It refers to such cost that are fixed to some extent beyond which they are variable. 

Example: electricity charges. 

4. MARGINAL COST: 

It refers to the additional cost incurred for producing an additional unit. 

5.CONTROLLABLE AND UNCONTROLLABLE COSTS: 

Controllable costs are ones, which can be regulated by the executive who is in change of it. The 

concept of controllability of cost varies with levels of management. Direct expenses like 

material, labour etc. are controllable costs. 

Some costs are not directly identifiable with a process of product. They are appointed to 

various processes or products in some proportion. This cost varies with the variation in the 

basis of allocation and is independent of the actions of the executive of that department. These 

apportioned costs are called uncontrollable costs. 

6. OPPORTUNITY COSTS AND OUTLAY COSTS: 

Opportunity cost implies the earnings foregone on the next best alternative, has the present 

option is undertaken. This cost is often measured by assessing the alternative, which has to be 

scarified if the particular line is followed.  

Out lay cost also known as actual costs obsolete costs are those expends which are actually 

incurred by the firm these are the payments made for labour, material, plant, building, 

machinery traveling, transporting etc., These are all those expense item appearing in the books 

of account, hence based on accounting cost concept. 

 



7. Explicit and implicit costs: 

Explicit costs are those expenses that involve cash payments. These are the actual or business 

costs that appear in the books of accounts. These costs include payment of wages and salaries, 

payment for raw-materials, interest on borrowed capital funds, rent on hired land, Taxes paid 

etc. 

Implicit costs are the costs of the factor units that are owned by the employer himself. These 

costs are not actually incurred but would have been incurred in the absence of employment of 

self – owned factors. The two normal implicit costs are depreciation, interest on capital etc. A 

decision maker must consider implicit costs too to find out appropriate profitability of 

alternatives. 

8. Historical and Replacement costs: 

Historical cost is the original cost of an asset. Historical cost valuation shows the cost of an 

asset as the original price paid for the asset acquired in the past. Historical valuation is the basis 

for financial accounts.  

A replacement cost is the price that would have to be paid currently to replace the same asset. 

During periods of substantial change in the price level, historical valuation gives a poor 

projection of the future cost intended for managerial decision. A replacement cost is a relevant 

cost concept when financial statements have to be adjusted for inflation. 

9. URGENT VS.POSTPONEABLE COST: 

Urgent cost are raw material,wages and soon, necessary to sustain the production activity. 

There are certain cost such as white washing the building which can be postponed. 

 

COST-OUTPUT RELATIONSHIP 

 

The cost-output relationship plays an important role in determining the optimum level of 

production. Knowledge of the cost-output relation helps the manager in cost control, profit 

prediction, pricing, promotion etc. 

A proper understanding of the nature and behavior of costs is a must for regulation and control 

of cost of production. The cost of production depends on money forces and an understanding 

of the functional relationship of cost to various forces will help us to take various decisions. 

Output is an important factor, which influences the cost. 



(a) Cost-Output Relation in the short-run: 

1. The total fixed cost remain fixed irrespective of increase or decrease in productivity activity. 

2. Average fixed cost per unit declines as the volume of production increases. The relationship 

between the fixed cost per unit and volume of production is inverse. 

3. The total variable cost increases proportionately with the production.the rate of increase is 

not constant. 

4. The total cost increases with the volume of production. 

5. Marginal cost is the change in total cost resulting from a unit change in the output. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



B. COST-OUTPUT RELATIONSHIP IN THE LONG-RUN: 

Long-run average cost curve (LAC) is flat U-shaped curve enveloping a series of short-run 

average cost curve (SAC). It is tangential to all the SAC. 

The point of tangency represents the minimum cost in the long-run. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



MARKETS 

In the words of prof.chapman,” the term market refers not necessarily to a place but always to 

a commodity and buyers and sellers who are in direct competitions with one another.” 

In this way, the term market includes the entire area, where the buyers and sellers contact each 

other to purchase and sell commodities at a certain price. 

 

Market Structures 

Market structure describes the competitive environment in the market for any good or service. 

A market consists of all firms and individuals who are willing and able to buy or sell a particular 

product. This includes firms and individuals currently engaged in buying and selling a particular 

product, as well as potential entrants.  

The determination of price is affected by the competitive structure of the market. This is 

because the firm operates in a market and not in isolation.  

FACTORS GOVERNING MARKET STRUCTURE 

1. Number of buyers 

2. Number of sellers 

3. Product differentiation 

4. Conditions of entry into the market. 

 

 

 

 

 

 

 

 

 



NATURE OF COMPETITION (OR) TYPES OF MARKETS 

 

 

 

  

 

NATURE OF COMPETITION

(OR) 

TYPES OF MARKETS

PERFECT 
COMPETITION

PURE/PERFECT 
MARKET

IMPERFECT 
COMPETITION

1. MONOPOLY

2. MONOPOLISTIC

3. OLIGOPOLY

4. DUOPLOY

5. MONOPSONY

6. DUOPSONY

7. OLIGOPSONY



1. PERFECT/PURE MARKET: 

Perfect competition refers to a market structure where competition among the sellers and 

buyers prevails in its most perfect form. In a perfectly competitive market, a single market price 

prevails for the commodity, which is determined by the forces of total demand and total supply 

in the market. 

FEATURES 

1. Large number of buyers and sellers 

2. Homogeneous product 

3. Freedom of entry and exit 

4. Perfect knowledge  

5. Uniform price 

Imperfect market 

A competition is said to be imperfect when it is not perfect. In other words, when any or most 

of the above conditions do not exist in a given market, it is referred to as ab imperfect market. 

1. MONOPOLY 

If there is only one seller, monopoly market is said to exist. 

2. MONOPOLISTIC: 

When large number of sellers produces differentiated products, monopolistic market exists. 

3. DUOPOLY 

If there are two sellers, duopoly is said to exist. 

4. OLIGOPOLY 

If there are few sellers, oligopoly is said to exist. 

5. MONOPSONY 

If there is only one buyer, monopsony market is said to exist. 

6. DUOPSONY 



If there are two buyers, duopsony will exist. 

7. OLIGOPSONY 

If there are a few buyers, oligopsony is said to exist. 

 

OLIGOPOLY MARKET 

The term oligopoly is derived from two Greek words, oligos meaning a few, and pollen meaning to sell. 

Oligopoly is the form of imperfect competition where there are a few firms in the market, producing either a 

homogeneous product or producing products, which are close but not perfect substitute of each other. 

FEATURES 

1. There are few sellers 

2. Every seller has a perceptible impact on other sellers 

3. Both homogeneous product or product differential are possible. 

4. Firm is price maker 

5. It is not easy to enter into the industry 

6. Price output decisions are very difficult and indeterminate 

7. Interdependency- each firm has to take into account the reactions of other while making its 

own decisions. 

MONOPOLY 
 

The word monopoly is made up of two syllables, Mono and poly. Mono means single while poly 

implies selling. Thus monopoly is a form of market organization in which there is only one seller 

of the commodity. There are no close substitutes for the commodity sold by the seller. Pure 

monopoly is a market situation in which a single firm sells a product for which there is no good 

substitute. 

 

 



Features of monopoly 
 

The following are the features of monopoly. 

1. Single person or a firm: A single person or a firm controls the total supply of the 

commodity. There will be no competition for monopoly firm. The monopolist firm is the 

only firm in the whole industry. 

2. No close substitute: The goods sold by the monopolist shall not have closely 

competition substitutes. Even if price of monopoly product increase people will not go 

in far substitute. For example: If the price of electric bulb increase slightly, consumer will 

not go in for kerosene lamp. 

3. Large number of Buyers: Under monopoly, there may be a large number of buyers in 

the market who compete among themselves. 

4. Price Maker: Since the monopolist controls the whole supply of a commodity, he is a 

price-maker, and then he can alter the price. 

5. Supply and Price: The monopolist can fix either the supply or the price. He cannot fix 

both. If he charges a very high price, he can sell a small amount. If he wants to sell more, 

he has to charge a low price. He cannot sell as much as he wishes for any price he 

pleases.  

6. Downward Sloping Demand Curve: The demand curve (average revenue curve) of 

monopolist slopes downward from left to right. It means that he can sell more only by 

lowering price. 
 

Monopolistic competition 

 

Perfect competition and pure monopoly are rate phenomena in the real world. Instead, almost every market 

seems to exhibit characteristics of both perfect competition and monopoly. Hence in the real world it is the 

state of imperfect competition lying between these two extreme limits that work. Edward. H. Chamberlain 

developed the theory of monopolistic competition, which presents a more realistic picture of the actual 

market structure and the nature of competition.  

Characteristics of Monopolistic Competition 

 

1. Existence of Many firms: Industry consists of a large number of sellers, each one of 

whom does not feel dependent upon others. Every firm acts independently without 

bothering about the reactions of its rivals. The size is so large that an individual firm has 

only a relatively small part in the total market, so that each firm has very limited control 

over the price of the product. As the number is relatively large it is difficult for these 

firms to determine its price- output policies without considering the possible reactions 



of the rival forms. A monopolistically competitive firm follows an independent price 

policy. 

 

2. Product Differentiation: Product differentiation means that products are different in 

some ways, but not altogether so. The products are not identical but the same time they 

will not be entirely different from each other. IT really means that there are various 

monopolist firms competing with each other. An example of monopolistic competition 

and product differentiation is the toothpaste produced by various firms. The product of 

each firm is different from that of its rivals in one or more respects. Different 

toothpastes like Colgate, Close-up, Forehans, Cibaca, etc., provide an example of 

monopolistic competition. These products are relatively close substitute for each other 

but not perfect substitutes. Consumers have definite preferences for the particular 

verities or brands of products offered for sale by various sellers. Advertisement, packing, 

trademarks, brand names etc. help differentiation of products even if they are physically 

identical. 

3. Large Number of Buyers: There are large number buyers in the market. But the buyers 

have their own brand preferences. So the sellers are able to exercise a certain degree of 

monopoly over them. Each seller has to plan various incentive schemes to retain the 

customers who patronize his products.  

4. Free Entry and Exist of Firms: As in the perfect competition, in the monopolistic 

competition too, there is freedom of entry and exit. That is, there is no barrier as found 

under monopoly. 

5. Selling costs: Since the products are close substitute much effort is needed to retain the 

existing consumers and to create new demand. So each firm has to spend a lot on selling 

cost, which includes cost on advertising and other sale promotion activities. 

 
PRICING 

Pricing is an important exercise. Under-pricing will result in losses and over-pricing will make 

the customers run away. 

To determine pricing in a scientific manner, it is necessary to understand the pricing. 

Pricing new product and services is relatively a difficult task. It is because there is no prior 

information or guideline available to fix the price. 

PRICING OBJECTIVE 

Pricing objective refers to the general and specific objectives, which a firm sets for itself in 

establishing the price of its product or services. 



1. To maximize profit. 

2. To increase the sales 

3. To increase the market share 

4. To satisfy customer 

5. To meet the competition. 

 

Types of pricing 

I. COST BASED PRICING 

1. Cost plus pricing 

2. Marginal cost pricing 

II. COMPETITION ORIENTED PRICING 

1.sealed bid pricing 

2. Going rate pricing 

III. DEMAND ORIENTED PRICING 

1. Price discrimination 

2. Perceived value pricing 

IV. STRATEGY BASED PRICING 

1. Market skimming 

2. Market penetration 

3. Two-part pricing 

4. Block pricing 

5. Commodity pricing 

6. Peak load pricing 



7. Cross subsidization 

8. Transfer pricing 

PRODUCT LIFE CYCLE BASED PRICING 

All products go through five stages of the product life cycle: Development, introduction, 

growth, maturity and decline. The consumer is only aware of four of these stages, because the 

product has not been introduced during the development stage.  

However, price strategies only affect four stages of the product life cycle. 

STAGE  I- Introduction- price skimming or market penetration strategy 

STAGE 2-Growth- introduction stage pricing method is used. 

STAGE 3- Maturity- Reduction in price to increase sales 

STAGE 4-Decline- a lead company will likely continue selling the product, but at a reduced 

price. 

 

BREAKEVEN ANALYSIS  

The study of cost-volume-profit relationship is often referred as BEA. The term BEA is 

interpreted in two senses. In its narrow sense, it is concerned with finding out BEP; BEP is the 

point at which total revenue is equal to total cost. It is the point of no profit, no loss. In its 

broad determine the probable profit at any level of production. 



 

 

FORMULAES OF BEP 

1. Margin Of Safety (In Units)=Actual Sales(In Units)- Break Even Sales (In Units) 

2. Margin Of Safety (In Value)=Actual Sales(In Value)- Break Even Sales (In Value) 

3. Margin Of Safety = Profit/Pv Ratio 

4. P/V Ratio= (Contribution/Sales)*100 

Or (Fixed Cost/ Breakeven Point)*100 

5. Selling Price= Fixed Cost+ Variable Cost + Profit 

6. Contribution= Fixed Cost + Profit  

Or 

Selling Price- Variable Cost 

7. Contribution Per Unit Or Contribution Margin Per Unit= Selling Price Per Unit- Variable 

Cost Per Unit 

8. Breakeven Point (In Units)= Fixed Cost/ Contribution Margin Per Unit 

9. Breakeven Point (In Rs.)= Fixed Cost/ Contribution Margin Ratio 



10. Contribution Margin Ratio= (Selling Price Per Unit- Variable Cost Per Unit)/ Selling Price 

Per Unit 

11. To Ascertain The Volume Of Sales Required To Achieve A Targeted Amount Of 

Profit=(Fixed Cost + Targeted Profit)/Contribution Margin Ratio 

 

 

Formulas When Two Years Data Is Provided 

1. P/V Ratio= (Change In Profit/Change In Sales)*100 

2. Contribution= Sales*P/V Ratio 

3. Fixed Cost= Contribution-Profit 

PROBLEMS WITH SOLUTIONS 

1. Calculate contribution 

When sales =Rs.100000 variable cost= rs.30000, fixed cost = rs.20000 

Solution: 

Contribution=sales- variable cost 

Contribution=100000-30000= 70000 

2. Calculate P/V Ratio  

When sales =Rs.100000 variable cost= rs.40000, fixed cost = rs.20000 

Solution: 

P/V RATIO= (CONTRIBUTION/SALES)*100 

=(60000/100000)*100=60% 

3. CALCULATE  P/V ratio 

 2015 2016 

Sales 100000 150000 

profit 30000 50000 

 



Solution: 

P/V Ratio= (Change In Profit/Change In Sales)*100 

=(20000/50000)*100=40% 

 

4. Calculate Break-Even Analysis 

When sales =Rs.200000 variable cost= rs.100000, fixed cost = rs.30000 

Solution: 

Breakeven Point (In Rs.)= Fixed Cost*sales / Contribution  

= (30000*20000)/100000= Rs.60000 

5. Calculate Breakeven Point in units 

Production=3000 units, fixed cost= Rs.20000, selling price p.u=Rs.30, Variable cost 

p.u.=Rs.20 

Solution: 

Breakeven Point (In units)= Fixed Cost/ Contribution Margin p.u 

20000/(30-20)=2000 units 



UNIT V 

FINANCIAL ANALYSIS THROUGH RATIOS 

 

Ratio Analysis is most widely used powerful tool of financial analysis. It is an 

important technique of analysis and interpretation of financial statements. It is also 

used to analyze various aspects of operational efficiency and degree of profitability. 

 

Ratio Analysis is based on different ratios which are calculated from the 

accounting information contained in the financial statements. Different ratios are 

used for different purposes. 

 

Meaning of Ratio 
 Ratio is a figure expressed in terms of another. 

 It is an expression of relationship between one figure, two figures and the 

other figures which are mutually inter-dependent. 

 In other words a ratio is a mathematical relationship between two items 

expressed in a quantitative form. When ratio is explained with reference to the 

items shown in the financial statements. 

 It is called as an Accounting Ratio. 

 

Uses or Advantages or Importance of Ratio Analysis: 

 

Ratio Analysis stands for the process of determining and presenting the 

relationship of items and groups of items in the financial statements. It is an 

important technique of financial analysis. The following are the main uses of Ratio 

analysis: 

(i) Useful in financial position analysis: Accounting reveals the financial position of 

the concern. This helps banks, insurance companies and other financial institution in 

lending and making investment decisions. 

(ii)Useful in simplifying accounting figures: Accounting ratios simplify, summaries 

and systematic the accounting figures in order to make them more understandable 

and in lucid form. 

(iii) Useful in assessing the operational efficiency: Accounting ratios helps to have 

an idea of the working of a concern. The efficiency of the firm becomes evident when 

analysis is based on accounting ratio. This helps the management to assess financial 

requirements and the capabilities of various business units. 

(iv) Useful in forecasting purposes: If accounting ratios are calculated for number of 

years, then a trend is established. This trend helps in setting up future plans and 

forecasting. 

(v) Useful in locating the weak spots of the business: Accounting ratios are of great 

assistance in locating the weak spots in the business even through the overall 

performance may be efficient. 

(vi) Useful in comparison of performance: Managers are usually interested to know 

which department performance is good and for that he compare one department with 



the another department of the same firm. Ratios also help him to make any change in 

the organisation structure. 

 

Limitations of Ratio Analysis:  

These limitations should be kept in mind while making use of ratio analyses for 

interpreting the financial statements. The following are the main limitations of ratio 

analysis. 

 

1. False results if based on incorrect accounting data: Accounting ratios can be 

correct only if the data (on which they are based) is correct. Sometimes, the 

information given in the financial statements is affected by window dressing, i. e. 

showing position better than what actually is. 

2. No idea of probable happenings in future: Ratios are an attempt to make an 

analysis of the past financial statements; so they are historical documents. Now-a-

days keeping in view the complexities of the business, it is important to have an idea 

of the probable happenings in future. 

3. Variation in accounting methods: The two firms’ results are comparable with 

the help of accounting ratios only if they follow the some accounting methods or 

bases. Comparison will become difficult if the two concerns follow the different 

methods of providing depreciation or valuing stock.  

4. Price level change: Change in price levels make comparison for various years 

difficult. 

5. Only one method of analysis: Ratio analysis is only a beginning and gives just a 

fraction of information needed for decision-making so, to have a comprehensive 

analysis of financial statements, ratios should be used along with other methods of 

analysis. 

6. No common standards: It is very difficult to by down a common standard for 

comparison because circumstances differ from concern to concern and the nature of 

each industry is different. 

7. Different meanings assigned to the some term: Different firms, in order to 

calculate ratio may assign different meanings. This may affect the calculation of ratio 

in different firms and such ratio when used for comparison may lead to wrong 

conclusions. 

8. Ignores qualitative factors: Accounting ratios are tools of quantitative analysis 

only. But sometimes qualitative factors may surmount the quantitative aspects. The 

calculations derived from the ratio analysis under such circumstances may get 

distorted.  

9. No use if ratios are worked out for insignificant and unrelated figure: 

Accounting ratios should be calculated on the basis of cause and effect relationship. 

One should be clear as to what cause is and what effect is before calculating a ratio 

between two figures. 

 

.  
 



Classification of ratios: All the ratios broadly classified into four types due to the 

interest of different parties for different purposes. They are: 

 

1. Financial ratios 

2. Turn over ratios 

3. Leverage ratios 

4. Profitability ratios 

 

I. Financial ratios or liquidity ratios:  

 

Liquidity refers to ability of organisation to meet its current obligation. These 

ratios are used to measure the financial status of an organisation. These ratios help to 

the management to make the decisions about the maintained level of current assets & 

current liabilities of the business. The main purpose to calculate these ratios is to 

know the short terms solvency of the concern. These ratios are useful to various 

parties having interest in the enterprise over a short period – such parties include 

banks. Lenders, suppliers, employees and other. 

 

The liquidity ratios assess the capacity of the company to repay its short term 

liabilities.  

 

i. Current ratio = Current Assets/ Current Liabilities. 

 

Note: The ideal ratio is 2:1 

i. e., current assets should be twice than the current liabilities. 

 

ii. Quick ratio or liquid ratio or acid test ratio=  

 Liquid(quick) Assets / current Liabilities  

Or 

Current assets –(stock+prepaid expenses)/current liabilities 

 

 

Quick assets = cash in hand + cash at bank + short term investments + debtors  + bills 

receivables  

short term investments are also known as marketable securities. 

Here the ideal ratio is 1:1 is, quick assets should be equal to the current liabilities. 

 

iii. Absolute liquid ratio= Absolute liquid Assets / Current Liabilities 

 

Absolute liquid assets=cash in hand + cash at bank + short term investments + 

marketable securities. 

 

Here, the ideal ratio is 0,0:1 or 1:2 it, absolute liquid assets must be half of current 

liabilities. 



II. Turn over ratios or activity ratios: 

  

These ratios measure how efficiency the enterprise employees the resources of 

assets at its command. They indicate the performance of the business. The 

performance if an enterprise is judged with its save. It means ratios are also laced 

efficiency ratios. 

The turnover ratios are measured to help the management in taking the 

decisions regarding the levels maintained in the assets, and raw materials and in the 

funds.  

 

1. Stock turnover ratio =   

 

Cost of Goods Sold / Average inventory at cost 

Or 

Net Sales / Average Inventory at cost or Closing stock or selling price 

 

Here, 

Average stock= 

 

Note: Higher the ratio, the better it is. 

 

2. Working capital turnover ratio = Cost of Sales or net sales / Working Capital 

 

Note: Higher the ratio the better it is working capital = current assets – essential 

liabilities. 

 

3. Fixed assets turnover ratio =  

 

or 
Cost of sales / Fixed Assets at cost Less Accumulated Depreciation. 

 

Note: Higher the ratio the better it is. 

 

3 (i) Total assets turnover ratio is = 

 

Note: Higher the ratio the better it is. 

 

4. Capital turnover ratio=  

Or 

Net sales/capital employed 

Note: Higher the ratio the better it is 

 

5. Debtors turnover ratio= Net Credit Sales / Average Debtors. 

5(i) Debtors collection period or Average Collection Period (in terms of days) =  

2

stock closing stock  opening 

assets fixed

sales

assets total

sales

employed Capital

Sales



(Debtors / Credit Sales) x 365 Days. 
 
OR 
365 DAYS / Debtors Turnover Ratio 

 

Here, 

Average debtors =  

 

Debtors = debtors + bills receivable 

 

Note: Higher the ratio the better it is. 

 

6. Creditors turnover ratio = Purchases or Credit purchases/ Average Creditors 

 

6 (i) creditors collection period=  

 

Or 
Average Payment Period (in terms of days) = 365 DAYS / Creditors Turnover Ratio 

 

Here,  

Average creditor=  

 

Creditors = creditors + bills payable. 

 

Note: lower the ratio the better it is. 

 

III. Leverage  ratio or solvency ratios or capital structure: Solvency refers to the 

ability of a business to honour long item obligations like interest and installments 

associated with long term debts. Solvency ratios indicate long term stability of an 

enterprise. These ratios are used to understand the yield rate of the organisation. 

Lenders like financial institutions, debenture, holders, banks are interested in 

ascertaining solvency of the enterprise. The important solvency ratios are: 

 

1. Debt – equity ratio= =  

 

OR 

Long-Term Debts/ Shareholders Funds or 

 

External Equity / Internal Equity 

 

Here, 

Outsiders funds = Debentures, public deposits, securities, long term bank loans + 

other long term liabilities. 

 

2
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Share holders funds = equity share capital + preference share capital + reserves & 

surpluses + undistributed profits.  

 

The ideal ratio is 2:1 

 

2. Preprimary ratio or equity ratio=   

The ideal ratio is 1:3 or 0.33:1 

 

3. Capital gearing ratio: 

  

 =  

Here,  

 

higher gearing ratio is not good for a new company or the company in which future 

earnings are uncertain. 

4. Proprietary Ratio = 

 

Shareholders’ Funds / Total Assets 

 

5. Interest Coverage Ratio or debt service ratio = 

 

Earnings before Interest and Taxes (EBIT) / Fixed Interest Charges. 

 

6. Debt to total fund ratio=    

 

OR 

Debts / Total Funds. 

Capital employed= outsiders funds + share holders funds =   debt + equity. 

The ideal ratio is 0.6.7 :1 or 2:3. 

 

IV. Profitability ratios: These ratios are calculated to understand the profit positions 

of the business. These ratios measure the profit earning capacity of an enterprise. 

These ratios can be related its save or capital to a certain margin on sales or 

profitability of capital employ. These ratios are of interest to management. Who are 

responsible for success and growth of enterprise? Owners as well as financiers are 

interested in profitability ratios as these reflect ability of enterprises to generate 

return on capital employ important profitability ratios are: 

 

Profitability ratios in relation to sales: 

 

1. Gross profit ratio= (Gross Profit / Net Sales) x 100 

or 

(Net Sales- cost of goods sold / net sales )x 100 

Note: Higher the ratio the better it is 

assets total

fundsholder  share

) capital share preference  funds (Outsiders

profits) tedundistribu  surplusses & reserves  capital share(equity 





employed capital

funds outsiders



 

 

2. Net profit ratio=            X 100 

or 

(Net Profit / Net Sales) x 100 

 

Note: Higher the ratio the better it is  

 

3. Operating ratio (Operating expenses ratio)= 

 

X 100 

or 

(Cost of goods sold + operating expenses )/ Net Sales.  

cost of goods sold= opening stock + purchase + wages + other direct expenses- closing 

stock (or) sales – gross profit. 

Operating expenses:  

= administration expenses + selling and distribution expenses  

 

 Note: Lower the ratio the better it is  

 

4. Operating profit  ratio:   (Operating Net profit / Net Sales) x 100 

or 

100% - Operating Ratio 

 

Note: Higher the ratio the better it is 

operating profit= gross profit – operating expense. 

 

5. Expenses ratio =                          X 100 

 

Note: Lower the ratio the better it is 

 

Profitability ratios in relation to investments: 

 

1. Return on investments:                                                         X 100 

      or 

      (Net Profit after Interest and Taxes/ Shareholders Funds) x 100 

 

Share holders funds = equity share capital + preference share capital + receives & 

surpluses +undistributed profits. 

 

Note: Higher the ratio the better it is  

 

2. Return on equity capital:                                                                    X 100 

 

salesNet 

exenses operating  sold goods ofCost 

salesNet 

expenseconcern 

funds holders share

on depreciatilatest  &after tax profit Net 

capital shareequity 

divident preference -interest  &after tax Profit Net 

salesNet 

Tax &interest after profit Net 



OR  

(Net profit after interest, Taxes and Dividend / Equity Shareholders Funds) x 100 

 

 

Note: Higher the ratio the better it is 

 

3. Earnings per share=  

 

 

OR 

(Net Profit after Taxes- Preference Dividend)/ Number of Equity Shares 

 

4. Return on capital employed =                          x 100 

 

5. Return on total assets =  

 

Here, capital employed = equity share capital + preference share capital + 

reserves & surpluses + undistributed profits + debentures+ public deposit + 

securities + long term loan + other long term liability – factious assets (preliminary 

expressed & profit & loss account debt balance) 

 

6. Returns on Shareholders Funds= 

 

(Net Profit after Interest and Taxes/ Shareholders Funds) x 100 

 

 

7. Dividend Payout Ratio= 

 

Dividend per Share / Earning per share. 

 

8. Price Earnings Ratio (P/E Ratio)= 

 

Market Price per Equity Share / Earning per share. 

 

 

 

 

 

 

 

 
 

sharesequity  of No.

divident preferecne -after tax profit Net 

employed capital

profit operating

Assets Total

interest  andafter tax  P. N.



Problems 1: 
Calculate current ratio and liquid ratio 
Cash  10000 
Cash at bank  5000 
Debtors        20000 
Creditors 16000 
Bills payable 4000 
Bills receivable 5000 
Stock   9000 

Prepaid expenses 3000 
Outstanding expenses 2000 
 
Solution: current ratio=current assets/ current liabilities 
   =52000/22000= 2.36 times 
Current assets= cash+ cash at bank+ debtors+ stock+ B/R+ prepaid expenses 
  =10000+5000+20000+9000+5000+3000 
  =52000 
Current liabilities = creditors + B/P + outstanding expenses 
  =16000+4000+2000 
  =22000 
liquid ratio = liquid assets/ current liabilities 
       =40000/22000 
       =1.8 times 
liquid assets = CA- (stock+prepaid expenses) 
  =52000-(9000+3000) 
  =40000 
Comment: short term financial position of the enterprise is sound because both the 

current and liquid ratio are 2.36 and 1.8 times respectively, which is more than the 
standard current ratio of 2:1 and liquid ratio of 1:1. 
 
Problem 2: 
Calculate 1. Total capital turnover ratio 

2. Working capital ratio 
3. Fixed assets turnover ratio from the following information: 

Liabilities: share capital 100000 
      12% debentures 80000 
      Reserves 20000 
      Current liabilities 70000 
Assets :    fixed assets 170000 
       Current asstes 100000 
Net sales during the year is 300000. 
Solution: 
 
Total capital turnover ratio = net sales / capital employed 
    =300000/200000 

    =1.5 times 



Capital employed = share capital + debentures + reserves 
 or  
(fixed assets + working capital) (170000+30000) 
       =100000+80000+20000 
       =200000 
 
 
Working capital turnover ratio = net sales / working capital 
       =300000/30000 

       =10 times 
Working capital = current assets – current liabilities 
     =100000-70000 
  =30000. 
Fixed assets turnover ratio = net sales / fixed assets 
            =300000/170000 
    =1.76 times. 
 
 
 
Problem 3. 
 

particulars Amount particulars Amount 

Sales 
Sales returns 

No. of equity shares 
15000@10/- 
Preference dividend 
Sundry creditors 
Bills payable 

300000 
50000 

150000 
 
50000 
10000 
30000 

Gross profit 
Cost of goods sold 

Office expenses 
Selling expenses 
Profit after tax 
stock 

150000 
60000 

20000 
15000 
300000 
15000 

Total 560000 Total 560000 

Calculate the following ratios: 
A) Gross profit ratio 
B) Net profit ratio 
C) EPS 
D) Price earning ratio 
E) Operating ratio 

Solution : 
 

a) Gross profit ratio = gross profit /net sales*100 

Net sales =sales –returns = 300000 – 50000 = 250000 
  =150000/250000*100 = 60% 
 

b) Net profit ratio = net profit after tax/ net sales *100 
  =300000/250000= 120% 
 

c) EPS =net profit after tax and preference dividend/ no. of equity shares 



net profit after tax and preference dividend = 300000-50000 =250000 
    = 250000/15000 
    =16.67 
 

d) Price earning ratio = market price per equity share / earning per share 
       =10/16.67 =0.59 
 

e)  Operating ratio =operating costs / net sales*100 
Operating costs = office expenses+ selling expenses 

     =20000+15000 
     =35000 
Operating ratio = 35000/250000*100 
    =14% 
 
Problem 4 
 
From the following information Calculate debt equity ratio and stock turn over 
ratio. 
10% long term loan 325000 
14% debentures      150000 
Share capital (fund) 300000 
cost of goods sold    600000 
stock (opening) 144000 
stock (closing) 256000 
 
solution : 
 

debt equity ratio = long term debts / shareholders funds 
 
long term debts = long term loan + debentures 
     = 325000+150000 
     =475000 
Shareholders funds = 300000 
 
Debt equity ratio = 475000/300000 
       =1.58 
 
Stock turn over ratio = cost of goods sold / average inventory 
COGS = 600000 
 
Average inventory = opening stock+ closing stock/2 
         =144000+256000/2 
          = 200000 
 
Stock turn over ratio = 600000/200000 = 3 

 



 
 
Funds flow statement: 

Funds flow statement is a statement which discloses the analytical information 
about the different sources of a fund and the application of the same in an accounting 
cycle. It deals with the transactions which change either the amount of current assets 
and current liabilities (in the form of decrease or increase in working capital) or fixed 
assets, long-term loans including ownership fund. 

It gives a clear picture about the movement of funds between the opening and 

closing dates of the Balance Sheet. It is also called the Statement of Sources and 
Applications of Funds, Movement of Funds Statement; Where Got—Where Gone 
Statement: Inflow and Outflow of Fund Statement, etc. No doubt, Funds Flow 
Statement is an important indicator of financial analysis and control. It is valuable 
and also helps to determine how the funds are financed. The financial analyst can 
evaluate the future flows of a firm on the basis of past data. 
 
 
Significance / Importance of Fund Flow Statement 
1. It shows the various sources and uses or applications of funds between the two 
accounting periods. 
2. Fund flow statements assist in determining the shift in amount of current assets 
investment and current liabilities financing. 
3. It works as a crucial instrument for allocation of resources of a firm. It allows an 
organization for making plans for optimal allocation of resources. 
4. It highlights the financial power and weak spots of a firm. 
5. It help the investors to determine about how the company has employed the funds 
given by them & its financial strength. Based on comparative study of the past with 

the present, investors can identify & discover potential drains on funds in the future. 
6. It assists the management to take remedial measures in case of deviations between 
two balance sheet figures. 
7. It helps the investors for effective decisions at the time of their investment 
proposals. 
8. It also offers detailed information concerning profitability, operational efficiency 
and financial matters of a firm. 
 
 
Cash Flow Statement: 

Cash Flow Statement is a statement showing changes in cash position of the 
firm from one period to another. It explains the inflows (receipts) and outflows 
(disbursements) of cash over a period of time. The inflows of cash may occur from 
sale of goods, sale of assets, receipts from debtors, interest, dividend, rent, issue of 
new shares and debentures, raising of loans, short-term borrowing, etc. The cash 
outflows may occur on account of purchase of goods, purchase of assets, payment of 
loans loss on operations, payment of tax and dividend, etc. 
 

Table of Difference between Funds Flow Statement and Cash Flow Statement 



 Basis of 
Difference 

Funds Flow Statement Cash Flow Statement 

1. Basis of 
Analysis 

Funds flow statement is based 
on broader concept i.e. 
working capital. 

Cash flow statement is based on 
narrow concept i.e. cash, which is 
only one of the elements of working 
capital. 

2. Source Funds flow statement tells 
about the various sources from 
where the funds generated 
with various uses to which they 
are put. 

Cash flow statement stars with the 
opening balance of cash and 
reaches to the closing balance of 
cash by proceeding through sources 
and uses. 

3. Usage Funds flow statement is more 
useful in assessing the long-
range financial strategy. 

Cash flow statement is useful in 
understanding the short-term 
phenomena affecting the liquidity 
of the business. 

4. Schedule 
of Changes 
in Working 
Capital 

In funds flow statement 
changes in current assets and 
current liabilities are shown 
through the schedule of 
changes in working capital. 

In cash flow statement changes in 
current assets and current liabilities 
are shown in the cash flow 
statement itself. 

5. End Result Funds flow statement shows 
the causes of changes in net 
working capital. 

Cash flow statement shows the 
causes the changes in cash. 

6. Principal 
of 
Accounting 

Funds flow statement is in 
alignment with the accrual 
basis of accounting. 

In cash flow statement data 
obtained on accrual basis are 
converted into cash basis. 

 
Problem 1: 

From the following balance sheet of A Company Ltd. you are required to prepare a schedule of 

changes in working capital and statement of flow of funds. 

 
Balance Sheet of A Company Ltd., as on 31st March  

Liabilities 2004 2005 Assets 2004 2005 

Share Capital 1,00,000 1,10,000 Land and Building 60,000 60,000 

Profit and Loss a/c 20,000 23,000 Plant and Machinery 35,000 45,000 
Loans — 10,000 Stock 20,000 25,000 

Creditors 15,000 18,000 Debtors 18,000 28,000 

Bills payable 5,000 4,000 Bills receivable 2,000 1,000 

    Cash 5,000 6,000 

  1,40,000 1,65,000  1,40,000 1,65,000 
 

Solution: 



 
Schedule of Changes in Working Capital 

 
  Particulars 2004  2005  Increase decrease 

   Rs.  Rs.  Rs. Rs. 

  Current Assets        
  Stock 20,000  25,000  5,000 — 
  Debtors 18,000  28,000  10,000 — 
  Bills Receivable 2,000  1,000  — 1,000 

  Cash 5,000  6,000  1,000   

  A 45,000  60,000     
          

  Less Current Liabilities        
  Creditors 15,000  18,000   3,000 
  Bills Payable 5,000  4,000  1,000   

  B 20,000  22,000  17,000 4,000 

  A-B 25,000  38,000  — 13,000 

  Increase in W.C. 38,000  38,000  17,000 17,000 

    Fund Flow Statement    
         

  Sources Rs.  Application Rs.  

  Issued Share Capital 10,000  Purchase of Plant and Machinery 10,000  
  Loan 10,000  Increase in Working Capital 13,000  

  Funds From Operations 3,000       
          

   23,000     23,000  
          

 
Problem 2. 

Balance Sheet of A Company Ltd., as on 31st March  

Liabilities 2004 2005 Assets 2004 2005 

Share Capital 1,00,000 1,10,000 Land and Building 60,000 60,000 

Profit and Loss a/c 20,000 23,000 Plant and Machinery 35,000 45,000 
Loans — 10,000 Stock 20,000 25,000 

Creditors 15,000 18,000 Debtors 18,000 28,000 

Bills payable 5,000 4,000 Bills receivable 2,000 1,000 

    Cash 5,000 6,000 

  1,40,000 1,65,000  1,40,000 1,65,000 

  
From the above data  prepare a Cash Flow Statement. 

 
Solution 

 
Cash Flow Statement 

 

Inflow Rs. Outflow Rs.  

Balance b/d 5,000 Purchase of plant 10,000  

Issued Share Capital 10,000 Increase Current Assets   

Loan 10,000 Stock   

Cash Opening Profit 3,000 Decrease in Bills Payable 5,000  

Decrease in Bills 1,000 Balance c/d 10,000  
Receivable 3,000  1,000  

Increase in Creditors   6,000  
 32,000  32,000  
     

 



QUIZ 

 

 

1. A company’s ‘return on investment’ indicates its ____.                               (B) 
    (a) Solvency                                    (b) Profitability 
     (c) Stock turnover                             (d) Debtors collection 
 
2. Higher ‘Assets turnover ratio’ explains ____.                                                  (C) 
    (a) More profitability                   (b) Higher sales turnover  
    (c) Better utilization of assets      (d) large liability base 
 
3. Which of the following measures company’s liquidity position                    (D) 

    (a) Stock Turnover ratio              (b) Debtor’s collection period         
    (c) Net profit ratio       (d) Current ratio                          
 
4. Debtor’s is a current asset, where as creditor’s is ________.                          (C) 
   (a) Fixed Asset                            (b) Fixed Liability 
   (c) Current Liability                      (d) Long-term Liability                                                                                  
 
5. Long-term stability of an enterprise indicates by ____ ratios.                        (A) 
   (a) Solvency                                 (b) Profitability   
   (c) Liquidity                                 (d) Turnover 
 
6. The Liquidity ratios assess the capacity of the company to repay  

    Its_____________ Liability.                                                                        (C) 

   (a) Long-term                                (b) Profitability   
   (c) Solvency                                  (d) Turnover 
 7. Cash Flow Statement is also known as      (C) 
 

a) Statement of Changes in Financial Position on Cash basis 

b) Statement accounting for variation in cash 
c) Both a and b 
d) None of the above. 

 
8. Which of the following statements are false?     (D) 
 
A) Cash Flow Statement is helpful in the formation of policies. 
B) Cash Flow Statement is useful for external analysis 
C) Cash Flow Statement is helpful in estimating future cash flow  
 
a) Both A and B   b) Both A and C 
c) Both B and C    d) None of the above 
 
9. Which of the following are cash flow from operating activities?    (A) 
 



A) Cash Receipts from customers 
B) Cash Paid to Supplier and Employees 
C) Purchase of fixed assets 
D) Sale of fixed assets 
a) Both A and B   b) Both A and C 
c) Both B and C   d) Both C and D 
 
 
10. Cash flow from sales is calculated by              (C) 

 
a) Cash sales + Cash Collections 
b) Sales + Opening debtors+ Opening B/R –Closing Debtors – Closing B/R 
c) Both a and b 
d) None of the above 
 
11. Acid Test Ratio is also called as ________.( Quick Ratio )                                                                   

12. The relationship between two numerical values is called as ____.( Ratio )            

13. Statement of changes in working capital is prepared separately in__________         
( Funds Flow Statement) 

1 4. What is the Desirable current Ratio ______(2:1) 

1 5. The difference between current assets and current liabilities is called_______. 
(Working capital ) 
   
16. The amount of operating expenses which are actually been paid in cash are shown 
under__________(Cash outflow on expenses) 
 
17. Funds Flow Statement is also known as_____________(Statement of Sources and 

Application of Funds) 
 
18. Which would a business be most likely to use its ‘solvency’ _________(Debt – Equity 
ratio) 

19. Which_________ assets can be converted into cash in short period.(Current Assets) 
20. _________ reconciles the opening cash balance with the closing cash balance of a 
given period on the basis of net decrease or increase in cash during that period.( Cash 
Flow Statement) 



                                                
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 



 

UNIT  - IV 

FINANCIAL ACCOUNTING 

ACCOUNTING CONCEPTS: 

          The term of concepts includes those basic assumtioons upon which the science of accounting is 

based. The following are the important accounting concepts. 

 Seperate entity concept  

 Going concern concept 

 Money measurement concept 

 Cost concept 

 Duel aspect concept 

 Accounting period concept 

 Periodic matching of cost & revenur concept 

 Realisation concept 

SEPARATE ENTITY CONCEPT: 

                      In accounting  business is considered to be a separate entity from the proprietor(s). 

It may appear to be ludicrous that one person can sll goods to himself but this concept is 

extremely helpful in keeping business affairs free from the effect of private affairs of the 

propritors. 

GOING CONCERN CONCEPT: 

                        According to this concept it is assumed that the business will continue for a fairly 

long time to come. There is neither the intention nor the necessary to liquidate the particular 

business venture in the foreseeable future. On account of this concept , the accountant while 

valuing the asset. Moreover , he changes depreciation on fixed assets on the basis of their 

expected lives rather than on their market values 

 

 

 



MONEY MEASUREMENT CONCEPT: 

                          Money Measurement concept assumes that all business transactions must be in 

terms of money, that is in the currency of country.  In our country such transaction are in terms 

of rupees 

      Thus as per the money measurement concept transaction which can be expressed in terms of 

money are recorded in the books of accounts For examples : sale of goods worth Rs.2,00,000 & 

purchases of raw material Rs. 1,00,000 are expressed in terms of money. So, they are recorded 

in the books of accounts. For example, sincerity, Loyality, honesty of employees are not 

recorded in books of accounts because these cannot be measured in terms of money although 

they do affect the profit & losses of the business concern. 

 

COST CONCEPT :  

            The cost concept is closely related to going concern concept. 

According to this concept: 

a) An asset is ordinarily entered on the accounting records at the price paid to acquire it, and  

b) This cost is the basis for all subsequent accounting for the  asset. If a business buys a plot of 

land for Rs. 50,000 Even if it’s market value at that time happened to be Rs. 60,000. In case 

a year later the market value of this asset comes down to Rs. 40,000 it will ordinarily 

continue to be shown at rs. 50,000 and not at Rs. 40,000 

DUAL ASPECT CONCEPT: 

              This is the basic concept of accounting . According to this concept every business 

transactions has a dual effect . For example, If a starts a business with a capital of Rs. 

10,000. There are two aspects of the transactions. On the one hand the business has asset of 

Rs. 10,000 while on the other hand the business has to pay to the proprietor a sum of 

Rs.1,00,000 

     Equation: Capital(equities) = Cash (Assets) 

                    10,000 =  10,000 

 

 

 



ACCOUNTING PERIOD CONCEPT: 

               According to the concept , the life of the business is divided into appropriate segments for 

studying the results shown by the business after such segment. This beacause though the life of the 

business is considered to be indefinite, the measurement of income and studying the financial position 

of the business after a very long period would not be helpful in taking proper corrective steps at the 

appropriate time. 

 PERIODIC MATCHING OF COST & REVENUE CONCEPTS : 

                  This is based on the accounting period concept. The paramount objective of running a 

business is to earn profit. In order to ascertain the profit made by the business during a period, It is 

necessary that ‘revenues’ of the period should be matched with the cost ( expenses ) of that period. The 

term ‘ matching’ means appropriate association of related revenue & expenses. In other words income 

made by the business during a period be measured only when the revenue earned during a period is 

compared with expenditure incurred for earning that revenue 

REALISATION CONCEPTS : 

    According to this concept revenues are recognised when a sale is made . sale is considered to be 

made at the point when the property in goods passes to the buyer & he becomes legally liable to pay. 

 

ACCOUNTING CONVENTIONS : 

         The term ‘ convention’ includes those customs or tradition, which guide the accountant  while 

preparing the accounting statements. The following are the important ‘ACCOUNTING 

CONVENTIONS’ 

 Conventions of Conservation 

 Convention of full disclosure 

 Convention of Consistency 

 Convention of materality 

An accounting convention is a common practice used as a guideline when recording a business 

transaction. It is used when there is not a definitive guideline in the accounting standards that 

govern a specific situation. Thus, accounting conventions serve to fill in the gaps not yet 

addressed by accountingstandards 

 

 



a)Convention of Conservation  

 

This accounting convention is generally expressed as to “anticipate all the future losses and 

expenses, without considering the future incomes and profits unless they are actually realized.” 

This concept emphasizes that profits should never be overstated or anticipated. This convention 

generally applies to the valuation of current assets as they are valued at cost or market price 

whichever is lower.  

 

b)Convention of Materiality 

 

This accounting convention proposed that while accounting only those transactions will be 

considered which have material impact on financial status of the organization and other 

transactions which have insignificant effect will be ignored.. It gives relative importance to an 

item or event. 

 

c) Convention of Consistency 

 

This accounting convention proposes that the same accounting principles, procedures and 

policies should be used consistently on a period to period basis for preparing financial 

statements to facilitate comparison of financial statements on period to period basis. If any 

changes are made in the accounting procedures or policies, then it should be disclosed explicitly 

while preparing the financial statements. 

 

 

 

 



ACCOUNTING EQUATION: 

The equation that is the foundation of double entryaccounting. The accounting 

equation displays that all assets are either financed by borrowing money or paying with the 

money of the company's shareholders. Thus, the accounting equation is: Assets = Liabilities + 

Shareholder Equity 

 

Introduction to the Accounting Equation 

From the large, multi-national corporation down to the corner beauty salon, every business 

transaction will have an effect on a company's financial position. The financial position of a 

company is measured by the following items: 

1. Assets (what it owns) 

2. Liabilities (what it owes to others) 

3. Owner's Equity (the difference between assets and liabilities) 

The accounting equation (or basic accounting equation) offers us a simple way to understand 

how these three amounts relate to each other. The accounting 

 
Assets are a company's resources— 

                       things the company owns. Examples of assets include cash, accounts receivable, 

inventory, prepaid insurance, investments, land, buildings, equipment, and goodwill. From the 

accounting equation, we see that the amount of assets must equal the combined amount of 

liabilities plus owner's (or stockholders') equity. 

 

 

Liabilities are a company's obligations— 

            amounts the company owes. Examples of liabilities include notes or loans payable, 

accounts payable, salaries and wages payable, interest payable, and income taxes payable (if the 

company is a regular corporation). 

 

 

https://www.accountingcoach.com/wp-content/uploads/2013/10/14x-simple-table-01b@2x.


 Liabilities can be viewed in two ways: 

 

(1) as claims by creditors against the company's assets, and 

(2) a source—along with owner or stockholder equity—of the company's assets. 

 

 

Owner's equity or stockholders' equity : 

                is the amount left over after liabilities are deducted from assets: 

Assets - Liabilities = Owner's (or Stockholders') Equity. 

Owner's or stockholders' equity also reports the amounts invested into the company by the 

owners plus the cumulative net income of the company that has not been withdrawn or 

distributed to the owners. 

 

DOUBLE ENTRY SYSTEM : 

The double entry system of accounting or bookkeeping means that every business transaction 

will involve two accounts (or more). For example, when a company borrows money from its 

bank, the company's Cash account will increase and its liability account Loans Payable will 

increase. 

EX: When a company borrows money from its bank, the company cash account  will increase & 

its liability account lonas payable will increase. If a company pays $ 200 for an advertisement. 

Its cash account will decrease & its account advertising expenses will  increase. 

    accounting equation is: Assets = Liabilities + Shareholder Equity The accounting equation   

serves as an error detection tool. It at any point the sum of debits for all accounts does not equal 

the corresponding sum of credits for all accounts, an error has occurred. However, that the 

equation is satisfied is no guarantee that there are no errors; the ledger may still “balance” even 

if the wrong ledger accounts may have been debited or credited. 

RULES OF MAINTAING BOOKS OF ACCOUNTS: 

https://www.accountingcoach.com/terms/N/net-income


 

 

 

1.Personal Accounts :Accounts which are  transactions with persons are called “Personal 

Accounts” . 

A separate account is kept on the name of each person for recording the benefits received from 

,or given to the person in the course of dealings with him. 

E.g.:  Krishna’s A/C, Gopal’s A/C, SBI A/C, Nagarjuna Finanace Ltd.A/C, ObulReddy & Sons 

A/C , HMT Ltd. A/C, Capital A/C, Drawings A/C etc. 

 

2.Real Accounts: The accounts  relating to properties or assets are known as “Real Accounts” 

.Every business needs assets such as machinery , furniture etc, for running its activities .A 

separate account is maintained for each asset owned by the business . 

E.g.:  cash A/C, furniture A/C, building A/C, machinery A/C etc. 

 

 

 

 



3.NominalAccounts:Accounts relating to expenses, losses, incomes and gains are known as 

“Nominal Accounts”. A separate account is maintained for  each item of expenses, losses, 

income or gain. 

E.g.:  Salaries  A/C, stationery A/C, wages A/C, postage A/C, commission A/C, interest A/C, 

purchases A/C, rent A/C, discount A/C, commission received A/C, interest received A/C, rent 

received A/C, discount received A/C. 

 

Before recording a transaction, it is necessary to find out which of the accounts is to be debited 

and which is to be credited. The following three different rules have been laid down for the 

three classes of accounts…. 

 

1.Personal Accounts: The account of the person receiving benefit (receiver) is to be debited and 

the account of the person     giving the benefit (given) is to be credited. 

 

 

 

  

2.Real Accounts: When an asset is coming into the business, account of that asset is to be 

debited .When an asset is going out of the business, the account of that asset is to be credited. 

    

 

 

 

3. Nominal Accounts: When an expense is incurred or loss encountered, the account 

representing the expense or loss is to be debited . When any income is earned or gain made, the 

account representing the income of gain is to be credited. 

   

    

 

Rule:  “Debit----The Receiver 

   Credit---The Giver” 

 

Rule:  “Debit----What comes in 

   Credit---What goes out” 

 

Rule:  “Debit----All expenses and losses 

   Credit---All incomes and gains” 

 



   

Journal 

Journal is the first book in which transactions are recorded in a chronological order(data wise) 

the moment they take place in business.It is also called day book.Journal shows which account 

should be debited and which account should be credited. 

The process of recording transactions in the journal is called “Journal entries” 

 

Benefits: 

 To show all the necessary information about a transaction> 

 To know why it is written  

 To know the data wise transaction 

 To help identify and prevent efforts. 

THE PROFORMA OF JOURNAL IS GIVEN BELOW. 

Date Date Particulars L.F. no Debit 

RS. 

Credit 

RS. 

     

 

 

 

 

 

 

 

 

 



Problems: 

Record the following transactions in the journal of Delhi furniture mart: 2002. 

Jan1 started the business with cash Rs.10000 

Jan2. Deposited into Bank Rs. 9000 

Jan3. Purchased machinery for Rs. 5000 from jawahar and give him a cheque for the amount 

Jan15. Paid installation charges of machineryRs. 100 

Jan 20. Purchased timber from Naveen at the list price of rs. 2000 he allowed 10% trade discount 

. 

Jan 23. Furniture costing Rs. 500 was used in Furnishing the office. 

Jan 25. Sold Furniture to Naresh of the list price of Rs. 1000 & allowed him 5% trade discount. 

Jan 28. Received a cheque from Naresh for Rs. 930 in full settlement and sent the cheque to bank 

Jan 29. Sent to Naveen in full settlement a cheque for Rs. 1750 

Jan 31. Paid wages Rs. 350 and Rent Rs. 200 

Date Date Particulars L.F. 

no 

Debit 

RS. 

Credit 

RS. 

2002 

Jan 1 

Cash A/c             Dr 

  TocapitalA/c             (Being the 

business started with cash) 

 10,000 10,000 

 

Jan 2   Bank A/c             Dr 

   To cash A/c 

(Being amount deposited into 

bank) 

  

9000 

 

9000 

 

Jan 3 Machinery A/c        Dr 

      To Bank A/c 

(Being Machinery Purchased and 

  

5000 

 

5000 



 

 

 

 

 

 

      

  

paid by cheque) 

Jan 15 Machinery A/c        Dr 

     To cash A/c 

( Being installation charges of 

machinery) 

  

100 

 

100 

 

 

Jan 20 

Purchases A/c        Dr 

   To  Naveen A/c 

( Being Timber purchased from 

Naveen Rs.2,000 at a discount of 

10%) 

  

200 

 

200 

Jan 23 Office furniture A/c    Dr 

     To Purchases A/c 

(Being Furniture costing Rs. 500 

used in Furnishing the office) 

  

500 

 

500 

Jan 25 Naresh A/c           Dr 

      To sales A/c 

( Being the furniture sold to Naresh 

for Rs. 1,000 & allowed him 5% 

trade discount ) 

  

950 

 

950 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Jan 28 

Bank A/c            Dr 

Discount account    Dr 

      To Naresh A/c 

(Being a cheque received from 

Naresh in full settlement & sent the 

cheque to bank)         

 930 

20 

 

 

950 

 

Jan 29 

Naveen  A/c          Dr 

          To Bank 

          To Discount 

(Being a cheque for Rs. 1750 sent 

to Naveen in full settlement of his 

account) 

 1800  

1750 

   50 

 

 

Jan 31 

Wages Account A/c     Dr 

Rent A/c                Dr 

         To Cash A/c 

(Being Amt. Paid for wages & 

Rent) 

 350 

200 

 

 

550 



POSTING TO LEDGER: 

All the transactions in a journal are recorded in a chronological order. After a certain period, if 

we want to know whether a particular account is showing a debit or credit balance it becomes 

very difficult. So, the ledger is designed to accommodate the various accounts maintained the 

trader. It contains the final or permanent record of all the transactions in duly classified form. “A 

ledger is a book which contains various accounts.” The process of transferring entries from 

journal to ledger is called “POSTING”. 

Posting is the process of entering in the ledger the entries given in the journal. Posting into ledger 

is done periodically, may be weekly or fortnightly as per the convenience of the business. The 

following are the guidelines for posting transactions in the ledger. 

 After recording a transaction in the Journal the next stage is the transfer of transaction in 

the respect account in the form of ledger. 

 Ledger is the book that contains several a/c’s the process of preparation of a/c’s from the 

Journal into ledger is called Posting in the ledger. 

Benefits: 

 It is provides complete information about all accounts in one book. 

 It enables to ascertain what are the main terms of revenue and expences. 

 It enables to determine which are the assets and liabilities and their values. 

 It facilities the preparation of trial balance and financial accounts. 

 Proforma for ledger:   LEDGER BOOK 

     Particulars account  

Date Particulars Lfno Amount Date Particulars Lfno amount 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Problem 1: 

Journalise the following transactions, post them in the ledger and balance the accounts on 31st 

January. 

1.John started business with a capital of Rs. 10000. 

2.He purchased goods from Mohan on credit of  Rs. 2000. 

3. He paid cash to Mohan Rs. 1000 

4.He sold goods to Suresh Rs. 2000. 

5. He received cash from Suresh Rs. 3000. 

6. He further purchased goods from Mohan Rs. 2000. 

7. He paid cash to Mohan rs. 1000. 

8. He further sold goods to Suresh Rs. 2000. 

9. He received cash from Suresh Rs. 1000 

 

Solution: 

Journal entries 

Date Date Particulars L.F. no Debit 

RS. 

Credit 

RS. 

 Cash A/c             Dr 

      To Suresh A/c 

(Being cash received from 

Suresh) 

  

3000 

 

3000 

 Purchase A/c          Dr  

     To Mohan  

( Being goods purchased from 

Mohan) 

  

2,000 

 

2,000 

 



 Mohan A/c           Dr 

      To Cash A/c 

( Being Payment of cash to 

Mohan) 

  

1,000 

 

1,000 

 

  Suresh A/c           Dr 

        To sales A/c 

( Being goods sold to suresh) 

  

2,000 

 

2,000 

 

 Cash A/c             Dr 

    To Suresh A/c 

  

1,000 

 

1,000 

 



LEDGER POSTING 

                     CASH ACCOUNT 

Date Particulars Lfn

o 

Amount Date Particulars Lfn

o 

amount 

 

 

 

 

Feb 1 

TO Capital A/c 

To Suresh 

To Suresh 

 

 

 

 

10,000 

3,000 

1,000 

 

14,000 

 

 

By Mohan  

By Mohan 

By Balance 

c/d 

 

 

1,000 

1,000 

12,000 

 

14,000 

                        

                        CAPITAL ACCOUNT 

Date Particulars Lfno Amount Date Particulars Lfno amount 

Jan 31 

 

To Balance C/d 

 

 

 

10,000 

 

10,000 

 

 

 

 

Feb 1 

By cash 

A/c 

 

By Bal b/d 

 

 

 

10,000 

 

10,000 

10,000 

 

 

                       PURCHASES ACCOUNT 

Date Particulars Lfno Amount Date Particulars Lfno amount 

 

 

 

Feb 1 

To Mohan  

To Mohan 

 

To bal b/d 

 

 

2,000 

2,000 

4000 

4000 

Jan 31 

 

By bal c/d 

 

 

 

4,000 

 

4000 

 



 

Date Particulars Lfno Amount Date Particulars Lfno amount 

 

 

 

 

To cash 

To cash 

To bal c/d 

 

 

 

1,000 

1,000 

2000 

4000 

4000 

Jan 31 

 

By 

Purchases 

By 

Purchases 

 

 

2000 

 

2000 

4000 

 

 

 

                          Suresh Account 

Date Particulars Lfno Amount Date Particulars Lfno amount 

 

 

 

 

To sales 

To sales 

 

 

 

2,000 

2,000 

 

4000 

Jan 31 

 

By cash 

A/c 

By casah 

A/c 

 

 

 

3000 

 

1000 

4000 

 

 

 

                               Sales Account 

Date Particulars Lfno Amount Date Particulars Lfno amount 

 

 

 

To bal b/d To  

 

 

 

 

4,000 

 

 

Jan 31 

 

 

By Suresh  

By Suresh 

 

 

 

2,000 

 

2000 



 4000 

 

 

Feb 1 

Bybal b/d 4000 

4000 

 

Preparation of trial Balance: 

 Trial balance is statement containing balances of the ledger accounts. 

 It is prepared to verify the arithmetical accuracy whether the total of the debit column and 

the credit column are equal or not  

 Ledger Account closing balnaceswil be transferred to trial balances.By using these 

balances trial Balances will be prepared By using trial balance information final Accounts 

such as trade A/c Profit and loss a/c and Balance sheet are prepared . 

Ex: 

2008 Nov 1st started business with Rs. 2500000. 

2nd sold goods for cash Rs 1000000. 

3rd Purchase goods for cash Rs. 500000. 

4th Paid into Bank Rs. 500000. 

Solution: 

NO NAME OF 

ACCOUNT 

(PARTICULARS) 

DEBIT 

AMOUNT(RS.) 

NAME OF 

ACCOUNT 

(PARTICULARS) 

CREDIT 

AMOUNT(RS.) 

 Cash A/C 

Purchases A/c 

Bank A/c 

25,00,000 

5,00,000 

5,00,000 

----------- 

35,00,000 

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

 

Capital A/c 

Sales A/c 

25,00,000 

10,00,000 

 

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

35,00,000 

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



 

ELEMENTS OF FINANCIAL STATEMENT: 

Statement of financial accouting concepts (SFAC) 6,governed by Generally accepted Accounting 

Principles(GAAP) 

Encompasses 10 element of financial statement which mainly focuses on measuring the 

performance and ascertaining the financial position of the business enterprise.It has embodied 

the accrual system of accounting in its elements which adhere to the financial statement. 

The 10 elements included in the financial statements are as follows. 

1) Assets 

2) Liabilities 

3) Equity 

4) Investments by owners 

5) Distributions to owners 

6) Revenues 

7) Expenses 

8) Gain 

9) Losses 

10) Comprehensive Income statement 

 

PREPARATION OF FINAL ACCOUNTS: 

Problem: 

The Trial balance of kumar as at march 31st 2002 revealed the following balances. 

Particulars Debit  

Balances 

Particulars Credit 

Balances 

Plant & Machinery 1,60,000 Capital account 2,00,000 

Purchases 1,36,000 Sales 2,50,000 

Sales returns 2,000 Purchase returns 6,550 

Opening stock 60,000 Discount received 1600 

Discount allowed 700 Sundry creditors 50,000 

Bank charges 150   

Sundry debtors 90,000   



Salaries 13,600   

Wages 20,000   

Freight 1500   

Carriage outwards 2400   

Rent & Rates 4000   

Advertisement 4000   

Cash in hand 13,800   

 5,08,150  5,08,150 

 

Adjustments: 

1. Closing stock was valued at Rs. 70,000 

2. Bad debts Rs.400 

3. Depreciation on plant @10% per annum 

4. Salaries yet to be paid Rs. 500 

Prepare trading account, profit & loss A/c & Balance sheet for the year ending Dec 31st 2002 

 

 

 

 

 

 

 

 

 

 



Solution: 

Trading account 

Particulars 

 

Amount 

 

Particulars 

 

Amount 

 

To opening stock 

To purchases    1,36,000                    

Less: returns       6,550 

 

To wages  

To freight 

To gross profit c/d 

 

60,000 

 

1,29,450 

 

20,000 

 1,500 

1,07,050 

By sales     2,50,000  

Less: returns    2,000 

By closing stock 

 

2,48,000 

  70,000 

 

 

 

 

 

3,18,000 3,18,000 

  

 

 

 

 

 

 

 

 

 

 

 



PROFIT AND LOSS A/C OF MR KUMAR FOR THE YEAR ENDED MARCH 31ST 

2002 

PARTICULARS AMOUNT PARTICULARS AMOUNT 

To Discount Allowed 

To Bank charges 

To Carriage outward 

To salaries-    13,600 

(+) out standing   500 

To Advertisement 

To Rent & Rates 

To Bad debts 

To Depreciation on 

Plant @ 10% 

To Net profit 

700 

15 

2400 

 

14,100 

4000 

4000 

3600 

16,000 

63,700 

By Gross Profit 

By Discount 

Received 

1,07,050 

   1,600 

1,08,650 1,08,650 

  

 

 

 

 

 

 

 

 

 

 



BALANCE SHEET OF  KUMAR AS ON APRIL 1ST 2003 

 

Liabilities and capital 

 

Amount 

 

Assets 

 

Amount 

Capital   2,00,000 

(+)        63,700 

Sundry creditors 

Salaries o/s 

 

2,63,700 

  50,000 

     500 

 

 

Cash in hand  

Plant & machinery 

16,00,000 

(+) depreciation     16,000 

Sundry debtors     90,000 

(-) bad debts        3,600 

Closing stock 

13,800 

 

1,44,000 

  86,400 

  70,000 

3,14,200 3,14,000 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



OBJECTIVE TYPE QUESTIONS : 

1.   ------   is concerned with the process of recording sorting & summarizing data 

resulting from business operations & events 

2. Recording is done in the book ------ 

3. Classifying is done in the book ------ 

4. ---- is concerned with the preparation of financial statement facilitating 

information to various users 

5. Accounting principles are based on accounting concepts and ------- 

6. According to the ------ concept business is treated as a separate person from 

proprietor 

7. Assets minus liabilities equal -------- 

8. ----- is a book where day-to-day transactions are recorded 

9. There are ----- types of Accounts   

10. ----- deals with expenses , payments & incomes & losses 

11. The process of transferring accounts from journal into ledger is called as ------ 

12. ------ shows the arithmetical accuracy of the  business transactions entered into the 

accounting process 

13. ------- shows  the  financial position of the business as on a particular day 

14. ------ denote claims against the assets of a firm 

15. The losses or decreases in the value of assets is --------- 

16. A final account comprises -------. 

17. The expenses yet to be paid are called-------- 

18. The difference b/w assets & liabilities is called ------- 

19. Management accounting starts where ----- ends 



20. Patents account is ------- 

ANSWERS : 

1. ACCOUNTING 

2. JORNAL 

3. LEDGER 

4. FINANCIAL ACCOUNTING 

5. ACCOUNTING CONVENTIONS 

6. BUSINESS ENTITY 

7. CAPITAL 

8. JOURNAL 

9. THREE (3) 

10. NOMINAL ACCOUNTS 

11. POSTING 

12. TRIAL BALANCE 

13. BALANCE SHEET 

14. LIABILITIES 

15. DEPRECIATION 

16. TRADING , PROFIT& LOSS, BLANCE SHEET 

17. ACCURED EXPENSES 

18. CAPITAL 

19. FINANCIAL ACCOUNTING 

20. REAL ACCOUNT 
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