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Our aim is to provide such brief study materials and sample papers to the student  

that not only guides students to the path of success, but also inspires them to 

recognize and explore their own inner potential. The Board exam preparation is 

based on three pillars – Concept Clarity, Contextual familiarity and Application 

Expertise. Our innovative and dedicated teaching materials ensure that every 

student gets a firm grip of each of these pillars so very essential for these arduous 

preparations. 

We also understand the importance of CBSE board exam as students' future goal 

depends upon the performance in board exams. We know that in pandemic situation 

the students feel a lot of pressure of performance in board exam. It is very important 

to develop the right exam temperament in students so they can tackle the pressure & 

surprises easily. In this direction, to release such brief study materials and sample 

papers will help to the students a lot.  
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UNIT 6 

Staffing  

Meaning of Staffing  

 Staffing function of management is concerned with obtaining, utilising and maintaining a 

satisfactory and satisfied work force. Staffing is a continuous process because new jobs are 

created and some employees leave the organisation.  

Importance of Staffing  

1. It helps in obtaining competent personnel for various jobs. 

2. It ensures higher performance by putting right person on the right job. 

3. It ensures continuous survival and growth of business through succession planning for 

managers. 

4. It ensures optimum utilisation of human resources by indicating surplus/shortage of 

personnel. 

5. It improves job satisfaction and morale of employees through training and promotion 

 Staffing as a Part of HRM  

Human Resource Management (HRM) activities and duties are: 

1. Recruitment. 

2. Analysing job, collecting information about jobs to prepare job descriptions. 

3. Developing compensation and incentives plans. 

4. Training and development of employees for efficient performance and career growth. 

5. Maintaining labour relations and union management relations. 

6. Handling grievances and complaints. 

7. Providing for social security and welfare of employees. 

8. Defending the company in law suits and avoiding legal complications. 
It is important to understand that staffing is both a function of management just like planning, 
organising, directing, and controlling as well as a distinct functional area of management just as 
marketing management and financial management. Staffing, is therefore, referred to as both a 
line as well as a staff activity i.e., an essential function of the manager as well as an advisory role 
played by the Human Resource Department. 
Steps in Staffing Process  

1. Estimation of manpower requirement—determining number and type of employees 

required. Operationally, understanding the manpower requirements would necessitate 
workload analysis on the one hand and workforce analysis on the other.  
Workload analysis would enable an assessment of the number and types of human resources 
necessary for the performance of various jobs and accomplishment of organisational objectives. 
Workforce analysis would reveal the number and type available. 
such an exercise would reveal whether we are understaffed, overstaffed or optimally staffed. 
2. Recruitment means searching for qualified people and stimulating them to apply for jobs. 
The information generated in the process of writing the job description and the candidate 
profile may be used for developing the ‘situations vacant’advertisement.  
3. Selection means choosing the best candidate for the job.  

4. Placement and Orientation—Placement means that employee occupies the position/post 

for which he has been selected. Orientation means introducing the selected employee to other 

employees and rules & policies of the organization.  

5. Training and Development: Training means improving skills and knowledge of employees 

to do the current job. It is a job-oriented process. Development means acquiring skills and 

competence for handling higher jobs in future. •It is a career-oriented process. 
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6. Performance Appraisal means evaluating an employee’s performance as against the 

predetermined standards. The performance appraisal process, therefore, will include defining 
the job, appraising performance and providing feedback. 
 7. Promotion and Career Planning: Career planning includes all activities associated with 

promotion of employees.  

8. Compensation refers to all forms of pay or rewards to employees like wages, salaries, 

incentives, commission etc. It may be in the form of direct financial payments like wages, 
salaries, incentives, commissions and bonuses and indirect payments like employer paid 
insurance and vacations. 
Direct financial payments are of two types: time based or performance based. 
A time-based plan means salary and wages are paid either daily, weekly or monthly or 
annually. 
Performance based plans means salary/wages are paid according to piecework. 
 

Internal sources of recruitment— 

1. Transfers involve shifting of an employee from one job to another, one department to 

another or from on shift to another, without change in responsibilities, status and pay.  

2. Promotions involve shifting an employee to a higher position, with higher responsibilities, 

status and pay.  

Merits:  

1. Employees are motivated because of promotions.  

2. No need of induction training.  

3. These sources help in adjustment of surplus staff in those departments where there is 

shortage of staff.  

4. Filling of jobs internally is economical. 

5. Transfer is a tool of training the employees  

Limitations  

1. It is an incomplete source. All vacancies cannot be filled through internal sources.  

2. Spirit of competition is hampered.  

3. It reduces scope of fresh talent.  

4. A new enterprise cannot use internal sources of recruitment.  

5. There is limited choice of candidates. 

External Sources of Recruitment: 

1. Labour Contractors—Labour Contractor maintains close contacts with labourers and 

provides unskilled workers at short notice. 

2. Direct recruitment —a notice is placed on the notice-board specifying details of the jobs. 

Unskilled or semi-skilled job-seekers assemble outside and selection is done on the spot. Such 

workers are called badli workers; payment on daily wage basis; suitable when there is rush of 

work or some permanent workers are absent.  

3. Advertisement—vacancies are advertised in newspapers or trade journals. It gives the 

management a wide choice. Most of the senior positions in businesses are filled by advertising. 

4. Campus recruitment: Recruitment of technical, professional and managerial jobs from 

educational institutions (e.g. colleges and institutes of management and technology).  



7 | KVS ZONAL INSTITUTE OF EDUCATION AND TRAINING CHANDIGARH 
 

5 Placement agencies and Management consultants: Placement agencies compile bio-data 

of candidates and recommend names to their clients for a fee. Management consultants help to 

recruit technical, professional and managerial personnel.  

6. Recommendations of employees—Applicants introduced by present employees  

7. Employment exchanges are suitable for unskilled and skilled operative jobs. Disadvantage: 

Their records are not up-to-date  

Merits  

1. Management can attract qualified and trained people.  

2. Management has a wider choice.  

3. External sources bring fresh talent in the organisation.  

4. Competitive spirit among existing staff.  

Limitations 

1. It may lead to dissatisfaction among existing employees. 

2. It is a lengthy process. 

3. It is a costly process.  

Steps involved in the selection process  

1. Preliminary Screening helps manager to eliminate unqualified job seekers.  

2. Selection Test measures intelligence, aptitude, etc. 

3. Employment Interview is a formal, in-depth conversation conducted to evaluate the 

applicant’s suitability for the job.  

4. Reference and Background Checks from previous employers, teachers and professors.  

5. Selection Decision from among the candidates who pass the tests, interviews and reference 

checks.  

6. Medical Examination — medical fitness test.  

7. Job offer is made through letter of appointment.  

8. Contract of employment regarding terms and conditions of employment, pay, hours of 

work, leave rules, etc. 

Types of Selection/Employment Tests  

1. Intelligence test measures level of intelligence quotient of an individual. It is an indicator 

of a person’s learning ability or the ability of make decisions and judgements. 

2. Aptitude test is conducted to measure an individual’s potential for learning new skills. It 

indicates the person’s capacity to develop. 

3. Personality Test provides clues to a person’s emotions, reactions, maturity, value systems 

etc.  

4. Trade test measures the existing/actual skills possessed by the individual.  

5. Interest tests are used to know the pattern of interests or involvement of a person. 

Importance of Training  

Benefits to the organisation  

1. It avoids wastage of efforts and money  

2. It enhances employee productivity both in terms of quantity and quality leading to higher 

profits.  

3. It equips the future manager  

4. It reduces employee turnover as it increases employee morale. 

Benefits to Employees  

1. It may lead to promotion and career growth of the employees.  



8 | KVS ZONAL INSTITUTE OF EDUCATION AND TRAINING CHANDIGARH 
 

2. It helps employees to earn more.  

3. It reduces accidents as employees are efficient to handle machines.  

4. It increases satisfaction and morale of the employees. 

Methods of Training  

1. Apprenticeship Training: Trainee is kept under guidance of a master worker. It is designed 

to acquire a higher level of skill e.g. plumbers, electricians, iron workers, motor mechanic etc. 

2. Internship Training: Joint programme of training between education institutions and business 

firms. Besides carrying out regular studies, the trainees also work in some factory or office to 

acquire practical knowledge and skills.  

3. Vestibule training: This training is given with the help of similar equipment and machine. 

Training is conducted away from actual work place. It is used where the employees are 

required to handle sophisticated machinery. 

QUESTIONS  

1) “Staffing makes for higher performance by putting right person on the right job”. Is 

this statement true or false?          

A) True 

2)“There is no need of human resource planning as so many people are available in the 

market these days.” Do you agree with this statement? Give reasons.   

A) No, I don’t agree with this statement. There is a great need of man power planning due to 

the following reasons.: 

1. Organisation needs man power planning: To meet the demands of changing job 

requirements due to change of technology. 

2. Man power requires forecasting: Provides a basis of recruitment, transfer and 

training employees. 

3) Human resource management is a part of staffing. Do you agree?    

A) No. 

4) “The present-day human resource management is a broader concept.” Explain    

A) The present-day human resource management includes the following activites: 

a. Helps the organization to achieve its goals 

b. Employees the skills and knowledge of employees efficiently and effectively. 

C. Enhance job satisfaction. 

d. Maintain high morale and good human relations within the organization. 

5) why is induction is not required in the internal source of recruitment.    

A) Because employees are already well familiar with the organization. 

6) State the meaning of placement as a staffing function.      

A) Placement: Once the job offer has been accepted by the selected candidate he placed on 

this new job. Proper placement of an employee reduces absenteeism. Placement therefore refers 

to placing the right person on the right job. 

7) Describe briefly the steps involved in the process of staffing.              

A) Manpower Planning: The organization estimate the total man power requirement by 

considering all the departments of the organization. 

Recruitment: The second step after man power planning is recruitment and selection. 

Recruitment aims at attracting job applicants preposition in the organization. 

Selection: Selection consists of making choice among applicants. 

Placement and Orientation: It refers to placing the right person on the right job. 

Induction: it is concerned with the process of introduction of a new employee to the 

organization. 

Training and development: It is more accurately considered as a process of skill formation 
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and behavioural change. 

Performance appraisal 

Promotion and career planning 

Compensation 

8) Name two websites which are commonly visited both by the prospective employees 

and the organizations searching for suitable people.       

A) www.naukari.com; www.jobstreet.com 

9) ‘Internal sources of recruitment are better than external sources of recruitment.’ Do 

you agree with this statement? Give any two reasons in support of your answer.   

A) Yes, I agree with this statement. 

Advantages: 1. It will assist in developing high moral of employees. 

2. The candidates already working in the organization can be evaluated more economically as 

the expenditure is relatively less. 

10) Name the concept which relates to the following: 

a) Searching of prospective candidates. 

b) Streamlining the attributes of a person required for doing a job. 

A) a. Recruitment b. Selection. 

11)List the different types of tests used in selection process. 

A) i. Intelligence test ii. Aptitude test iii. Personality test. Iv. Trade test v. Interest test 

12) What is meant by ‘Selection’? Explain any five steps involved in the process of 

selection of employees.                     

A) Selection is the process of carefully screening the candidates who offer themselves for 

appointment so as to choose the most appropriate person for the job. 

Steps: 1. The preliminary screening: A brief screening interview is conducted as the first 

step in the selection process. 

2. Selection test: Each candidate appears for employment test. 

3. Employment Interview: Interview is a phase of testing on the basis of face to face 

interaction between the interviewer and the applicant. 

4. Reference and background checking: Gather more information about the candidates from 

indirect personal sources. 

5. Selection decision: After candidates process the tests and interview final decision for 

selection is made after considering the view of concerned manager. 

6. Medical Test: The selection process is not complete without the medical test. 

7. Job offer: Letter of appointment mentioning the date by which a candidate has to report on 

duty is handed over to the appointee. 

8. Contract of employment: It includes various details such as pay, allowances, work rules etc. 

13) Training and Development are one and the same thing. Do you agree? 

A) No they are different 

14) Distinguish between training and development.                
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15) State the benefits of employee’s training.        

A) Benefits to the organization 

a) Economic operations: Trained personal will make economic and efficient use of resources. 

b) Increases productivity; It improves the quality and quantity of the production 

Benefits to the employees: 

a) Acquisition of new skills: A trained employee acquires new skills. 

b) Higher Earnings: Trained employees can perform better and there by earn more. 

16) What is meant by ‘on the job training’? Explain any one method of ‘on the job’ 

training.          

A) On the job training: Learning by doing by the subordinates under the supervision of 

superiors at the actual work place. 

B) Methods: i. Apprenticeship Programme: It is designed for higher levels of skills. 

It ensures on the job training and is explained with classroom instruction in a particular 

subject. 

17) “There is no need of human resource planning as so many people are available in 

the market these days.” Do you agree with this statement? Give reasons.  
No, I don’t agree with this statement. There is a great need of manpower planning due 
to the following reasons. 
1. Human resource manager has to find out the number of employees required by 
the organisation and make provision for their recruitment. 
2. Developing compensation and incentive plans from time to time with the aim of 
improving the policies concerning personnel. 
3. Manpower planning helps companies in handling grievances and complaints. It 
establishes cordial relations between the employees and the employer. 
 
18) Atul-The Assistant Manager, Vikas-the Marketing Head and Leena-The Human 

Resource Manager of ‘Montac Enterprises Ltd.’ decided to leave the company. The Chief 

Executive Officer of the company called the Human Resource Manager, Leena and 

requested her to fill up the vacancies before leaving the organisation. 

Leena suggested that her subordinate Miss Rama Wadhwa is very competent and 

trustworthy, if she could be moved up in the hierarchy, she would do the needful. The 

Chief Executive Officer agreed for the same. Miss Rama Wadhwa contacted ‘Smith 

Recruiters' who advertised for the post of marketing head for ‘Montac Enterprises 

Ltd'. They were able to recruit a suitable candidate for the company. Atul’s vacancy 

was filled up by screening the database of unsolicited applications lying in the office. 

i. Name the internal/external sources of recruitment used by ‘Montac Enterprises 

Ltd.' to fill up the above-stated vacancies. 

ii. Also state anyone merit of each of the above-identified source of recruitment.  

i. The internal/external sources of recruitment used by 'Montac Enterprises Ltd' to fill up the 
above-stated vacancies are. 
a. Promotion: It is an internal source of recruitment in which an employee is shifted to a 
higher post. Leena's vacancy was filled by using this source. 
b. Placement Agencies and Management Consultants: It is an external source of recruitment. 
These agencies provide nationwide service in matching personnel demand and supply. Vikas's 
vacancy was filled by using this source. 
c. Casual Callers: It is again an external source of recruitment through which the organisation 
keeps a database of unsolicited applicants in their files. Atul's vacancy was filled by using this 
source. 
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Merits : 
a. Promotion: It helps to increase the motivation and satisfaction of employees as their status 
and salary are enhanced. 
b. Placement Agencies and Management Consultants: They help organisations to recruit 
technical, professional and managerial personnel easily. They establish a balance between 
the demand and supply of the employees. 
c. Casual Callers: It is an inexpensive method of recruitment. The casual callers, also called as 
unsolicited applications are the job seekers who come to the well renowned organizations 
casually and either mail or drop in their job applications seeking the job opportunity. 
 

19. Explain briefly 'transfers’ and 'promotions' as internal sources of recruitment. 

Transfer: It means shifting of employees from one job position to other at the same level of 
authority. Only the working place is changed. Therefore, it refers to a horizontal movement 
of the workers. This procedure is usually followed when some employees are surplus in one 
department and there is shortage of similar type of employees in another department. 
Promotion: It refers to shifting of employees from one job position to the other with a higher 
level of authority. Here, employees move in an upward direction within an 
organisational structure. There is also an increase in compensation or salary, e.g. 
promotion of a clerk to the post of an accountant. A post can be filled by sending an 
insufficient employees at some lower-position. It is known as recruitment by 
demotion. 
  

20. Explain in brief the various steps involved in the process of staffing.  
i. Estimating manpower requirements- It refers to finding out the number of persons or 
employees and type of employees needed in the organisation in near future. At the time of 
determining the number of persons required, the possibilities regarding internal promotions, 
retirements, resignations and dismissals, etc. 
a. Work load analysis- Finding the number and type of employees required to perform various 
jobs. 
b. Work force analysis- Analysing existing work force already occupying the job positions. 
c. Comparison-The manager compares the two and find out the excess of work load over work 
force indicating under staffing, and thus fulfils the gap. 
ii. Recruitment- It refers to the process of inducing the people to apply for the job in the 
organisation. After assessing the number and type of required employees, the manager tries 
to get a greater number of applicants for the job, so that the organisation can select better 
candidates. 
iii. Selection- It refers to the choosing of most suitable candidate to fill the vacant job position. 
Selection is done through a process, which involves tests, interviews, etc. It is important to 
keep in mind that the ability of the applicant and the nature of work must match. 
iv. Placement and orientation-Placement refers to join the post for which a person has been 
selected. After this, a brief presentation about the company is given and employee is 
introduced to his superiors, subordinates and colleagues and it refers to orientation. 
v. Training and development- In this step, training is imparted to the selected candidate, by 
which he/she can enhance his/her skills, knowledge, which increases 
their efficiency and effectiveness. 
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vi. Performance appraisal- It refers to evaluating the performance of employees against 
some standards which are known to employees in advance. To judge his capability his actual 
work performance is compared with the work assigned to them. 
vii. Promotion and career planning- Promotions are an integral part of people's career. It 
means people placed in positions of increased responsibility on the basis of their capability 
and it usually means more pay, responsibility and job satisfaction. 
viii. Compensation- It refers to fixing the compensation of an employee for his contribution 
to the organisation. It includes pay, rewards and other incentives given to all the employees. 
It includes direct as well as indirect payments. It may be of two types: 
a) Direct Financial Payments- It includes wages, salaries, incentives, commissions and bonus 
b) Indirect Payments-It includes insurance, medical, vacations etc 
21. A newly appointed Personnel Manager is of the view that there is no need for 

training the workers. Do you agree with this statement? Give reasons in support of your 

answer.  

No, I do not agree with this statement. Proper training is required to the workers 
because of following reasons: 
i. Addressing Weaknesses: Most employees have some weaknesses in their workplace skills. 
A training program allows you to strengthen those skills that each employee needs to 
improve 
ii. Systematic learning: Training is a systematic learning which improves knowledge and 
skills of employees. It helps in reducing the wastage of efforts and money. 
iii. Higher profits: Training helps in increasing the efficiency and productivity of the 
workers which lead to high quality products and higher profits. 
iv. More efficient: Training makes the employee more efficient and more technical. They 
can handle any machine easily. Thus, less prone to accidents. 
v. Increases Morale of employees: Training increases the satisfaction and morale of 
employees. 
vi. Increased job satisfaction and morale among employees. 
vii. Increases capacity to adopt new technologies and methods. 
viii. Increases innovation in strategies and products. 
22. Explain any four external sources of recruitment. Which of these sources is ideal for 

a manufacturing organisation? 
Recruitment means inducing or attracting more and more candidates to apply for vacant job 
positions in the organisation. In other words, recruitment means making available persons to 
fill different vacant posts in the organisation. Efforts are made in this process to ensure that 
more and more people submit applications so that selection becomes easy. External sources 
of recruitment mean to invite applications for filling up the vacancies from candidates outside 
the organisation. 
Different external sources of recruitment are 
i. Casual callers: It is generally followed by the factories of manufacturing organisations to fill 
up vacancies at the labour level. In such cases, the organisation keeps the record of casual 
callers and present them at the time of requirement. 
ii. Advertising: The most common and popular method of external recruitment is advertising, 
e.g. for the job of an accountant, the advertisement can be given in CA journal, for the lower 
rank it can be given in local newspapers and for the higher rank, it can be given in national 
level reputed newspapers. The advertisement may also be done through television. 
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iii. Placement agencies and management consultant: These agencies provide nation-wide 
service of matching demand and supply of workforce and invite the bio-data and record from 
various job seekers and send them to suitable clients. These agencies charge fees for 
providing such service. 
iv. Labour contractors: They keep a close contact with labourers, and they supply manpower 
to the factory or manufacturing concerns. Through these contractors, workers are appointed 
in factories at very short notice. They act as a link between labourers and managers. Labour 
contractors are the ideal source for a manufacturing organisation. It is very much popular in 
road construction, building construction, and plantation industry. They keep close contact 
with labourers and supply manpower to manufacturing industries. 
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UNIT 7  

DIRECTING 

Directing means instructing, guiding, counselling, motivating and leading people in the 

organisation to achieve its objectives.  

Features of directing: 

1. Directing initiates action 

2. Directing takes place at every level of management 

3. Directing is a continuous process 

4. Directing flows from top to bottom 

Importance of Directing  

1. Directing helps to initiate action in the organization.  

2. Directing integrates employees’ efforts in the organization  

3. Directing guides employees to realise their potential by motivation and leadership. 

4. Directing facilitates introduction of changes by reducing resistance to change. 

5. Directing brings stability and balance in the organisation  

Elements of Directing 

1. Supervision means instructing, monitoring and guiding the efforts of the subordinates for 

the achievement of work targets. It means overseeing what is being done by subordinates and 

giving instructions to ensure optimum utilisation of resources and achievement of work targets. 

2. Motivation means stimulating people to action to accomplish desired goals. In the context 

of an organisation, it means the process of making subordinates to act in a desired manner to 

achieve certain organisational goals. 

Features of motivation: 

(i) It is an internal feeling.  

(ii) It produces goal directed behaviour. 

(iii) It can be positive (promotion, recognition) or negative (punishment etc.) 

 (iv) It is a complex process.  

Three inter related terms: Motive, Motivation, Motivator 

Motive: A motive is an inner state that energises, activates or moves and directs behaviour 

towards goals. Motives arise out of the needs of individuals. 

Motivation: Motivation is the process of stimulating people to action to accomplish desired 

goals. 

Motivator: Motivator is the technique used to motivate people in an organisation. 

3. Leadership is the process of influencing people so that they work willingly towards 

achievement of goals. 

Features of Leadership:  

(i) It is a continuous process.  

(ii) It indicates ability of an individual to influence others.  

(iii) It is exercised to achieve goals of the organisation.  

(iv) It indicates inter-personal relations between leaders and followers. 

4. Communication is the process of exchange of information between people to create common 

understanding.  
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Maslow’s Need Hierarchy Theory of Motivation  

Abraham Maslow, a well-known psychologist in a classic paper published in 1943, outlined 

the elements of an overall theory of motivation. His theory was based on human needs. He felt 

that within every human being, there exists a hierarchy of five needs. These are: 

1. Basic Physiological Needs: Hunger, shelter and sleep, etc. Basic salary helps to satisfy these 

needs.  

2. Safety Needs Examples: job security, stability of income, Pension plans etc. 

3. Affiliation/Belonging Needs refer to affection, sense of belongingness, cordial relations with 

colleagues, etc. 

4. Esteem Needs include factors such as self-respect, autonomy, status, recognition, etc.  

5. Self-Actualization Needs refer to the drive to become what one is capable of becoming e.g. 

growth and achievement of goals.  

Assumptions:  

(i) People’s behaviour is based on their needs.  

(ii) People’s needs are in hierarchical order.  

(iii) A satisfied need no longer can motivate a person.  

(iv) A person moves to the next higher level need only when the lower need is satisfied.  

 
Importance: Maslow’s Theory helps managers to realise that need level of employee should be 

identified to motivate them. 

Incentives: Incentive means all measures which are used to motivate people to improve 

performance. These incentives may be broadly classified as  

financial and non-financial. 

Financial incentive: Financial incentives refer to incentives which are in direct monetary form 

or measurable in monetary term and serve to motivate people for better performance. 

Financial incentives to motivate employees  

1. Productivity linked wage incentive— higher wages for greater productivity  

2. Bonus—Amount of funds over and above the wages/ salary.  

3. Profit Sharing—giving a share in the profits to employees.  

4. Co-partnership/Stock option — employees are offered company shares at price lower than 

market price.  

5. Retirement Benefits —provident fund, pension and gratuity.  

6. Perquisites—car allowance, housing, medical aid and education to the children etc. 

7. Pay and allowances – salary, dearness allowance, etc.  

Non-financial Incentives: Non-financial incentives mainly focus on Psychological, social 
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and emotional needs of employees. 

1. Job enrichment—designing jobs with greater variety of work content.  

2. Employee recognition means a show of appreciation. (e.g., reward for valuable suggestions, 

displaying on notice board the achievement of employee, etc.)  

3. Employee participation means involving employees in decision making etc. 

4. Employee empowerment means giving more autonomy and powers to subordinates.  

5. Job security—stability of income  

6. Career advancement opportunity—Skill development programmes and sound promotion 

policy  

7. Status—authority, responsibility, rewards, recognition, etc.  

8. Organisational climate indicates characteristics which influence behaviour of employees 

such as autonomy, rewards, risk taking, etc. 

Leadership Styles  

1. Autocratic or Authoritarian leadership Leader gives orders and insists that they are 

obeyed. He determines policies without consulting them. He is dogmatic i.e., does not 

wish to be contradicted. He believes that reward or punishment both can be given 

depending on result.  

Benefits:  

(a)To increase productivity  

(b) Quick decision-making.  

2. Democratic or Participative leadership: Leader makes decisions in consultation with his 

subordinates. This improves morale of employees and helps leaders to make better decisions. 

3. Laissez Faire or Free-rein leadership Leader gives complete freedom to subordinates and the 

group members work on their own tasks resolving issues themselves. He supports them and 

supply information but does not believe in the use of power. 

Formal Communication flows through official channels designed in the organisation chart. 

Formal communication flows through official channels designed in the organisation chart. This 

communication may take place between a superior and subordinate, a subordinate and superior 

or among same cadre employees or managers. The communications may be oral or written but 

generally recorded and filed in the office.  

Formal communication may be further classified as – Vertical and Horizontal. 

Vertical communication flows vertically, i.e., upwards or downwards through formal channels. 

Upward communications refer to flow of communication from subordinate to superior whereas 

downward communication indicates communication from a superior to subordinate. 

Horizontal or lateral communication takes place between one division and another. 

The pattern through which communication flows within the organisation is generally indicated 

through communication network. 
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(i) Single chain: This network exists between a supervisor and his subordinates. Since many 

levels exist in an organisation structure, communication flows from every superior to his 

subordinate through single chain. 

(ii) Wheel: In wheel network, all subordinates under one superior communicate through him 

only as he acts as a hub of the wheel. The subordinates are not allowed to talk among 

themselves. 

(iii) Circular: In circular network, the communication moves in a circle. Each person can 

communicate with his adjoining two persons. In this network, communication flow is slow. 

(iv) Free flow: In this network, each person can communicate with others freely. The flow of 

communication is fast in this network. 

(v) Inverted V: In this network, a subordinate is allowed to communicate with his immediate 

superior as well as his superiors superior. However, in later case, only prescribed 

communication takes place. 

Informal Communication takes place without following the formal lines of communication, 

e.g. workers chit chatting about behaviour of superior. Informal communication is called 

‘grapevine’ because it spreads throughout the organisation with its branches going out in all 

directions disregarding levels of authority 

Grapevine Network Grapevine communication may follow different types of network. 

In single strand network, each person communicates to the other in sequence.  

In gossip network, each person communicates with all on non-selective basis.  

In probability network, the individual communicates randomly with other individual. In cluster, 

the individual communicates with only those people whom he trusts. Of these four types of 

networks, cluster is the most popular in organisations. 
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Q1) What is meant by Directing? Explain the importance of directing?    

Ans: Directing is telling people what to do and seeing that they do it to the best of their ability. 

It includes making assignment, explaining procedures, seeing their mistakes are corrected, 

providing on the job instructions and issuing orders. 

Importance of Directing: - 

1. It initiates action 

2 It integrates employees’ efforts 

3. It is the means of motivation 

4. It facilitates implementing changes. 

5. It creates balance in the organization 

Q2) Mention the elements of directing?         

Ans: 1) supervision 2) motivation 3) leadership 4) communication 

Q3) Explain how directing is a pervasive function of management  

Ans: Directing is a pervasive function as every manager from top executive to superior 

performs it. 

Q4). ‘Directing is the least important function of management.’ Do you agree with this? 

statement? Give any two reasons in support of your answer.               

A: No, I don’t agree with this statement. 

Importance of direction: Direction may be regarded as the heart of the management process. 

It is explained under the following parts: 

a).Initiates action: All organizational activates are initiated through direction. 

b).Integrates employees’ efforts: At all levels of management the subordinates under the 

managers. Managers integrate the work of subordinates. 

c).Means of motivation : Directing helps in motivating employees towards organizational 

goals 

Q5). What is meant by ‘Esteem needs’ and ‘Self-actualization needs’ in relation to 

motivation of the employees?          

A: i. Esteem Needs: these needs are needs for self-esteem and need for other esteem. For 

Example: Self-respect, self-confidence etc. 

ii. Self-actualization Needs: This is the needs to be what one is capable of becoming and 

includes needs for optimal development. 

Q6). It is through motivation that managers can inspire their subordinates to give their 

best to the organisation’. In the light of this statement, explain, in brief, the importance 

of motivation.           
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A: Importance of motivation: 

i. Motivation sets in motion the action of people: Motivation builds the will to work among 

employees and puts them into action. 

ii. Motivation includes the efficiency of work performance: Performance of employees 

dependence not only on individual abilities but also on his willingness. 

iii. Motivation ensures achievement of organizational goals: If employees are not motivated, 

no purpose can be served by planning organizing and staffing. 

iv. Motivation creates friendly relationships: Motivation creates friendly and supportive 

relationships between employer and employees. 

V. Motivation leads to stability in the employees: Motivation helps in reducing absenteeism 

and turnover. 

vi. Motivation helps to change negative / indifferent attitudes of an employee 

Q7) Explain the various leadership styles?        

Ans):Autocratic leadership style: This style is also known as leader cantered style. The leader 

keeps all the authority and employees have to perform the work exactly as per his order. He 

does not decentralizes his authority. The responsibility of the success or the failure of the 

management remains with the manager. 

Democratic leadership: This style is also known as group cantered leadership style. 

Managerial decisions are not taken by the manager in consultation with employees. This 

leadership style is based on decentralization. Managers respect the suggestions made by his 

sub ordinates. 

Laissez-faire leadership style: this style as leadership is also known as free brain leadership or 

individual cantered style. The manger takes little interest in managerial functions and the sub 

ordinates are left on their own. Manager explain over all objectives; help sub- ordinates in 

determining their own objectives. They provide resources. They also advise the employees. 

Q8) Mention the characteristics of autocratic leadership style.     

Ans).1.Centralized authority 2.Single man decisions 3.Wrong belief regarding employees 

4.Only downward communication. 

Q9). Explain three advantages and three disadvantages of autocratic leadership style. 

Ans).Advantages: 1.quick and clear decisions 2.Satisfactory work 3.Necessary for less 

educated employees 

Disadvantages: 1.lack of motivation 2.Agitation by employees 3.Possibilities of partiality.  

Q10). Explain three advantages and three disadvantages of democratic leadership.  

1) Ans: Advantages:1.Democratic leadership style advantages,2.Morale,3.Creation of 
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more efficiency and productivity, 

4. Availability of sufficient time for constructive work 

2) Disadvantages:1. Requirement of educated sub ordinates 2. Delay in decisions 

3.Lack of responsibility and managers 

Q11). Mention features of democratic leadership style?       

Ans: 1) cooperative relations 2). Relief in employees 3). Open communication 

Q12). Mention the characteristics of laissez-faire leadership style               

Ans: Full faith in sub- ordinates 1). Independent decision-making system 2). Decentralization 

of authority 

3). Self directed 

Q13). Mention three advantages and three disadvantages of laissez-faire    

Ans: -1.Development of self confidence in sub ordinates, 2.High level motivation, 3.Help in 

development of extension and enterprise 

Disadvantages: 1.Difficulty in cooperation, 2.Lack of importance of managerial post, 

3.Suitable only for highly educated employees 

Q14). “Managerial functions cannot be carried out without an efficient system of 

communication.” Do you agree? Give any three reasons in support of your answer.    

A: Yes, I agree with this statement. 

Communication is important because of the following reasons. 

i. Communication facilitates planning in a number of ways 

ii. Communication helps management in arriving at vital decisions 

iii .Communication is necessary in creating unity of action of action 

Q15). What do you mean by grapevine? Explain two types of grapevine along with 

diagram. 

A: Grapevine: The network or pathway of informal communication is known as grade point 

communication. 

Two types of grapevine communication 
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Q 16 Pramod was a supervisor at a “Annapurna Aata” factory. The factory was 

producing 200 quintals of Aata every day. His job was to make sure that the work went 

on smoothly and there was no interruption in production. He was a good leader who 

would give orders only after consulting his subordinates and work out the policies with 

the acceptance of the group. Identify and describe the leadership style being adopted by 

Pramod. 

Ans. Democratic style of leadership 

A democratic leader favours decision-making by the group. This improves the attitude of the 

employees towards their jobs and the organization thereby increasing their morale. Using this 

style is of mutual benefit – It allows them (subordinates) to become part of the team and helps 

leaders (seniors) to make better decisions. 

Q.17 Sadaf is the Chief Executive Officer of a reputed company. She introduced 

appropriate skill development programmes and a sound promotion policy for the 

employees of her company. To motivate and retain the best talent in the company, she 

designed the jobs of the managers to include greater variety of work content. Identify and 

explain the two incentives introduced by Sadaf to motivate the employees of her company. 

The two incentives used by Sadaf to motivate the employees of her company are: 

Ans. (i) Career Advancement Opportunity: It means providing an opportunity to employees to 

improve their skills to be promoted to higher level of jobs. Appropriate skill development 

programmes and sound promotion policy provide career advancement opportunity to the 

employees. 

(ii) Job Enrichment: It is concerned with designing jobs that include greater variety of work 

content and provide the opportunity for personal growth and a meaningful work experience. 

Q.18 The psychology lecture of MBA students of ‘Ikon Institute’ was going on. The 

lecturer discussed that some employees have the desire for status or ego of self-respect 

and recognition. 

Some have the desire to be what they want to be. 

Some aspire for acceptance and sense of belongingness. 

Some need defence against unexpected problems in future. 

(i) Identify the topic of psychology lecture. 

(ii) Identify the desires of employees discussed above. 

Ans: (i) Human needs, Motivations 

(ii) Esteem needs, Self-actualisation, Social needs, Safety/Security need. 
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Q.19 Mrs. Rajlaxmi is working as the Human Resource Consultant in a firm 

manufacturing cosmetic, which is facing a problem of high employee turnover. The CEO 

of the company has invited suggestions from her for retaining the talented employees and 

reducing the employee turnover. Mrs. Rajlaxmi recommends that the good employees 

should be rewarded in a way that it creates a feeling of ownership among the employees 

and at the same time it makes them contribute towards the growth of the organization. 

(i) Identify the incentive and explain its type, which has been suggested by Mrs. Rajlaxmi 

to the CEO of the company. 

(ii) Also explain any two other incentives of the same type. 

Ans Financial incentive. 

Type Co-partnership/Stock Option 

Other financial incentives: 

Pay and allowances: For every employee, salary is the basic financial incentive. It includes 

basic pay, dearness allowance and other allowance. Pay hike and increments improve 

performance level of employees. 

Profit sharing: Employees are given a share in the profits of the organization. This motivates 

them to improve their performance and contributes to increase in profits of the organization. 
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UNIT  8 

Controlling 

 

Meaning and Process 

Controlling means the measurement of actual performance against the standards, and 

the correction of deviations to assure attainment of objectives according to plans.  
Controlling also ensures that an organisation’s resources are being used effectively and efficiently for 

the achievement of predetermined goals. Controlling is, thus, a goal-oriented function. 

Steps in Controlling Process 

1. Setting performance standards. Standards can be set in both quantitative terms as 

well as qualitative terms. Standards serve as benchmarks towards which an organisation 

strives to work. 

 
2. Measurement of actual performance through personal observation, sample checking, 

performance reports, etc. Measurement of performance of an employee may require preparation of 

performance report by his superior. Measurement of a company’s performance may involve 

calculation of certain ratios like gross profit ratio, net profit ratio, return on investment, etc., at 

periodic intervals. 
3. Comparing actual performance with standards find out deviation, if any.  

 
4. Analysing deviations to identify their causes. Causes of deviations may be:  

(i) Defective materials 

 (ii) Defective machinery  

(iii) Obsolete machinery  

(iv) Defective process  

(v) Defective physical conditions of work.  
It is important to determine the acceptable range of deviations. Also, deviations in key areas of 

business need to be attended more urgently as compared to deviations in certain insignificant areas. 

Critical point control and management by exception should be used by a manager in this 

regard. 

1. Critical Point Control: It is neither economical nor easy to keep a check on each and every activity 

in an organisation. Control should, therefore, focus on key result areas (KRAs) which are critical to 

the success of an organisation. These KRAs are set as the critical points. If anything, goes wrong at the 

critical points, the entire organisation suffers. For instance, in a manufacturing organisation, an increase 

of 5 per cent in the labour cost may be more troublesome than a 15 per cent increase in postal charges. 

2. Management by Exception: Management by exception, which is often referred to as control by 

exception, is an important principle of management control based on the belief that an attempt to control 

everything results in controlling nothing. Thus, only significant deviations which go beyond the 

permissible limit should be brought to the notice of management. Thus, if the plans lay down 2 per cent 



24 | KVS ZONAL INSTITUTE OF EDUCATION AND TRAINING CHANDIGARH  
 

increase in labour cost as an acceptable range of deviation in a manufacturing organisation, only 

increase in labour cost beyond 2 per cent should be brought to the notice of the management. However, 

in case of major deviation from the standard (say, 5 per cent), the matter has to receive immediate action 

of management on a priority basis. 

 

 
 

5. Taking corrective action if deviations go beyond the acceptable range. Corrective actions 

include:  

(i) Change the quality specification for the materials used 

 (ii) Repair the existing machine or replace the machine if it cannot be repaired  

(iii) Undertake technological upgradation of machinery  

(iv) Modify the existing process  

(v) Improve the physical conditions of work. 

 
 

Importance of Controlling  

1. Controlling helps in accomplishing organisational goals. 

2. Controlling helps in making efficient use of resources.  

3. Controlling ensures order and discipline.  

4. Controlling improves employee motivation  

5. Controlling helps in judging accuracy of standards. 
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Questions  

1.) What is Critical Point Control?         

Ans: It is neither economical nor easy to keep a check on each and every activity in an 

organisation. Controlling should focus on key result areas (KRAs) only which are critical to 

the success of the organisation 

2.) What are the factors to be kept in mind while setting standards?        

i) Standards should be in measurable terms 

ii) Standards should be flexible to change 

iii) They may be in qualitative or quantitative 

iv) They should be stated in clear terms without any ambiguity 

3.) Suggest the corrective actions to be taken for the following causes of deviation. 

i) Defective material 

ii) Defective machinery 

iii) Obsolete machinery 

iv) Defective Process 

v) Defective physical conditions of work       

Ans: i) Change the quality specification for the material used. 

ii) Repair the existing machine or replace the machine if it cannot be repaired. 

iii) Undertake technological up gradation of machinery 

iv) Modify the existing process 

v) Improve the physical conditions of work 

4.) “In the absence of of a managerial function, planning goes unchecked “Name the 

function and explain its importance.         

Ans.(i) Accomplishing organizational goals: The controlling function measures progress 

towards the organizational goals and brings to light the deviations, if any, and indicates 

corrective action. 

(ii) Judging accuracy of standards: A good control system enables management to verify 

whether the standards set are accurate and objective. 

(iii) Making efficient use of resources: By exercising control, a manager seeks to reduce 

wastage and spoilage of resources. Each activity is performed in accordance with 

predetermined standards and norms. 

(iv) Improving employee motivation: A good control system ensures that employees know 

well in advance what they are expected to do and what are the standards of performance on 

the basis of which they will be appraised. It, thus, motivates them and helps them to give 
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better performance. 

(v) Ensuring order and discipline: Controlling creates an atmosphere of order and discipline 

in the organisation. It helps to minimize dishonest behaviour on the part of the employees by 

keeping a close check on their activities. 

(vi) Facilitating coordination in action: Controlling provides direction to all activities and 

efforts for achieving organizational goals. 

5.)  Planning without controlling is blind and vice-versa. Discuss.          

Ans. Planning and controlling are inseparable twins of management. A system of control 

presupposes the existence of certain standards. These standards of performance which serve 

as the basis of controlling are provided by planning. Once a plan becomes operational, 

controlling is necessary to monitor the progress, measure it, discover deviations and initiate 

corrective measures to ensure that events conform to plans. Planning without controlling is 

meaningless. Similarly, controlling is blind without planning. If the standards are not set in 

advance, managers have nothing to control. When there is no plan, there is no basis of 

controlling. Planning is clearly a prerequisite for controlling. It is utterly foolish to think that 

controlling could be accomplished without planning. Without planning there is no 

predetermined understanding of the desired performance. 

6.) What should be the ‘focus point’ for a manager while controlling, as controlling at 

each and every step is not possible? 

Ans: Key result areas (KRAs) which are critical to the success of an organization should be 

the focus point for a manager, while controlling. 

7.) Sita, Gita and Babita Ltd. is engaged in manufacturing machine components. The 

target of production is 250 units per day per worker. The company had been 

successfully attaining this target until two months ago. Over the last two months, it has 

been observed that daily production varies between 200-210 units per worker.  

(a) Name the function of management and identify the step in the process of this 

function which helped in finding out that the actual production of a worker is less than 

the set target. 

(b) To complete the process of the function identified in (a) and to ensure the 

performance as per set targets explain what further steps a manager has to take. 

Ans: (a) In the given situation, controlling a function of management, helped in finding that 

the actual performance is less than the target set. In the process of controlling, the step of 

comparing actual performance with the standard performance, helped in finding out this fact. 

(b) The manager should take these two steps to control the situation: 

(i) Analysing deviation 

(ii) Taking corrective actions. (Explain the steps briefly) 
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8.) Explain how ‘management by exception’ helps in the controlling process. 

Ans: Management by exception is based on the belief that an attempt to control everything 

results in controlling nothing. Thus, only the significant deviations which go beyond the 

permissible limit should be brought into notice of management and should receive immediate 

action of management on a priority basis. This saves the time and efforts of managers and 

focuses managerial attention on important cases. 

9.) A company ‘M’ limited is manufacturing mobile phones both for domestic Indian 

market as well as for export. It had enjoyed a substantial market share and also had a 

loyal customer following. But lately it has been experiencing problems because its 

targets have not been met with regard to sales and customer satisfaction. Also mobile 

market in India has grown tremendously and new players have come with better 

technology and pricing. This is causing problems for the company. It is planning to 

revamp its controlling system and take other steps necessary to rectify the problems it is 

facing. 

1. Identify the benefits the company will derive from a good control system. 

2. Give the steps in the control process that the company should follow to remove the 

problems it is facing. 

Ans: 1. When company starts following a good control system, it leads to derive following 

benefits: 

(a) Helps in achieving desired objectives 

(b) Helps in improving adaptability to environment change 

(c) Making efficient and effective use of resources 

(d) Improving employee’s morale 

(e) Facilitated the co-ordination and improves the performance of every individual 

(f) Helps in coping with organizational complexities 

(g) Judging accuracy of operations 

(h) Helps in better coordination 

2.To remove the problems being faced by the company, following steps of control 

process are to be followed: 

(a) Establishment of standards 

(b) Measurement of performance 

(c)Comparison of actual performance with standards and analyzing deviations 

(d)Taking corrective action. (explain the steps briefly) 

10.) Explain why it is said that ‘planning’ and ‘controlling’ are inseparable twins of 

management. 

Ans: Planning and controlling are inseparable twins of management because: 
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(a) Controlling takes place on the basis of standards developed by planning. Controlling 

monitor and measures the progress of planning, discovers deviations and initiates 

corrective measures to ensure that the plans are achieved. 

(b) Planning without controlling is meaningless as controlling ensures that the events 

conforms to the plans. 

(c) Planning prescribes an appropriate course of action for achieving objectives whereas 

controlling evaluates whether decisions have been translated into desired actions. 

(d) Planning and controlling both are forward looking. Planning is done for future based 

on forecasts about future conditions whereas controlling improves future planning by 

providing information from past experiences. 

(e) Planning and controlling both are looking back. Planning is guided by past 

experiences and the corrective actions initiated by control function. Controlling is like 

a post mortem of past activities to find out deviations from the standards. 

11.) Mr Ankit is the chief manager in a well-known MNC, producing shoes. He called the 

production manager of his unit and told him to keep a constant watch on all the activities 

of his respective unit so that there is no possibility of adverse results. As long as the 

company runs its operation, employees at all levels will adopt it to achieve results. 

(i) Identify the function of management referred above. 

(ii) Describe its two features quoting lines from the para. 

Ans (i) Controlling 

(ii) (a) Goal oriented 

(b) Continuous process 

(c) Pervasive function 

12.) Babita Ltd. is engaged in manufacturing machine components. The targeted 

production is 250 units per day per worker. The company had been successfully attaining 

this target until two months ago. Over the last two months, it has been observed that daily 

production varies between 200-210 units per worker. 

(i) Name the function of management and identify the step in the process of this function 

which helped in finding out that the actual production of a worker is less than the set 

target. 

 (ii) To complete the process of the function identified in (i) and to ensure the 

performance as per set targets, explain what further steps a manager has to take. 

 

Ans (i) The function of management is controlling. 

“Comparing actual performance with standards” is the step involved in the process of 

controlling which helped in finding out that the actual production of a worker is less 

than the set target. 

(ii) A manager has to take the following two further steps to complete the process of 

controlling: 

(a) Analysing deviations 

(b) Taking corrective action 
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UNIT 9 

FINANCIAL MANAGEMENT 

 Concept and Decisions of Financial Management 

Financial Management refers to management of flow of funds and involves decisions relating 

to procurement of funds , investment of funds and distribution of earnings to the owners. 

Financial Management is concerned with optimal procurement as well as the usage of finance. 

It also aims at ensuring availability of enough funds whenever required as well as avoiding idle 

finance. 

FINANCIAL DECISIONS 

 

 

 

1. Investment Decision – deciding about how the funds are invested in different assets. 

Investment decision can be long-term or short-term. 

Long-term investment decision/Capital Budgeting Decision — allocation of firm’s capital to 

different projects or assets with long-term implications, e.g. purchasing plant and machinery, 

opening a new branch, etc.  

(a) These decisions affect long term growth.  

(b) A large portion of capital funds is blocked in long-term project.  

(c) These decisions influence the overall business risk.  

(d) These decisions once taken, are not reversible without incurring heavy losses. 

Factors affecting Investment Decision/Capital Budgeting Decision 

1. Cash flows of the project  

2. Rate of return of the project  

3. Investment criteria – amount of investment, interest rate, etc. 

Short-term investment decisions (also called working capital decisions) – decisions about 

levels of cash, inventory and receivables. Efficient cash management, inventory management 

and receivables management are ingredients of working capital management. 

 Importance:  

1. It helps the company to prepare for the future.  

2. It helps in avoiding business shocks and surprises.  

3. It helps in co-ordinating various business functions  



30 | KVS ZONAL INSTITUTE OF EDUCATION AND TRAINING CHANDIGARH  
 

4. It helps in reducing waste, duplication of efforts.  

5. It provides a link between investment and financing decisions.  

6. It serves as a control technique as it makes evaluation of actual performance easier. 

Financing Decision: - It refers to the quantum of finance to be raised from various sources of 

long-term of finance. It involves identification of various available sources. The main sources 

of funds for a firm are shareholders funds and borrowed funds. Shareholders funds refer to 

equity capital and retained earnings. Borrowed funds refer to finance raised as debentures or 

other forms of debt. 

Capital Structure refers to the mix between borrowed funds (debt) and owners’ funds 

(equity).  

Factors affecting the Choice of Capital Structure  

1. Cost of debt: More debt can be used if debt can be raised at a lower rate.  

2. Tax rate: A higher tax rate makes debt cheaper and hence; more debt can be used.  

3. Return on Investment (RoI): When RoI is higher than cost of debt, a firm uses trading on 

equity. Trading on Equity refers to the increase in profit earned by the equity shareholders due 

to presence of fixed financial charges like interest. How—With a higher debt EPS rises. Why—

It is because interest on debt is a tax-deductible expense. (Thus, shareholders are likely to gain 

due to debt/loan component in the total capital employed.)  

4. Cost of equity: When a company increases debt, the financial risk faced by the equity 

holders also increases. So, cost of equity increases.  

5. Flexibility: If a firm uses its debt potential to the full, it loses flexibility to issue further debt. 

6. Interest Coverage Ratio The higher the ratio, the lower is the risk that company fails to pay 

interest on debt.  

7. Risk consideration  

8. Cash flow position of the company 

9. Floatation costs  

10. Control considerations 

11. Stock market conditions 

DIVIDEND DECISION:-The decision involved here is how much of the profit earned by 

company (after paying tax) is to be distributed to the shareholders and how much of it should 

be retained in the business for meeting the investment requirements. 

FACTORS AFFECTING DIVIDEND DECISION: - 

a) Earnings: Dividends are paid out of current and past earning. Therefore, earnings is a 

major determinant of the decision about dividend. 

(b) Stability of Earnings: Other things remaining the same, a company having stable earning 

is in a position to declare higher dividends. As against this, a company having unstable 

earnings is likely to pay smaller dividend. 

c) Stability of Dividends: It has been found that the companies generally follow a policy of 

stabilising dividend per share. 

(d) Growth Opportunities: Companies having good growth opportunities retain more 

money out of their earnings so as to finance the required investment. 

(e) Cash Flow Position: Dividends involve an outflow of cash. A company may be profitable 

but short on cash. Availability of enough cash in the company is necessary for declaration of 

dividend by it. 

(f) Shareholder Preference: While declaring dividends, managements usually keep in mind 

the preferences of the shareholders in this regard. 

(g) Taxation Policy: The choice between payment of dividends and retaining the earnings is, 

to some extent, affected by difference in the tax treatment of dividends and capital gains. 

(h) Stock Market Reaction: Investors, in general, view an increase in dividend as a good 

news and stock prices react positively to it. Similarly, a decrease in dividend may have a 
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negative impact on the share prices in the stock market. 

(i) Access to Capital Market: Large and reputed companies generally have easy access to the 

capital market and therefore may depend less on retained earnings to finance their growth. 

These companies tend to pay higher dividends than the smaller companies which have 

relatively low access to the market. 

(j) Legal Constraints: Certain provisions of the Company’s Act place restrictions on payouts 

as dividend. Such provisions must be adhered to while declaring the dividends. 

(k) Contractual Constraints: While granting loans to a company, sometimes the lender may 

impose certain restrictions on the payment of dividends in future. 

Fixed Capital Fixed capital refers to investment in fixed assets (e.g., plant and machinery, land 

and building, etc.). 

 Factors Affecting Fixed Capital Requirements:  

1. Nature of business: A trading business needs a lower investment in fixed assets than a 

manufacturing business since it doesn’t require to purchase plant and machinery.  

2. Scale of operations: A larger organisation operating at a higher scale needs bigger plant and 

more space. So fixed capital is higher.  

3. Choice of technique: A capital intensive organisation requires higher investment in plant 

and machinery and so higher fixed capital than a labou intensive organisation.  

4. Technology upgradation: Industries where assets become obsolete (e.g. computers) sooner 

require higher fixed capital.  

5. Growth prospects: Higher growth prospects require higher investment in fixed assets.  

6. Financing alternatives: Availability of leasing facilities) requires lower investment in fixed 

assets  

7. Collaboration reduces the level of investment in fixed assets for each firm. Therefore, fixed 

capital requirement is lower.  

8. Diversification: With diversification, investment in fixed capital will increase. 

Working Capital Working capital refers to investment in current assets such as cash, bills 

receivables, prepaid expenses, inventories, etc. Net working capital is the excess of current 

assets over current liabilities.  

Factors affecting working capital requirements: 

1. Nature of business: • A trading business needs less working capital because there is no 

processing. • A manufacturing business requires more working capital since raw material is 

converted into finished goods.• Service industries (e.g., transport, banking, insurance, 

warehousing, advertising etc.) require less working capital since they do not maintain 

inventory.  

2. Business cycle: • In case of boom, larger working capital is required as the sales and 

production are more. • During depression, working capital requirement will be lower.  

3. Production cycle: If production cycle is long, more working capital is required because 

funds are blocked in raw materials and semi-finished goods.  

4. Operating efficiency: Operating efficiency reduces the levels of inventories and debtors. 

So working capital requirements will decrease.  

5. Availability of raw materials: If raw materials are available easily and continuously, firms 

need to keep lesser stock. So working capital requirements is less.  

6. Growth prospects: Higher growth prospects will require larger working capital so that the 

firm can meet higher production and sales targets.  
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7. Level of competition: Higher competition requires larger stocks to meet urgent orders from 

customers and thus higher working capital.  

8. Inflation: With rising prices larger amounts are required to maintain a constant volume of 

production and sales. Thus working capital requirement will be high.  

9. Seasonal factors: Peak season requires higher working capital than lean season due to higher 

level of activity.  

10. Credit allowed: More credit period allowed to debtors will increase the working capital 

requirement.  

11. Credit availed: More credit period received from suppliers will reduce the working capital 

requirement.  

12. Scale of operations: A large-scale organisation requires larger amount of working capital 

as compared to a small-scale organisation because inventory, debtors and cash required is high. 

FINANCIAL PLANNING 

Financial Planning is essentially preparation of financial blueprint of an organisations’s 

future operations. The objective of financial planning is to ensure that enough funds are 

available at right time. 

OBJECTIVES 

(a) To ensure availability of fundswhenever these are required: This include a proper 

estimation of the funds required for different purposes such as for the purchase of long-term 

assets or to meet day- to- day expenses of business etc. 

(b) To see that the firm does not raise resources unnecessarily: Excess funding is almost 

as bad as inadequate funding. 

IMPORTANCE OFFINANCIAL PLANNING 

(i) It tries to forecast what may happen in future under different business situations. By doing 

so, it helps the firms to face the eventual situation in a better way. In other words, it makes the 

firm better prepared to face the future. 

(ii) It helps in avoiding business shocks and surprises and helps the company in preparing for 

the future. 

(iii) If helps in co-ordinating various business functions e.g., sales and production functions, 

by providing clear policies and procedures. 

(iv) Detailed plans of action prepared under financial planning reduce waste, duplication of 

efforts, and gaps in planning. 

(v) It tries to link the present with the future. 

(vi) It provides a link between investment and financing decisions on a continuous basis. 

(vii) By spelling out detailed objectives for various business segments, it makes the evaluation 

of actual performance easier. 

FINANCIAL LEVERAGE/CAPITAL GEARING/ TRADING ON EQUITY 

It is an assumption that by using fixed charge bearing securities in the capital structure 

of a company, return to the equity shareholders can be increased. But this is possible only 

when the rate of return of the company is higher than the rate interest which a company pays 

on its debt capital. 

For example a company has Rs.10 crores capital. Option 1 the company uses only 

equity capital Option 2 the company uses 50% equity and 50% debt capital in its capital 

structure. Rate of interest on debt is 15%. Rate of Income-tax is 30% . Profit before interest 
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and tax is Rs.2 crores. 

 

QUESTIONS  

Q. 1 Tata International Ltd. earned a net profit of `50 crores. Ankit, the finance manager 

of Tata International Ltd. wants to decide how to appropriate these profits. Identify the 

decision that Ankit will have to take and also discuss any four factors which help him in 

taking this decision. 

Ans Dividend decision 

Factors affecting dividend decision: (any four) 

(i) Amount of earnings (ii) Stability of earnings 

(iii) Stability of dividend (iv) Growth opportunities 

(v) Cash flow position (vi) Shareholder’s preference 

(vii) Taxation policy (viii) Stock market reaction 

(ix) Access to capital market (x) Legal constraints 

(xi) Contractual constraints 

Q. 2 PVR is a renowned multiplex operators in India. It owns 254 screens in 52 properties 

at 24 locations in the country. Considering the fact that there is more growing trend 

among the people to spend more of their disposable income on entertainment, company 

planned to add more screen at existing locations and start at new locations also they also 

plan to add food chain also at their locations. The company planned to float equity shares 

in market to raise the desired capital. The issue was fully subscribed and paid. Over the 

years, the sale and the profit of the company have increased tremendously and it has been 

declaring higher dividend and the market price of its share has increased manifolds. 

(i) Name the different kinds of financial decisions taken by PVR Ltd. by quoting lines 

from para. 

(ii) Do you think the financial management team of the company has been able to achieve 

its prime objectives? Why or why not? 

Ans (i) The different kinds of financial decisions taken by company are 

(a) Investment decision lines “company plan to add more screen ....... food chain.” 

(b) Financing decision lines “The company planned to float equity shares ..... capital.” 

(c) Dividend Decision, “It has been Declaring higher dividend.” 

(ii) Yes, as price of its share has increased manifolds and prime objective of financial 

management is maximising the wealth of equity shareholders. 

Q. 3 A capital budgeting decisions is capable of changing the financial fortune of a 

business. Do 

you agree? Why or why not? 

Ans Yes, I agree to this statement because of the following importance of capital budgeting 

decisions: 
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(i) Long-term growth and effects  

(ii) Large amount of funds involved 

(iii) Risk involved  

(iv) Irreversible decisions 

Q. 4 ‘A business that doesn’t grow dies’, says Mr Shah, the owner of Shah Marble Ltd. 

With glorious 36 months of its grand success having a capital base of ` 80 crores. Within 

a short span of time, the company could generate cash flow which not only covered fixed 

cash payment obligations but also create sufficient buffer. The company is on the growth 

path and a new breed of consumers is eager to buy the Italian marble sold by Shah Marble 

Ltd. To meet the increasing demand, Mr Shah decided to expand his business by 

acquiring a mine. This required an investment of `120 crores. To seek advice in this 

matter, he called his financial advisor, Mr Seth who advised him about the judicious mix 

of equity (40%) and Debt (60%). Mr Seth also suggested him to take loan from a financial 

institution as the cost of raising funds from financial institutions is low. Though, this will 

increase the financial risk but will also raise the return to equity shareholders. He also 

apprised him that issue of debt will not dilute the control of equity shareholders. At the 

same time, the interest on loan is 

a tax-deductible expense for computation of tax liability. After due deliberations with Mr 

Seth, Mr Shah decided to raise funds from a financial institution. 

(i) Identify and explain the concept of Financial Management as advised by Mr Seth in 

the above situation. 

(ii) State any four factors affecting the concept as identified in part (i) above which have 

been discussed between Mr Shah and Mr Seth. 

Ans (a) Capital structure 

(b) (1) Cash flow position  

(2) Flotation cost 

(3) Risk consideration  

(4) Tax rate 

(5) Control 

Q.5 Amit is running an ‘Advertising agency’ and earning a lot by providing this service 

to big industries. State whether the working capital requirement of the firm will be ‘less’ 

or ‘more’. Give reason in support of your answer. State any other four factors affecting 

the requirement of working capital. 

Ans Less working capital is required as service industries which usually do not have to maintain 

inventory. 

Other factors affecting the requirement of Working Capital are: 

1. Nature of business. The type of business Co. is involved in is the first factor which helps 

in deciding the requirement of fixed capital. A manufacturing company needs more fixed 

capital as compared to a trading company, as trading company does not need plant, machinery, 

etc. 

2. Scale of operation. The companies which are operating at large scale require more 

fixed capital as they need more machineries and other assets whereas small scale enterprises 

need less amount of fixed capital. 

3. Technique of production. Companies using capital-intensive techniques require more fixed 

capital whereas companies using labour intensive techniques require less capital because 

capital-intensive techniques make use of plant and machinery and company needs more fixed 

capital to buy plants and machinery. 

4. Technology upgradation. Industries in which technology upgradation is fast need more 
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amount of fixed capital as when new technology is invented old machines become obsolete 

and they need to buy new plants and machinery whereas companies where technological 

upgradation is slow they require less fixed capital as they can manage with old machines. 

5. Growth prospects. Companies which are expanding and have higher growth plan require 

more fixed capital as to expand they need to expand their production capacity and to expand 

production capacity companies need more plant and machinery so more fixed capital. (Any 

four) 

Q. 6 REI Agro Food Ltd. is a famous multinational company. Mr. S.K. Nagi is its finance 

manager. He is making efforts to increase the market value of capital invested by the 

equity shareholders. He already knew it could be possible only when price of the shares 

increases and price of shares increases only if financing, investment and dividend 

decisions are taken optimally. He did the same and achieved success. Which objective of 

financial management has been referred here? Explain. 

Ans Maximising the wealth of equity shareholders. 

Q.7 State whether the working capital requirements of business manufacturing the 

following items are big or small. Justify your statement. 

(i) Coolers (ii) Sugar (iii) bread (iv) Furniture against order 

 Ans of working capital for the mentioned business will be: 

(i) Coolers: Working capital required for manufacturers of cooler will be more because it 

is a seasonal product. 

(ii) Sugar: Working capital required for manufacturers will be more as ratio of raw material 

cost to total cost is more. 

(iii) Bread: Requirements of working capital will be less because it has quick cash turnover. 

Q.8 ‘Sarah Ltd.’ is a company manufacturing cotton yarn. It has been consistently 

earning good profits for many years. This year too, it has been able to generate enough 

profits. There is availability of enough cash in the company and good prospects for 

growth in future. It is a well–managed organisation and believes in quality, equal 

employment opportunities and good remuneration practices. It has many shareholders 

who prefer to receive a regular income from their investments. It has taken a loan of ™40 

lakhs from IDBI and is bound by certain restrictions on the payment of dividend 

according to the terms of loan agreement. The above discussion about the company leads 

to various factors which decide how much of the profits should be retained and how much 

has to be distributed by the company. 

Quoting the lines from the above discussion, identify and explain any four such factors. 
 

Ans Factors affecting dividend decision: (any four) 

(i) Stability of earnings 

“It has been consistently earning good profits for many years”. 

(ii) Cash Flow position 

“There is availability of enough cash in the company”. 

(iii) Growth Prospects 

“Good prospects for growth in the future”. 

(iv) Shareholders’ preference 

“It has many shareholders who prefer to receive regular income from their investments”. 

(v) Contractual constraints 

“It has taken a loan of ™40 Lakhs from IDBI and ….agreement”. 

Q. 9 Mr Vaibhav Garg holds the designation of Finance Manager in ‘jai shree trading 

ltd’. Last year performance of his deptt. was as per the expectation. Currently he is busy 

in preparing financial blueprint of next five years. To begin with he tried to forecast the 

sales in next five years. It is so because it is the sales on which depends the need for fixed 
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and working capital. Thus an estimate was made with regard to both these items. 

Similarly he collected data in respect of possible profits in the coming years .In this way 

one can know how much of capital will be available from the business. The rest of funds 

will be available from outside the business. He is also thinking about sources of finance 

to be tapped outside the business. 

i)Identify financial concept referred above 

ii)Also give importance of that concept 

Ans i) Financial planning 

        ii) Importance of financial planning  

Q.10 Harish is engaged in warehousing business. His warehouses are generally used by 

the businessman to store fruits. Identify the working capital requirements of Harish 

giving reasons in support of your answer further Harish wants to expand and diversify 

his warehousing business. Explain any two factors that will affect his fixed capital 

requirements. 

Ans. Working capital requirements will be less as service industry sells on cash basis and do 

not have to maintain more inventory. 

Factors which will affect his fixed capital requirements: 

• Scale of operations. 

• Growth prospects 

• Financial alternatives 

• Diversification   



37 | KVS ZONAL INSTITUTE OF EDUCATION AND TRAINING CHANDIGARH 
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Types of Financial Markets: 
 

Basis Money Market Capital Market  

Participants RBI, financial institutions, 

banks, corporates. 

Financial institutions, banks, 

corporates, foreign investors 

and retail investors. 

Instruments Treasury bill, commercial 

paper, certificates of deposit, 

call money, etc. 

Shares, debentures and bonds. 

Investment outlay Money market securities have 

a large investment outlay. 

Capital market securities have 

small investment outlay. 

Duration Short term securities whose 

maturity period is up to one 

year. 

Long term securities with 

maturity period more than one 

year. 

Liquidity Money market instruments 

are highly liquid (The 

Discount Finance House of 

India) 

Capital market securities are 

less liquid than money market 

securities. 

Safety Money market instruments 

are safer; minimum risk of 

default 

Capital market instrument are 

riskier. 

Expected return Money market securities yield 

less return due to shorter 

duration. 

Higher return due to longer 

duration. 

Functions of Financial Markets  

Financial Market is a market for the creation and exchange of financial assets. It performs 

four main functions: 

1. Financial markets mobilise savings and channelize them into the most productive uses. 

2. It facilitates price determination of a financial asset through interaction between demand 

and supply of funds.  

3. Financial markets provide liquidity to financial assets. They can be converted into cash.  

4. Financial markets provide valuable information about securities and thus reduce cost of 

transactions. 

Types of Capital Market 

Primary Market: It is also known as the new issues market. It deals with new securities 

being issued for the first time. A company can raise capital through the primary market in the 

form of equity shares, preference shares, debentures, loans and deposits. 

Secondary Market: It is also known as stock market or stock exchange or second-hand 

market. It is a market for the purchase and sale of existing securities. 

 

Primary Market (New Issues Market) Secondary Market (Stock Market or Stock 

Exchange) 

It deals with new securities being issued for the 

first time. 

It is a market for the purchase and sale of 

existing securities. 

Only buying of securities takes place, 

securities cannot be sold. 

Both buying and selling of securities can take 

place. 

Securities are sold by the company to the 

investors directly (or through an intermediary). 

Ownership of existing securities is exchanged 

between investors. The company is not 

involved at all. 
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Flow of funds is from savers to investors, i.e. 

directly promotes capital formation. 

Enhances liquidity of securities, i.e. indirectly 

promotes capital formation. 

Prices of securities are determined by 

management of co. 

Prices are determined by demand and supply of 

securities. 

There is no fixed location. Located at specified places. 

Money market Instruments  

1. Commercial Paper:  

a. It is a short-term unsecured, negotiable promissory note  

• maturity period of 15 days to one year  

• issued by large and creditworthy companies  

• Alternative to bank borrowing  

• It is used to provide short term funds for seasonal and working capital 

needs and to meet to floatation cost of new issue of shares (i.e. bridge 

financing).  

2. Treasury bill: It is an instrument issued by Reserve Bank of India on behalf of the 

Central government to meet its short-term requirements of funds.  

• Issued for a minimum amount of `25000 and its multiples thereof.  

3. Call money is the method by which banks borrow from each other to maintain cash 

reserve ratio.  

• Repayable on demand  

• Maturity period of one day to 15 days.  

4. Certificate of deposit: It is a short-term, unsecured, negotiable instrument issued by 

commercial banks or development financial institutions during periods of tight liquidity  

5. Commercial bill: It is a bill of exchange used to finance the credit sales.  

Methods of floating new issues in primary market  

1. Offer through prospectus: It means inviting subscriptions from the public through issue of 

prospectus.  

2. Offer for sale: • Securities are not issued directly to the public but through intermediaries 

like Issuing Houses or Stock Brokers.  A company sells securities in-bloc at an agreed price to 

brokers who resell them to public.  

3. Private placement: • Allotment of securities to institutional investors and some selected 

individuals.  

4. Rights issue: It is the right/privilege given to existing shareholders to subscribe to new issue 

of shares.  

5. e-IPO: • Issuing securities through on-line system of stock exchange.  A company has to 

enter into an agreement with stock exchange. 

Stock Exchange Functions  

1. Providing Liquidity and Marketability to Existing Securities: It gives investors the 

chance to disinvest and re-invest. This provides both liquidity and easy marketability to 

already existing securities in the market. 

2. Pricing of Securities: Share prices on a stock exchange are determined by the forces of 

demand and supply. A stock exchange is a mechanism of constant valuation through which 

the prices of securities are determined. 

3. Safety of Transactions: The membership of a stock exchange is well regulated and its 

dealings are well defined according to the existing legal frame work. This ensures that the 

investing public gets a safe and fair deal on the market. 

4. Contributes to Economic Growth: A stock exchange is a market in which existing 

securities are re-sold or traded. Through this process of disinvestment and re-investment 

savings get channelized into their most productive investment avenues. This leads to capital 
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formation and economic growth. 

5. Spreading of Equity Cult: The exchange can play a vital role in ensuring wider share 

ownership by regulating new issues, better trading practices and taking effective steps in 

educating the public about investments. 

6. Providing Scope for Speculation: The stock exchange provides sufficient scope within in 

the provisions of law for speculative activity in a restricted and controlled manner. 

Steps involved in screen-based trading of securities 

1. The investor has to approach a registered broker, sign a broker-client agreement and 

provide certain details like PAN (Permanent Account Number), Bank account details, etc. 

2. The investor has to open a ‘Demat’ account or ‘Beneficial Owner’ (BO) account with a 

depository participant (DP)  

3. The investor places an order with the broker  

4. The broker will go on-line and match the share and best price available.  

5. When the shares can be bought or sold at the price mentioned, the broker will issue a trade 

confirmation slip to the investor.  

6. Broker will issue a Contract Note containing details of the number of shares bought or 

sold, price, date and time, and brokerage charges.  

7. The investor has to deliver the shares sold or pay cash for the shares bought to the broker.  

8. Cash is paid or securities are delivered to the stock exchange by the broker on pay-in 

day.  

9. On the T+2 day, the stock exchange will deliver the shares or make payment to the other 

broker. This is called the pay-out day.  

10. The broker will make delivery of shares in demat form directly to the investor’s Demat 

account.  

• Dematerialisation is a process where securities held by the investor in the physical form are 

cancelled and the investor is given an electronic number so that he can hold it as an electronic 

balance in ‘Demat account’. This is mainly done to eliminate problems associated with share 

certificates like (a) theft (b) fake/forged transfers (c) transfer delays and (d) paper work. • 

Depositories is like a bank and keeps securities in electronic form on behalf of the investor. 

In India, there are two depositories:  

(i) National Securities Depositories Limited (NSDL) and  

(ii) The Central Depository Services Limited (CDSL). 

• Both depositories interact with the investors through intermediaries, called ‘Depository 

Participants’ (DPs), e.g. stock brokers, banks, financial institutions, non-banking finance 

corporations and clearing corporations. DPs maintain the demat accounts of the investors and 

intimate them the status of their holding from time to time. 

Objectives of The Securities and Exchange Board of India (SEBI) 

1. To regulate stock exchanges and the securities industry.  

2. To protect the rights and interests of investors.  

3. To prevent trading malpractices like insider trading, misleading statements, etc.  

4. To regulate and develop a code of conduct and fair practices by intermediaries  

Functions of SEBI 

Protective functions  

1. Prohibition of fraudulent and unfair trade practices like misleading statements, price rigging 

etc.  

2. Controlling insider trading and imposing penalties for such practices.  

3. Undertaking steps for investor protection.  

4. Promotion of fair practices and code of conduct in securities market.  

 

 



41 | KVS ZONAL INSTITUTE OF EDUCATION AND TRAINING CHANDIGARH 
 

Development functions  

1. Training of intermediaries of the securities market.  

2. Conducting research and publishing information useful to all. 

3. Undertaking measures to develop capital markets  

Regulatory functions  

1. Registration of brokers and sub-brokers  

2. Registration of collective investment schemes and Mutual Funds. 

3. Regulation of stock brokers, underwriters and merchant bankers. 

4. Regulation of takeover bids by companies. 

Questions: 

Q1 The Directors of a company want to modernise its plant and machinery by making a 

public issue of shares. They wish to approach the stock exchange, while the finance 

manager prefers to approach a consultant for new public issue of shares. Advise the 

Directors whether to approach the Stock exchange or a consultant for new public issue 

of shares and why. Also advise them about different methods which company may adopt 

for new public issue of shares. 

Ans The Directors should approach consultant for new public issue of shares. The stock 

exchange deals with existing securities and not in new issue of securities. 

Ans Different methods which a company may adopt for new public issue for new public issue 

of shares: 

i) Offer through Prospectus        iii) Private placement      v) e-IPOs 

ii) Offer for sale                          iv) Right issue 

Q2 .Mr. Saurabh Bharti , a chartered accountant works as financial advisor of ‘Vishal 

Mega Mart Limited’. In this connection, he continuously visit the company during the 

course of meetings with the senior managers and operators he came across a secret 

information of the company. He learnt that as against the previous years, the company 

this year is going to declare handsome dividend. Often it is absorbed that such news 

became the public then the share-market jumps up. Considering it. Mr.Bharti purchased 

large no. of company’s share before this news reached the public. 

Identify type of trading of shares by Mr. Saurabh Bharti, as mentioned in the above 

paragraph. 

Ans. It refers to Insider Trading. It means buy and selling of shares to earn profit by the 

holders company’s Secret information. 

Q3. Shreya is a student of 10+2 (Commerce). Her two friends Sugandha and Sakshi are 

10+2 ( Non-Medical) Students. Shreya has full knowledge of capital market . Both her 

friends are interested in it, but they don’t have even an iota of knowledge about it .Shreya 

gives them the knowledge about capital market in the following manner: 

“ In order to meet its financial requirements, company issues shares. Shares are issued in 

capital market. The company issued a prospectus and invites a general public to invest in 

shares. It is called initial public offer –IPO. It is not the case that by investing once the 

investor are entrapped. If they so desire, they can sell their shares, at the current market 

price, to other investors and thus can withdraw their own capital. Another important 

feature is that the market in which issues shares has no particular place. However, the 

market wherein the shareholders sell shares does have a particular place, called stock 

exchange.” 

(i)In the above paragraph two types of capital market has been mentioned. Identify them. 
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(ii) Of the identical type of capital market give two characteristics each by way of 

quotation. 

Ans. (i) a. Primary Market 

       b. Secondary Market 

         (ii) (a) Characteristics of primary market 

                     “Company issues prospectus ----------- called     initial public offers”. 

                      It is related to new issues. 

“Market in which the company-------no particular place”. 

                      It has no particular place. 

              (b) Characteristics of secondary Market 

“If they so desire ------- withdraw their capital”. 

                     It creates liquidity. 

                  “However, the market wherein----------is called stock exchange”. 

                 It has particular place. 

Q4 Few years back, people were not in habit of saving. Its main reason was lack of good 

opportunities for investment. Lack of saving and investment habit of the people had 

direct affect on economic development of the country. As a result ,pace of economic 

development of the country remained quite slow .when the country was grappling with 

the problem, a kind of market emerged that helped in established industries and at the 

same time made good opportunities for investment available. With the setting-up of such 

a market, people acquired the habit of affecting saving. These savings were invested. 

Gradually economic development proceeded ahead. It is kind of market that can be called 

as barometer of a country’s economic development. It has its own rules and bye-laws 

which help in its operations and also in safeguarding the interest of investors. Moreover 

it has to comply with guidance issued by SEBI. This  market operates under the 

supervision of a management Committee. 

i) Identify the market identify in above paragraph. 

Ans i) Stock market 

Q5 What do you mean by ‘Bridge financing’? 

Ans. Funds raised through commercial paper are used to meet floatation cost. This is known 

as bridge financing. 

 Q6. ‘Money market instruments are more liquid than capital market instruments. 

Comment. 

Ans. Money market instruments are considered as more liquid because the time period within 

which these securities get converted into cash in very short in some cases it is one day only and 

before the time period also these securities can be discounted easily from banks and discount 

Finance house (DFH) has been established for discounting the securities of money market. 

Capital market securities are long term securities and they get liquidity in stock market but in 

stock market there may not be a buyer for share in the stock market. So, liquidity of capital 

market securities depends upon the demand of these securities in the stock exchange. 
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Q. 7 Identify the method of flotation highlighted in each statement. 

(a) Offer the entire new issue to Life Insurance Company. 

(b) Issue of Prospectus to invite public to apply for shares. 

(c) Use of online system of stock exchange to issue shares. 

(d) Companies Act makes it compulsory to offer new issue to existing shareholders. 

(e) Offering Shares to general public by issue of Prospectus. 

(f) Shares are offered to special institutes and not given to general Public. 

 

Ans (a) Private Placement  

(b) Offer for sale through prospectus 

(c) e-ipo  

(d) Rights issue 

(e) Public Issue through Prospectus  

(f) Private Placement 

Q.8 ABC Ltd. issued prospectus for the subscription of its shares for ` 500 crores in 2008. 

The issue was oversubscribed by 20 times. The company issued shares to all the applicants 

on pro-rata basis. Later SEBI inspected the prospectus and found some misleading 

statements about the management of the company in it. SEBI imposed a penalty of 5 

crores and banned its three executive directors for dealing in securities market for three 

years. 

Identify the function and its type performed by SEBI in the above case. Explain are 

functions under this category. 

Ans Protective function and prohibition of fraudulent and unfair trade practices Protective 

Functions. These functions are performed by SEBI to protect the interest of investor and 

provide safety of investment. As protective functions SEBI performs following functions: 

(i) Check a price rigging. Price rigging refers to manipulating the prices of securities 

with the main objective of inflating or depressing the market price of securities. SEBI 

prohibits such practice because this can defraud and cheat the investors. 

(ii) It prohibits insider trading. Insider is any person connected with the company such as 

directors, promoters, etc. These insiders have sensitive information which affects the prices of 

the securities. This information is not available to people at large but the insiders get this 

privileged information by working inside the company and if they use this information to make 

profit, then it is known as insider trading, e.g., the directors of a company may know that 

company will issue Bonus shares to its shareholders at the end of year and they purchase shares 

from market to make profit with bonus issue. This is known as insider trading. SEBI keeps a 

strict check when insiders are buying securities of the company and takes strict action on insider 

trading. 

(iii) SEBI prohibits fraudulent and unfair trade practices. SEBI does not allow the companies 

to make misleading statements which are likely to induce the sale or purchase of securities by 

any other person. 

(iv) SEBI undertakes steps to educate investors so that they are able to evaluate the securities 

of various companies and select the most profitable securities. 

 (v) SEBI promotes fair practices and code of conduct in security market by taking following 

steps: 

(a) SEBI has issued guidelines to protect the interest of debenture-holders wherein companies 

cannot change terms in mid term. 

(b) SEBI is empowered to investigate cases of insider trading and has provisions for stiff 

fine and imprisonment. 

(c) SEBI has stopped the practice of making preferential allotment of shares unrelated to 

market prices. 
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Q.9 Charu is a chartered accountant in Prakash Ltd. During the course of meeting with 

directors, she came to know that as against the previous years, this year company is going 

to declare handsome dividend offer. It is observed that when such news becomes public 

then the share-market jumps up. Considering it, Charu purchased large number of 

company’s shares before this news reached the public. 

(i) Identify type of malpractice used by Charu. 

(ii) Name the authority which regulates such behaviour. Write any three other functions 

of this authority. 
Ans  

(i) Insider Trading. 

(ii) Authority is Security Exchange Board of India (SEBI). 

Their functions are: (a) Protective functions, (b) Developmental functions, (c) Regulatory 

functions. 
 

Q.10 ‘GS Ltd.’ is a large and credit-worthy company manufacturing cement for the 

Indian market. It now wants to cater to the American market and decides to invest in 

new hi-tech machines. Since the investment is large, it requires long-term finance. It 

decides to raise funds by issuing equity shares. The issue of equity shares involves huge 

flotation cost. To meet the expenses of flotation cost, the company decides to tap the 

money market. 

(i) Name and explain the money-market instrument the company can use for the above 

purpose. 

(ii) What is the duration for which the company can get funds through this instrument? 

(iii) State any other purpose for which this instrument can be used. 

Ans (i) Commercial paper 

(ii) 15 days to one year 

(iii) It can also be used for seasonal and working capital needs. 
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UNIT 12 Consumer Protection 

Consumer protection refers to protection of consumers from exploitative and unfair trade 

practices of manufacturers, sellers and service providers.  

Importance of Consumer Protection 

From Consumer’s Point of View  

1. Widespread exploitation of consumers: Consumers need protection against unfair trade 

practices of sellers like defective and unsafe products, adulteration, hoarding, black-marketing 

etc.  

2. Consumer ignorance: Due to ignorance of consumers about their rights and reliefs, it is 

necessary to educate them about their rights.  

3. Unorganised consumers: There is a need to form consumer organisations which would take 

care of their interests.  

From the Point of View of Business  

1. It is in the long-term interest of business to promote the interests of consumers because 

satisfied customers provide good feedback.  

2. A business which engage in exploitative and unfair trade practices invite government 

intervention.  

3. Moral justification: It is the moral duty of any business to take care of consumer’s interest 

and avoid any form of their exploitation.  

4. Since the business uses society’s resources, therefore it has a responsibility to supply goods 

or services which are in public interest. 

5. The business has social responsibility towards various interest groups, including consumers. 

Definition of a Consumer as per the Consumer Protection Act: 

(a) Any person who buys any goods for a consideration, which has been paid or promised, or 

partly paid and partly promised, or under any scheme of deferred payment. It includes any user 

of such goods, when such use is made with the approval of the buyer, but does not include a 

person who obtains goods for re-sale or any commercial purpose. 

(b) Any person who hires or avails of any service, for a consideration which has been paid or 

promised, or partly paid and partly promised, or under any system of deferred payment. It 

includes any beneficiary of services when such services are availed of with the approval of the 

person concerned, but does not include a person who avails of such services for any commercial 

purpose. 

Who can file a complaint? 

(i) Any consumer  

(ii) Any registered consumers’ association 

(iii) The Central Government or any State Government 

(iv) One or more consumers, on behalf of many consumers having the same interest 

(v) A legal representative of a deceased consumer. 

Rights of a consumer  

1. Right to Safety – right to be protected against goods and services which are hazardous to 

life and health.  

2. Right to be informed – right to have complete information about the product such as, 

ingredients, date of manufacture, price, quantity etc.  

3. Right to be heard – right to file a complaint in case of dissatisfaction with a product or a 

service.  

4. Right to seek redressal — right to get relief(s) in case the product is defective or there is 

deficiency in service,e.g.replacement of product, removal of defect, etc.  

5. Right to choose — freedom to choose from a variety of products at competitive price.  
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6. Right to consumer education — right to acquire knowledge about consumer rights and 

reliefs in case the product is defective or there is deficiency in service. 

Consumer Responsibilities 

1. Awareness about goods and services 

2. Exercise the right 

3. Cautious consumer 

4. Filing complaints 

5. Quality conscious 

6. Understand the risks 

7. Be honest 

8. Insist on cash memo 

9. File complaints 

10. Educate consumers 

Redressal Agencies  

District Consumer Disputes Redressal Forum ('DCDRF') has been renamed as District 

Consumer Disputes Redressal Commission ('DCDRC'/'District Commission'). 

A complaint can be filed in a District commission when the value of good/service along with 

compensation claimed does not exceed ₹ 1 crore. 

If not satisfied with the order of the District Forum, appeal can be made before the State 

Commission within 45 days. 

 2. State Commissions A complaint can be filed in a State Commission when the value of 

good/service along with compensation claimed exceeds ₹1 crore but does not exceed ₹10 

crore.  

If not satisfied with order of the State Commission, appeal can be made before the National 

Commission within 30 days.  

3. The National Commission A complaint can be filed in the National Commission when 

the value of good/service along with compensation claimed exceeds ₹ 10 crore. 

Appeals where value of compensation exceeds ₹ 10 crore and consumer is not satisfied with 

order of National Commission, can be taken to Supreme Court. 

Reliefs available to a consumer  

1. To remove the defect in good or deficiency in service.  

2. To replace the defective product with a new one, free from any defect.  

3. To refund the price paid for the product or charges paid for the service.  

4. To pay a reasonable amount of compensation for any injury or loss suffered by the consumer. 

5. To pay adequate costs.  

6. To pay minimum 5% of the value of the defective goods for the Consumer Welfare Fund. 

Role/Functions of NGOs and consumer organisations  

1. Educating the general public about consumer rights by organising seminars and 

workshops.  

2. Publishing periodicals and other publications to impart knowledge about consumer 

problems, rights and reliefs.  

3. Carrying out comparative testing of consumer products in laboratories to test relative 

qualities of competing brands.  

4. Encouraging consumers to strongly protest and take an action against exploitative and 

unfair trade practices of sellers.  

5. Providing legal assistance to consumers in seeking legal remedy.  

6. Filing complaints in consumer courts on behalf of consumers.  
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Q. 1 What are the responsibilities of consumers?        

Ans 1. Awareness about goods and services 

2. Exercise the right 

3. Cautious consumer 

4. Filing complaints 

5. Quality conscious 

6. Understand the risks 

7. Be honest 

8. Insist on cash memo 

9. File complaints 

10. Educate consumers 

 

Q.2 Explain the rights of consumers.  

Ans 1. Right to Safety – right to be protected against goods and services which are hazardous 

to life and health.  

2. Right to be informed – right to have complete information about the product such as, 

ingredients, date of manufacture, price, quantity etc.  

3. Right to be heard – right to file a complaint in case of dissatisfaction with a product or a 

service.  

4. Right to seek redressal — right to get relief(s) in case the product is defective or there is 

deficiency in service,e.g.replacement of product, removal of defect, etc.  

5. Right to choose — freedom to choose from a variety of products at competitive price.  

6. Right to consumer education — right to acquire knowledge about consumer rights and 

reliefs in case the product is defective or there is deficiency in service. 

        

Q.3 What are the remedies available to consumers under the consumer protection 

act, 1986? 

Ans 1. To remove the defect in good or deficiency in service.  

2. To replace the defective product with a new one, free from any defect.  

3. To refund the price paid for the product or charges paid for the service.  

4. To pay a reasonable amount of compensation for any injury or loss suffered by the consumer. 

5. To pay adequate costs.  

6. To pay minimum 5% of the value of the defective goods for the Consumer Welfare Fund. 

Q. 4 A consumer has the freedom to choose from a variety of products at competitive 

prices. The marketer should offer  a wide variety of products in terms of quality, brand, 

price, size, etc. Ramya ( a Class X student) was in need of geometry box. She went to the 

nearest shop and the shopkeeper showed her a variety of geometry boxes at different 

prices. She selected a box and paid Rs. 300, the maximum retail price of the box, and took 

the cash memo for the same. 

(a) Identify the consumer right Ramya has exercised. 

(b) Is Ramya a responsible consumer? Give reasons. 

Ans: (a) Right to choose. 

(b) Yes, Ramya is a responsible consumer because: 

(i) She exercised her right to choose and right to be informed. 

(ii) She paid the MRP, and 
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(iii) She took the cash memo 

Q.5 ‘Grahak Shakti’, an N.G.O. organised a workshop to discuss various issues relating 

to consumers. During the discussion, one of the members drew attention towards 

exploitation of consumers due to defective and unsafe products, adulteration, black 

marketing, hoarding, etc. To this, another member argued that consumers themselves are 

responsible as they do not raise collective voice against the exploitation. The Chairperson 

of the organisation was of the opinion that it was also the duty of the businessman to take 

care of the interests of various stakeholders. Business organisations earn money by selling 

goods and services to consumers. So, the interests of the stakeholders have to be well-

taken care of as business uses resources of society. 

State four points that highlight the need for consumer protection as discussed in Grahak 

Shakti’s workshop. 

Ans (i) Widespread exploitation of consumers 

(ii) Unorganised consumers 

(iii) Social responsibility 

(iv) Business uses resources of society 

Q.6 Radheshyam moved from Muradabad to Mumbai to work as an artist in television 

serials. On getting his first salary, he opened an account in a nearby commercial bank 

and also opted for ATM facility under ATM card. After a few months, he lost his ATM 

Card and lodged a request with the bank for furnishing duplicate card. Consequently, he 

was allotted duplicate ATM Card Number but that card was not given to him. After a 

week, he received a SMS message on his mobile stating that sum of₹10,000 has been 

withdrawn from his account. Since the duplicate ATM card was not given to him, he 

brought the debit entry in the notice of the bank. The bank assured to repay that amount 

to him within 15 days after investigating the issue. But, more than a month has passed 

since then and despite his persistent efforts the bank has not taken any action so far. So, 

he files a case against the bank in the district forum. The consumer court can issue a 

notice to the bank after being satisfied with the genuineness of the complaint and directs 

the bank to repay ₹10,000 to Radheshyam along with the compensation of ₹ 50,000. 

Name the rights exercised by Radheshyam in the context of the above case and explain. 

 Ans The two rights exercised by Radheshyam in the context of the above case are Right to 

be heard and Right to seek redressal. 

Q. 7 Aman, a degree holder in Entrepreneurship came to know about Piplantri Village 

located in Rajasthan, where in 2006, an initiative was started, in which 111 trees are 

planted every time when a girl child is born. To keep termites away from the trees, the 

villagers have planted 2.5 million Aloe Vera plants around the trees. This has turned the 

village into an oasis, as the planting of trees led to higher water levels. Aman decided to 

visit the village, to start a business unit, for the processing and marketing of Aloe Vera 

into juices, gels and other products. However, on visiting the village, Aman found that 

the villagers were suffering exploitation at the hands of local merchants who were 

engaged in unscrupulous, exploitative trade practices like hoarding and black marketing 

of food products and also selling unsafe, adulterated products to the villagers. 

After looking at their plight instead of a business organisation, he decided to set up an 

organisation for the protection and promotion of the consumer interests of the villagers. 

 State the functions of the organisation established by Aman will be performing. 
Ans Functions of an NGO/Consumer organisation: (Any four) 

(i) Educating the villagers/general public about consumer rights by organising training 

programmes, seminars and workshops. 

(ii) Publishing periodicals and other publications to impart knowledge about consumer 

problems, reliefs available and other matters of interest. 
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(iii) Carrying out comparative testing of consumer products in accredited laboratories to test 

relative qualities of competing brands and publishing the test results for the benefit of 

consumers. 

(iv) Encouraging consumers to strongly protest and take an action against exploitative and 

unfair trade practices of sellers. 

(v) Providing legal assistance to consumers by way of providing aid, legal advice, etc., in 

seeking legal remedy. 

(vi) Filing complaints in consumer courts on behalf of consumers. 

Q.8 Sonu purchased a medicine from ‘Alpha Medical Stores’ for his wife who had 

stomach pain. But even after giving the medicine, wife’s condition did not improve and 

she had to be admitted to a nearby hospital for treatment. Doctors on examination found 

that the medicines given to Sonu’s wife were spurious. Sonu complained about this to 

‘Alpha Medical Store’. As a result Alpha medical decided to file a complaint against the 

manufacturer in the consumer court. Can Alpha Medical Store lodge the complaint? Give 

reason. 

Ans No, Alpha Medical Store is a retailer and retailer is not a consumer. Only consumer can 

file a complaint. 

Following persons are not considered as Consumer under Consumer Protection Act: 

(i) The person who obtains goods for re-sale. 

(ii) The person who uses the goods without the approval of the buyer. 

(iii) The person who avails of the services without the approval of the hirer. 

(iv) The person who obtains goods without any consideration, 

(v) The person who hires or avails of any services without consideration. 
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