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CHAPTER FOUR
FINANCIAL POSITION AND WORKING CAPITAL
ANALYSES OF THE MYSORE PAPER MILLS LIMITED

4.1 FINANCIAL STRUCTURE:

4.1.1 Introduction:

Finance is one of the basic foundations of all kinds of
aconomic activities. It is the lifeblood of business and
industrial enterprise. It is the masterkey that provides

access to the sources to be emploved in economic activities.

The present Chapter highlights the financial structure,
capital structure, comparison of financial structure and
capital structure and utilization of funds as also pattern of
growth of assets of the Mysore Paper Mills Limited, a joint

sector Company, over a period of five vears from 1989-90 to

1993-94.

For this purpose, the Company's financial statements,
namely, annual reports, balance sheets and profit & loss

accounts for the period have been studied and analyzed.

4.1.2 Definition of 'Finance':
Generally, in business, the term 'finance' is interpreted with

three meanings. The first meaning signifies that the 'finance’

keeps the business is supplied with enough funds to accomplish
its objectives. The second meaning is concerned with cash,
since every business transaction is ultimately translated into

the cash it generates, invests or looses. The third meaning
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has found winder acceptance, according to which, ‘'finance’
performs the function of funds and their effective utilization
in the conduct of a business. In this third meaning, finance,
when meant as funds could be private finance, public finance,

personal finance or business finance.

According to Wheeler, "Business finance is that business
activity which is concerned with acquisition and convers}on of
capital funds in meeting the financial needs and QQerall
objectives of the business enterprise". In the opinion of the
Guthman and Dougall, "Business finance can broadly be défined
as the activity concerned with planning, raising, controlliing
and administering the funds used in the businéss". In brief,
finance means collecting the funds and putting them to proper

and effective utilization in the conduct of business.

4.1.3 Financial Structure and Capital Structure:

A firm's total financial resources can be divided into short-
term and long-term components. Long-term financial sources may
be invested in fixed and real assets which are owned for
permanent use in the business. Some portion of long term
finance may also be utilized for permanent current assets.
Assets held on temporary basis are wusually financed with

temporary, that is, short-term funds.

"Capital Structure' is the permanent financing of the
concern represented primarily by the long-term debts and
shareholders' funds, but excluding all short-term credits. The

capital structure usually represents a mix of different

12936
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sources of long-term funds in the total capitalization.

On the othef hand, the scope of the 'financial structure'
is wider than the 'capital structure'. Capital structure
includes only the long-term, permanent finance; whereas
financial structure includes all the components of finance

that are necessary for carrying out the business activities.

Financial structure may vary from concern to concern
according to the nature and size of the concern’'s business

activity.

The balance-sheet of a business indicates its financial
structure. It states the nature, monetary values of each of
the various assets, liabilities and its owners' share. The
balance sheet also is a statement that discloses the names of
all the accounts which show a debit or credit balance at the
end of the year. It reports the values of the properties owned
by the entérprise and the claims of the creditors and owners
against these properties. A balance sheet may also describe a
statement of sources and uses of capital. The property values

are spoken to as the assets of the business while the claims

on the businesé ags its liabilities.

The Mysore Paper Mills Limited's consolidated balance
sheets for the study period of five vyears from 1989-90 to

1993-94 are presented in Table 4.1 on the following page.
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4.1.4 Comparison of Trends:

Trends are immensely helpful in making a comparative study of
the balance sheets for several vyears. Such comparison
indicates the trend of the various balance-sheet items across
the years. They provide a comparative horizontal analysis of
the items iﬁ the balance sheet, a dynamic study of the
behaviour of the items with the passage of time. A series of
trend percentages may show whether a particulaf item has
increased or decreased, but it does not indicate whether the
movement is favouraﬁle or unfavourable. For the purpose of
forming an opinion as to the satisfactory trend of certain
items, it is necessary to compare such trends with the trends

of some related ifems in the balance sheets.

In the present study, the following precautions have been
taken while calculating trend percentages in respect of the
Mysore Paper Mills Limited:

(1) The <Company, during the study period, has consistently
followed certain accounting principles and practices. The
researcher first gained a deeper understanding of these
principles and practices before venturing on to the trend
analysis;

(2} For calculating the trend percentages, 1989-90 ha§ been
-taken as the base-year;

(3) Only the absolute figures for the respective years were
taken into consideration for their comparison with the

base year.
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A presentation of the trend percentages of the Mysore
Paper Mills Limited's balance-sheet figures for the study
period (1989-90 to 1993-94) is made in Table 4.2 and Graphs
4.1-A and 4.1-B on the following pages.

Table 4.2 reveals the following tendencies of the trend
percentages:

(1) 'Fixed assets' showed a downward trend from 100% in the
base year 1989-90 to barely 43.76% in the conciuding year
1993-94. The‘Company has made only marginal investments
in new lands and significant investments in new vehicles
and the earthmoving equipment. All other fixed assets
have depreciated 1in value over the period and in the
abéence of fresh investments in them, the fixed assets
trends have shown a decline, the severest case being the
Company's 'plant and machinery', its 1993-94 value being
only 36.30% of the base year 1989-90 (100%).

(2) Both 'capital work-in-progress' and 'captive forest
plant;tion' have shown increasing trends during the study
period; the former increased from 100% in the base-year
1989-90 to 305.94% in 1993-94; the latter increased to
160.39% in 1993-94. On the other hand, 'investments'
remained steady for four years but dipped to 77.27% in
the year 1993-94.

(3) fhe Company's 'current assets', as a whole, revealed only
a marginal increase of 19.37% during the period of five
years from 1989-90 to 1993-94. The break-up of the
current assets' elements, however, reveal an interesting

situation; inventories increased to 148.89% and cash and
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Graph 4.1-A (Table 4.2) Trend Percentage
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Graph 4.1-B (Table 4.2) Trend Percentage
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bank balances to 230.17%, but the largest single increase

of 506.93% was recorded by sundry debtors.

(4) During the study period, loans and advances have also
shown an increasing trend, from 100% in the base-year to
337.76% in the year 1993-94.

(5) On the liabilities side, the Company's share capital,
after remaining almost steady for four years, has shown
an increase to 152.38% in the year 1993-94. At the same
time, its reserves and surpluses have shown a
consistently decreasing trend ending at 21.58%.

(6) Both the secured and unsecured loans have shown declining
trends, ending at 60.78% and 87.04%, respectively, the
combined decline being to the tune of 63.17%.

(7)) The Company's current liabilities have shown a gradually
increasing trend ending at 259.79% in 1993-94.

This exercise in trend analysis reflects the Company's
financial position in a poor light. Its fixed assets are
deteriorating at a rate faster than the rate at which its
current assets are appreciating. The Company has also fared
rather poorly in sundry debtors' management. Its reserves and

surpluses have eroded by almost 80% in its effort to raise the

resources internally instead of seeking secured loans against
the assets. The current assets have recorded an average annual
growth of 29.93% against the current liabilities' growth of
nearly 67.45% over the study period of five years. Both these
trends are not keeping pace with each other, thereby adversely

affecting the Company’'s long term liquidity.
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4.2 SOURCES OF FINANCE:
The financial requirements of a business can be élassified
into two categories as follows:

{1) Short-term financial requirements,

(2) Long-term financial requirements.

(1) Short-term financial requirements:

Short-term funds are required for meeting the working
capital needs of a business. They are usually required for a
period of upto one year and raised from the sources which can
provide funds only for a short period, quickly and at a
reasonable cost. The following are the important sources of
short-term finance:

(a) Trade Credit: Trade credit is a form of short-term
financing, common to almost all types of business firms.

As a matter of fact, it is the largest source of short-

term finance. In an advanced economy, most buyers are not

required to pay for goods on delivery but are allowed a

short-term credit before the payment for the goods

becomes due.

Trade credit arrangement is generally made available
to the buyer on an informal basis without creating any

charge on the assets. Trade credit arrangements usually

carry a stipulation of allowing a cash discount to the
buyer for prompt payment. The volume of trade credit and
its popularity as a means of short-term financing depends

on the factors such as:
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- terms of trade credit,
- reputation of the purchasing firm,
- financial position of the seller, and

- volume of purchases to be made by the buyer.

The firm must balance the advantages of the trade credit
as a discretionary source of financing without anys
explicit cost against the cost of losing of cash
discount, the possibility of deterioration in reputation

if trade credit is availed and the increased purchase

price of the products.

Commercial Banks: Commercial banks provide only a short-
term credit to the business and also the medium term
finance to some extent. Commercial banks make advances to

the customers in the following forms:

i. Loans: A loan is a kind of advance made with or
without security. In the case of a loan, the banker
makes a lump sum payment to the borrower or credits
his deposit account.with the money advanced. It is
given for a fixed period at an agreed rate of
interest. Repayments may be made in instalments or

at the expiry of a certain period. The loan may be a

‘term loan' or a ‘demand loan'.

ii. Cash Credit: Cash credit is an arrangement by which
a banker allows his customers to borrow the money
upto a certain limit. Cash credit arrangements are

usually made against the security of the commodities
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hypothecated or pledged with the bank.

iit. Hypothecation: In case of a hypothecation, the
possession of goods is not given to the bank. The
goods remain at the disposal and in the godown of
the borrower. The bank is given access to the g¢goods
whenever it so desires. Such an advance is granted
by the bank only to d'person whose integrity and

confidence is guaranteed.

iv. Pledge: In case of a pledge, the goods are placed in
the custody of the bank with its name on the godown
where they are stored. Borrower has no right to deal
with them directly and without the knowledge of the
bank.

v. Overdrafts: A bank's customer may be allowed to
overdraw his account if he requires a temporary
accommo-dation. This type of bank credit is,

however, for a short period only.

vi. Ei11§_g1§gggn;§g_g_ny;ghg§gg: Banks also give
advances to thelr customers by discounting their
bills. The net amount after deducting the amount of
discount is credited to the account of the customer.

The bank may discount the bills with or without
taking a security from the debtor, in addition to
the personal security of one or more persons already

liable on the bill.
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{c) Agcrual accounts: Accrual accounts are spontaneous

sources of financing since they are self-generating. The
most common accrual accounts are wages and taxes. In both
cases, the amount becomes due but it is not paid
immediately. The time lag between receipt of incéme and
making payment for the expenditure inéurred in earning
that income helps the business in meeting some of its

short-term financial requirements.

(2) ~-te i i i :

The long-term funds are required to a great extent for
meeting the fixed capital requirements of the business. They
are required for a period exceeding one vyvear. They are
sometimes classified as:

- Intermediate or Medium-term funds, and
T- Long-term funds.

The medium term funds are required for a period betweeh
three and five years, while long term funds are required for a
period exceeding five vyears. Following are the important
sources of long-term finance:

- Share Capital,

- Debentures.

(a) Share capital: Issue of shares is the most common method

of raising long term funds. A trading company cannot be

incorporated by law without having a share capital. The

company c¢ollects finance by issuing shares as a first
step in raising the capital and pay off the amount of

share capital 1in the last, if the company dissolves,
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after meeting all the losses and paying off all the
liabilities. Thus, it provides a cushion to absorb the
shocks sustained due to losses or other financial crisis
during its 1lifetime, except the redeemable preference
shares which cannot be refunded. A public company can
issue only two types of shares, namely, Preference Shares

and Equity Shares.

(b) Debentures: A debenture is a document issued by a company
as an evidence of debt due from the company with or
without a charge on the assets of the company. It is a
certificate issued by a company under its seal,

acknowledging a debt due by it to the debenture holder.

Table 4.3 (on the following page) presents a Consolidated
Statement ~of Sources and Uses of Funds by the Mysore Paper

Mills Limited during the period 1989-90 to 1993-94.

4.3 UTILIZATION OF SOURCES OF FINANCE:
After having raised the necessary finance through different
sources, the next important task before the finance manager is
the profitable deployment of the funds raised. The modern
concept of finance function includes both raising of finance
and its proper utilization. The funds raised are utilized for
purchasing fixed assets and current assets.

The investment in the fixed assets is known as (a) a
long-term investment and the investment in the current assets

is known as (b) a short-term investment.
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Investment in fixed assets:
Fixed assets are those assets which which are of a some-
what fixed or permanent nature (a life expectancy of
more than one year) and are used by a business in its
normal operations. They do not include the items offered
for sale. Fixed assets include building, plant and
machinery, equipments, etc. Fixed assets management is
the most important task which a management has to face in
its day-to-day situations and is important for the
following reasons:
i. There is a risk involved in fixed assets because ' of
their long life.
ii. Fixed assets usually have a relatively high cost.
iii. Fixed assets have problems of acquisition and
replacement. Acquisition is for increasing the
existing capacity, while replacement is for
acquiring new assets with comparable capacity. The
purchase of fixed assets is of particular
significipce tb busines firms because the amount
involved is relatively large and represents
commitments for relatively longer period of time.

iv. There ié a greater tendency to make use of machines

and to invest more and more funds into the fixed
assets. The use of efficient machinery is necessary
for the economies of scale, particularly in the
conditions of increasing competitipn. Due to

technological changes, the investment in the fixed

assets is 1likely to increase, since old assets
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become outdated and may have to be replaced.

The decisions regarding the Iinvestment in fixed
assets are usually known as 'capital budgetting'. It may
be defined as, 'tﬁe decision-making process by which a
firm evaluates the purchases of major fixed assets,
including building, machinery and equipment'f It is a
process by which the available cash and credit resources
are allowed among competitive long-term investment
opportunities so as to promote the greatest profitability
of the company over a period of time. It refers to the
total process of generating, evaluating, selecting and

following-up, on the capital expenditure alternatives.

Usually the long term sources of finance such as
share-capital, debentures and retained earnings are
utilized for purchasing the fixed assets. A first must
have some fixed assets, without which it cannot carry on

its operatiosn smoothly.

Investment in Current Assets:
Every concern is required to invest some part of its

funds in current assets. These assets are those which can

be converted into cash within an accounting period (or
an operating cycle) and include cash, short-term securi-
ties, debtors, bills receivables and stock (inventory).
The term ‘'investment in current assets' refers to the
gross working capital. Working capital, in turn, refers

to the difference between the current assets and the
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current liabilities. Every firm short maintain a sound
working capital position and there should be an optimum
investmentin the working capital. Usually the short-term
financial sources are utilized for investments in the
current assets. The usual sources of financing the
current assets are:

- Bank loans,

- Public deposits,

- Trade credit and other: pavables,

- Provision for taxation,

- Depreciation provisions.

4.4 SOURCES OF FINANCE OF THE
MYSORE PAPER MILLS LIMITED:

After having studied the sources of finance in general, it is
now proposed to proceed with the discussion of the sources of
finance of the Mysore Paper Mills Limited. The different

sources of finance used by the Mill are described below:

4.4.1 Share Capital: ’

Share-capital is a type of a primary source of raising finance
of any kind of corporate finance. The Mysore Paper Mills
Limited was incorporated in joint sector in the vyear 1936
under the provisions Qf the then prevalent Companies Act of
the erstwhile Princely State of Mysore. The lion's share of
the original authorized share capital came from the Ruling
Family of the Princely State while a few shares were allotted

to private individuals who also were the promoters of the
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Company. The Princely State merged into the Indian Union in
1949 and its share in the Mysore Paper Mills Limited came to
be held by the State Government of Mysore, later on the State

Government of Karnataka.

The Company raised its authorized capital to Rs.20.0, out
of which it issued and received subscription for shares of
Rs.6,428.01 lakhs in 1989-90. The issued, subscribed and paid-
up capital of the Company was raised to Rs.6,453.01 lakhs in
1990-91. Another issue of the of the Company's shares occurred
soon thereafter and as at the end of the financial year 1993-
94, the Company's paid-up capital became Rs.9,853.01 lakhs,
divided among 341 shareholders. The State Government of
Karnataka holds about 74.88% of these shares while the
remaining are held by the Company's employees as well as by

the public.

4.4.2 Long-term Finance:

Both secured and unsecured loans have supplied long-term
finance to the Mysore Paper Mills Limited. These funds have
come from multiple sources, debentures, fixed deposits from
the public, deposits from the Company's dealers, financial
institutions, etc. These external funds have always played a

major role in the Company's finances.

4.4.3 Short-term Finance:
Short-term finance of the Company mostly comprised of the
working capital loans raised from the commercial banks by way

of cash credit facilities. Current liabilities also have been
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a sizeable source of short-term finance for the Company,
together with some portion of the unsecured loans and trade

credit from the suppliers.

Tables 4.4 and 4.5 and Graph 4.2 (on the following pages)
give the Mysore Paper Mills Limited's long-term and short-term
sources of funds and uses of long-term and short-term funds,

respectively, during the years from 1989-90 to 1993-94.

4.5 WORKING CAPITAL OF THE COMPANY:

4.5.1 Introduction:

'Working Capital' is the amount of funds which a Company must
have to finance its day-to-day operations. Working capital is
a part of the total capital that circulates from one asset to
another in the ordinary course of business. This idea
indicates recurring transactions from cash to inventories,
from receivables to cash, and forms a continuous chain of

business operations.

4.5.2 Concepts of Workinq Capital:

The term 'capital' means "the total funds invested in a
business enterprise". It includes fixed assets and current
assets. Fixed assets are those assets which are to be retained
more or less permanently in the business and the current
assets are those which are not permanent but are involved in
the day-to-day operations and are constantly changing their

nature.
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Graph 4.2 (Table 4.4) Sources of Funds

Ra.in ‘000 Lakhs
36

1989-90 90-91 91-92 92-93 93-94 Average

MW Long Term Sources  Liii] Short Term Sources
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There are two concepts of the working capital: (1) Gross

Working Capital, and (2) Net Working Capital.

A firm's investment in the current assets is called the
'gross working capital'. These assets are usually converted

into cash within an accounting year.

The ‘'net working capital' refers to the differencs
between the current assets and the current liabilities. It can

be stated as follows:

(1) Gross Working Capital Current Assets,

{2) Net Working Capital

Current Assets Jess Current
Liabilities.

The net working capital can either be positive or it can

be negative.

Generally, in public or private companies, most part of
the working capital is invested in the inventory. The net
working capital 1is calculated by deducting the current
liabilities from the current assets. Hence, the change in the
net working capital is mainly dependent upon the changes in

the current assets and. the current liabilities.

The net working capital of the Mysore Paper Mills Limited
for the years 1989-90 to 1993-94 and the total working capital
for the period study period are shown in Table 4.6 and Graph
4.3 (on the following pages). With the help of this Table, the
working capital position and the changes in the individual

items of current assets and liabilities can be studied.
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Graph 4.3 (Table 4.6) Net Work.Capital
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The Table reveals that the current assets and the current
liabilities have shown increasing tendencies over the
study period. As a result, the net working capital has
also increased during these vears, from Rs.3,693.63 lakhs

in the vyear 1989-90 to Rs.7,360.97 lakhs 1in the year
1993-94.

It 1is also seen from the Table that the current assets
have increased from Rs.5,678.72 in 1989-90 to
Rs.12,715.91 in 1993-94, the main reason for this
increase being the increase in inventories, loans and

advapces and sundry items.

Similarly, the current liabilities have also increased
from Rs.1,984.79 in 1989-90 to Rs.5,454.94 in 1993-94. It
means that over the périod of five years, the current
liabilities have increased. The main reason for this
increase being the increase in the sundry creditors and

provisions.

As a result of all these variations, the net wdfking

capital of the Mysore Paper Mills Limited also has

increased over the years.

. . 00000. .



