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2.3.3“? A 9;?

Today India is seeking a speedy transformation
of her semi-stagnant economy to a dynamic one by means of

economic planning in a democratic set up. In the context
of this growth oriented endeavour public sector has a

vital role to play. After three decades of planned deve­
lopment, it has become important that India must make fresh
appraisals on the role of public sector in the economic
renaissance of the country.

Almost no comprehensive study has been made on

this vital segment of the economy vis-a-vis the growth
economics. This study is an attempt to fill this need
in a very modest way. It presents the subject in a new
perspective. An earnest attempt is made to reveal the
critical problems inhibiting the growth of the public
sector from a new angle which focusses the spot-light on
the economics of development.

The incentive for taking up a research project
of this nature and magnitude was given by Dr. K.Nanukuttan
Nair, Reader, School of Management Studies, University of
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Cochin. This study is the result of an intensive investi­
gation extending over four years (from 1977 to 1981) and

it is first of its kind. The period covered is nearly a I
decade in most of the eighteen industrial undertakings in

public sector in Kerala. ‘
The material for the study was collected from g

various sources. As far as possible data were collected T
i

from original sources. Where they were not available
1 \

secondary source materials had to be made use of. Diffi- ”I

culties were many, sometimes contradictory data had to be r
shifted up and verified. Five separate schedules were
administered to collect original data, along with depth
interviews. The author had travelled all over the State T
of Kerala and visited all the public sector undertakings I
in Kerala. The top executives and their subordinates in T
the different functional areas were interviewed to make

a realistic appraisal of the issues. ,
Although the researcher had the benefit of the

interesting discussions he had with all these people, the A
views expressed and conclusions arrived at are rhis own
and if there is any defect or short—comings he alone is
responsible for them.

Every effort has been made to make the study,
reliable comprehensive and useful.

\ _ ee ~ —Ae ~ _ ,::;,T: r: _;'* 1 'T'1_ '~ —i T i
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CHAPTER — I

1. 1 INTRODUCTIONé scope  METHODOLOGY

India is wedded to the ideals of socialism and
democracy. Our country is undergoing a unique experience 1

l

of planned economic development in a democratic set up. ‘We

are experimenting on a system of mixed economy for the speedy
transformation of our semi-stagnant agro-based economy to a 1

strong dynamic and industrially advanced one. In this growth
oriented endeavour the public sector along with the privateri
sector is playing a vital role. With successive implementa—*
tion of five year plans for the past three decades. the
public sector has assumed unprecedented importance fast
approaching to the commanding heights of the economy.

1.1.1 At present the public sector enterprises accoun- p
ted for nearly 75% of the total investment in the corporate ;
sector. During the period of ten years ending 31st March

1979 the capital employed in the public sector enterprises
increased from a little over B.3,000 crores to more than
B.15,000 crores. The interest paid on the capital during;

I

1

1

i

UNIVERSITY OF COCHIN 7 V W



SCHOOL OF MANAGEMENT STUDIES

the same period increased from Rs.95 crores to nearly Rs.9O0 5
crores and the depreciation also increased from less than
5.150 crores to over m.600 crores. The over all profitabi- E
lity increased from 2.8% in 1968-69 to about 9.7%»in 1976-77.?

The public sector contributed to the exchequer nearly 20% of
the total corporate taxes and more than 26% of total excise n

L

1.1.2 There are various criticisms levelled against
\

k

I

public sector in the issues of profitability, accountability 1
and social responsibility. Taking into consideration of o~r ;u

limited resources, technological limitations and limited
availability of technical know-how the achievement so fart' i
made by it is quite impressive. The economy has grown stea- ;
dily through state owned enterprises on an all India basis. 1
But the performance of public sector enterprises sponsored =
by state governments in general has not.been either satis­factory or encouraging. I
1.1.3 The State of Kerala is industrially backward and
so the government has started many industries in the public
sector. Most of them being commercial enterprises are expec­
ted to make sizeable surplus and contribute to the meagre
resources of the Government and for their further growth.
But it is a sad fact that many of them had continuously in­
curred losses and even depleted their capital resources

UNIVERSITY OF COCHIN
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forcing them to depend on budgetary support to cover theirfinancial defecits. j
F

1.1.4 The problem of industrial sickness has become *
accute and some of the concerns are fast moving to the verge;
of liquidation. There are 10 major government owned compa- ~
nies with a capital of nearly $.10 crores (B.9.9 crores on ¢
31-3-1978) which had incurred a net loss of %.174 lakhs in 1

1977-78. Another nine companies having majority ownership
of the Government with a paid up capital of nearly B. 15 “
crores (%.14.9 crores during the year 1977-78) incurred a

I

x

loss of m.139 lakhs during the same yearzz T.C.C.. a single
r

1

i

company which is included in this list incurred a loss of
1

Ir

B.258 lakhs in this year. It may be argued that profitabi- ;
>

\

x

lity which is reflected in the Balance Sheet and Profit and ;
y

iLoss Account cannot and should not be the sole criterion to 1

judge the performance of public sector undertakings. But ti
cannot be denied that profitability is essentially an index
of such important factors as cost, productivity and effici- h
ency. More over the industrial enterprises owned and mana­
ged by Kerala State Government are mainly commercial under­

takings and as such they should be judged on the profitabi­
lity and contribution made by them to the State Government.

1.1.5 Various reasons have been attributed to the poor
performance of the companies. such as under utilisation of

>

1 _ 1 _ __ _
UNIVERSITY OF COCHIN



SCHOOL OF MANAGEMENT STUDIES_ — 7' ' '7' _ f’ ‘
rated capacity, lower volume of production and the conse­
quent higher production cost, ever increasing salaries and
wages and other expenses, higher interest burden, poor
demand for product, lack of sales promotional activities,
competition from private manufactures unprofessionalised,
inefficient and bureaucratic management. But the major
problems facing these concerns are related to management;
especially that of personnel and finance. These two areas
are of critical importance calling for urgent action on
technical, organisational and managerial levels. In fact
success or failure of all functional areas considerably
depends upon the manner in which the finance function is
executed and controlled. To a large extend every activity
of the organisation should be linked with finance and pla­
nned, implemented and conditioned through the availability
and use of financial resources.

1.2 Prbblem

So the problems posed are :
1) How is financial manager in public sector performs his
functions? What are the salient features of financial
performance?

2) Are there proper financial planning and effective fin­
ancial control in these organisations?
3) If they are practised, why are they not effective in
controlling and improving financial performance?l _ - — - ~ — t r :1 if  :

UNIVERSITY OF COCHIN



_ SCHOOL OF MANAGEMENT‘ STUDIES

4) If they are not practised, what is the system of finan­
cial management adapted at present and what are their
drawbacks?

5) Is there any way to make the present system function
more effectively?

6) How can a sound system of financial management be
installed?

103 H!EQth€SiS

1) It is said that in all the public sector undertakings
there is financial planning and control but is not practised
according to sound management principles.

2) Financial performance analysis is not systematically
done to identify the strengths, weaknesses, opportunities
of the firm and the threats faced by them.
3) Financial planning is done and control exercised at
different levels of the organisation without proper inte­
gration and co-ordination.
4) Budgets are planned and projected without clear organi­

.sational objectives, policies and long-term plans.
5) Variances are not analysed for controlling the performan
ce and effective remedial measures are not implemented.

6) Consequently review of remedial measures to assess their
effectiveness is conspicuous by its absence.

UNIVERSITY OF COCHIN
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1.4 Purpose of the Study

The purpose of the study is 2
1) to find out whether there is proper financial planning
and control in these undertakings,
2) to analyse the reasons for losses or profits,
3) to evaluate the existing system of financial planning

F

and control and its role in reducing losses and increasing Eprofits, '
4) to find out the drawbacks of the existing system,
5) to suggest remedial measures and project future trends andf

t6) to recommend a plan of action to be implemented forthwi h.
L

I

1 - 5 $<-#929. -a¥1s1.l»i1“_itati<>P§

1.5.1 A number of studies conducted on the public
.sector undertakings deal with their performance on a piece- T
meal basis, comparing them with the private sector, their
role in the national economy, their contribution to the na- 1
tional exchequer etc. The emphasis is placed more on the"
macro-level than on the micro-level. The present study
follows the micro-approach of dissecting the enterprises
into functional operations and assessing their indivifldual
performance.

The study is limited to the industrial undertak
ings in the public sector run by Kerala State. Out of the

total 21 manufacturing units 18 units are covered. The study

r

is particularly directed to financial performance concentnnfixa

UNIVERSITY OF coo:-nu l f i T T ' f T W   if T ‘  ‘ * i
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on planning and on control of finance. Agro-industries
Corporation and Keltron Corporation deserve separate study
because of their special features so they are not brought
under the purview of this study.
1.5.2 A unique feature of the study is that it has
taken financial planning and control as total corporate
planning and control. In other words, the study is conduc­
ted on the basic premise that finance management should
adopt a corporate rather than a functional outlook. Hence
the study is not restricted to how money is raised and allo­
cated, but from where the money is raised, how effectively
it is used and what are the benefits derived.

1.5.3 The latest managerial techniques in financial
planning and control are discussed in relation to the public
sector to show how little of these techniques have been used
in these undertakings. and whereever they are used in a A
limited extent how inadequate they are.

1. 6 fiethodology

The present study is both descriptive and analy­
tical. Descriptive in the sense that it trace the historical
growth and present performance and analytical in the sense
that it interprets and analyses the data and also projects
future trends.

: 1 J. i i
UNIVERSITY OF CQCHIN
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1.7 QataCollection

Primary data are collected through surveys and

is used whereever found necessary. Two separate sets of
schedules are prepared for the collection of data. One set
of schedules is used to find out the executive opinions
regarding existing financial planning and control in their
respective units. This schedule is pre-tested and admini­
stered in the Holding Company, consisting of six units of
Kerala State Industrial Enterprises. The second set of
schedules (four schedules, each for the management functions
of sales, production, personnel and finance) is pre-tested
and administered in all the 18 units covered.by the preseflt
study. The secondary data are collected from financial
statements of the undertakings and the budgets for a period
over five years. The reports of the Comptroller and Auditor
General of India and the various other reports of the Public
Administrative Reforms Committee and the Committees of

Public Sector Undertakings are made use of. Books and peri­
odicals, and other literature published or unpublished,
which had direct relevance to the study also are referred.

1.8 The Scheme of Study

The thesis is divided into two unequal parts.
Part one in four chapters provides an analytical_frame work
for evaluating the financial planning and control process

depth interviews. In collecting original data survey method

UNIVERSITY OF COCHIN
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prevailing in public sector organisations as a whole. Part
two comprising of five chapters is an empirical study of
financial planning and control process adopted in selected
government companies in Kerala. It is an indepth study on
what these firms and their managers actually do in practice.
It highlights the strength and weakness of the present
system suggesting remedial measures and a plan of action.

1.9.1 Chapterwise Distribution

Part - I

Chapter one projects the problems, presents the
hypothesis and the scheme of study. The role of public
sector in Indian Context is highlighted in Chapter two. A
brief description of its growth and development is also
given. The importance of clearly defined goals and the
objectives of profitability and social responsibility are:
stressed, emphasising the accountability of public sector
enterprises. The role of sound financial management for
the efficient performance and profitability is stressed with

particular reference to financial planning and budgetary A
control. Chapter three is a discussion on financial plann­
ing with reference to the different strategies to be evolvedl
on the basis of SWOT (Strength, Weakness, Opportunity and

Threat) analysis. The dependence of functional plans on
financial plan is emphasised. Chapter four is completely

UNIVERSITY OF COCHIN C
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devoted to the control process in finance management. Alte
native methods used in practice with help of different tool
and techniques are reviewed.

Part - ll

1.9.2 The following chapters constitute part - II.
Chapter five is an indepth study on financial planning and
control operations in six companies coming under the Kerala

State Industrial Enterprise Ltd. The focus is on the invol
vement of the executives in the planning process and their
awareness of the budgetary process followed in their respec
tive organisations, the functional problems they face and
capital expenditure decision. In Chapter six an attempt is
made to reveal the inadequacies and limitations of budget
preparation, implementation and control. Chapter seven is
an assessment of financial strength and weakness in all the
units under study for a period of over five years through
using the technique of ratio analysis. Ratios in respect
of asset utilisation, liquidity, solvency, profitability an
cost are analysed in depth. Chapter eight is completely
devoted to an evaluation of financial performance in genera
for all companies under study taking into consideration the
special features responsible for their poor performance. I
Chapter nine the results of the study is summed up and con­
clusions are arrived at, with recommendations and a plan of
action to be implemented forthwith.

S
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ICHAPTER - II ;
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V

r

Romper I PUBLIC SECTOR UNDERTAKINGS F

2.1 In the process of rapid economic growth Indian
planners have given priority to public sector development.
‘In East European countries and Soviet Union government

ownership of industry is based on the belief that public
enterprises are inherently good, and its merits or demerits 5

\

i

are not discussed. Under the capitalistic system, as in the
United.States, state enterprises are considered inherehtly 3
bad and a conscious effort is made to keep the government
out of it, as far as possible. However, due to pressingi
needs, it is sometimes accepted with reluctance. For inst- §
ance in national calamities like war, or major economic ‘

Vdislocation like depressions, public enterprises are created
to be dissolved after they fulfilled their purpose. In some ,

i

cases, however, they continue even after the original need ;
disappears either because of their efficacy is established I
or because of fresh need for their continuance appears on

1the scene“. India had to adopt a viamedia course choosing ;
neither fully socialistic economy nor a completely capita­
listic system for the rapid growth and development of her

l _ _ _ _ ,_ _ _ _ __ _ _ , _ __  _ ;— — — - - J
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economy. In such a mixed economy both capitalistic and
I socialistic systems are expected to function in order to

reap the benefits of both. The attitude of our national
leaders was, as lucidly expressed by Jawaharlal Nehru
‘while the public sector must obviously grow-even now it
has grown both absolutely and relatively - the private
sector is not something unimportant. It will play its
important role, though gradually and ultimately it will
fade away. But the public sector will control the stra­
tegic points of our economy".2 The real fact was that at
the time of independence India had neither the material
resources nor the human resources for complete nationali­
sation. However, with a view to avoid undue concentration
of economic and industrial power and to disciplining all
the economic forces basic to development the government of

India had chosen to take direct responsibility of establi­
shing and operating a wide range of heavy and basic indu­
stries to start with.

2.2 PublicSectorEnterprises

The present position of public enterprises in
, India is the out come of the industrial policy persued by

the government in the post independent period. In order
to understand the vital role played.by public sector under­
takings one has to dig deep into the circumstances under
which it came into existence and formed an integral part_ : r I —

UNIVERSITY OF COCHIN
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oi.our economic system. In this context it will not be out
of place to define public sector as it exists in India, trace
their origin and growth, examine their objectives, evaluate
their performance and assess their strength and weakness.

2.2.1 Public sector enterprises combine state ownership
_ with state control. They may be completely owned and managed

by the State. They may hlso be formed with majority owner­
ship participation and control by the government. There is
no separate company law applicable to public sector companies
alone, although it had.been desirable. A distinction should
be made between public sector companies and private sector
companies. According to Indian Companies Act, 1956, public

i limited companies and private limited companies can be incor­
porated in public sector as well as private sector. Hence

A government company (either public or private) shall comply
with all the provisions of the Act. The central government

‘ may by notification in the official gazette direct that any
of the provisions of this Act (except Sec.619 and 619 (A))
specified in the notification (a) shall not apply to any
government company or (b) shall apply to any government

company only with such exceptions, modifications and adapt­
ations as may be notified in the notification.

2.3 Definition
Companies Act 1956 has defined a public sector

company as follows z
UNIVERSITY OF CQCHIN
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‘A government company is one in which not less

than 51%-of the paid up capital is held by the Central
Government or by State Government or governments or partly
by Central Government and partly by State Government or

governments‘ (sec.617 Companies Act, 1956). The subsidiary
of such a company is also a government company (sec.617).

The term public sector enterprise (PE) is used
in this study in a very limited sense. It is a government
organisation with more than 50%»o£ its paid up capital owned
and fully controlled by the state or central government est­
ablished for the purpose of manufacturing or producing a
commodity or making available a service to the public for a
price. In otherwords it is only a government undertaking
run on commercial lines for the purpose of producing some;

commodity or rendering a service at a price.

2.4 Legend

2.4.1 The Industrial Policy Resolution of 1948 called
for a dynamic national policy directed to continuous increase
in production by all possible means side by side with mea­
sures to secure its equitable distribution emphasising the:
need for the state to play a progressively active role in
the development of industries. The resolution made it clear
that for some time to come the state would contribute more

quickly to the increase of the national wealth by expanding

E ‘ i T1.'iLi: i__ T ff _ * j
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its present activities where it is already operating and by
concentrating on new units of production in other fields
rather than acquiring and running existing units.

‘2.4.2 It was realised that out-right nationalisation of
all means of production immediately after the attainment of

g independence was not advisable and possible for private en­
terprises properly directed and regulated has a valuable
role to play. The public and private sectors were thus
given complementary roles to play in promoting industrial
development.

2.4.3 The directive principles of state policy enshri­
ned in our constitution indicated the socio-economic goals
towards which the efforts of the state were to be oriented
and emphasised that ‘the operation of the economic system
does not result in the concentration of wealth and means of

production to common detriment.'3

2.4.4 In December 1954 the Indian parliament accepted
socialistic pattern of society as our national goal. With
this in view the Industrial Resolution of 1956 statedthat
‘All industries of basic and strategic importance or in the
nature of public utility services should be in the public
sector. Other industries which are essential and require an
investment on a scale which only the state in the present
circumstances could provide have also to be in the public
sector.‘ 4I ~ - i I _ T ’ I ii: 7; ; 7‘
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2.4.5 In the successive five year plans, more and more
emphasis was placed on public sector to accelerate economic

growth. when the first five year plan was drafted it was
realised that industrial development made possible in India
by private initiative centred round only profit making ven­
tures. This resulted in a lop-sided development in indust­
rial structure. Capital oriented heavy industries and many
of the capital goods industries were left out. The infra­
structural facilities for starting such industries were not
available.

2.4.5.1 Owing to such inadequacies the first five year
plan assessed the scope and need for development of such
industries and that it was best for the public sector to
develop those industries in which private enterprises were
unable or unwilling to put up the required resources and run
the risks involved. The planning commission rightly pointed
out that ‘Private enterprise naturally tends to calculate
its risks and its returns over a comparatively short term
and to hedge its outlays accordingly. It tends on the whole
to be incapable of taking into account the total needs of
the country, which require a rather different calculation of
risks and a rather different kind of hedging against risk.J5
A major portion of the investment outlay (B.1,960 crores out
of total outlay of m.3,76O crores ie. 52% of total outlay)
in the first year plan was athus allotted to the public
sector. Out of 5.1.960 crores of public sector outlay onlyt _ V  _._n1__  ,_
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m.55 crores was invested in industries and minerals. At
the end of the first five year plan the investment in the
21 public sector undertakings were about $.81 crores. The
first five year plan was only an agricultural plan.

‘ 2.4.5.2 The second five year plan placed added emphasis
on the public sector industries. The draft plan said ‘The
public sector has to expand rapidly. It has not only to

\

initiate development which private sector is either unwill­
ing or unable to undertake, it has to play the dominent role

" in shaping the entire pattern of investment in the economy,

‘*‘_-‘Qv; ;:-_i .

2 whether it makes investment directly or whether these are
1 made by the private sector. In an economy which gets increa­

singly diversified there is scope for both public and private
sectors to expand simultaneously, but it is inevitable, if
development is to proceed at the pace envisaged and to con­
tribute efficiently to the attainment of the larger social
ends in view, that the public sector must grow not only
absolutely but also relatively to the private sector.'6
During the second five year plan< out of a total investment I
of B.7,772 crores, m.4,672 crores (60%) was in public sec r.to

\

' From this an amount of 5.938 crores was invested in indust­

_.§.-.-..4-\- ..-.~___. - 4

ries and minerals. At the end of the second five year plan
* the number of public sector undertakings increased to 48
~ with a capital investment of m.953 crores.(See tables 1 & 2)
i

I \

1

i

i

1:
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2.4.5.3 Acceptance of socialistic pattern of society
as the national objective further accelerated the growth
of the public sector. In addition to this the need for
planned and rapid development necessitated all industries
of basic and strategic importance, or in the nature of
public utility services, to be in the public sector. Other T
essential industries requiring investment on a massive scale
which only the state in the present circumstances could
provide, have to be in the public sector. As India is commi­
tted to the objective of a socialistic society she is increa­
singly compelled to enter directly into industrial and
commercial activity.

2.4.5.4 Industrial Policy Resolution of 1956 gave added
importance to public sector. The industrial sector was
divided into three. The first category included those, the
development of which was completely left to the state public
sector. The second category was also to be uplifted by
increased state participation. The third category was to
be undertaken ordinarily through the initiative and enter­
prise of the private sector, though it will be open to the
state to start any industry even in this category.

2.4.5.5 The third five year plan considered the public
sector as a decisive instrument which the state could employ
in preventing concentration of economic power and growth ofL : : ‘ —
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monopolistic tendencies. The rapid expansion of public
sector serves a two-fold purpose,to remove certain basic:
deficiencies in the economic structure and the other to
reduce the scope for accumulation of wealth and large in­
comes in private hands. As the share of public sector
increases, its role in economic growth will become even more

strategic and it will be in a better and stronger position
to determine the character and functioning of the economy
as a whole.

2.4.5.6 Out of the total investment of %.12,767 crores
. in the third plan the investment in the public sector come

to %.8,577crores. Compared to all the five year plans the
investment in public sector during the third five year plan
was percentage-wise the maximum ie. 67%. Of this investment
in industries and minerals was over 20%»(m.1,726 crores).

At the end of the third five year plan the total number of
public sector undertakings was 85 and the total investment
m.3,902 crores.

2.4.5.7 The public sector investment in the fourth and

fifth plans were of the order of B.13,60O and 31,460 crores
(60% and 66% of the total outlay) respectively. The total
investment in industries and minerals in the corresponding;
periods went upto h.2,864 and.m.7,362 respectively which
formed 18.2% and 18.7% of the total outlay in public sector.

UNIVERSITY OF COCHIN
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On lst.April 1974 the total investment in the 122 public
sector undertakings went up to m.6,237 crores.

2.4.5.8 B.8,577 crores out of the total investment of
m.12,767 crores is the outlay meant for public sector during
sixth five year plan.

2.6 On 1st April 1979 the investment in the 176 publicl
sector undertakings which came under the Bureau of Public
Enterprises was B.15,602 crores. (See table 3)

Today the public sector covers a vast and varied
range of activities, eg. mining and metallurgy, manufacture
of electrical goods, machine tools, chemicals and fertili­
zers, building of ships, aircraft and locomotives, building

.

I '. ‘ _'-._.

and constructions, oil exploration and refining, provision
of air, sea and road transport, industrial financing, life
insurance etc. Its total investment exceeded.%.30,000

crores in heavy and basic industries and infrastructure faci­
lities like power, transport and communication alone. By
this time the public sector undertakings in India grew enor­
mously in their size and completely both individually and
collectively.

‘A study of large enterprises in India during
1977-78 showed that 51 public enterprises accounted for 80%
of the total assets and 70% of the total finot sales of the
101 corporate giants. The first twelve giant enterprises

UNIVERSITY OF COCHIN
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were public enterprises and the private sector giant, the
Tata Steel, was only thirteenth in the combined list. Fur- A
ther the top 25 of the enterprises in terms of total assets,
22 were public enterprises!7 (see table 4 )

2.7 The growth and magnitude of the public sector can
be summed up as below: Before the commencement of planning
in India, activity in public sector was confined to sectors
like railways, ports, communications, broadcasting, irriga­
tion and power and a few departmental industrial undertakings
such as the ordinance factories, railway workshops and Post
& Telegraphs. Since then the public sector has grown at a
phenomenal rate.

2.8! ;@portanceofFinance Management in Public Sector

The performance of the public sector for the last
‘three decades has not come up to the expectations. Many
enterprises in the public sector have failed either to gene­
rate adequate surplus for their own growth or to contribute
any revenue to the national exchequer. In spite of the pri- A
vileged position and the concessions and subsidies many of
them enjoy, quite a number of these undertakings have eroded
their paid up capital and accumulated losses. This has often
been justified under the cover of social responsibility.

Even though the public sector had grown in size
both in number of employees and capital investment the

umvsnsmr or coci-um y if O O °
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management of these units seems to be far from satisfaction.

There are several factors that have adversely affected the
working of these organisations. They may be broadly classi­

fied as internal and external. The internal factors are
related to the functional areas such as general administra­
tion, personnel, production, marketing and finance.

2.8.1 Although these factors have greatly retarded the
growth of the public sector enterprises the greatest harm A
was done by unsound finance management especially due to the

lack of financial planning and control. The vital role of A
financial planning and control in public sector undertakings
can be viewed from two angles.

1) Paramount importance of its role.
2) How little is done in this direction.

It is said that “Management is essentially fin­
ancial management because managerial efficiency is most
clearly and discernable reflected in financial terms. Mana­
gers at all levels must be conscious of the financial impli-A
cations of their actions and all decisions must be evaluated_

by them in terms of the cost involvedfe Viewed from this
angle, financial planning is total planning for the corporate
body as a whole. This emphasises the need for a corporate
rather than a functional outlook for financial planning and
control in public sector. However, the sad fact is that

UNIVERSITY OF‘ COCHIN Y fijfij K
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managers do not adopt even a functional outlook in many
instances.

2.8.2 On the other hand, it is a fact that in many of
the concerns even financial management as a separate function
is being handled quite unsatisfactorily. Public enterprises
in many cases do not have a basic framework in which effici­
ent financial management is possible. A large number of
public enterprises have no manual laying down the procedure
for computation and maintenance of accounts and no inventory

control methods. In many cases large amounts of capital is
blocked in inventories and receivables. All this is a mani­
festation of inadequate professionalisation of management.

2.8.3 The necessity of sound financial planning and
control assumes great importance in view of the huge invest­
ment in public sector undertakings, exceeding %.16,000
crores upto 1978-79. It is to be rated that an investment
of this magnitude is made in a capital poor economy like
India struggling for growth and development.

2.8.4 It is rather distressing that the return on invest
ment in these units has been very meagre. The lower returns
are being justified on the ground that the government has

, gone to those industries which are capital-intensive. But
this is a fallacy, for there are a number of capital—inten­
sive industries in the private sector which are showing»

P
1

1
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higher returns. It is true that the social investment
largely accounts for the low rate of returns; even so, the
responsibility for sound financial management cannot be
under rated.

I

2.8.5 The losses incurred.by public sector undertakings
are really shocking around B.870 crores since inception.
A country such as India which is at the thresh-hold of indu­
strialisation cannot afford to bear such losses. These
losses need not be due to the failure of financial planning
and control alone. It is observed that ‘Public enterprises
are often accused of lacking in cost-consciousness. This
may be partly due to the lack of result-oriented approach
and profit-consciousness and over-emphasis on procedures
rather than performance. It is also said that the public
enterprise manager has no direct financial stake in the
operations; and deterrents to inefficient performance are

9
also non-existent‘.

2.8.6 In this context I.M.D. Little of Oxford Univer­
sity has commented 2

1) ‘I have not discovered any national approach to project
selection in public sector in India.
2) There seems to be quite insufficient cost-consciousness.
This goes for the choice of projects, the design of projects
and also the running of projects.
3) If Indian decisionemakers become more cost—conscious,

UNIVERSITY OF COCHIN 7
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I,

Above the weakness of capital budgeting Khera

ital budget estimates are knowingly kept low, so
t the project through the several financial and
dles that would hold up its start. There is then
table result that haunts every cost going far
e original estimates upon which the government had
appropriate financial provision and parliament had
it.3J Again releasing the fund for project purposes
delay. %Another problem in capital budgeting ari­
the need, in the case of a major project, to secure
y assured finance over a forward period of several
ich our governmental system does not allow parlia­
anctions to be obtained for more than one year at

12

Usually public enterprises follow the\traditional
f budgetary forms and procedures. The classifica­
xpenditure adopted in the budgets does not link
re with activities and end results, though this is

ary requirement for performance evaluation. The;
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budgets are also not prepared in sufficient detail and only
serves as a base for obtaining funds. It is not an instru- A
ment of controlling expenditure levels. They do not serve
as a management control tool either. Some of the larger
public enterprises have made a beginning by showing the dis­
tribution of expenditure in terms of end-results and the
distribution of costs in terms of the major constituents of
the product mix, thus satisfying the basic requirement of
performance budgeting. The fact, however, remains that
public sector enterprises do not make use of comprehensive
business type budgeting control system.

2.8.9 In some of the public sector undertakings cost
analysis is not done properly and there is no proper integra­
tion of cost accounting with financial accounting and overall
budgeting.

These observations indicates that financial plann­
ing and control are a neglected area in the public sector"
concerns and this has retarded the rapid growth of the public
sector.

2.8.10 The report of the Bureau of Public Enterprises on
the working of the industries and commercial undertakings of
central government for the year ended 1978-79 stated that as
‘In 1978-79, 159 operating public sector organisations made
a profit of m.193.45 crores before tax. (an increase of over
m.159.54 crores made in the previous year). But after payment

UNIVERSITY OF COCHIN
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of tax the profit was reduced to a net loss of B.31.96
13

crores.‘ (In 1977-78 this loss was m.14.42 crores.) Even
the number of concerns incurring losses has increased from
25 in 1968-69 to 61 in 1977-78 and the losses incurred by
them increased from.m.52.81 crores in 1968-69 to m.391.61
crores in 1977-78. The losses for Coal India and its sub
sidiaries in 1978-79 was B.212 crores which was higher than

m.100 crores of 1977-78. ‘In 1976-77, as many as 43 units
out of 135 undertakings with a capital investment of over
B.3,600 crores incurred a total loss of m.146.91 crores." 1

2.8.11 Nevertheless, one cannot deny the fact that the
public sector has made significant contributions to our
national economy. It has played a crucial role in imple­
menting the industrial policy resolution of 1948 and 1956
In accordance with the industrial policy resolution of 19
the state sector industries were established under the co

5

m

plete control and ownership of government. These include
the key industries such as arms, ammunitions and such othe

defence items, atomic energy, iron and steel, ship buildin
aircraft, air transport, generation of electricity etc.,
and in the second group of industries - fertilizers, anti
biotics, machine tools, dyestuffs etc., the public sector
has been able to do partial justice. Even in the case of
industries where private sector was left free to operate,
the state has entered and created a healthy competitive
situation.

4
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2.8.12 The contribution to the national exchequer in
the form of dividends, interest, incometax and excise duty
increased from B.482 crores in 1969-70 to m.1,802 crores in
1977-78. The turnover of the products manufactured has
increased from B.5,299 crores in 1972-73 to m.21,000 crores1 5 1
in 1979-80. For social benefits and overheads the public
sector undertakings expenditure had increased from $.41
crores in 1972-73 to $.95 crores in 1976-77. The amount of

salaries, wages etc.. paid to the employees had increased
from m.541 crores in 1972-73 to m.1,408 crores in 1976-77}6
The value of foreign exchange earned by these units increased.
from H.673 crores in 1973-74 to B.1,90O crores in 1978-79.

It was able to provide employment for 19 lakhs people by
1978-79. It was able to produce goods worth B.11,400 crores
by 1978-7917 Again the investment in public sector is increas­
ing. 'The total investment (paid up capital and long term
loans) in 176 enterprises amounted to m.15,602 crores at the

end of March 1979 compared to $.13,389 crores in 174 enter­
prises at the end of 1977-78.'L8Thus it can be seen that
public sector in India had been a powerful stimulus for

further growth. (See table 5)

2 ' 9 ' Au-.P°n°m.¥ and -A.¢¢°.‘:1.ntab.i lit!

From the above the important role played by the
public sector and its significant achievements are quite
clear. It is to be pointed out that their performance is
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being judged by a variety of vague objectives and consider­
ations which afford so far uninformed criticism for the

dilution of managerial accountability (see the Report of
Public Sector Committee 1973). So it is all the more nece­
ssary now to lay down clearly the economical, social and
financial objectives of each enterprise.

The management of the public sector should be

given a large measure of administrative and financial auto­
l nomy for the effective performance of their activities

especially of a commercial, industrial and financial nature

\4 1,4-,~_ ._ -¢-A4

* or special service in public interest. But this autonomy
should be subject to their accountability to government and
Parliament. Government control and the parliamentary scru­

? purpose that a separate Parliamentary Committee on Public
P tiny are absolutely necessary to our set up. It is for this

Sector Undertakings was set up in 1964, followed by the;
establishment of the Bureau of Public Enterprises in 1965.
An Audit Board under the supervision of Comptroller and

f Auditor General of India was formed in 1969 for undertaking P
3 comprehensive appraisal of the working of the government

companies and corporations. These three institutions are
+

1

, \

5 formed to ensure the accountability of public secton" consi­

_._t__ _._._____ .7

y stant with their autonomy.
P The accountability has to be ensured to the Board,

the government and the parliament. The Board has to assess
1

UNIVERSITY OF COCHIN



SCHOOL OF MANAGEMENT STUDIES
\

-‘1

I

I

I

P

1

1

I

I

4

!

\ t. -_

U

-1

1

1,1

\

y

30

the performance and the government has to see the concern

functioning properly and give directions if necessary, and
the Parliamentary Committee on Public Undertakings has to

see whether their affairs are being managed in the context
of efficiency and autonomy. The ethos of accountability is
to be result oriented and not procedure oriented.

In his inimitable way Nehru emphasised the need
for autonomy and accountability in the following words. ‘A
government rightly has all kinds of checks, as it deals with A
public money, usually it has time to apply these checks; But
when one deals with a plant and an enterprise where quick
decisions are necessary which make a difference between
success and failure, the way a government functions is not
sometimes suitable. I have not doubt that the normal govern­
ment procedure applied to public enterprise will lead to the
failure of that enterprise. Therefore, we have to evolve a I
system of working public enterprises, where on one hand,
there are adequate checks and protections and on the other
enough freedom for the public enterprise to work quickly
and without delay. Ultimately it has to be judged by the
results, though one cannot judge by the financial results
alone. In judging a big enterprise one has to judge by the

P
M9financial results.‘

24° 5°¢ia1 BQSBPHS5-bi1i’EY

One of the important functions of public sector
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enterprise is to set social objectives and produce results.
But in many of these concerns there is neither planning and

P

T

J machinery in existence for the independent appraisal of theI

programming of social activities to be performed nor any

H social performance. However, some of them have made substan-T

* tial contributions to society in various fields. The impor­
tant welfare measures started by them are the establishment
of townships and extending financial assistance and starting
educational institutions and hospitals. Over a period of
four years ending 31st March 1979 more than 14 lakhs houses
were built in new areas by the public sector. The gross

{

e

1 (B.484.17 crores to be exact). The investment constituted
‘ \

4

5 3.53 per cent of total investment in fixed assets. Cost of
v maintaining these townships went up nearly by 69 crores
-g (m.68.74 crores) in the year 1977-78. The social objectives:

V either at macro-level or micro-level should.be motivated.by
I

public goods There is a close connection between the social
* responsibility and achievements of objectives and its impact\

,.

)1

\ \

? on profitability and accountability.
I

2.1T Qonclusion
The objectives of public sector have been rarely

fulfilled. The pace of march towards socialism through
public sector has been slow. These concerns have hardly

1 succeeded in generating a net surplus and it is more with

~ capital expenditure on townships cjome to nearly B.500 cror s.
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regard to state government undertakings. It has failed
reduce the regional desparities. Unemployment has been

t0

increasing day by day and strikes and lock outs are still
prevalent in public sector undertakings. It can be said
‘Contrary to the expectations, the public sectors record
performance in the last three decades or so has not been
entirely satisfactory. Nor have the expectations of achiev­

@­

ing a socialistic pattern of society been fulfilled. On
other hand, studies have shown that concentration of econ

power has increased and within the corporate sector the
assets of the bigger units have increased rapidly. Neve
theless, it has helped the economy in some directions and
prudent management of these units could prove to be fruit
in the long run.

the
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3.1 Introduction

P0It has been

that many enterprises
rate adequate surplus
the reasons retarding
management especially
and control.

3.2 The objective
to provide a sound con
a wide variety of fina
sions can be made. Th

and qualitative guidan
precise quantitative m
will be coming in the

3.3 The discussio
tives, SWOT analysis,

capital expenditure de
functional plans in th

also highlighted.

inted in the previous chapter
in the public sector fail to gene­
due to several factors and one of
their growth is unsound finance
in the field of financial planning

of this Chapter and the next is
ceptual frame work within which

ncial planning and control deci­
is is valuable more for its unsight
ce than for its use in generating
easure to specific questions that
emphirical study that follows.

n is focused on financial objec­
strategic and tactic planning and
cisions. The critical role of
e overall financial planning is
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B°le Of<Finan¢ia1-P1avnin91n Fin§?¢ia1Mana9emeP$

Financial planning is an integral part of manage­
ment. Rlanning as a function of management has been under­

‘ stood as a continuous process comprising ends, means,
resources, implementation and control. In this process,
ends imply the setting of specific goals, means specify the

\ selection of policies, programmes and procedures used to
¢

pursue the goals, resources mean the estimation of the firm's
3 needs, implementation calls for a design of the decision

making process, and control pertains to the system of dete­
cting, preventing, and correcting the errors on a continuous
basis. Such an interpretation of planning as a managerial
function is quite comprehensive and if integrated with
finance, will make financial planning and financial manage­
ment undistinguishable,"

9-bJs¢*=_iv<-1* so --<>f. F5lnan.<=,i.a1 -P1 ans 1'-.129 and. ¢<>nf¢r<>1

The objectives of financial planning and control
can be said to be :
1) To know the funds requirement

-2) To allocate the funds most profitably
.3) To measure the performance and compare it
4) To declare dividends.
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In other words, financial planning is to facili- A
tate (a) investment decision (b) financing decision g

)1

‘T

(c) control decision and (d) dividend decision. ;

ImP9rtsn9e Pi Finan91a_li aP181mirn9

1) Even though the significance of financial planning was
recognised earlier, there was a total change in outlook
towards the planning process after the second World war.
There was general acceptance for the idea that business no

K longer stood helpless in the market forces. The same idea
was put forward by Ernest Brech "Make trends, not follow

1
them."

2) A modern business has to operate in a complex environ­
ment.

3) The rate of technological change in the present world
is very high.
4) The competition has become severe.
5) The growing size of the business makes management
difficult.
6) Commitments in terms of money and time has increased.

$alientFeaturesi°fFinan¢ialP1anninq

As was said before financial management and

financial planning do not have separate identities and hence ,

\ " t as A ~ A _
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¢ they aim at: (1) maintaining liquidity (2) keeping business f
solvent (3) financing the growth and survival of the organi- 1
sation. For the above purposes the financial management
should have a corporate rather than a functional outlook.
Finance men should be able to foresee the financial opporh
tunities and show the profit if it carries out its strategic %
as well as short term plans giving due weightage to inter­
relationship between plans. The plan should show the capital
expenditure requirements and show both internally generated
and externally needed capital. Above all the organisation

\ should have a comprehensive budgetary control system and the
members of the organisation should be cost conscious.

Process ofFinancialPlanning

The financial planning process has the following
steps:
1) Classification of specific financial objectives

P

‘ 2) Strengths, weaknesses, opportunities and treat analysis
3) Develo ing financial strategies
4) Developing budgets

5) Decision making (Each of these steps are discussed
separately).

Ema? F_inan¢ia1P1annil19 15 F191?

Financial planning does not eliminate financial
risk. In fact a good financial plan assesses the amount of
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financial risk. Comprehensive financial plan is not the
sum total of functional plans. Comprehensive financial
planning is to guide the organisation as such, to attain the
aims of organisation through an environment of uncertainty.
Financial forecasting is the basis for financial planning.
Alternatives submitted may be futuristic, but the decision
is taken in the future light.

Lirni tativn so Qfc _Fin,¢;1_¢.i all Plapnicsns

y Since the future is uncertain it acts as the
Q main limitation of financial planning. Even though we have
l developed systems that can assess the uncertainty and risk

more or less realistically and contingency plans to cope
with unanticipated forces, one cannot say that uncertainty
is fully taken care of.

Changes that come in the internal and external
climate of the organisation is also a limiting factor.
Rapid changes in technology, political climate, organized
labour unions and the community as a whole can obstruct
the planning effort from achieving the desired results.

Psychological resistance (resistance to change
the procedures and policies) even though they are not con­
ducive to the present, forms a barrier.

Once capital is invested it causes the problem of
inflexibility.
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I Assessment of capital to be invested in capital
\

3

3expenditure programs cannot be done accurately due to infla­
tionary conditions and marketing forces.

Time and money that should be spent on planning is

high especially in large businesses where this activity needs i
the most talented and generally most highly paid executives.

In small concerns planning expenditure may not
l

commensurate with the benefit derived.

f$W0iP tA9alty$,i-S

First stage of financial planning is known as assess_
ing the present position or corporate appraisal. It is one
of the most difficult stages because financial planning is
for the future which is uncertain and difficult to assess

and predict. It is unpleasant for it may take false security,
behind which managers find shelter, since it involves a lot
of criticism and arguments which might lead to unpleasant
human relations. Many a time it never goes beyond the false
cover that each one is wearing. Strength, weakness, oppor­
tunity and threat (SWOT) analysis is done to provide a con­
crete base for the objectives of the organisation and a base
line for financial strategies and tactical planning.

The following are the three different approaches

for SWOT analysis: 3
umvsnsrrv or-5 coo:-nu v S — _



_ SCHOOL OF MANAGEMENT STUDIES

a) The approach by the consultants,
b) One man commission or

c) the approach by a team.

If it is done by consultants the whole process
is left in the hands of a few consultants. The disadvan­
tage of this could be that the consultant may have to beg
for answers. Even the answers obtained could be misleading.
But the analysis will be ebjective and impersonal.

If it is entrusted one man commission the chief

executive may sit and collect the data from his subordinates
through occasional chats with his subordinates. He can give
a real picture of the groups and individuals while following
the culture and outlook of the company. The limitation of
this approach is that it will be difficult to conduct a cor­
porate appraisal for a large corporation, by one man.

The team.approach is advocated to be the best
method as the leader can lead a team from the company to
proper places where strengths and weaknesses could be found,

Since they are the members of the organisation and the data
is collected by a group, the result will be less biased.

Thus the results of the study conducted about the
present operations in a future oriented manner can be classi­
fied according to a scale of satisfaction of strengths, weak­
nesses, threat and opportunity.

UNIVERSITY T 1OF* COCH|N l 7 ‘



1

\1 7 ' 7 ~ _

/

_ _ SCHOOL OF MANAGEMENT STUDIES

The factors that are to be taken into considerati no

to appraise the present position may be broadly divided into i
1‘

U
\

internal and external. The internal factors may be divided p
M into past performance sources of profit, risk analysis etc.

The external factors may be classified under social respons ­1

l bility of business, government restrictions and actions,
purchasing power of people, external competition and environ­
mental problems etc.

Intsrnal. f<=1<=’¢<>rS-1=<> aspraise tbs. PrsS@ni= P9_$.i,’¢i9n
l

Rast_performance

The company's historical performance can tell us
the efficiency pattern. The best way to analyse the past
is through ratios. Efficiency ratios (profit, sales, capital
employed etc) can tell one the direction in which the company
is going. Past ratios compared with the industrial ratios
can be used as an indication of performance as compared to
the industry. But the difficulty is that certain industries
may not be in a position to compare with others due to diffe­
rences in size, capital employed, market coverage etc.
Another draw back is that it is not easy to find out the
capital employed as a separate amount to assess the perfor­
mance. These limitations does not mean that this ratio
analysis is useless, but is should be used as an indicator.

UNIVERSITY OF COCHIN



H

ii _

7 7 _ 7 SCHOOL OF MANAGEMENT STUDIES

Sources_ofyRrofit§

The next step is to find out the profit on the
basis of products, sales and marketing channels. The cost
accounting system should be able to tell this. If it is a
product costing system at work it should tell us which
product is contributing towards profit. If it is a process­
ing industry it must be able to tell us the separate process
contributions and product~by-product contributions.

Risk An<'=\lY§-11$

Risk that is associated with the company could be
many but a few of them are very important such as those
arising from product, supplier, market, customer and techno- i
logy. Product risks relate to whether company's profit is
based on a single product, or whether it is equally spread
among a group of products etc. Risks associated with
supplier is whether he belongs to another country or he
enjoys monopoly etc. By market risk is meant the problems
in the industry as a leader or weak supplier or the distri­
bution channel one has got etc. Technological risks are
those connected with the product and with the plant and
machinery. It is basically the problem of absolescence in
product front and production front. All these risks should \
be assessed before any strategic decision is taken, for this \
can throw light on the risk absorbing capacity of the firm.
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CostA1location

Allocating the cost to different geographical
areas and different products are important. Unless done
logically this may lead to totally different answers which
will give misleading indications. Since it is a planning
process the planners‘ interest would be to find out what
difference it will bring if product mix is changed or pro­
duct proximity is changed. This is different from cost
accounts‘ interest which aims at allocating the cost on the
basis of some logic. Here, one is interested in post mortem
whereas the other one, in dynamics of change. An important
step is to examine the allocation of resources between pro­
ducts and to compare this with their real profit contribu­
tion. "Resources" means not only money, materials, building
and plant, but also what are probably the scarcer resources
of management talent, capability and technical skills.
Analysis of this type is very difficult for the data concern­
ing them may not be quite adequate or reliable. Even then
an attempt in this direction will bring out more concrete
results.

Pr<>.<1P<=12iv_i’¢>z

The size of the company, its locational advantages
or disadvantages, its degree of specialisation, quality of
its products and so on, are important factors affecting pro- y
ductivity. Its efficiency in handling operations and A

\:\ _, .' _"1_ 1,; Lt: i: 11* ~ ~ '~_ — ~
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transport and services is also significant. Since the pro­
duction executive has always in mind some production pro­

grammes he should look for cost reduction and technological
developments possible. There is a "taken-for-granted-notion"
in all companies that its production method is streamlined
and hence is optimizing. This deceptive notion may prove
wrong if a continuous effort is made to locate areas where
cost reduction is possible.

1“-ar1<.¢1=_i-.119 and P-iS1=ribuf¢i.<>n

In this area the company should know who are its
customers, where they are located, what is their strength

Iand whether their loyalty has been established etc. It
should also have a thorough knowledge of its advertising
and sales promotion activities and where it stands when com- ‘

\

>

pared to its competitor. Sales force also should be analysed“
i

as to how they deal with customers, whether they keep up T
the image of the company, how efficient the after sales
service system is etc. An analytical study of the distri­
bution channel will expose the strengths and weaknesses of
the existing mode of distribution. This is important ex
especially if the idea of market penetration is envisaged
and product changes are anticipated.

QIQal'1_i Ssti 9-nsel --Rees-ewersees

Executives and workers form the frame work of the 5
organisation. when one deals with organisational resources

1
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it goes without saying that the organisational structure
should be identified. "Once the structure has been identi­
fied it becomes possible to look at the impeding management
processes such as succession and the strength and weaknesses
of key managers and their teams.3 The team spirit existing
in the organization, the ability of its members to stretch
themselves without grumbling, and to dedicate to the organi­
sational goal achievement are important factors for effective

dynamism is a very delicate task, yet it is one of prime
importance. There is very little point in deciding to launch
a range of new products if it is known that the marketing
manager is incapable of making a success venture. Assessment

such as this can only be made at the highest level_of the
organisation, which is one reason why the chief executive
must be very closely involved in the appraisal."3

The employees‘ motivation is a very important acti­
vity for it directly contribute to productivity. A firm
which provide enough motivation, can do better when compared

with a firm whose employees are not at all motivated. The
assessment of the employees‘ loyalty towards the organisa­
tion is another major factor. A strike or go slow due to
the agitation of one or two employees which in due course
obtains the sympathy of the whole working class, bringing
down the company's performance. On the other hand the

success of some companies, even quite larger ones, can be

performance. "The assessment of the management capability and

UNIVERSITY OF COCHIN
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traced to the inventive flair of just one or two key
personal. Sometimes this may be due to the totality of
relevant skills among large numbers of shop floor workers

The above internal appraisal will bring out not
only the strength, weakness, opportunity and threat, but

_ also the internal expenditures and internal generation of
revenue. The revenue generation can be improved by cost

improved inventory control etc, Internal expenditure in
this connection will be on modernising the plant, replaci

liquidity position, solvency position, drawbacks of cash
management, capital utilisation, cost compared to revenue
et-Cg

External factors that are to be taken into acco

Ssesfial .R<—>=-=P@n Sibaisl i’¢2=

concern for the welfare of society that restrains individ

ties, no matter how immediately profitable and leads in

\ _ 1 1: I t fie f-.11  ' i ~.;";r ;; oi: __"';  * * ___Q1' _Q‘____ _

n

machineries and such other items. Such an analysis will
throw light on capital expenditure programmes to be under­

un

for the appraisal are the following.

i
u

and corporate behaviour from ultimately destructive activ ­
th

direction of positive contributions to human betterment.

reduction methods, cost control, streamlining the production,

9

taken and bring out the current and fixed assets utilisation,
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Social responsibility, is an intelligent and objectflve

J
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In meeting this responsibility the business should line up ,
to its legal obligation also. In fact social attitudes toward

r

the firm and firm's responsibility to the society have
assumed great importance in recent years. Formerly people y

\

I

}

were bothered only about products. But now they are bothered,
about sales procedures, canvassing procedures etc. y

x

I

Government restrictions andfiactions

kM.R.T,P. Act and other Government restrictions .
are to be taken into consideration when assessing the busi- ?
ness position. Taxation, safety regulations, trade union
laws etc., are some of the government actions that can
affect the business. Political stability is another impor- P
tant factor. Multinationals have more of the problem of E
political stability to be assessed before investing money ,
there.

Economicgvariables
I

w‘

Purchasing power of the people, distribution of
wealth, population, availability of labour etc,, are some
of the relevant economical patterns to be assessed.

Qsmestitien

A complete assessment of the competitor's strengthsr
and weaknesses will be helpful. This is discussed under
sales planning.

4-.
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@,u¥i.nq,raw msterislc

Unless the industry belongs to the primary sector ”
the power of the suppliers to bargain on raw material supply i
should be assessed first. If the supplier is enjoying mono­
poly it should be assessed as to what will happen if the
supplier is on strike or is facing any other problem. The
possibility of importing raw materials, the distance to be
covered etc. are questions which should be given proper
consideration. Stock requirements, purchase price, discount i

Ifacilities, succeptibility of the product to market condi- E
tions etc., are also to be assessed.

An environmental scanning on the availability of
external finance will throw light on the finance available
both short tenn and long tenm. New financial institutions

I

both governmental and non-governmental, available bank
facilities, the methods, norms and conditions of these and
other leading institutions etc., should be properly studied. lI l
A thorough study of the capital market (both equity financ- f
ing and debt financing) should be conducted in order to
assess properly the funds available from the external sour es.c

Report

After analysing all the internal and external
factors the last step will be to prepare a report on the q
corporate financial position. The report should be in detail
pinpointing strength, weaknesses, opportunities and threats. <
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>

It may be divided and subdivided according to functions
like general management, marketing, finance etc., and each 1
should point out the strengths and weaknesses. If possible i

V

this report should be ranked according to the levels of
satisfaction.

3 . 13 F.IN.ANyCyIAL_ _oBJE,c_fr,IyE.,s.

3 - 1 3 - 1 I"F_1'_<>d1~19F§-99

"Objective" is a term most often used to indicate Y
r

|

the end-point of a management programme, whether related on §
general or specific terms, whether qualitative or quantita- ~
tive,and whether tentative and vague.

3.13.1.1 Differing divisions in a company may be working
for opposing objectives, or different people in the same
division may be pulling in opposite directions. This may
be done in blissful ignorance, each person thinking that he L

I
r

is acting in the best interests of the company, occasionally,imay be deliberate. 1
3.13.1.2 Objectives are needed to direct and correct the
planning and control process.

3.13.2 geturn on Share Holders Qapita1_(RQSC)

Return on shareholders capital (ROSC) is an
important concept because it is not only a "de facto and a

V.

k
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measured with complete accuracy." Return on investment(ROI)
means the return on capital invested in a project. ROSC is
the return on the shareholders capital invested in the.
comp any.

3.13.2.1 The objectives may be viewed from the sides of
both the employees of the organisation and owners of the
organisation, and at any time they are the maximum affected
people. Both have their own objectives. These objectives
may be complementary, non-interactive or even mutually
exclusive.

3.13.2.2 All organisations are formed to provide a specific
benefit for specific_groups of beneficiaries. If an activit
is thought likely to contribute to its purpose then that
activity will be undertaken; if not, not. If both the share
holders and employees should be satisfied, more weightage
should be given to ROSC.

3.13.2.3 Shortcomings of this view are :
1) it does not take into consideration the fact that the
organisation exists to serve a purpose that lies outside the
organisation.
2) it has excluded the social aspects of the organisation
and

3) it may be impossible to quantify the objectives in a
practical situation.

\. _ — i '  ': 1* L ; : ‘ t '; " _ ..i J _;1____png: _._ 7 _
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3.13.3 Return on Investment(ROl)

Another approach is to give primary emphasis on

return on equity capital among multiple objectives. Accord­
ing to Ansoff "the primary economic objective is to optimise
the long term rate of return on the equity employed in the

as a yardstick has three distinct advantages:
(1) "Return on investment is a common and widely accepted

yardstick for measuring business success.
(2) Unlike other formulations, it permits us to sidestep the T
present problems of what capital is to be used.
(3) Rate of return is a common and convenient yardstick for T

V

\6comparison of business prospects in different industries." ;

There are a number of other objectives which con- I
i

tribute in different ways to the improvement of the rate of 5
1return. They are subsidiary objectives.

3.13.3.2 Ansoff has accepted the following premises to

build up what he calls ‘practical system of objective‘.

"1) The firm has both (a) economic objectives aimed at opti- T
mising the efficiency of its total resources - conversion
process and (b) 'Socia1' or non-economic objectives, which

are the result of interaction among individual objectives of T
the firmFs participants.

firm." He claims that the idea of selecting rate of return 3

$

J.
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2) In most firms, the economic objectives exert the primary
influence on the firmls behaviour and form the main body of
explicit goals used by management for guidance and control
of the firm.
3) The central purposes of the firm is to maximise long­
term return on resources employed within the firm.
4) Social objectives exert a secondary, modifying and con­
straining influence on the management behaviour.
5) In addition to proper objectives, two related types of
influences are exerted as management - responsibilities and
’constraints."7

calculation of ROI is not easy in practice for there are a
good number of other variables acting on it. Even though
the advocates mathematical precision with respect to ROI the

subjectives cannot be quantified and they have a high bear­
ing on ROI.

3.13.3.3 Limitations of return on investment are many and
the chief ones are the following:
1) In the short period it may be more profitable to lease
than to own, even though it may be detrimental in the long

2) Intensity of assets utilisation varies from one industry
to another.

The major drawback with the approach is that the

run. This will reflect on ROI. \

UNIVERSITY OF COCHIN
1 T I I T __i  pp _ r$I1_*__ I’ ”x|— __l _ *1,‘

0



_ _ A 7_7 7 SCHOOL OF MANAGEMENT STUDIES

3) Some companies use historical costs and some use the
replacement costs for asset valuation and the results are
not comparable.

4) ROI ignores what may be national or company policy: eg.
full employment which intensive mechanisation may not provide.
S) when dealing with multi-product and multi-division busi­
ness the allocation or apportionment of assets, costs and
sales revenues present formidable problems.

3.13.4 Wealth Magimisation

There are some salient features regarding obje­
ctives. They are :
1) Objectives form a hierarchy.
2) Multiplicity of objectives.
3) Objectives determine goals and standards.
4) There are long-term.and short-term.objectives.

"The objective of 'business' has traditionally meant that
the firm is an economically or money-motivated purposive
social organisation. This implies that a set of objectives
or purposes can be identified in most firms, either in the
explicit form as a part of firm's business plan or implicitly
through past history and individual motivation of the key
personnel. Traditionally the measure of success in a busi­
ness firm has been profit - the excess of returns to the firm
over the costs incurred - and it is this measure that has
distinguished a business firm from other forms of social

UNIVERSITY OF COCHIN
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organisation such as government, the church, the armed
forces, non-profit making foundations etc."

3.13.4.1 According to Hussey the broad concepts of objec

rities he feels profit is a primary objective, followed b
many other secondary objectives. "The primary or profit
objective of the business is set in advance of strategy."

3.13.4.2 The micro-economic theory of the firm gave bir
to the concept of profit maximisation. Many a time profi

Nikita.Kruschev once said "with regard to an individual
enterprise, the question of profit is of great importance
an economic indicator of its efficiency.",

with branding profit as immoral and socially unacceptable
Profit maximisation theory fails "because it is basically
a steady state theory concerned with successive equilibri
conditions and is not capable of dealing distinction betw
short and long range horizon, and because it does not rec
nise the exchange between investments for current profit
therefore, future returns."1o Total profits are not consid
to be as important as earnings per share. A firm may rai
total profits by issuing stock and investing it in treasu
bills.

\—— _ 1 _

ves can be divided into components. Like many other autho

maximisation is considered to be a single business object

The fall of the profit maximisation theory star
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3.13.4.3 Even earnings per share is not an acceptable
criteria because :

a) “This objective does not allow for the effect of dividendi
policy on the market price of the stock. If the objective >
was only to maximize earnings per share. the firm would never%

pay dividend."11

b) Another shortcoming of this objective is that it does 1
not consider the risk or uncertainty of the prospective
earnings stream.

According to Van Horne "Objective of the firm is
to maximize the wealth of its present owners."12Along with
this social considerations can also be an important company 3

F

objective. He says “an objective of maximizing earnings per 5
share may not be the same as maximizing market price per
share. The market price of a firm's stock represents the

local judgement of all market participants as to what the h
I

value is of the particular firm. It takes into account i
present and prospective future earnings per share, the timing»
and risk of these earnings, the dividend policy of the firm. A
and any other factors that bear upon the market price of the I
stock. The market price serves as a performance index or
report card of the firm's progress; it indicates how well

0
management is doing on behalf of its stockholders.13

Wealth maximization of the shareholder is an invi­

sible market mechanism which operates on share value of the
company.
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If the shareholders are dissatisfied, there is a

possibility of an outside takeover or a stockholders‘ revolt
which is_a sword hanging over the heads of management.

"Because maximising shareholder wealth is con­
sistent with the efficient allocation of resources in the

1

economy, we shall use it as our objective in considering how
14llfinancial decisions should be made.

Above this primary objective the financial manage­
l

r

objectives may be derived objectives or could be given as T
ment will have to look into its functional objectives. These

specific objectives in the statements. These will be short­
term objectives and long-term objectives. These objectives
will be based on the functions of the financial management
basically related to raising adequate capital and optimising
its utilisation.

3.14 Financial Strategy

The next step in financial planning process is
financial strategy, “Strategic planning process involves
identification of alternatives, the collection of informa­
tion, evaluation and selection of alternatives and finally
the strategic decisions themselves."

3.14.1 The distinction between strategic, administrative
and operating decisions is not clear-cut and often they
overlap, To have a clear picture of financial strategic\ _‘ -7 \
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planning will have to classify them. As for the operating
decisions "the object is to maximize profitability of current
operations."15Decisions like resources allocation, inventory
control, budgeting etc,, fall into this category. Admini­

creates a.maximum.performance potential. Decisions regarding
authority and responsibility, information, distribution
channel etc., fall into this category. Strategic decisions
are concerned with external, rather than internal matters
and have a long time-span.

3.14.2 The distinction between strategic planning and
operating planning can be made through an analogy. Ansoff
illustrates his view of the essential meaning of the terms
with.well-known cow analogy. He maintains that the operating
problem is concerned with getting as much performance as \
possible out of the company's investment in current.markets,
a process which likens to ‘seeking the best way to milk a
cow.‘ Strategic problems are on a different level. They
are concerned with allocating the £irm‘s resources to acti­
vities which offer the largest potential return, which may
not necessarily have anything in common with current acti­
vities "..... but if our basic interest is not the cow but
is the most milk we can get for our investment, we must also
make sure that we have the best cow money can buy. Strategic
management can only attempt to be a more efficient.milker."1‘

strative decisions are for structuring the firm in a.way which

\ ‘ *2 ’i"lIIIIT* T ,__, 5 ‘i "rilicw .I_ 1 _ _1_*___|_* ,_ ;_ 551
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3.14.3 whenFinancialStrategy*psed

At first the company should prepare a forecast on
the assumption that the company will react to any external
event in the same way as the company has reacted in the y
past. This forecast is based on the existing conditions.
This forecast is based on the assumption that the company '

ldoes not do anything new, but continues as it was doing w' h l

I

before. The purpose of this forecast is to determine whet er@
I

any new strategic decisions need to be taken. It would de - is

troy the purpose if new policies were built into it. Second-T
ly, a forecast that includes some new activity of which the \
company has no experience will be more inaccurate than one :
that reflects only those policies the company had hitherto
pursued, Thirdly, any forecast for any company consists of 1
a complex mix of individual assumptions, it is perhaps sen- ;

esible to keep this complexity within guards by all possibl T
means. There is a fourth justification for this forecast.
Sometimes, a company that is facing a threat decides to ta e L

consequences of it, if not avoiding it. It must sometimes
be the case that standing still is preferable to stepping
into the unknown and this forecast shows what the conseque- y
nces of doing nothing might be. The Fo.forecast indicates
whether any change in the policy is required. If there is
a gap between target and forecast, then the policy makers
must consider the company's strategy.

k

a rigorous action to avoid it without first calculating the T

UNIVERSITY OF COCHIN
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3.14.3.1 After making an Fo.forecast. if the company finds 1
that it will reach where it wants to be, then no strategy is ‘
needed. But if there is a difference between company's tar- ;
gets and Fo.forecast that difference is called strategic ga .§

i

P

According to Hussey "Part of the disciplined thinking which ‘
must accompany the development of strategy is to assess the 5
extent of the problem. One very useful and simple technique §

» ‘I

to assist in this is gap analysis. This sets out the targe s;
the company is trying to achieve, what is expected from cur

t¢ 0 0 1 r-i
ent operations and what the "gap" is between expectations 17}

i

k

and requirements. Filling the gap is what strategy is about.“

3.14.3.2 This diagram clearly explains the strategy used. '
Line 'D' measures what the company expects to achieve from ~I

7

K

Iits current operations, assuming that no change in strategy i
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is made. Line 'B' is the effect of the proposed profit
improvement projects on the profits. Line 'C' is the average
return, according to the industry trend. Line 'A' shows what
company wants as profit. Now it is the duty of the top
management to make use of strategies to close the gap between
A and B which is called the strategic gap.

\

3 - 14- 4 Purpuouss <>fsF1nsn<=ia11 §§_1:stsq1

Strategy has various purposes and, the important
among them are :

1. "It must decide what opportunities it wants to pursue and
what it is willing and able to accept.
2. It.must decide on its scope and structure, and especially
on the right balance between specialization, diversification
and integration.
3. It.must decide between time and money, between building

sition and gaint venture to attain goals.
4. It must decide on an organization structure appropriate
to its economic realities, its opportunities and its progra­
mme for performance."

3 - 14 - 5 Risks, find- OEP9.IP‘1ni-ti9,$,

It is important for a business organisation to
know what business it is in. If one does not have a clear
idea regarding what business one is in, other firms may take

its own or buying - ie. using sale of a business merger acquiq
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over all the opportunities and may prevent the organisation's
growth; and the proverb ‘where there is no vision people
perish‘ will happen.

According to Drucker there are four kinds of risks.
They are:

1. "The risk one must accept, the risk that is built into
the nature of the business,
2. The risk one can afford to take.

3. The risk one cannot afford to take. 1’
4. The risk one cannot afford not to take."

3-14-6 Fin§n¢i§l_§yPeF91

According to Ansoff "In a majority of firms, advan­
tage of scale exist under which a larger firm with same total
sales as a number of small firms, can operate at a cost which
is lower than the sum of the operating costs for separate
enterprises."2oThis effect is 'synergy'. According to this
two plus two gives an effect of more than four. Ansoff

expressed it as ROI = filgel where a.product brings in an.
annual sales of ‘S’ as operating costs of '0' rupees are
incurred for labour, materials, overhead, administration etc.>

Investment in the product development will come to rupees I. p
Suppose we want to have a similar expression for T products

(ROI)T = ST ' OT 21IT

UNIVERSITY OF COCHIN
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By finding out where the firm's potential remains, one can
say whether threre is sales synergy, investment synergy, op
rating synergy or management synergy.

As a corollary of this, if the product addition i
wrong there will be negative synergy. This is a situation
where minus two and minus two will give an effect of minus
five.

By taking to consideration the opportunities, ris
synergy etc., the company should develop strategy or strate
gies to fill up the strategic gap. The strategy could be a
purely direct financial strategy or some other strategy.
This strategy is based on the SWOT analysis. The strategy
should be so developed as to exploit the strengths and oppo
tunities of the firm and to cover up its weaknesses and
threats.

3.14.7 A direct financial strategy is one where steps ar
taken to change the capital structure, when it is found on
SWOT analysis that such a change is warranted,

An indirect financial strategy is one where chang
are brought about on other fields like marketing, R & D, et
and fresh finances are sought. For this capital structure
will have to be adjusted, A direct financial strategy is
used if the decision is to change the mode of financing or
shuffle the capital structure. Both these strategies will
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depend on the following aspects :

1. Whether the shareholders require quick return or growth.
2. Whether they prefer steady or fluctuating returns.
3. Whether it is a new business or running business.
4. The nature of the business.

3.14.7.1 Hence a financial strategy will be developed on
the basis of SWOT analysis and the factors discussed above,
Whatever be the strategy, finance manager will have to look
into it so as to assess the impact of such strategy on the
finance of the organisation. The most important impact that
should be assessed is that of a particular strategy on the
capital structure and the cost of capital. "Once the finan­
cial manager has calculated the projected rates of return
for the various proposed capital expenditures, he can rank
them according to return. The next step calls for a similar
ranking of the amounts that can be procured from the several
sources of funds on the basis of their relative costs.

Basically, the capital budgeting process is the matching of
uses of funds (capital expenditures) with sources of funds
(sale of capital stock, profits and debt financing), Such
ranking and uses and cost will enable the financial manager
to find the breakeven point in capital expenditures. The
break-evenpoint is reached at a level at which the rate of
return from a given project equals the cost of procuring
funds for the proposed capital expenditure. Thus as long as~ 1v ~?*‘:re;  at I” W
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b

the cost of financing projects (cost of capital) is lower
than the projected rate of return capital expenditures sho
continue

3.14.7.2 As the first step in this process the financial
hould look into capitalisation to see whether the

company

capitalisation or the valuation of capital inclu
capital tock and debt." According to another approach ca
talisati
of the o tstanding stocks and fonded obligation which may
represen
talisati n is used in the sense that it refers to the vol

l. Capital structure refers to the composition 0

manager s

. _ i
‘The term' s

. .0
u_ t
o

of capita
wcapital hich is represented by the capital stock, long-te

debt, debentures and surplus. Basic principles of capital
rsation a e (a) earnings theory and (b) cost theory.

According to earnings theory the capitalisation
a compan

estimate earnings. The factors that are used to find out
the capi alization are (a) the expected amount of earnings

1
3.14.7.3

Y' d
‘t

and (b) t
particular enterprise. The earnings divided by the rate 0
return of the industry will give the amount of capitalisat

the cost of fixed capital. This method is quite useful in

u

to be made.

s already over-capitalised or under-capitalised.' d
P

n means a word ordinarily used to refer to the sum

wholly fictitious values. But here the word capi­
um

0

should be equal to the capitalized value of its
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he fair rate of return for capital invested in the
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According to cost theory the capitalisation is determined by
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the case of a new company; for capital investment will give
a clear idea to the promoters regarding the capital to be
raised. This theory is not much effective in the cases of
companies whose earnings are irregular.

3.14.7.4 Another set of features related to capitalisa­
tion is over-capitalisation and under-capitalisation.
A company is said to be over-capitalised when its earnings

are not large enough to yield a fair return on the amount
of shares and debentures that have been issued or where the

amount of securities outstanding exceeds the current value

are (a) promotion with inflated assets (b) high promotion
expenses (c) inflationary conditions (d) shortage capital
(e) defective depreciation policy (f) liberal dividend
policy (9) Taxation policy etc. Over-capitalisation affect
shareholders in two major ways: (a) loss of capital through
depreciation and (b) market price for the shares will be
less than the actual price paid by them. Over-capitalisa­
tion brings down the efficiency of the organisation by
increasing fixed cost per unit.

3.14.7.5 There are three usual remedies to correct over­
capitalisation. ‘One remedy for over-capitalisation due to
over-valuation of assets is to invest the earnings of the
company from year to year back into the business by buildin
new plants, and expanding old ones. This will provide ade­
quate protection for equity.“ Second method is to reduce

of assets . The reasons responsible for over-capitalisation

s
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\ the interest charges or by returning the debentures-before
maturity. Thirdly by reducing the amount of capital out­
standing.

3.14.7.6 "Under-capitalization means insufficiency of
capital required to meet the total needs of the corporation.
A corporation may be under~capitalized when it is making
excessively high rate of profits as compared to the return
enjoyed by similar corporations in the same industry.‘ The
usual reasons for under-capitalisation are (a) high efficienc
maintained (b) under-estimation of earnings (c) conservative
dividend policy and (d) unforseable increase in earnings.
The after-effects of under-capitalisation are (a) consumers‘
feeling that they are over-charged (b) increased wage demands
(c) more competitors (d) government restrictions etc.
Different approaches to correct under-capitalisation are
(a) declaration of bonus shares "if the firm desires to
reduce the price of shares of an under-capitalized success­
ful corporation without changing capitalisation, it can
split the shares and reduce the value of each share in
accordance with the rate of the split-up.“

3.14.8 Sources of Finance

The sources of finance can be broadly divided into
internal sources and external sources.

Y
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3.14.8.1 Internal Sources of Finance

A Finance Manager has got three major internal
sources available. They are tax provisions, depreciation
allowance and plough back profits.

Tax Provision

Corporation tax is payable on the corporate follow­
ing the end of the government financial year in which the
company's year also ends. Thus the corporation tax is worked
out on the profit earned in a company year, and the tax is
deducted to leave the profit which may be distributed or
retained. The tax so deducted is not paid until the end of
the financial year. For this period of time, therefore, the ~

liability.

3.14.8.2 Depreciation

From the financial point of view, depreciation
seems to be the largest single source of internal funds.
So the accountant depreciation is not a source of funds at
all. It is an accounting process for the gradual conversion i
of fixed assets into earnings. Financial approach suggests
that even if a company does not earn a profit on operations
it would, at least, experience a cash holding by the amount
of its depreciation charges - assuming that there are no
capital outlays or other special transactions affecting the

r

l

company can use the tax funds. This is a sort of rolling I
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cash flow. A firm finds it easier to generate cash flow
through depreciation rather than from retained earnings.
Depreciation is a business expense deductible from income
before computation of tax liability or profit. This amount
could be used as a sort of cushion to fall back.

3. 14.8.3 Pzlouygh-.Bac*k Profits

‘The Companies (Amendment Act 1974, lays down

that dividends should be paid only out of profits available 9

transferring a maximum of 10% of the profits to reserve,
However, if a company voluntarily wishes to transfer a
higher percentage than that prescribed, it may do so in
accordance with the rules framed by the central government.
These earnings could be used provided the management is sure 1
to make a better earnings with it.

3.14.8.4 Equity

The residual owners of a corporation net-worth

are the stockholders and hence they enjoy certain legal ’
rights. This has a direct bearing on the selection of the
sources of long-term funds. An all common stock structure
of long-term funds has several advantages particularly to

the firm with limited fixed assets and sizable fluctuation
in the annual rate of profits.

Y

after providing for depreciation as per rules and also for L
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Preferred stock is a h rid corporate instrumentb

It has features if both the commo stock and debt securitie
varying according to the specific
cate. The financial manager should be aware of the major
features of both common and preferred stock.

Many corporations avoid debt financing due to in­
sufficient and sizable fluctuatio s in the annual rate of
profit. lAn important reason for an all common stock stru­
cture is that it enables manageme t to retain complete flex
bility of decision making in such areas as disposing of
assets, acquiring another company
shares, and short-term borrowing. The board in an all comm
stock structure also has complete freedom in distributing a
much of the earnings in dividends as it wishes.“

3.14.8.5 Pebt Financing

Financial manager must look into other sources of
financing

ebt securities He must
before deciding on long-term.debt financing and

also be aware of major types of d ' ' .
mknow the potential investors and st design the way tou

reach them through intermediaries, direct placement etc.
3

In deciding whether or ot to sell debt securitien

the financial manager must consider four basic issues:
/

First, he must weigh the relative advantages of a long-term
\

bond issue versus a series of term loans. Second, he must

S

provisions of the certifi­

i
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decide whether direct placement should be made or whether

the firm should use an intermediary. Third, if an inter­
mediary is issued, should the firm seek bids or should it
negotiate with one investment banker. Fourth, the monetar
value of such costs as options, warrants and conversion ri
must be measured,

The virtues attached to long term debt financin
are: (1) it permits the equity owners in a company to sec
additional funds without taking equity partners (2) the
interest costs of borrowing are tax deductible and (3) und
favourable conditions of financial leverage incremental
profits will fully accrue to the equity.

The disadvantages attached to debt financing a

not earn enough to pay the interest cost of the debt the
common stockholders will be worse off. Failure to pay int
est and sinking fund requirements could cause bankruptcy 0
other reorganisation. Thus financial manager should seek
to avoid a high ratio of debt capital to equity.

3.14.8.6 InstitutionalFinancing_ofBusines§

In India there are a good number of financial
institutions which supply finance for industries. They c
broadly be classified into primary institutions and secon
institutions. Primary institutions are Life Insurance Co
ration, Unit Trust of India, Commercial banks, Co-operativ
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F

banks, provident fund and pensions authorities etc. The
secondary institutions are international institutions, regiona
institutions and national institutions. Examples could be
International Finance Corporation, International Bank for
Reconstruction and Development etc. Asian Development Bank,

World Bank etc.. and Industrial Finance Corporation, Indu­
strial Credit and Investment Corporation etc. Financial
manager should exploit to the maximum the facilities rendered
by these organisations. Other sources of finance for the
finance manager are public deposits, foreign capital and
intercorporate investment.

3.14.9 §ost_of Capital

One of the most controversial concepts in finance ~
management is cost of capital. There should be an optimum
policy to be followed in financing the company, so that the A
value of the company is maximised is a unanimously accepted ”
theory. It is regarding the cost of financing that two
school of thoughts had emerged. One school of thought led
by Modiglanni and Miller argues that the corporation's cost
of capital is constant and it is independent of the method
and level of financing. According to the other school of
thought the cost of capital varies with the method and level F
of financing. Irrespective of the fact whether method and
level of financing influences the cost of capital one has to
measure the cost of capital. For this we have to look into
the discounting rate that firm uses.

i
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ctiveness of a capital investment is decided. This rate is
usually the cost of capital of the firm. This rate is used
to:1. "Accept a project if its net present value is positiv
when all cash flows are discounted at the cost of capital
rate.
2, Accept a project if its internal rate of return is grea
er than the cost of capital.

If these rules are followed, the market price of
the stock supposedly will be maximized over the long-run.
The cost of capital, then, represents a cut-off rate for
the allocation of capital investment projects. In theory,
it should be the rate of return on a project that will leav
unchanged the market price of the stock. In this sense, th
cost of capital is the required rate of return needed to­

22lljustify the use of capital.

3.14.9.2 In order to study the cost of capital three assum
ptions are to be made :
a) Effect of risk on business is constant.
b) the firm follows a constant dividend policy.
c) the firm has a constant capital structure.

3.14.9.3 To find out the cost of capital of the firm one
has to look into the cost of specific sources of financing.
Before that it should be borne in mind that since our focus
is on the valuation of the firm as a whole, we must use an

3.14.9.1 Discount rate is one by which, usually, the attra­

e
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overall cost of capital as the acceptance criterion for

proposal with one type of financing and another proposal wi
another type. It is the overall mix of financing over time
that is important. In order to assess the cost of a specifi
source of financing one has to assess the explicit cost. A
source of financing which may be defined as "the discount ra
that equates the present value of the funds received by the
firm, met all underwriting and other costs, with the present
value of expected outflows"%3 These outflows may be interest

payments, repayments of principal, or dividends. "Thus, the
explicit cost of a specific method of financing can be deter
mined by solving the following equation for K.

I = C1 + Ct‘ + —-—-—cmQ Fay WT 00000 (1+K)m
Where Io is the net amount of funds received by the firm at
time o, and Ct is the flow in period t" .2‘ The cost of specif
sources of financing can be derived from the above formula

by solving the equation to find out K which is the discount­
ing rate. Once the explicit cost of each specific source of
financing is assessed, these costs can be combined to get
the overall cost of capital to the firm. The specific costs
to be assessed are (a) cost of debt (b) cost of preferred
stock, (c) cost of equity (d) cost of retained earnings and
(e) cost of depreéiation. There are different approaches
to assess the cost of equity like dividend/price ratio

investment proposals, even though the firm may finance one
th

c

t

i
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realised yield, earnings/price ratio and dividend/price +
growth rate of earnings, "Once the costs of individual com­
ponents of the capital structure have been computed, these
costs may be weighted according to some standard and a

weighted average cost of capital calculated."2s Advantages ‘
and disadvantages of computing the cost of capital is expre­
ssed by Van Horn as "If measured properly, a weighted average
cost of capital approach can lead to optimal investment deci­
sion. The cost of capital is only a means to an end - namely
that of maximizing the market price of the stock. Unfortu­
nately, it is easy to lose sight of the objective because of
the somewhat mechanical nature of the approach. By financing
in specific capital structure proportions over time, the
firm is able to hold financial risk constant."

3.14.9.4 Qptimum Capital Structure

The optimal capital structure is one at which the
marginal real (both explicit and implicit) cost of each
available method of financing is same. The implicit cost
is expressed in terms of investors penalizing the price of
the stock. According to the theory of optimum capital stru­
cture one should keep on financing till the optimum level is
reached. In practice the financial manager decides this opti­

\

mum level by examining the effect of leverage to analyze the
relationship between earnings before interest and taxes and
earnings per share. By this analysis a Earnings Before
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Interest and Tax (EBIT) ­

3 15 31NAycI

Earnings per share (SPS) chart
is found out.

TACTICAL PLANNINQ
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step in the financial pl
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2. Time span - Financial strategic planning usually covers
long time spectrum whereas financial tactical plan is short­
term.

3. Objectives of financial strategic planning are always
new and without past references whereas in financial tactical
plan experience will be helpful.
4. Financial strategic planning is original and is the
source for other plans. Financial tactical planning is
included in the strategic planning.
5. Measuring the effectiveness of a tactical plan is easier
compared to that of a strategic plan.
6. Strategic planning is more uncertain compared to finan­
cial tactical planning.

3.15.2 Even though with the abovesaid differences finan­
cial strategic planning and financial tactical planning
could be differentiated, many a time these differences are A
subtle. As Steiner says "Strategy gives rise to tactics and ‘
tactics may be considered a substrategy which, in turn,
employs tactics for execution."z'

3.15.3 Objectives of tactical planning are "(i) to provide
the manager of the responsibility centre with full opportu­
nity to sell his plans to executive management (ii) to pro- \
vide the members of the executive committee an opportunity \
to discuss among themselves and with the responsible manager

‘X

all relevant implications and assumptions implicit in his
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plans and (iii) to develop the best possible plan that the
combined talents of the entire group including the manager
of the responsibility centre can devise."

Tactical plan is a cost-oriented plan. It divide
the costs on the basis of functions. This plan is develope
by functional executives and are coordinated by the finance
manager into an overall plan-budget: Four functional plans
namely sales plan, production plan, personnel plan and cash
plan are discussed below :

3.16 §ALEScPLAN§ING

3.16:1 lmortance '
foundation for periodic planning in the firm. This is beca
volume of sales dictates the capital additions needed, man­
power requirements, the production level and many other

operational aspects. For assessing‘the long-range financia
policies sales planning is necessary. It is based on the
sales planning that the quotas for various market segments

used by top management for improving coordination of polici
and practices in the areas of marketing production, invento
financing personnel and purchasing. Reasonably acceptable
sales forecasts can improve the efficiency of the whole
organisation.

is sales. In a competitive market, sales plan provides the‘\ . . 0 ¢ u

s

d

In an existing business the primary source of cash
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are decided. The forecast together with the budget is often
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3.16.2 §;§Ps in Sales Planning

The following are the steps followed in this res­
pect:
1. Identification of the intolerable and uncontrollable
factors that affect the general business.
2. Developing a set of criteria for selecting the uncontro­
llable factors.
3. Preparing a sales forecast.
4. Breaking down the industrial sales forecast to company
sales forecast.
5. Integrating the sales plan with total business plan.
6. Developing a sales budget.

3.16.3 Tdentification of thecontrollableandUncontrollableFactors W’ l T {K l‘_ ‘J w

Welsch says "Fundamentally, managerial decision

making entails,the tasks of (i) manipulating the relevant

i »¢IntIO}1a§%%€Q§riables and (ii) taking advantage of the
relevant non-controllable variables that may influence long­

29
run operational success.“ This is to identify the factors

‘_

that affect the firm's activities, Even the relevant vari­
ables that affect the management activity can be termed as
controllable and uncontrollable, external and internal. It
can also be grouped according to time dimensions, The
impact of variables may be different. For a large firm
impact of relevant variables may come from international

UNIVERSITY OF COCHIN V
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market and for a small one it could be from local market.
Relevant variable is that which has direct and significant
impacts on the enterprise. The uncontrollable variables on
which the company has no control are population, per capita

variables are product lines, price, advertising and promo­
tion expenditures, sales force, sales areas etc.

3-15-4 Bssefisinqithe §@P§FF;9f,Un¢9Qtr°1}§bl¢.Y?£i§bl¢§

The best way of looking into the uncontrollable i
to look into the drafts of the National Five Year Plans

may be divided into different age groups. Regarding the
general economic conditions the population may be divided
into different groups like high income group, low income
group etc, After this, the particular group the product is
intended to serve could be identified, Their behaviour
should also be assessed. Analysis of the past also could b
of some use, Here instead of avoiding the noncontrollable
factors their impact is assessed, so that full advantage of
favourable impacts can be obtained and of unfavourable
impacts can be minimised, Another factor to be taken care
of is the brewing government restrictions. Some organisa­
tions operate at regional, National or International level.
Hence the type of the finm, the variety of products, channe

increase, inflationary conditions etc,, and the controllable

S

which will speak about the population growth, income distri­
bution, general economic growth, etc. The population growth

8
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and methods of distribution, etc., also should be taken into
consideration.

3.16.5 Forecast

Sales Forecast can be divided into two on the basis

forecast. The drawbacks of long-term forecasts are ;

1. The probability of error is high
2. Conditions in the coming period cannot be predicted

with confidence.

3. It will be unrealistic to predict cost trends, compe­
tition, trend in prices etc., over a long time span.

4. It is more likely that unanticipated events can upset Pthe calculations. Y
E

Tn spite of these defects long-term forecast is 1
i

I

essential for capital investment extending over several years.
The company should have a long-term sales forecast and a T
short-term sales forecast (operating sales forecast).

"The basic general purpose of the operating sales i
forecast is to predict how much of a company's output can be
sold during a specific future period in certain markets.“
One criterion for deciding the length of operating sales
forecast is that it should at least cover the manufacturing
cycle. The characteristics of the product and customer
demand should be taken into consideration. The degree of

accuracy expected by top management, availability of statis­
tical data, firm's accounting period etc., should be taken

of period covered, namely short-term and long-term sales ;
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into consideration. There are different methods of making
the sales forecast, and the important ones are Executive
opinion method, Market research, Industrial survey etc.

3.16.6 Integrating_thegSalesElanwithTota1 Business Plan

3.16.6.1 According to Kotler "Three different styles of
annual planning are found in the corporate world. The first
is top-down planning so called because top management sets
goals as well as plans for all the lower levels of manage­
ment. This model is taken from military organisation where
the generals do the planning and the troop carry it out.
In commercial organisations this goes along with a Theory X
view of employees, that they dislike work and responsibility
and prefer to be directed.

3.16.6.2 The second style is known as bottom up planning,
so called because the various units of the organisation pre­
pare their own goals and plans based on the best they think
they can do, and they send them to upper management for
approval. This style is based on Theory Y thinking about
human nature that they participate in the planning and running
of the enterprises.

3.16.6.3 Most companies use a third style known as goals
down - plan up planning. Here top management takes a broad
look at the company's opportunities and sets corporate goals
for the year. The various centres of the company are respon­
sible for developing plans designed to help the company reach' , 1 ’ _ _ _ , _, __' '; ____; : _ '_, _I 1;’; a ‘
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these goals. These plans when approved by top management
became the official annual plan."3°

als
3.16.6.4 The top management sets the goals for the organi­
sation based on the long-range objectives. Suppose the go

1for the coming year are decided as (1) an annual increase n
sales of 10%. (2) An annual pretax profit on sales of 20%
and (3) An annual pretax profit on investment of 25%. Now
three forecasts are available, namely (a) Industrial forecast

(b) company forecast (c) forecast based on goals of organi­
sation. It is the duty of the chief sales executive to
develop a plan that will show what should be done in order
to reach the set goals. It is possible that the company need
not have to take any special effort to increase the sales to
the set goals for the usual growth rate.of sales coincides

E

with the set goals. If not, extra efforts will have to be pu
to achieve them. This plan of action for the coming year is
the operating sales plan for the company for the coming year.

3 . 16 . 7 §E1_l_-espB}1dqet

Once the plan of action for the coming year is
decided the top sales executive can break up the total sales
plan for each month, for each product, and for each territory
Now he can spell out the expenses related to the plan of
action. To increase the sales he might need sales promotion,
advertisement, new salesmen etc., Here he determines the
media of advertisement to be used and its cost, the sales

I
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Ipromotion activities to be undertaken and the funds needed

for that. Thus the sales budget will show both the detailed I
I

\sales plan and the expenditures related to it. Here he can 7
make use of marketing cost analysis to help him in preparing l
the sales budget as explained below : 1
3.16.7.1 "The separable, or direct, expenses are measured

r

\and assigned directly to customers commodities and so forth. 1

3.16.7.2 The common or indirect expenses are allocated or ‘
assigned to functional cost groups (a functional cost group f
is the cost of a signle activity; thus a functional classi- ~
fication puts together all the expense items that have been 1
incurred for the same activity.)

3.16.7.3 In some cases only the variable marketing expenses i
are included in the functional cost group. In other cases
both the fixed and variable expenses are included.

3.16.7.4 The factors that measured the variafility of the
various marketing functions performed by the manufacturer
are identified and the amounts of these factors in the
aggregate are determined.

3.16.7.5 A measurement is made of the share of the variable

activity of each of these functional cost groups which is
utilized by the segment of sales whose cost is being measured,
This indicates the share of cost of that function allocated j
to a particular segment of sales.

UNIVERSITY o|= cool-am 7 7 7 7* H W 7 7 _“ 7 7
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3.16.7.6 The excess or deficit of dollar gross margin over 1
the sum of direct expenses and the share of the various fun- 1
ctional cost group allocated to a segment of sales indicate

'31its relative profitablity or unprofitability." I
A sales budget.prepared on these lines will be

very helpful to perform control function more efficiently.
1

I

r

l3.17 PRODUCTION PLANNING ­
3.17.1 In a sellers market the capacity to produce will
be an important limiting factor and so production planning
assumes critical importance, In the modern world, manufa­

Lcturing processes have become more and more complicated and ~

complex as compared to production in earlier days. Owing to ;
this the problem of production planning and budgeting has 1
become more complex, Where production is the limiting

factor. production planning is all the more important, since
all other budgets will be based on it. This criterion is
more applicable to firms enjoying monopoly.

3.17.2 The crux of the production planning problem is
striking an optimum balance between sales, production and

inventory levels. The obstacle standing in the way is
inter-departmental conflicts. Sales managers always want
old products to be modified according to market demands and

are against introducing new products, Production managers
will prefer a low cost product which is standardized and

\ (‘ll V _ —i-'\'_' _ —;--—. ____ i j ‘ '_ __ ' "f of r " ':;' ; __ _ _ _ ____i_ _V iuN|vERs|TY"\'.’oi. Afiofl-||r
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which can be produced without the existing system being
affected. Manager in charge of inventory will prefer to
have old products.continued for they are through with the
sources of supply of raw materials and the procedure for
procurement and issue to ensure continuous production.

will be to have co-ordination between sales, inventory and 7
production by having a co-ordinated production budget. 4

3.17.3 Before making a production plan management should ;
F

make the basic decisions that relate to projected employment,‘
setting variable activity rates to employment and programw- y
ing the use of resources, Only when decisions indicated

above are made at higher levels for the coming period as the i
planning horizon, detailed scheduling can be done at lower ;
levels taking into consideration the constraints given in
the broad plan.

>

3.17.4 In order to make an aggregate plan for production §
three elements are necessary, namely
1, Projected sales
2, The period covered
3. The relevant cost

3.17.5 Sales will be taken from the sales budget if sales
forms the limiting factor.

The possible solution for overcoming departmental conflicts a
l

7 __ I ';;i 7 ___ _ I
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Present period
implementationof firm's al­
ready made

Detailed plans
and schedules
for the use of
the existing
work force and
equipment

or P1<AN§I1<¢,  HQBIZW 3’

Firmls plan for Tentative Inter­
upcoming period plans for mediate

Based on fore­
cast of demand
for this and
future periods
make plans for
immediate capa- ing over- capacity y
city needs,This time Inven- needs
may involve
hiring or lay­
ing off perso­
nnel setting

1 1 I I 1 I I 1 I 1 1 1 I 1 1 1 I 1
A

plans for;
immediate range products Tfuture plans for markets“
periods products and capa-‘

and capa- cities Fcity i
i

V/ [Size of Changes Studies T
workforce in pro- of marketg
production duction & their §

l

rates sub- mix pro- locations;contract- jected studies E
of the

size and T
tories for equip- loca­

ment and tion of
manpower facili­ties.

Long rangq

production rates ‘
and planning forthe use of over­time and inven- ,
tories

(Since long-range plans are strategic decisions and were
already discussed, more importance is given here to coming
and immediate future plans which can-be called aggregate
planning).

3.17.6 The most important objective of production planning

. is to produce the needed quantity at minimum cost. Two major \
.factors that need consideration is optimising costs are the
workforce and the needed inventory. A production plan cannot T
be decided without taking into consideration these two
dependent variables.

l ’ T _"‘;_*ff",;%*_, _
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3.17.7 "If inventories are used to absorb seasonal changes
iI \

in demand, then capital and obsolescence costs, as well as
the cost associated with its storage, insurance, and handling
tend to increase. Beyond the question of seasonal factors, §
the use of inventory to absorb short term fluctuations
incurs increases in these same costs when they are compared §I \

\

with some ideal or minimum inventory level that is necessary!

to maintain the productive process. when inventories fall y
0

r

below this ideal or minimum level stock-out costs and costs Q33 A
associated with short runs increased‘

3.17.8 Similarly the labour force is also costly. It is 5
costly because of the costs arising from selection, training,
and lower effectiveness etc. It may cause lockout, unemployq
ment, compensation and can affect public relations and b
public image. This may result in adding or eliminating i
shifts. Incremental costs involved are shift premia, over- Y
head costs etc.

3.17.9 The decision process regarding production rate,
inventory, workforce etc.. can be diagramatically presented.

UNIVERSITY OF COCHIN
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i

\

34
FORECAST FORUPCOMING ,

PERIOD

r I i I I I I i I j I j l I I Z j 1 I I i - I I i i l i I i i i i i i I I I i Zii.I I
State of system Decision Decisions forat the end of process upcominglast period period

W1 P1 I1 etc.

W0, Po, Io, etc. r
Cost of result­

ing from decisions
pay roll hiring lay
off over time premi­
um inventory etc.

\

i

(W = Workforce, P = Production rate and I = Inventory)

Here the decision that is to be made is what should be the
coming periods production rate, how much labour force is
needed, and how much inventory is to be maintained by taking i
into consideration the demand for the coming period and

state of the system (workforce, production rate, and inven­
tory).

3.17.10 If at the end of the last period this decision is
made, costs resulting from such a decision can be calculated.
This decision is for the next period. The decisions for the
next series of periods can be calculated in a systematic
IIIGDHBIQ

F
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i

l

\

\

L

I

3.17.10.1 The above figure shows a multistage aggregate
planning system in which the horizon has been expanded by
means of forecast for each period. In order to make deci­
sions concerning the workforce size and production rate for ~
the upcoming period. One has to consider the sequence of
projected decisions in relation to forecasts and their cost l
effects. The decision for the upcoming period will be affe- T
cted by the future period forecast and the decision process
must consider the cost effects of the sequence of values
which occur in effect at the end of one period and the begin­
ning of the next. The feedback loop from the ‘decision
process‘ box to the stage boxes indicate that the decision

: iii’, : 7 1 7 ' 7 T : if  _ 1 _: _ : 1 _i_ __I_ __' _  1 '7 “I
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process may involve some iterative or trial and error process
in order to obtain the solution.

3.17.11 Now the question remains as to how to make a deci­
sion and what are the available techniques to facilitate such
a decision making. The three widely used methods are graphic
method, Linear decision rule and search decision rules.

developed. The production budget in physical terms is an
estimate of quantity to be manufactured during the budget
period. In developing a production budget the first step is i
to establish policies relative to inventory levels. The

Inext step is to determine the total quantity of each product
¥

that is to be manufactured during the budget period and the
3rd step is to schedule or porate this production to interim 1

periods.

3.17.13 In short, the following considerations should be
given in preparing the production budget :

1. Optimum production capacity~

2. Management policies regarding inventory control, buying,
manufacturing and labour relations.

3. Inventory investment, storage facilities, suppliers etc.
4. Plant utilizations under existing condition­
5. Financial restrictions.
6. Principal budget factor .
7. Economical lots of production run~

3.17.12 From the production plan the production budget is Ian “

I fiii ' f_"' ’f '" 1; 1 ;i,'1’ l i _[_i i V;_~l
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8. The effect of the length of the processing period­
9. Production requirement (for stock, direct delivery or

partially stock and delivery)­

3.17.14 lnventory levels

The major goal of inventory control is to discover
and maintain the optimum level of inventory investments.
In this there are two implicit costs involved :
1. More investment in inventory will lead to unnecessary
carrying costs, obsolescence and risk due to market condi­
tion and (2) a lower inventory stock will lead to production
interruption, economic disasters to the company and high
costs due to unplanned buying at contingencies.

There are some advantages attached to inventory
holding. Inventories are cushions to absorb planning errors
and unforeseen fluctuations in supply and demand and facili­
tate smooth production and marketing operations. Further,
inventories help to isolate or maximize the interdependence
of all parts of the organisation, so that each department
may work effectively; for example, many parts and sub
assemblies may be purchased or manufactured, stored and
used as needed.

There is a mistake notion that inventory control
is nothing but testing clerical accuracy. But the main
objective of inventory control is to maximise the

' 1­
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profitability of the concern by balancing inventory inve
ment against what is needed to sustain smooth operation.

As far as inventory is concerned, looking from
costing point of view there are two costs namely cost of
carrying the inventory and the cost of not carrying suff
cient inventory. The economics of inventory reflects th
minimisation of the total of these two costs.

3.17.15 After finding out the production for the diffe
periods of time, expenses that are related to such quant
of production are tabulated. The labour costs usually w
be worked out by the personnel department. But the pro

cost that is related to specific quantities of productio
Similarly the material cost - direct and indirect, power
fuel and oil and other related costs should be worked ou

the specified quantity and should be included in the pro
duction budget. The production budget will show the pro
duction quantity and cost related to that quantity. The
quantity specified will be optimum production based on
possible capacity utilisation decided as was said before

3. 18 RERsoN;\n3;,y P_LANNI_1~1§

Just as finance emphasises costs and margins,
markets stress the customer, personnel is people oriente
Success here will depend upon the degree to which they a
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ction budget should include the direct and indirect labo
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perceived as making hardheaded realistic contribution to
the solution of management problems.

3.18.1.1 Many a time the nature of personnel function is
often confusing and ambiguous. Personnel is trying to solve
the human problem and despite much social research, the
behaviour of human being is less predictable. One of the
important personnel functions is to help line management

learn to detect and solve it's own problems. To detect the
problems of line managers and to identify the trouble spots
of the organisation need unusual personalities. Problems
of personnel management are ever-growing, for the human

beings environment is constantly changing. The ability of I
the personnel department lies in gaining confidence and
respect of the members of other departments. Instead of
forcing himself, the personnel manager should be able to
persuade other departments that he is trying to help them
with their problems and to meet their objectives. This ‘
calls for a close co-ordination between personnel and other {
functions of the organisation.

3.18.1.2 Looking to the future of personnel it seems that T
a heavier proportion of time and efforts will be .devoted
to planning and control functions. As companies have be­
come much more planning conscious in other fields (marketing,

finance, production) they have also sought to establish
clearer policies as to their requirements and usage of h anUIII

IQSOUICGS,
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3.18.2 Manpower;Planning

ability of men in terms of quality and quantity as and when
needed over a period of time. Thus manpower planning leads
to better selection of personnel and effective job assign­
ment. It helps the management to review the perfonmance of

Manpower planning establishes job specification or the qua­
litative requirements of jobs determines the number of peop

3.18.2.1 Manpower planning is required (1) to assess the
manpower requirement (2) to look into the possibility of
the internal sources (3) to assess the specific training
requirements.

3.18.2.2 Manpower planning involves two procedures :
(1) demand estimation and (2) supply plan preparation.
Demand could be due to retirement or due to new jobs. The
supply could be from external source or internal source.

ed are (a) quantitative (b) qualitative (c) temporal
(d) locational (e) job positional. Each aspect looks into
specific need of the requirement. "Planning for demand and
supply of right kind of manpower in right numbers at right
times and places and for right jobs must be followed by
plans for mobilisation of human resources by way of externa

\v * * i’ ‘iii T * T 1 ~ :: st i‘.'T. i' ;_: -: _f its ;__ ; _* __

Manpower planning is a system which ensures avail­

its personnel and other matters like promotion, transfer etc

l
required and finds supply source to fill the requirements.

While preparing the manpower plan the points to be remember­

l
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recruitment on one side and transfers and promotions on the
36

other."

3.18.2.3 It.must be borne in mind that manpower plan is
not a separate plan and a careful investigation reveals that
it is the manpower demand plan that is a derivative plan of
the business plan and the organisational plan. Manpower
planning requires assistance from a number of disciplines.

today. "The acute shortage of different categories of man- \
power which characterised the labour market during the first;
and second plans and to a lesser extent during the third P
plan have vanished to a large extent. In many categories
as for example engineers and agricultural acientists, the
current supply is in excess of the capacity of the economy i

37
to absorb the available supply.“

3.18.2.4 Two of the limitations of manpower planning are:
(1) forecasting is not an exact science and (2) changes in 1
the economic conditions can affect manpower planning. If
too long periods are chosen the inability to predict effe- y
ctively the likely changes in the economic, social and
technological spheres makes the manpower forecast less
accurate.

I

The problems of manpower planning are basically behavioural.@
l

Manpower planning in India is facing a different problem i

i

i >
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3.18.3 PERSONNEL BUDGET

Personnel budget should be prepared by the per­
sonnel department on the basis of the manpower planning.
Different grades of labour on the basis of skill and experi­
ence required for each job and the quantity of labour power
should be taken into consideration. It should include all
the expenses related to selection, recruitment and training.

shown for each individual employee, Expenditures with regard;

I

Any contingencies that are anticipated should find @
provision in the budget.

3-19 §A5B;PL5NNINQ
3.19.1 Cash planning otherwise called liquidity management;
is part and parcel of finance management. Liquidity is 1
directly related to profitability, Even though the firm
should have sufficient cash at its disposal to meet the day- :
to-day requirements. Both long-range planning and short­
range planning should exist in an organisation. To know the m
short-term uses and sources of cash, an organisation should i
have short-term cash planning.

I

Salaries, wage incentives and other aminities, should be r

to changes in the work conditions and long-term wage agreementsshould be reflected in it. Y
F

>
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1.

2.

3.

4.

5.

an

needs.

l

I _ _ _ _
3.19.2 The Objectives of cash plan are given below :

Establish a co-ordination between working capital, sal
investment and debt.

Find out the excess or shortage of cash
Arrange for short-term.borrowing or invest idle cash
Make sound bases for credit and a basis for current

control of the cash position.
Find out the probable cash position out of the planned

operations.

A cash plan should estimate both the cash receip
and cash disbursements. To estimate the cash disbursement

and receipts the organisation should look into the nature
and performance of working capital.

3.19.3 Working Capital

working capital can be divided into net working
capital and gross working capital. Net working capital is

excess of current assets over current liabilities. Gro
working capital means total current assets._ The distincti
between gross working capital and net working capital is

may be used to meet current liabilities. If there is any

GS,

ts
s

SS

OH

necessary to determine the aount and nature of assets that

cash surplus, that could be used to meet future operational
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i

1

to production to sales to receivables and to cash. This
shows the circulatory nature of the current assets. Working
capital can be divided on the basis of time.

1. Fixed working capital,and
2, Permanent working capital.

3.19.3.2 Part~of the investment on current assets is known ;
as permanent working capital and can be defined as that. I
amount of funds required to produce a certain volume of goods;

I

manently sunk in current assets, but it may change it's
shape. This amount increases after each cycle of operation §

I

Y

can be classified as initial working capital and regular '
working capital. "Initial working capital is the amount of ;
cash required to initiate the circulation and keep it moving

cash inflow by way of receivables becomes greater than cash L
outflow in various activities of a firm.éunce the firm gets "
established, this initial working capital will be replaced
partly by credit and that amount could be used for some
other purpose, Regular working capital is found in the

assets over current liabilities as is necessary to maintain T

3.19.3.1 Circulating capital is a better term for working >
capital. It keeps on changing form cash to operating expenses0 L
and services in a given period of time. This amount is per- .

and remains with the firm, Even the permanent working capital

till inflow of the business starts generating funds and the 1

business because every company needs such an excess of current

\ : ' T i if T _ _ '__T ‘g__xjf 1 _ i 7 *
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the circulation of the capital from cash inventories to
receivables and back again into cash. The investment in
regular working capital is rather fixed in nature and hence
the fund for this purpose should be furnished on a long­

term basis. Variable working capital also can be divided
into seasonal working capital and contingency working capit
Seasonal working capital is due to demand factor. Contin­
gencies come out of rise in prices, natural calamities,
war etc, These temporary needs of working capital are
usually met by bank loans, cash credit etc., Lack of
adequate working capital can affect the profitability and
liquidity and result in decline in efficiency.

Two kinds of factors, namely environmental factor
and internal factors, influence the working capital. Envi­
ronmental factors could be availability of raw material,
income rise, conditions of demand, inflationary conditions
etc. The internal factors are nature of the industry,
size of the inventory, credit policy etc.

3.19.3.3 Qomgonents of Working Capital

Major components of working capital are inventory
receivables and cash.

3.19.3.3.1 Inventory can be defined as money stored in
the shape of four broad categories, namely (1) Raw material

(2) Stores and spares (3) Work in prggggssnand (4) Finished\ ' ‘._- ‘ I " ._.‘ ._»‘_ n
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P

goods. The factors that influence the inventories are
1) the uncertainties of nature (2) time needed for inven- §
tories to travel through various processes and (3) costs

I

associated with inventories. The major cost element relatedi
\

L

to inventory is the inventory carrying cost which consists
L

r

F

of cost of capital being tied up, cost of storage and hendl-f
ing and cost due to spoilage, The level of inventory is
decided by taking into consideration the lead time, antici- »
pation stock, stock out costs, safety stocks etc,

i

I

3.19.3.3.2 Credit sales can take any shape like notes
receivables, bills receivables, book debts etc. A consi­
derable amount of current assets is constituted by accounts 1
receivables. The costs related to receivables are opporh
tunity cost of cash tied in credit sales, collection cost
and the element of doubtful or bad debts. The extent of E

v

receivables depends on the credit sales and internal policies,
F

\

\

cash discount, debt collection period etc. Cash discount is?
allowed in order to have the speedy recovery of the out­
standing debts. The length of the credit period has a cost F
of capital which can affect the firm's net worth. It is
the duty of the finance manager to initiate a credit policy L

i

which has the lowest cost of capital. Another aspect the
financial manager should consider is the credit risk. The
importance of credit risk can be seen from the following
effects :\ \T _I 1 ii: 1 ";i _ _,*_ i?_;t _ V Trii
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P1. The amount of time required to collect an account increa-1
\

Y

ses with the increase of risk default.
2. The cost of collection increases as risk increases. i

I

3. The longer it takes to collect an account the greater f
P

‘ to the firm is the investment in that account and
4. The present value of the returns on an account decreases @
in relation to the amount of time needed to collect the
ac ount.c

3.19.3.3.3 In this respect the finance manager can classify 2b . . .i ' sS . .
e .r . .
J.

e

1

c

i

de tors into different groups on the basis of risk. Once
th s is done the finance manager should see that the finn' .

t of capital is recorded through different categories.co

Th finance manager should also see that the firm has got a
st eamlined debt collection procedure. In developed coun- 1

It Ir'es the debt collection will be entrusted with specialised T
ag ncies on a commission basis or the responsibility of debt \

V

D

co lection will be sold to jobbers who will bear the risks T
su h as bad Bebt loss.

The general principle accepted with regard to each r
ba ance is that since the organisation wants to remain fully 1
in ested it should keep cash at a minimum level. Operating in

-U

\

h

fi st when fully invested each rupee remains active and adds

l
v

wit minimum cash balance can benefit a company in two ways,
r

to the profit of the firm and at the same time reduces the
Pde endence on an outside sources of finance. The three

‘ ~ _ _ i f__kf , kept; g gl
UNIVERSITY OF COCHIN
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The three major motives behind holding a cash balance are
(1) transactionary motive to meet the transactions like
purchases, labour, taxes etc. (2) precautionary motive is
to meet the contingencies and (3) speculative motive is to
take the advantages of profitable opportunities. The factor
that influences the cash position are sales pattern, debt
collection policy, composition of debt, nature of business,
inventory needs and cash disbursements.

3.19.4 Once the finance manager gets an insight into the ‘
working capital he can easily prepare a list of cash inflows,
and cash disbursement for the coming period. This will be y
in the form of cash flow statement. Once the cash flow

Y

cash inflow is more than the cash outflow and periods when P
cash outflow is more than the inflow. If the inflow is
more, he should think of the most profitable way of invest- 7
ing them and when cash outflow is more he should think ofhow to finance them. i
3.19.4.1 when cash outflow becomes more than cash inflow,

there are many short-term financing facilities for the
finance manager like :

1) Bank credit:
i) Cash credit arrangement

ii) Overdraft arrangement_
iii) Loan arrangement

statement is prepared there will be certain periods when ,'

, iv) Bills discounting facilitiesUNIVERSITY OF cocmu if  L O I f ‘ii O; 1 Til 1*  11' *1?“ Fit J
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2)- Advance against raw material
3) Advance against finished goods
4) Advance against work-in-progress.

3.19.4.2 Before going for external sources of financing
the finance manager should look into the internal sources
like undistributed surplus and depreciation. Once the in
flows and outflows are matched taking into consideration
the minimum cash requirements, the finance manager should

\

prepare a cash budget.

3.20 QAPITAL EXPENDITURE PLANNING

3.20.1 Without much exaggeration we can say that no ar
of decision-making is an important as capital expenditure
decision. Any type of investment commitment is for the p
pose of earning a satisfactory return on the funds invest
spread over a period of time. Usually, the word
'investment' is associated with stocks and bonds. But th
same return on investment principle is applicable in the
field of investing funds in plant, machinery, building an
other assets.

3.20.1.1 The main problems associated with investment

problems are (1) Screening problem and (2) Preference pro
blem or Ranking problem. First one is connected with
screening all investment-proposals to reject those which
will not give a satisfactory return and second one that o

A M y  _ jCHOOL OF MANAGEMENT STUDIES_ 7_';r*i%*"’ ' * ‘ — — — 77 7'
I
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choosing the best alternative. Capital expenditure may be:

Expansion programme, cost reduction programme,

buy, lease or produce, choice of equipment, strategic commi
ments etc.

3.20.1.2 Capital expenditure planning is an activity of
allocating limited resources to various demands. A capital

expenditure may be defined as any expenditure other than
operating expenditure, the benefits of which extended over
a period of time exceeding one year. The key characteristi
of capital expenditure is that at least a.major part of the
expenditure is made at one point of time and the benefits
are realised at different points of time in future.

3.20.1.3 From the above the salient features of capital
expenditure are

i) Usually a large sum of money
ii) a stream of future earnings

iii) a single lumpsum invested at a particular time
iv) benefits realised at different points of timein future.

Some basic concepts are to be borne in mind while deciding
on capital expenditure.

3.20.2 Resources Allocation

Whatever be the size of the firm, from the point
of view of economy its resources are limited. It is the

* ‘ *1;s T 1,, '1' ; "'__ 1, '*_ _ __-—__ _ _ ‘­
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Q

challenge and responsibility of the top management to see
that these limited resources are allocated to those acti­
vities which yield maximum return. Another point to be
remembered is that it is this allocation which determines

the survival and growth of the firm.

3.20.3 Marginal Efficiency

As more and more investments are made, the marginal

efficiency (or rate of net return on cost) is likely to fall.
Lindsay says'"Investment tends to do away gradually with the
incentive that promotes it, investment either custs costs
and in the process saturates further cost-cutting possibili­
ties or expands output and in the process saturates the 1

There are 3 types of capital expenditure, in the
context of marginal efficiency concept.

(1) A direct addition to - extramachine whichnet profit will increase net
profit due to increas- >ed production. .

(2) An indirect addition - Improving workingto net profit condition, investmentin research etc.
(3) No addition to net - Sports centres andprofit similar non-essentials. A

\

r

1

k

l

r

\

I

>

­

I

I

Y

market and therefore the possibility of further output-expand+ing investment.a9 [

!_\ ll
UNIVERSITY OF COCHIN
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3.20.3.2 A systematic capital expenditure process should
include six major steps :

1) Capital expenditure forecast
2) Capital expenditure budget
3) Cash forecast

4) Cash budget
5) Detailed calculations
6) Accounting procedures

be the time length of the forecast. The only thing to be
remembered is that the shorter the period the more accurate
and more precise can the data be. Again it should be remem­

rather it gives only guidelines. Whatever possible, it
should be supported with cost figures. The period of fore­
cast should be longer than budget period for which it is
made.

3.20.4.1 Budget is more concrete and it covers only a
period of 12 months. Many a time, capital expenditure will
be spread over a number of years. In that case, the amount
that should be allocated to the project should be included
in the budget. Timing of new assets to be brought and new
projects which start during the year under consideration
should be included with specification of date. Profitabi­
lity should be considered along with other factors like
safety giving them due preferences in the budget.

I

3.20.4 There are varying opinions regarding how much should

bered that forecast is only a step for budget.preparation; ­

Z W’ 7 ” ’ A ’ 7 — ’ ’“* ’\ ’ "i Z 74*?’ " '* ' ' _
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3.20.5 Along with the budget forecast, there should be a
cash forecast, so that relevant steps are taken to cover the
cash requirements as they arise, On the basis of the cash
forecast, a cash budget should be developed which shows from

of finance is decided the cost of capital should be calcu­
lated. The screening and the selection from among the alter­
native investment are made only after calculating the cost
of capital. It is here that the different methods of finding
out the best investment alternative are used. Once the best
investment decision is made, the accounting procedures are
used to implement the decision.

3.20.6 Administrative and economic aspects should be
taken into consideration. Amount spent for research and
initial capital expenditure should be included, From the
economic evaluation point of view, it should provide infor­
mation that indicates the economic consequences of invest­
ment decisions,

The profitability of the selected projects should
be given adequate consideration. There is a tendency to
regard all capital expenditures as a class, but whenever a
classification is possible it should be done, for there is
no classification system of capital expenditures that exists
now.

what source the expenditure will be financed. Once the source

UNIVERSITY OF COCHIN
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3.20.7 Any cost incurred on past decisions (sunk out) }
should not be included and only future cost should be taken.
In a similar way benefits out of decisions could be both past
and future benefits and this should be taken into account.
It is preferable to compute the benefits after deducting
income tax, for income tax is indispensable. Time value of
money should be considered. Certain expenses will have to

capital expenditure evaluation systems are meant to help the l
firm, but it should never be overdone in the sense, that
benefits derived should be more than the cost of analysis.

Even though there could be a very systematic approach to L
such expenditure analysis this cannot replace good judgement.1
The most important rule that is often overlooked is not
giving enough consideration to the human aspect.

As in the case of any process the financial
planning process also needs information. Information runs T
throughout the organisation as blood in the human system.
Decision making can be made much easier with the help of
certain standardised statements. The standardisation of
the statements is made according to the information needs
of the undertaking. Even then certain standardised state­
ments are available. The number of the statements and its
content is left to the Finance Manager to decide upon.

\

be incurred to stay in the business. They cannot be avoided j

* r A A r A ~ k
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The essential ingrediants of financial planning
and control process are the following statements.

1. Budgets
2. Projected Trading Account and Profit and Loss Account
3. Projected Balance Sheet
4. Fund flow statements and

5. Capital Expenditure Programmes.

Titles and form of these statements will vary
from company to company since budgets and flow statements

are discussed in detail in Chapter four. Only projected
trading and profit and loss account, projected Balance
Sheet and.Capital Expenditure Programmes are discussed
here.

1 - Prsi ectei Trading an<iPr°fL1’<= and I-<> $$.A¢.¢Q11P.E

The form of this statement. corresponds to the
form of Profit and Loss Account that the company uses in
its regular financial reports. The figures are projected
mainly on the basis of the forecast and those of the
previous period. The achievements of the previous period
are also stated along with this to provide an immediate
comparison to the previous performance and to show the
direction of the new trend.

UNIVhRSlTY Ol- COCHIN
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F

The period for which the statement is prepared l
>

\

depends on the urgency of such a statement for the company
and the magnitude of the control it wants to exercise.
The period may be a month, six months or one year. The
maxim* is longer the period lesser the accuracy.

Undertakings manufacturing a number of products
may prepare a product—wise or division-wise projected

V

trading and profit and loss account for exercising better Econtrol. I
This statement can be prepared only after esti- L

mating each item of expenditure and income and hence its ;
reliability depends on the accuracy of the forecast. If \

>

the firm is in the habit or preparing comprehensive func- »
i

tional budgets and a master budget these statements can \
be easily prepared.

2- Prsiested Ba1<=n<=2 Sbsss ”
Projected Balance Sheet basically has the same

form and content of a regular Balance Sheet. But usually
to facilitate easier preparation and interpretation it may;
not be as detailed as a regular Balance Sheet. A projec- A

ted.balance sheet may be prepared for a period of one monfli
or six months and even more. The projected balance sheet
should show the actuals of the previous period and esti­
mates of the coming period.

\ ‘ — ‘;' 1'  :, : ' ;_ _ !';__~iIl ;,,_
UNIVERSITY OF COCHIN
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Conclusion

Financial planning is total corporate planning
and all the activity in an undertaking is interwoven by

a common thread money. Any organisational strategy
will reflect on the financial plan. Financial plan
co-ordinates the other functional plans. Financial
objectives give birth to strategy which in turn intro­
duces tactics and finally the operating plan. Failure
to see financial planning as corporate planning will
likely to lead to lopsided growth.

University of Cochin
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CHAPTER,-,IV

FINANCIALI¢°NTEPLiPR°CE§§

\ 4. Financial Control offers more of an overall
, control than a functional control. Where other functions
; such as sale, production and personnel are limited to opera­
I

|; tional control, finance provides management control as a
° whole. Since finance is the lifeblood of a firm, a control \
i on its utilisation can affect other functions and hence

financial controlzgalled a co-ordinated control. Funct­
ional plans being reduced to a common denominator in terms

of money financial control facilitates other functional con­
trols. Financial planning and financial control in an orga­
nisation are like the heart and the circulatory system in
the human body. Financial control techniques have improved
tremendously during the past few decades. Financial
management has become more and more complex owing to the

sophisticated business environment, cut throat competition,
inflationary conditions, governmental interference etc.

I

l

To understand financial control in its entirety, one should
know the nature and the process of financial planning and

; the financial control system.
I .

T
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1 4- 1 Finaasial 9<>n’<=r9llPr<>¢@-8,2 =

4.1.1 Planning Vs Control : Financial planning and
financial control are aptly termed as the siamese twins of

” management functions. They are so inseparable like the two
“ sides of a coin. The standard is the basic criteria against

which performance is measured, In fact developing the bud­
get is the first step in financial control process and the
last step in financial planning process. Planning and
control are inextrically interwoven. As a.matter of fact

I control precedes planning and also succeeds planning. One

"v_ r  _~_;_‘_
BI

cannot develop a realistic plan without taking into account
» the control measures available.

4.1.2 The difference between financial planning and
financial control lies in the philosophy, attitude and

\ pursuit. Steiner says "..... the way in which a manager
may go about planning for a new automobile model will vary

enormously from the way in which the production line is
control1ed.when the manufacturing process begins, To fail
to distinguish between planning and control conceptually and

Q operationally may lead to a.misunderstanding not only of

¢- _ .‘_‘~ 4‘4-=0

< the processes themselves but of ways in which they inter­
4s relates.“

-\.an_¢-I-4-—-¢- "3 4 -‘———

4.1.3 According to Douglas S, Sherwin “The essence of
control is action which adjust operation to predetermined

, standards and the basis is information in the hands of

L

M _ U p__ _.\|_ _;*-7, H5: i " i ~~ ”’ ' ' _ 1 1 i 1 i * ".1 _ t _, 4 *UNlVERS7'!'>rZ1'J¢ ' Q
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2managers", But this definition is only partially true
since deviations to the positive side will not be brought
back to predetermined standards.

4.1.4 Meaning and Definition : According to Fayol “In an
undertaking control consists in verifying whether every­
thing occurs in confirmity with the plan adopted, the instru­
ctions issued and principles established.g Finance will
make use of operational control to optimise the cash hold­
ing, borrowing, investing etc. But since finance manage­
ment should have a total corporate approach, financial
control should be management control. As Anthony says
“The management control system is ordinarily built around
financial structure“€ To know financial control in detail 5
one should know the difference between operational control

and management control, for the salient features of manage­
ment control are the salient features of financial control
as W811.

4.1.5 The purpose of management control is for ensuring
that resources are obtained and used effectively and effi­
ciently as to the accomplishment of an organisation obje­
ctives. But operational control is the process of ensuring
that specific tasks are carried out effectively and effi­
ciently.

4.1.6 The process of management control and operational
control differ from each other. "Management control is a

umvsasmr or cocmu if A A f ' A A
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process carried on within the framework established by stra­
tegic planning. Objectives, facilities, organisation and
financial factors are more or less accepted as givens. Deci­
sion about next year's budget, for example, are constrained
within policies and guidelines prescribed by top management.
The management control process is intended to make possible

the achievement of planned objectives as effectively and
efficiently as possible within these givens“€. The focus of
operational control is, as the definition suggests, “on indi­
vidual tasks or transactions, scheduling and controlling
individual jobs through a shop as contrasted with measuring
the performance of the shop as a whole, procuring specific
items for inventory as contrasted with the management of
inventory as a whole, specific personnel actions as con- W
trasted with personnel management and so on”?

\

4.1.7 There are areas where only management control
could be used. Consider the case of legal department of a
company. It is difficult to measure the quality, or even

the quantity of the legal service that constitutes the out- A
put of this department, There is no formula to show the
amount of service the department should render or optimum
amount of costs that should be incurred. The type of
control necessary in this situation is management control.

4 \

4.1.8 Difference between operational control and manage­
‘ ment control :­

UNIVERSITY OF COCHIN M
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1. Management control covers the whole organisation,
whereas operational control is limited to a sub unit.

2. Management control is difficult because of the absence
of scientific methods, whereas operational control could be
much more accurate;

3. Data in an operational control system are often obtained
in time (ie. they are reported as the event occurs) and re­
late to individual events, whereas data in management control
system are often retrospective and summarise many separate
events.

4. Management control systm gets only approximate data,
whereas operational control gets more exact data.

Management control and operational control are
not mutually exclusive. According to Tucker management
control concept is based on the following premises:
"1. Any event or happening in any area of a company is not A
autonomous, nor isolated from the company's overall economy, i

nor is it absolute in value.

2. Any one event is always related to other events, it is
affected by or affects other events.

3. Acting on isolated events is improper'managing and can
be harmful.

I

and circumstances of different sizes, velocity of change,

lJNY\ ERSITY OF CCCI-LN
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4.1.9

l I

degree of impact, visibility etc.

' 5. Maximising in any one area can cause larger negations
elsewhere in the company.”7

in business organisations and various techniques had been
developed with varying effects in controlling financial
operations. The major systems that assumed importance in
recent years are ratio analysis, budgetary control, standard

costing, higher management control, operations research,
1 linear programming, funds flow analysis, programe evaluation

review technique, critical path method etc. Out of these
(1) funds flow statement (2) ratio analysis (3) standard
costing (4) Budgetary control and (5) Higher Management l
control are being used for controlling the financial per­
formance. Before discussing these methods it is necessary
to enumerate the different steps in financial control process.

4.2.1 FinancialStandards

There are different systems of financial control

standards against which the actual and the expected perfor­
mance are measured. These standards can be expressed in
physical terms or rupees as sales, cash, profits or capital.

* Standards provide a measuring point or yardstick for
progress in attaining unit objectives. There is an upper­
lower limit in control. “Objectives or standards are fre­
quently stated in terms of range - minimum to maximum beyond

Objectives, policies, strategies and budgets are

UNIVERSITY OF COCHIN
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which conditions are not acceptable, Within these ranges
there may be fluctuations and variations in results. The
extent of tolerance depends largely on the nature of the
activity, the cost of more careful efforts to compress the A
range, and the nature of the demands being made upon the
organisation -"8Farland, in these words emphasises the
seriousness of the deviation.

4- 2- 2- Measurement of -Peel?‘-3°£§1éP.¢?

The most ideal concept of measurement of perforb
mance is futuristic. If deviations from the standards are

\ i

i detected in advance, one can prevent their actual occurrence.i

M Many methods are used for the measurement of actual perfor­P mances. '
a) Personal observation

b) Management accounting

c) Management by objectives

d) Management audit etc.

4- 2- 3 Veriense A11a11$i§

Once the performance is measured it should be

compared with the standards set. Such a comparison will
show whether the deviation is favourable or ugfavourab1e._
Many have a feeling that it is only the unfavourable varia­
tion that needs attention. This is fundamentally wrong,
for, equally important is encouraging the favourable devia­
tions. The ability to yield better results depends on theumvsnsrrv or coca-nu T l *d l  ' T  l 1 F
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tactfulness with which control standard is set and proce­
dures comunicated to employees. There is always a possi­
bility of measurement and evaluation being biased. This
can have serious repercussions on human beings. Workers

can have serious complaints about the standards if they
fail to achieve the standards and hence their incentives
are held up.

4- 2- 4 ¢<>rr¢<=1=1.Qn Qf Deviatienand Review

‘When performance is measured and compared there
ocould be unfavourable deviations. Correction of deviati ns

\

‘E

i

w

{m in performance is the point at which control is seen as
\[‘

T; part of the other managerial functions. “The managers may

8

correct deviations by redrawing their plans or by modify­
ing their goals. Or they may correct deviations by exer­
cising their organising function, through reassignment or

r or clarification of duties. They may correct, also, by
additional staffing, by better selection and training of
subordinates. or by restaffing or firing. They may also
correct through better directing - fuller explanation of
the job or stronger leadershipiq Another aspect is that
"An evaluation may lead to one of the following conclusions
the standards were set wrong, there is a need to ‘tighten
up‘ and obtain concurrence between standards and inputs or

\

performance, new motivational technics are needed to gain
compliance with standards. or maintenance of the current

0
deviation should be attempted“1

UNIVERSITY OF COCHIN
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Once the corrective action is taken. it is the
duty of the manager to look into the problem whether such a
corrective action was effective or not.

EP1>TP.§-_F1-.91 §\NP~1-X515

4.3.1 Management has great need for a statement to show
the sources and application of funds. This statement is
prepared.to co-ordinate the balance sheet and the income

to such questions as to where the money came from and where

it was spent. The accountant.must remember that the manager
” will make decisions based on what he sees in the financial

statement. The accountant mst present financial facts in
the form that suits the manager and at the same time present
them clearly in order to prevent wrong decisions.

The flow of funds is a continuous process. For
any funds used there must be a source. The assets side of
a balance sheet shows the application of funds and the lia­
bilities side the sources of funds. The funds statement
show the flow of funds between two points of time.

4.3.2 Funds statement may be classified into three types
as follows :
i) "Capital analysis which explains balance sheet changes
and application of money provided by financing ;

ii) An analysis of funds provided and funds applied using
cash balance approach.

statement data. In so doing, it shows management the answers

umvsnsrrv or cocrmu f
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iii) Analysis of funds provided and funds applied using the
u

working capital approach".

¢sP%§a1 ansl2§1==

Of the above three, the first one shows only
whether there is any increase or decrease in assets or lia­

, bilities.
4-3-4 Qssh Ba1an¢eA2Pr¢a¢h

{

In this approach the flow is found from the open­
ing balance of cash to closing cash balance. This statement

\

explores where did the money come from and.where did it go.

The method of finding the fund flow under this method is:­
1) classifying net balance sheet changes that occur between '
two points in time into changes that increase cash and
changes that decrease cash; (2) classifying from the income
statement and surplus statement the factors that increase
cash and the factors that decrease cash and (3) consolidating
this information in a source and use of funds statement fo .yrm

Sources and applications of funds can broadly be
indicated as 2

Funds availed from Funds used for
s 1. Share holders Dividends
11 2. Loans and Deposits Debt retirement
" 3. Sales, subsidies and operating costs(materials\ inventory reduction wages, expenses and taxes

umvsnsrrv or coo»-nu j f é ‘
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' 4. Disposal of investments Acquisition of investments 4
5. Disposal of fixed assets Acquisition of fixed assets 4

4.3.4.1 From the above statement one can draw some general
principles regarding cash flow in a balance sheet.

A) An increase in any asset item is an application of fund;
B) An increase in any liability item is a source of fund;
C) A decrease in any asset item is a source of fund;

In a similar manner, regarding income statements
also some generalisations can be drawn.
"a) Sales ---- Cash in flow ----- Source of funds w

c) Taxes and Dividends ---- cash outflow ---application of
funds

d) Profit retained----net cash inflow---Net source of funds
OI‘

I1

Loss-----Net cash outflow ---- --Net application of fund."

Depreciation is neither a source nor an application of funds:

But when income statements are analysed it should
be considered as a source of fund and not an application.
Once the income statements and balance sheet are classified D

according to uses and sources of funds they can be presented
in statements called sources and uses of funds,(Sources and

uses will tally). The difference between the first balance A
sheet and the second balance sheet is expressed with referfim

D) A decrease in any liability item is an application of fund;

b) Cost of sales ----- Cash outflow ---- application of funds

UNIVERSITY; ' o'|= coci-mu f j 4 ' Z 1' 4 4 Z i '1 if 4 4 f i 4‘ 4 _
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t0 the increase or decrease in cash.

4- 3- 5 Wqrkinq ¢==1PitalA21>r9a<=b

UITCGS

a)

b)

due to:

a)

b)

a) from

b) from

|g c) from

the latter takes into account working capital instead of
c

so

ash. As Van Horne says "the only difference between this
statement and a funds statement on a cash basis is the
omission of changes in the various components of current
assets and current liabilities"?. Hence the difference bet­
ween sources and uses of funds are taken as increase or

decrease of working capital. In other words funds statement g
shows net increase or decrease in net working capital. If
the net working capital increases it can be due to :­

Decrease in fixed assets (disposal of machineries, invest­
ments etc..
Due to increase in long term liabilities (like additional
debt, capital etc.)

Acquiring fixed assets or
Repayment of long term loans.

Working capital statement is very similar to
and uses of funds statement with the exception that

If the net working capital decreases, it can be

Flow of funds could be in four different directions!­
short term sources to short term uses;
short term uses to long term uses;

b

short term sources to long term uses;
UNIVERSITY OF COCHIN
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d) from long term uses to short term uses;
e) from long term sources to short term uses;
f) from long term sources to long term uses;

In essence, the funds analysis will show the flow
of funds into the firm and uses for which such funds flow
out during the same period.

4. 3 . 6 Appli-‘Cation g <>f_F\1P£1$ Flow

1. The daily cash report (receipts and payments) can be \
expanded to include funds position giving the opening and
closing balances of each fund item and of funds in total
for the day and month_to-date together with the notation at

2. From funds statements the statements of funds generated
by operations of each plants could be made and responsibility
could be fixed.

3. It can be used in break even analysis to determine the
minimum level of outlay of activity required where funds
provided by sales will equal outlays.

The fund represents the firms cash, temporary
investments in marketable securities and accounts receiv­

ables minus wages and account payable at any time. The
concept employed therein is theoretical revolving fund.

The potential use of funds statement is as a tool
for control of cash. Fund flow statements provide automatic

the bottom of coming requirements. *

UNIVERSITY OF COCHIN
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low chart is drawn. If therecontrol over all the items if f
ted for an year and if itis a fund flow statement projec

carries monthwise balances the statement could be used in

d for control. The fund flnthe same way as budgets are use
statement will lead to exercisi

ow

ng more control in capital
ting comparison of the pro­investment projects by facilita

jected cash flow and actual cash flow,

4.4 If one looks into a g
Ford, General Motors, Hindustan
there are thousands of activiti
gets. If the same person wants
of all these activities compare
deviations and suggest remedial
that he will find that his life
job. Management is not much bo
that follow according to the pl

iant corporation like Dupont
Steel etc., one will find

es with pre-determined tar­
to measure the performance
these with targets, find
measures, it is most likely
span is not enough to do th

thered about the activities
an. It is neither worried

about the insignificant activit
to the plan. It is really conc
activities that do not go accor

ies that do not go according
erned with those significant
ding to the plan and only
o the top management. Managthese activities are reported t

ment of this nature is called management.by exception which

y control. The major draw­is the corner stone of budgetar
back of management by exception

looks the strategic points. S
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has left out as insignificant might have assumed strategic
importance in the changing environment. These points might
have already gained significance or could become a signi­
ficant factor in the near future. To close the eyes to
these points and proceed on the old lines would be suicidal
for the organisation. A budgetary control system takes into

J consideration both the principles of management by exception
while reporting the performance, and strategic points while

1 drafting the budget. Thus budgetary control is both forward
i

f looking and strategy oriented. The process of budgetingV

‘r

w

\

Q and budgetary control is briefly described below in order to
project its importance as compared to other control devices.

I

'Bougette' a leather pouch or a large sized.purse, which
travellers hand on the saddles of their horses. The finance
ministers in France used to take their budget to the Parlia­
ment in such a leather pouch called Bougette.

Even in the 18th century, budgets were in use in
England to control the power of the King over taxations
which were the source for government revenue and expenditure.
The budgets then used were nothing but appropriations. The
use of budgets as a financial tool for business enterprises
is of recent origin.

In the United States early budgetary principles
adapted by the business clearly stemmed from the budget

4.4.1 The English word budget stems from the French word '

UNIVERSITY OF COCHIN
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ment movement which converted the budgets into a control

tool for management functions. The depression years of the
1930's accelerated the growth of budgetary control tech­
niques in the United States.

4.4.2 ' In Netherlands the budgetary control was intro­
duced by a.professor of business administration at Amsterdam
University Th.Lumpery (1922-1956§. He started teaching

, budgetary control in 1925. The Czhech Entreprenueur
Thomas Bata (1876-1932;; improved this technique by intro­

ducing the Budgetary Control System in his Shoe Company.
He divided his shoe making units into small separately run
business units, and set individual budget targets for each
unit.

4- 4- 3 Msaainiwd Pefinirisqlz

Budgeting and Budgetary control are the most
widely used planning and control techniques. It may be
said that the last step in planning process is budget crea­
tion. This budget is used as a control tool for the whole
organisation. The function performed by a budgetary control
system is very simple. A standard is prescribed, the
actual level is precorded and.variance between the two is
noted. In this we have summarised the procedure for the
preparation and implementation of budgetary control. Viewed
from the systems point of view Budgetary Control is an open

techniques used in government. It was the scientific manage­

UNIVERSITY .‘T.‘l    i i it it C j  ll i
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~ system, having an environment, that is; it is related to
other systems and communicates with them.

4.4.3.1 A good definition of budget is given by Welsch
who says "A business budget is a plan covering all phases

lb
of operations for a definite period in the future.“

4.4.3.2 The Institute of Cost and Works Accountants,
London, defined budget as “A financial and/or quantitative
statement prepared and approved prior to a defined period
of time, of the policy to be pursued during that period for
the purpose of attaining a given objective"? It may include
income and expenditures and the employment of capital. In
this sense budget is a “formal expression of policies, plans,

objectives and goals laid down in advance by top management w
for the concern as a whole and its various sub divisions.J8
To put it in a nutshell, budget is a blue print of projected
plan of action of a business for a definite period of time
in futuré.

4.4.3.3 According to Gerstenberg budget is “an estimate
of future activities of a business especially of its resources

3and expenditure over a given period of time.“,

In fact all the three definitions are more or
less-same.

4.4.3.4 Kohler explains the fldget as “any financial plan
serving as an estimate of and control over future operaiions.

umvsnsrrv or cocr-nu S if S S S if  S I _
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Welsch's definition is more comprehensive than that

B}? D. G E ll‘

Hence any estimate of future costs. Any systematic plan
an

for the utilisation of manpower, material or other resources."

of others touching all the aspects.

4.4.4 Budgets can be classified in the following manner

I I I \I I I II I I I‘ E Y c 9 c Q 1 c dntit overa e acit onition‘I’ ' T 1’ . ‘I’ I"I I I I I II I I I I I
Functional Master Fixed Flex- Basic Current

Budget Budget Budget ible Budget Budget

budgets.

' I I I IGovern- . Long term Short­ment Family Business Budgets term

4.4.4.1 Functional budgets are budgets which relate to the
individual functions in an organisation eg. purchase, sales
product, cash etc. After the preparation of various function­
al budgets they are consolidated into a final form, which is
finally approved, adopted and employed. On the basis of this
budget, Profit and Loss account and Balance Sheet are fore­
casted. Master budget is actually a summary of functional

I
I
I
I

_I‘I
I
I
I
I
I
I

-J

"1
I
I
I
I
I
I
I
I
I
I
I
I

LII IZZIZCIIIQI-1

Budget

Budgets

In
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4.4.4.2 Capacity budget is further divided into fixed and
flexible budgets. A fixed budget is a budget designed to
remain unchanged, irrespective of the level of activity.
It is a self contained and self indentified signle budget.
It depends upon the ability to predict income, sales or
shipment with at least a reasonable degree of accuracy.
This type of budgeting can be used with advantage in indu­
stries when demand is stable.

4.4.4.3 Flexible budget is on which is designed to change
in accordance with the level of activity attained. It is
constructed in anticipation of variation in sales or produ­
ction. This tabulation is based on the recording costs of
previous periods or on the standard costs that have been
established. It recognises the unreliability of income or
sales, production and expenditure in accordance with varia­
tions in sales. Through flexible budget management anti­

cipatesnand systematically provides for change in business
volume by computing the cost of operations for various
volumes on the basis of standard costs. Because of its
automatic adjustment to change in production volume, the
flexible or (variable) budget is a more effective control
device than fixed budget, which would require a revision
for each major change in the volume of business during
the budget.period.

UNlVER5lTY OF COCHIN
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4.4.4.4 There are two types of condition budget namely
basic and current. Basic budget is a budget which is esta­
blished for use unaltered over a long period of time. It
does not take into consideration the effect of external
factors which is uncontrollable. Current budget is esta­
blished for use over a short period of thme related to
current conditions. The budget will be corrected to current
conditions.

4.4.4.5 Period budget can be divided into two. long-term
and short-term budgets. Long-term budget is prepared for a
period of more than one year. It reflects a.perspective
plan of the operating activity of the enterprise, It essen­
tially consists of general estimates which help in the for­
mulation of general operating plans and policies.(eg.)
Capital expenditure budget.

Short term budgets are prepared for a year or
even for a single month. Different targets are set in the
budget to meet the ever-changing market conditions. Often
this budget incorporates detailed estimates of operating
costs and revenues so as to facilitate the comparison of
actual performance with budgeted targets.

4.4.4.6 Budgets can also be classified into governmental.
family and business, budgets.

UNlVERSlTY OF COCHIN
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4.4.5 §udgetaryLevels

Budget may be prepared (1) at base level (2) at
achievable level and (3) at ideal level. Base level budget
is one on the basis of the past.performance which does not
expect any change in efficiency or growth. As a corollary
to this, we can say no expenses are incurred to increase the
efficiency and only the same efficiency is maintained. But
this is not the real requirement. On the contrary the ideal
level budget is prepared for a 100 per cent efficiency level
when conditions are ideal. It is a level of maximum effici­
ency through maximum installed capacity utilisation etc.
Conditions are never ideal in the practical world. In bet»
ween these two levels a feasible level for budgetary opera­
tion is fixed. Then for achieving this level necessary in­
gredients are sorted out. This may call for additional
incentives changing some machinery, reward and punishment

etc. An element of growth is incorporated by this process
which a base level budget neglects and an ideal level budget
inflates.

4.4.6 Budget Committee

The budgetary control operation is left to a person
or to a budget committee headed by the chief executive.
Finance manager if there is one will be the convener of the
committee and he will be coordinator of all the functional

budgets. The major responsibilities of the committee are to
UNIVERSITY or-S cocmu S *7 E L ‘  E E E if E S if E : : ­
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see that the budgets are prepared on a realistic basis,
activities are carried out according to plan, review meetings‘

are conducted and remedial measures suggested suggested proyt
mptly. Budgets will be revised where ever necessary.
Budget committee should assess the reasons for variance and
suggest the corrective action, It is all the more important ‘
to review the remedial measures implemented to assess their
effectiveness.

4- 4- 7 Purpose <>f Bwlsstaw ¢<>n*=1f<>}

Budgets can correlate and coordinate the different
activities. By delegation of authority without loss of

Budget is compared with the records of business performance
and the necessary action is taken to ensure efficiency and
effectiveness.

4.4.8 BudgetCentIe

"Budget Centre" means a department or other divi­
sion of a business for which a separate budget is prepared.
In more specific terms it may be one of the following:
1) Profit Centre (2) Responsibility Centre.

4.4.8.1 Pr9f_it Centre.

The essential requirements for a profit centre
are (a) Considerable amount of independence for carrying

i

UNIVERSTIY OF COCHIN
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the assets employed ie.. when profit centres are not fully
autonomous the contribution and not profit should be the
criteria for indicating the effectiveness of management.
(b) There should be at least one product made by the profit
centre.

4.4.8.2 Responsibility_Qentrg

when we cannot have essential conditions for profit
centre allocation the next alternative would be to go for

\ responsibility centre alternative. Responsibility centre is i
one where the responsibility for income and expenditure can
be fixed and.performance can be measured.

4.4.9 Perfprmsncepandpthe Assessment

The level of performance will be measured on the
basis of the following :­

1) Output of each product or volume as a.who1e

2) Cost incurred by responsibility centres
3) Gross profit or contribution
4) Division of costs into controllable and uncontrollable

costs

S) Proper allocation of overheads.

4- 4- 10 Bs1d9et,Manu¢1

Budget manual will clarify all the doubts about
budget preparation. submission, responsibility centres,

M. ii 4 _ A a -1. _
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variances reports, time duration eté., of all the budgets.
Budget manual, in fact, is the coordinating link inside a
budgetary system. Budget manual should be sent to all the
budget centres. Budget committee should go through the
budget manual before issuing them.

4.4.11 FlexibilityAinBudgeting

u
pl
n.

In.» be l-"..;::mne correctly ‘To freeze a plan and to
put a 3§TTZi sign on it is the essence of budgeting. But
as soon as plans are frozen, the attitude and behaviour of
every one concerned with the plans have a way of freezing
too.“ Along the same lines we can hear the complaints re­
garding how the budgets take away the executive's freedom
of action. Some might go to the extent of saying that if
budgets are so clearly and in detailed manner spelled out
all we need is a clerk and not an executive, How will we

\

eradicate this ?

We know that it is the variable nature of cost

that injects flex into cost: one way of dividing cost is
through its variability ie., variable, semi variable and
fixed. The following ways will be useful in making budget
a flexible tool.
1) Managers should be instructed to think on the lines of
flexibility. This can be brought by imparting proper know- T
ledge to executives regarding the variable nature of costs.
The concept of marginal costing is very important here.

I
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As Steiner says “This is difficult but derives from effe­
ctive planning, coupled with top management encuragement

and acceptance of deviations from budgets.as may be appro­
pri ate. " 2‘

2) There should be alternative budgets prepared.
3) If contingencies arise and if appropriate supplemental
budgets should be used it should be with the sanction from
budget committee.

4) Top management should accept flexibility. After all
there will be differences between anticipated and actual.
As Steiner says about procedure of some large companies,
“Top management's review of operations is based less upon
the original budget than upon the original budget as it
should be modified by actual events. Sometimes performance

superior to that originally budgeted turns out to be expec d,te

some times lesser performance is accepted without.penalty”3Q'
5) Flexible budgetary control system.

4.4.12 BasicRequirementsof Budgetary Control System

For any system to be effective there should be
an environment conducive to its growth. We know Management

by Objectives (MBO) is a.phi1osophy and unless this is
accepted in the real sense the system will not work effe­
ctively. In the same way budgetary control system needs
some factors that will contribute towards its effectiveness.

4.4.12.1 Top Management Support: In fact unless top

\m|vERs|TY or cocum j * Z 1 _
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management takes sufficient interest in budget there is
every possibility of budget remaining in paper alone, As
welsch says "in order to engage completely in comprehensive
profit planning and control, all levels of management,

especially top management, must:
i) Understand the nature and characteristics of profit

planning and control;
ii) be convinced that this particular approach to managing

is preferable for their situation;
iii) be willing to devote the effort required to make it

operative;
iv) support the programme in all its ramnifications and
v) view the results of the planning process as perfor­

mance commitments." 73

It should emphasised that "No budgeting system can i
realise its basic potential value without the unqualified
support of top management.“z&L

4.4.12.2 Organisation_Structure

For effective implementation of budgets each
manager must have a clear-cut understanding of his authority
and responsibility, his relationships with superiors and
subordinates and his relationships with other organisational
units. The organisational structure should classify the
authority and responsibility. Delegation will be impossible
without a clear-cut organisational structure. Responsibi­
lity centres should be further divided on the basis of cost,
profit and investment,

UNIVERSITY OF COCHIN



ji V __ SCHOOL OF MANAGEMENT STUDIES

4.4.12.3 Budgetary techniques should be taught. A thorough 1
knowledge about the advantages and limitations of budgetary
control should be imparted.

4.4.12.4 Responsibility regarding budgetary system, budget
preparation and implementation should be clearly defined
and fixed-0

4.4.12.5 Cost consciousness; It should be pointed out
that every manager is a cost centre. He is trying to opti­

5 mise the revenue and expenditure. Cost consciousness should
4 pervade through all the activities. Usually the finance

department is alone aware of the cost. It can always diffe- A
rentiate between incomes and expenditure regarding each cost
centre. But the man who incurs and accepts it is the line

man. Only he can control the cost, Finance can only help
him to fulfil his role. Finance man and top executives may
be aware of the cost and incomes. But it should be brought
down to the level of the supervisor and the worker who incur
the cost and who alone can control it.

4.4.12.6 Budgetary control system can be rendered in effe­
ctive by playing games like ‘passing the buck‘ or ‘padding
the budget‘. It often happens that the concerned executive
may put his sales down and expenditure high while sanction­
ing the budget. This is done to get the necessary funds
easily and to cover the sales without difficulty. At the
end of the year the sales target will be covered with less

UNIVERSITY o|=* cocr-um O ' O O W  Oi J O O 1 L *4 if O I 1 A
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expenses than shown in the budget proving the efficiency.
This is padding. As Steiner says “some understanding of and
attention to budget gamesmanship should ferret out practices
that should be much reduced or eliminated. Without detail­

ing these the reader can easily write the lyrics to such son
- titles as these "The year and joyride". "Honest Inflation
“They are only estimates so why worry”; “Onus without bonus“

"Agony without esstacy” “Mc Queeges Obsession etc.":5'

4.4.12.7 Participating principle: A participatory budget
is always preferable than an imposed budget.

4.4.12.8 Budgets should not replace decisions: It is said
that "Budgets are made to guide activities, they must be
used not as clubs but as tools to achieve the objectives of
the enterprise".2‘.

4.4.12.9 Budgetary system should be made simple. The bud­
geting control reports should be short and lucid. It should
be clear and straight forward, and unnecessary accounting
language should never be used.

4.4.12.1O Responsibility accounting: ”....... the account~
ing system must be built around the responsibility structure
of the enterprise. In order to set up profit planning and
control on a sound basis there must be responsibility accoun
ing system - that is, one tailord first and forecost to the
organisational responsibilities. Within this primary

9
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accounting structure, secondary classifications of costs,
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* of knowledge to similar operations. (3) to provide a basis Y
for better planning and.control in the future,"2q H

4- 4- 13 !Y1a$1=eLr.Bndqe*=

The revenue and capital budgets should be present­
ed in a summarized form called master budget. This includes i
the preparation of forward or projected financial accounts,
manufacturing and operating accounts, trading and profit
and loss account, the appropriation account, a cash forecast
and a balance sheet. Master budget is a summation of other
functional budgets. Many companies prepare it for different
time frequency. Master budget is the basis for the prepara- r
tion of the projected balance sheet and profit and loss
account.

4 - 4 - 14 Btsizicsien 9; Budget?

It may often happen that performance not conform­
ing to the budget estimates, If it agrees then it gives
rise to the suspicion that budget has been contrived to
make it easy of achievement. But there are genuine cases
where a budget revision is called for. Two of such situa­
tions are (1) discovery of errors in the compilation and
(2) dominance of external circumstances to make them impra- ¢

cticable of achievement (government intervention, floods or

>
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4 . 4 . 1 5 CONTROL, TI-_I_RQUpQI-_I BUDGEI

4.4.15.1 Sales Control :

Budgetary Control is the minimum in the case of
sales, Since innumerable factors affect the demand side or
more specifically consumer behaviour, sales forecast seldom
come true and so sales budget cannot<ffer much effective

control. The controllability will be maximum if the products
enjoy monopoly and minimum if it is a highly competitive
market. A firm enjoying a running contract with other firms l
also could use sales budget that are controllable. Notwith- A
standing these, sales budgets could be used effectively to
check the performance of the salesmen and sales executives.
If the sales budgets are received periodically it also can
improve the control feature associated with it. Another
general benefit that could be provided by the sales budget
is on the sales expenditures. Eventhough it cannot measure
the effectiveness of sales promotion activities, advertise­
ment etc., it can control other routine expenditures like
transportation, packing etc.

4-4- 15- 2 Pessennel ¢.¢ni¢.rQl =

Personnel budget is usually an expenditure oriented
budget. It can be prepared with accuracy for it just spells k
out the activities that the personnel department is intend­
ing to carry out in the coming period, The personnel budget

1 _
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control is exercised by checking whether the activities are
carried out according to the budget and whether expenditures
associated with them are according to the plan. Favourable
deviations should be welcomed and encouraged and unfavourable

ones should be analysed further and corrective action should
be taken. The review of the corrective action should be
done during the next budget committee meeting.

7

9 CONTROLOFWORKINGCAEITAL
\

\

i

x

\|

f 4.4.15.3 Contrql of Cash :
F

Actual cash transactions might be different from
the budget due to (a) lack of cash control (b) changes in
operations and (c) other factors affecting cash. This can

be overcome by : (a) daily evaluation of cash position,
y (b) continuous cash budgeting and (c) systematic planning
T of long and short range flow of cash.

1v It is not uncommon to find that an expected
u change in operations may create difficult cash positions.
q This can be overcome by (a) postponing capital expenditures

1

\

i (b) reducing stock (c) streamlining receivable collection
Q (d) reducing cash payments and (e) postponing credit pay­

ments.

iT As far as cash is concerned. it is necessary to
have planning, evaluation and reporting. In fact we have

T seen under Higher management control system how cash position
1ll g as a c ._ is _ 71 , is so so p A _ p up plumveasaw or coca-am ' l '
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is reported. Each month's cash.position report should include
a reproj ection for next month or in otherwords continuous \

‘ budgeting. Cash position needs frequent check and analysis ­
once in a week or so - for conditions change very quickly. Q

* In this regard past should be given the least importance
for history very seldon repeat itself.

The liquidity position can be assessed through

liquidity ratios and the current ratios. But it will be
foolish to stick to these ratios alone. In order to know
the cash position the factors that accelerate the conversion A

process should be anticipated and cash budget should be
prepared accordingly. Cash budget serves as the best con­
trolling device for cash position.

4.4.15.4 QONTROQOF CREDIT

Two things a finance manager realises when a sudden

squeeze or urgent need for cash comes are that (a) working
capital is highly dependent on future accounts receivables
and ib) accounts are filled with dead accounts or chroni­
cally slow payers. One of the main reasons for the tight
cash position is the failure to collect debts in thme and
make use of earlyewarning systems such as ratio analysis
for trade receivables and collection period. Prompt payment y
can be assured to a certain extend by allowing discounts.
Often customers do not consider either discounts or interest
as necessary inducement. If you offer discounts and are

J e ii 1 _ 1 i _: :_ 1 —— — _ —’ ,1 z—@
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strong enough to prevent customers from taking the discount \
‘ when the account is overdue, or if you should be strong

enough to enforce interest payments, then you should be
strong to enforce payments by the due date.

Steps to be taken to overcome such a situation
are :­
a) Speeding up the invoice
b) Basic system of reminder letters.
c) Open system of accounts. A mechanical remedy to the
problem of lengthening credit is to employ an open system
of sales ledger accounting to give a breakdown of each
account by invoice and age of individual rolls. The straight
forward method of balances brought forward disguises the age
of debts and therefore increases the risk of the debt going
bad.

d) By selling debts to a factoring firm.

Thorough knowledge about the customer regarding

his (a) intention to pay(b) ability to pay (c) past perfor­
mance (d) distribution of credit sales under various headings
monthly, instalments and revolving credit basis would help
to reduce the collection period.

4 - 4- 15- 5 FONTROL 9F_CAPITAL, EXPENDITURE

There cannot be more of control over capital

expenditure than that done at planning stage. A well planned
my capital expenditure is a beautifully controlled one. Once,uulviznsrrv OF cocn-nu if f W i f  d i d i it If f
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the investment decision is made, to revoke that decision is
an impossibility: As Welsch says “Control must rest upon
sound management planning that restrict expenditures to
economically justifiable additions, yet guards against stag- A

nation in the maintenance, replacements and acquisition of

skn.will be a strategic one. One way of controlling capital
expenditure is to find out whether the actual money spent
is more than what is allotted. This can be done by dissect­
ing a capital expenditure into small fractions and controll­
ing them. For control purpose, capital expenditure should
be divided into major capital expenditures and minor capital
expenditures. Capital expenditure should be sanctioned only
by a competent authority. Some one should be in charge of
it. Timely data should be gathered about cost and other
aspects so that control decisions can be implemented.
Capital expenditure evaluation should be done by top manage­
ment with regard to money and the quality of work done,
Time taken to complete the work should be given the greatest
importance. Capital expenditure of one project should not
be allowed to be offset by another project unless sanctioned
by top management. If it is a long time project it should
be preferable to conduct studies on the original decision
and gather information for future decisions. In short the
only thing that comes out of a capital expenditure decision
that does not click is that you learn a good lesson.

capital assets.” Many a time a major capital expenditure dad­

‘ 7 .umvi-:Rsrrv or coc|-nu i x ii if l
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4.4.15.6 comrnonor ovsnasans

4.4.15.6.l Selling andDistribution

Selling covers all costs and responsibilities
which affect demand for products and services in dealing
with consumers. Distribution expenses usually include the
costs of packaging, transporting and delivery,

The best way to control selling and distribution
cost will be dividing it to different groups either on the
basis of responsibility, function or by work units.

Classification by responsibility will be on the
basis of despatch and warehousing, transport and delivery;
credit control and publicity. Classification on the basis
of functions will be (a) area (b) products (c) order size
and (d) methods of distribution. Classification by units
may be fixing a standard for a day or a mile. As examples
we can take the travelling allowance per mile, dearness
allowance per day etc.

The cost should be classified as those from which

immediate benefit is expected and those which do not produce
immediate benefit and therefore should be charged to a
future budget period.

There is no scientific way to set up a standard
for either selling or distribution expenses. The only
sources could be the past data. This is a field where

umveasrrv or cog;-||N f f in H 1' W if T — T‘ ;: if M“ T T: W iii T  ' : i : ‘
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COntrol can be made much effective through managerial involve­
nt There could be external as well as internal factorsH18

that affect the control in this field The first step to
ntrol is to identify the causes as quickly as possibleCO

An effective way of exercising control of selling
and distribution expenses is through variance analysis.
C1assify the variances into (a) sales quantity variance
(b) sales margin variance (c) selling price variance and
(d) sales mixture variance.

In the case of over heads there are four different
thods to controlme

1.

2.

3.

4.

4.

With the help of standard costing and budgetary control
By authorising the expenditure
By educating managers

With the help of an effective organisation.

4 15 6 2 Administration Cost Qontrol

In recent times the administration costs have
te

d

d

nded to multiply at a tremendous rate As a result, there
e been pressures brought to bear on those responsiblehav

th a view to reducing costs. In large concerns electronic
a

wi

ta processing and new management techniques have been

eveloped and applied.

Usually controlling overheads will be through the
help of budgets. For this purpose costs are classified

IVERSITY OF COCH IN
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according to their nature. Emloy work measurement is done
wherever possible. Administrative overhead should be autho­
rised by a competent person. Control will be exercised
through proper supervision. Variances are analysised and
profitably employed for this purpose.

4 - 4 - 15 - 6 - 3 I:11anu.fa<=t.urin<i<>v¢rhe ad ¢<>r1*=or<>.l1

Control of manufacturing overhead necessitates
the identification of controllable expenses with specific
responsibility centers. It is desirable that service usage
be controlled on the basis of units of service, wherever

possible rather than on the basis of rupee cost of services.
When rupee cost is taken the using department should be
charged at standard rates rather than actual rates. Cost
allocation generally is inconsistent with effective control.

For exercising control and assigning responsibility
the primary requisite is to trace the costs to cost centres
and to products. Authorities may differ with regard to cost
allocation.
1) In absorption or total cost approach all the costs should
be absorbed by products.
2) Marginal costing approach differentiates between variable A
costs and fixed costs. The fixed costs are transferred to .
profit and loss account.

T
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The steps followed in controlling overheads are:

1) All the possible direct charges are allocated to a product;
2) The use of the service department by other departments

is ascertained.
3) All the service costs are transferred to production

centres.
4) Products are charged without the overhead costs.

From this a standard can be developed. Standard
overhead»rate by which the products or the units are charged
will absorb all the overheads. This is called apportionment
of the overheads. For this a standard rate is developed.
Usually the standard rate is developed on the basis of a

to the consumption of materials. Usually there are 3 basis
for estimating factory overhead. In raw material oriented
industries

Overhead x 100
a) Direct material rate = ---- --- ----------- -­

Direct material cost

In labour oriented industries
Overhead x 100

b) Director wages rate = -------------------­
Direct Labour cost

If raw material and labour both are equally important
Overhead x 100

c) Prime cost rate = -- ---- ---------—­
Prime cost

Budgeted overhead and actual overhead will give
the difference or overhead variance.

percentage of materials if the overhead is closely related. *

UNIVERSITY OF COCHIN"
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4.4.15.7 CONTRQL7OFLABOUR

Significance of labour will be more if it is a
labour intensive undertaking. Labour cost consists of all
the expenditures incurred by the firm on those who are

employed in the firm. The first step in controlling labour
is to classify them into direct and indirect. By direct
labour we mean the wages paid to those employees who are
directly engaged in specific productive tasks. Another way
of looking at it is that labour that can be identified and
allocated to particular operations or processes are consider­
ed as direct labour. All other labour costs are clubbed
under indirect labour cost.

Direct labour budget prepared on the lines of
production requirements is the most important tool for con­
trolling the labour. Actual work done is compared with the
budget and the variance is found out which will lead to
control decisions.

Control of labour is not easy. This necessitates A
dealing with the labour force and their unions, This involves
cumbersome and often unpleasant evaluation and specification,

union negotiations, performance evaluation and wage, salary

revision etc. These are all areas which affect the employees‘
basic problems and hence friction and conflict are likely to
arise.

P
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In controlling labour cost two basic elements that
will have to be controlled directly are the time and rate
of payment. The ability of the management lies in extract­
ing the maximum yield. It is not easy to have all the acti­
vities done through costing department alone. In fact con­
trol of labour calls for co-operation and co-ordination
between all departments. In short it is a combined actiiity.

\ Control of labour, to a considerable extent, is
done with the help of standards. Labour hour standard is
usually fixed by the industrial engineering department.
There are four different ways of constructing a standard.

1) Time and.Motion Study : This is the most scientific way

2) Standard Costs : This is a standard developed from cost
accounting system. Here the standard labour hour multi­
plied by the number of units will give the standard.

3) Statistical method : Historical rates is the yardstick.
This method is usually used when productive departments
process several products simultaneously.

4) Estimates by Supervisors : This is a matter of judgement,
and often the past records will form the basis. It is
not unusual for the supervisor to call on subordinate
staff to help him in this regard.

Inside the department the time utilisation is
maximised with the help of time keepers or some other device
and with various records and statements. Labour control
constitutes two different functions.
1. Employment and remuneration.

2. Accounting and control of labour costs.

of doing it. k

UNIVERSITY oP cocl-my i j — f Z i ' T  I f —
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\ There are 3 ways of paying the worker.
1) Time rate (2) Piece rate (3) Incentive wages. Among incen­
tive schemes we have the individual and the group incentive A
schemes. The usual incentive plans are of Halsey, Rowan,
Gantt task etc.

For controlling labour cost the organisational
set-up should make sure (a) that labour force and wage bill
be authorised by a competent persons (b) remuneration paid is
actually received by the worker (c) that labour has been
efficiently utilised.

Another method of labour costs control is methods

improvement, which assumes certain pre-requisites as
(a) engineering know-how, creativity and questioning atti­
tude on the part of labour force (b) Large scale and conti­
nuous production (c) adequate financial resources and
(d) Standardisation.

4- 4- 15 -7- 1 9°}? P-I1a1,YSiSa"dJQb stfidi

Job analysis is a method of identifying each job,
its objective, its specific tasks and the physical, mental,
and emotional demands imposed by the job on the worker.

Job analysis is consummated in a job desired pattern. At
the time of hiring this helps to matching men and jobs.

Job study which includes job analysis, determine

b _ _umvsnsrrv or com-am ff —
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‘ materials processed (c) inspection requirements (d) machine
tooling used (e) handling method.

4.4.15.7.2 JobEvaluati9n

After job analysis and job study, job evaluation
follows. It is the process of evaluating each element of
the job and fixing rates for them. Usually the job evalua­
tion committee studies the job description and evaluates
the job. It also leaves provisions for evaluation of new
jobs. Job is evaluated by any of the four methods given
below, two are non-quantitative and the other two are quan­
titative.

1. Ranking method

2. Classification method ‘
b) Quantitative methods :

1. Point Scale method

2. Factor comparison method

Under ranking method all jobs are ranked and
4

placed in the descending order. ‘Under classification method \
the series of job level classification or brackets is set up
by management or by the committee charged with the function.

Under point scale method a scale is constructed or a stand- A
ard scale is emloyed. Under factor comparison method some
15 to 20 Jobs are selected (key jobs) and studied. This is
used as a standard and compared with other jobs. After job '

a) Non-quantitative methods : k

UNIVERSITY OF COCHIN ll
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evaluation a wage scale is constructed after giving due
importance to such other factors as : (1) supply and demand
(2) cost of living (3) productivity (4) governmental wage
controls (5) contract negotiations (6) industrial factors
and (7) regional factors.

Accounting for labour cost is the function of cost
accounting department. This involves (a) Division of labour
into direct and indirect (b) Allocating direct labour as

_ _..

production cost (c) Treatment of indirect labour as an"6ver­
head.

The study of the variance between the actual and
the budget, report preparation and consequent action are
dealt with under variance analysis.

4. 4 . 15 . 8 CONTRQL or MgA'r5_RgIA;.§

The main objective of management is profit maxi­
misation leading to growth. In some industries, especially
in process industries, the cost of raw material may go up to
70% of the total cost. This gives an added importance to
material management and control. Materials are goods and
are real assets rather than fictitious assets. "The essen­
tial nature of inventories thus lies in these two traits ­
tangibility and short life, They distinguish inventories
on the one side from services, which cannot be accumulated,
and on the other side from plant and equipment, which can

L
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be accumulated but which will not be entirely used up within
31

a single accounting period".

4.4.lS.8.1 Goods may be produced on customer orders or they i
may be produced and stocked, It is imperative that any finn l
for that matter will have to keep some quantity as inventory
holding. “For the three reasons - the necessary passage of
time, the discontinuities of the economic process, and the
need to expect the unexpected - any business firm that hopes
to stay alive will hold some quantity of goods in inventory%%

4.4.15.8.2 Problem of pricing the materials either with
Life or Fifo or any other method can be solved by the policy y
of management depending on the nature of business. The flow

of the money will be somewhat semi variable, depending on
a

the need to keep the minimum amount of inventory and to cope

with the production and sales plans. Many formula had been
developed to bring down the amount of money tied up in

inventory. "Businessmen are told that their main concern
is to keep the stock/sales as low as they can, or to keep
its reciprocal, the inventory turnover ratio, as high as
they can. If this advice were taken literally, inventories
would be reduced to zero, to give a stock/sales ratio of
zero and a turnover ratio of infinity. This is not what
the consultants really mean or what businessmen will consider‘

33seriously any way". i

5
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4.4.15.8.3 Sound management of materials will help to improvs;

the productivity of capital by reducing material costs, pre­
venting large amounts of capital being locked up for long
periods and improving the capital turnover ratio. Sound
materials management will lead to economical consumption

The objectives of materials management are to (1) ensure
uniform flow of materials (2) increase the productivity (3) i
bring down the capital tied up in inventories (4) reduce the
material costs by scientific techniques (5) save foreign
exchange and to (6) create a good relationship between buyer
and seller.

4.4.15.8.4 Eventhough materials management is a staff 7
function it needs an integrated approach. In a.manufactur­
ing concern close co-operation between the design department
and the materials department is required. Sales forecast
will be the basis of inventory holding. The degree of
urgency for the materials should be assessed. Safety stock
level should be derived. Economic order quantity should be
determined. Materials department and purchasing department
should go hand in hand so that quality and price also go
hand in hand. Finance Department, like a watch dog, should
safeguard the money investment in inventories.

4.4.l5.8.S ABC analysis (Always Better Control) and value
analysis are two useful concepts for materials control. By

of raw materials and ancillary supplies to finishing products,

Umvensrrv or coca-nu ' _ v _ ' A



/$8’
sc|-|oo|_ OF MANAGEMENT STUDIE-S

ABC analysis the total inventory is divided into 3 classes.
A items will include 10% of the total inventory in quantity
but 70% of cost. B items will include 20% of the total
quantity but 20% of the cost. C will be only 10% of cost
but 70% of the quantity. The purpose of ABC analysis is
to separate the predominant few, from the point of view of
annual consumption value from the vast majority of items
whose annual consumption value is very low. For control
purposes, expensive and cheap items should not be given

equal attention. ABC analysis is a selective inventory
control technique influence by the policies and.procedures
of the concern. Under ABC analysis the A items will be
reviewed closely and frequently and C will be checked at

#

definite intervals of time.

4.4.1S.8.6 Value analysis is directly concerned with reduc­
ing the materials cost. It is designed to substitute indi­
genous materials for foreign ones without sacrificing the
qualities of the material. The difference between value

.i analysis and cost analysis is that the former takes into
i \

I

J

1 consideration the quality and prestige value of the material.
" This is expressed as a ratio.
u
M

\~ worth to youi! Value = --------" “-­3 Price you pay
"Value represents that combination of quality, service, and

pr price, which ensures the greatest ultimate economy or satis­
L faction to the buyer; and value analysis is a technique
UNIVERSITY OF COCHIN
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which systematically helps to determine the combination.
Value analysis aims at the greatest value in return for
money spent. It involves a continuous supervision of value
at all stages - design, purchase, manufacture, packing,

' ‘P

transportation and sale“{ Value analysis should take into
consideration functional utility and its overall contribu­
tion by giving due weightage to time and other economic con­

; siderations. It should see whether this can be produced
W cheaper and what would be its cost. It should also see
i whether there is any other substitute or any other source
l of cheaper supply. Value analysis can be further improved by

making use of Matrices.

In large concerns there will be a number of items
to be stored. In order to avoid confusion and to facilitate
identification of a particular material it is common to

install some system by which this can be done. The compo­
nents may be identified by their function. They can be

L identified by machines or they may be identified by their
1

Z names or serial number given to them. One way of doing it

| is to classify them as purchased or primary materials.
» Another method is to group them under different classifica­
R tions and finally to give them a numerical code.y .­

r

\

\

\

It helps the purchasing department, as well as
the stores in that it facilitates easy identification and

4.4.l5.8.7 Codification : *
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and hence uninterrupted flow of production. Standardisation
and simplification are two other steps that help to control
materials. Standardisation results in econoy in terms of
human effort and cost. It helps to maintain quality stands
ards. Relevant information is collected regarding :

"1. the frequency of demand for each type in tenns of

2. the proportion of standard items in all stores purchased;
35

3. the proportion of standardisable items“. Frequency
distribution of demand is found out and control is exercised A

l"""""l

P

Components
Sub assemblies

|
|
|
|
I
0

Z I‘r ' 1

Finished goods

4.4.1S.8.8 “Inventory control is a planned method of deter­
mining what to indent, when to indent, how much to indent,
and how much to stock so that purchasing and storing costs
are the lowest possible, without adversely affecting produ­

l
ction and sales. Inventories comprise raw materials, general
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goods.

control

Ti _

stores (or supplies), machinery parts, components purchased,
or manufactured for stock, works-in-progress and finished

capital. Unless it is properly controlled it may lead to
heavy draining of working capital or money being tied up un­
necessarily. Inventories should provide against external
influences. Proper inventory control may lead to reduced
cost of production, better sales and low investment.

two methods of controlling inventory. Selective inventory

gether. Perpetual inventory is otherwise called continuous
stock taking, Bincard system, safety stock and economic
order quantity are other tools that help the inventory

4.4.l5.8.9 Stores Control and.Materials Handling :

stores keeping, issue of stores and stock verification with
the help of adequate records. Stores location is important, i
whether it is located or supplied from depots. Stores can
be divided into sub sections depending on functions performv
ed like general stores, equipments, raw materials, finished
parts etc. The most important function of the receiving

Usually inventories form the major'part of working

Selective inventory and perpetual inventory are

is ABC analysis in effect. Many a time both are used to­
T

Stores activity consists of securing section,

umvsnsrrv or com-um
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section will be accepting them against order, receiving
them and inspecting them for quality and quantity. In many i
organisations there are separate quality control departments.i
After inspection both for quantity and quality they will be §

affixed with a tag so that they can be identified. All issues_
b

should be done only against requisition slip. Usually there "
\

will be a material requisition slip against which materials 1
are issued. Stock is verified by perpetual inventory and ?

Y

r

the annual stock taking. Efficiency of stores control is [
measured on the lines like (a) cost of the department ;
(d) uninterrupted flow of materials (c) proper recording of L
stores (d) extent of deterioration (e) good house-keeping' A
and (f) methodical storage. 1

?

"The American Materials Handling Society has

defined materials handling as the art and science involving 1
movement packaging, and storing of materials in any form by m81,
means of granery, manual effort or power-actuated machinery”'*
A good material handling system will reduce the handling
time and cost of process, reduce the human cost,'keep a
uniform flow of material, ensure more productivity and less
idle time and above all reduces the wastage.

There are a number of ways of finding out the
performance of inventory management. Usually they are done
with the help of ratios - past and present, This can be a \
good indicator. For example inventory turnover ratio,A _ _ I _ i

UNIVERSITY OF COCHIN
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(--§§}§§ ----- --), -EB£SB§§§- eté., can be very helpful in
Purchasing Consumption

assessing the efficiency in inventory management.

4.4.15.8.lO The vital importance of Management control
are (1) "Technical - the selection of the correct materials

for the product having regard to the purpose of the article,
its requirement of strength and appearance.

2) The allowances of correct quantities necessary to manu­
facture each unit.

3) The establishment of a flow of materials to ensure con­

tinuity of production.

4) The contracting for supplies at a price which is most
economical having regard to delivery and quality requirement

5) The correct inspection, handling and storage of materials
to avoid losses outside the manufacturing processes, and to
prevent delivery of substandard and deteriorated materials.

6) The constant review of stock balances, in order to detect
slow turnover of materials and bought in parts or assemblies
thereby reducing the occurrence of redundancy.

7) The issues of standard specified quantities for each pro­
duction order, ensure the economical and planned use of
materials,

8) The checking of good production against each issue of
standard material allowance.

S

0
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9) The control of an extra issue to make good wastage in
excess of the standard allowance.

38
10) The recovery and reclamation of waste and faulty work“

RATIO ANALYSIS_ '
4.5 A system of analysis of financial statements by
means of ratios was made in 1919 by Alexander Wall. He
published an article in whichhe criticized the bankers who
based decisions in regard to granting of credit on current
ratios alone, He pointed out that in order to get a com­
plete picture, it is necessary to consider relationships
in financial statements other than that of current assets
to current liabilities. It can be truly said that the
present form of ratio analysis had its humble origin from
financial statement analysis. This humble beginning was
accelerated by Stephen Gillman. It is said that.no serious
criticism of ratio analysis appeared in print until 1925,
when Stephen Gillman offered the following four objections

1) A change in ratio can be interpreted only in the light
of changes in each of the two variables the relationship
of which it represents (2) It is difficult to comprehend

wthe connection of the ratio with the balance sheet from hich
it was computed (3) the ratios give an unwarranted impre­
ssion of finality and (4) the ratios do not give a compre­
hensive view of the balance sheet relationships. Gillman
proposed a substitute for the ratio technique - one in which

UNIVERSITY OF cocr-nu  A V '7 O H W Hi E A  V  O ‘ ‘A V
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the analyst divides the magnitude of significant items or
groups of items in each of a series of statements by their
magnitudes in one year in the series selected as the base,
thus obtaining a series of trend percentages or relatives

39
to the base year."

It may be said that around 1925 the present system
of ratio analysis was developed.

4.5.1 Ratio analysis from the point of a business orga­
nisation can be said to be a process of determining the .
relationship between two figures either from trading account,
profit and loss account or balance sheet. .According to
Robert N. Anthony, "A ratio is simply one number expressed
in terms of another. It is found by dividing one number,
the base, into the other. A percentage is one kind of
ratio, in which the base is taken as equalling 100 and the
quotient is expressed as per hundred of the base"f0

L

Simple numerical figures are misleading. A profit F
r

of Rs.one lakh may appear, by itself, to be quite a satis­
factory position. But.when this is compared with other
figures relating to the organisation it may provide a com­
pletely different picture. Ratios provide us an opportunity Y
to compare and express relationships in a relatively simple
form. Even ratios do not give us a clear picture unless we
have a standard or some other quantitative expression to
compare with.

P

[
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4.5.2 There are many ways of grouping ratios. Any two ;
figures taken from a Balance Sheet, Profit & Loss Account,

Trading Account or a Budget can give a ratio, Usually
I

"Financial ratios can be grouped loosely into these cate- I
gories (a) tests of profitability (b) tests of liquidity

TI(c) tests of solvancy and (d) overall ratios". There are
many other names and classifications such as turnover~ratios,,
structural ratios, profitability ratios and so on. '

I

\

r
\

4.5.3 The main purpose of finding a ratio is to compare,
figures and arrive at some definite conclusions, This comp
parison can be made with past ratios relating to the same ;

I

organisation or with ratios of the industry or with standard i
Lratios such as quick ratio or current ratio. Many publicap I

\

F

tions giving the ratios of the industry, standard ratios
from taxation committee report, etc., are available. Almostii
all the ratios are computed from a balance sheet or revenue Y
account. But in order to find out the efficiency of opera- A
tions, the standard taken may be the budgeted ratios.

4.5.4 Since ratios are usually found out from balance
sheet are revenue account it will not be surprising to find
that the limitations of the latter influence the former as
well.

4.5.4.1 Balance sheet and Revenue Account are prepared on
the basis of conventions. For example, as far as stock
valuation is concerned it is valued based on the accepted

: 1:31 * :' * f '"‘*: _f"TTi : 1 i ’  i f _'___i_Ii_’_f:‘_L_1? _j,__ %_ _-_ 77 7;"
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norm -“cost price or market price whichever is lower."

4.5.4.2 According to Myer “Accounting is based on some
postulates called permanency postulate, the monetary postu­
late and the realisation postulate. Permanency postulate
says that the assets of the company are shown as a going
concern and are not to be liquidated. Monetary postulate
says that the value of money remains constant. Realisation
postulate assumes that a sale is realised as soon as it is
over."42

4.5.4.3 Personal Judgements :­

Asset valuation involves a lot of personal judge- 4

ought to be on the basis of lifo, fifo, etc.

4.5.5.4 Financial statements never take into consideration
the technical problems of the industry. market conditions,
unfilled orders of customers etc.

4.5.4.5 Contingent assets and liabilities are not given
any weightage in financial statements.

As the limitation of financial statement Myer
asserts that :
A: Net income shown in income statement is not absolute

but relative.
B: Statements cannot show the true financial position.
C: The assets shown in the balance sheet are largely

unexpired or unamortized costs.

ment. As an example the valuation of inventory whether it ~
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D: Net income shown is relative not absolute,

There can be doubt regarding why limitations are
discussed in the beginning without writing what it is. The
reason is that. of all the control tests, ratio analysis is
the most dangerous one. To make use of it without under­
standing its lmitations will be disastrous.

4 - 5 - 5 Difficulties; in <=<>&>ari§<>n

4.5.5.1 Ratios never take into consideration the time
value of money. Therefore, the comparison between two
figures belonging to two different time spans will be mis­

4.5.5.2 Situational difference

No reasonable person would expect a one year old

boy to run as fast as a nineteen year old athlete. In judg­
ing the boy's performance we attempt to compare his speed
with that of other boys of the same age and with similar

1¢3
training". Even if we compare the performance of one company
during one year with its performance in the previous years
conclusions drawn may be unwarranted: "The task is more

difficult when attempting to compare one company with another

even if they are both of the same size and in the same indu­

stry. and it becomes exceedingly difficult if the two com­
:.' ~‘,1.
Q: .

panies are in different.industries or if they are of sub­
*4stantially different size.“

I
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4.5.5.3 Difference in definition. Different authors and
practitioners use different terms eg. profits, capital emp oy­l
ed, capitalisation, equity, etc.

4.5.5.4 There is no guarantee that past will be repeated
and there is no yardstick to determine whether the past
activity was efficiently done. Past can hide inefficiency
to a great extent.

4.5.5.4 Balance sheet shows the financial position at a
particular point of time. This may be at the peak of the
busy season or it can be at the base of slack season. The
ratios out of these statements can be misleading.

"Subject only to minor qualifications, a boy who
runs a mile in six minutes (or expressed as a ratio, ten
miles per hour) is a better runner than a boy who runs a
mile in seven minutes. In business there are many situa­
tions in which one cannot say whether larger number repre­
sents better performance than what a smaller number does."+5
For the current ratio the accepted standard is 1 : 2.
During the peak season it is foolish to rely upon this for,
when the season is over it will come down.

4-5'6 ImprevinqFinan¢ia1cRati¢$

For a long time management had been trying to
overcome the inadequacy of ratios as a tool of analysis and

4.5.5.6 Proper base for comparison ­

UNlVl:RSlTY OF cocr-am W ' 5 5 ' w
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control. As Batty says “To keep a watch on changes in the
financial structure without blunting the attack of manage­. 4ement calls for special methods".

4.5.6.1 The first task would be to reduce the number of
headings in a balance sheet into a fewer groups.

4.5.6.2 "Special attention needs to be paid to the return
on the capital employed at the base year and the return on
additional capital employed as expansion proceeds, and an
estimated return reported at the same time as other manage­
ment data may prove helpful“?fl The accountant in this con­

text should focus his attention on balance sheet ratios and
see whether the numerator or denominator is the more likely
to yield better for management action.

take, off, peak or decline, and this should be given due
weightage. This is because different stages impose diffe­
rent constraints on the working of the firm.

4.5.6.4 Whether possible ratio analysis should be supple­
mented by marginal costing details.

5 Ratios are of interest to : (1) owners (2) Inves

The information needs of these parties are different. Many
ratios may be useless for some group and meaningful for the
other group. As was said in the beginning there are

4.5.6.3 Stage of the company or the product is important ­

4. .7 t0
(3) creditors (4) financial executives and (5) academicians.

I
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innumerable ratios and there are many ways of classifying
them.

Distrinction betwe n solvency and liquidity is
necessary to arrive at prope conclusions. "As liquidity
refers to current obligation , solvency refers to company
ability to meet the interest costs and repayment schedules

+8
associated with its long te obligations".

The liability side of balance sheet can be divid

into capital and debt. A ra io can be found by relating
any of the items on liabilit side to any asset on the ass

side. The most commonly use ratios among these, are debt
to equity, equity to fixed a sets and net worth to equity.

4.5.7.l.l Tangible Net Wort to Equity :

Tangible net worth means the money that will be
left to the share holders in case the company is wound up
This is found by deducting f om the total assets, the out­
standing liabilities (both) rrent and long term liabili­
ties). This amount divided y the equity (usually equity
plus reserves) show how much money the share holders will

t the better is the solvency

4.5.7.1 RatioofSQlvency' e
r' s

rm

t. . . Y
d. . S
h

r
cu

b

be getting. Higher the amoun
aposition. Suppose the outst nding liabilities are more

than the total assets, it me s that the company is theoan

tically insolvent. To arrive
re

at such a conclusion, this

‘s

ed

et
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There

puting the debt
are to be inclu
bearing capacit
“From the compa

of its capital
worry the comp
in return for
to pay a higher
Conversely, the
more the compan

use funds obtai

hopes of earnin

4.5.7.1.3 Equi

This

on fixed assets
how the fixed a
the fixed asset
the fixed.porti
covered by the
really owns the

ratio should be

4.5.7.1.2 Debt

d

' Y
n

t
an

th

Y

n

9

t

o

e

watched over a.period of time.

to equity :

is no generally accepted.principle for com­
and the question whether current liabilities
ed or not still remain unsettled, The debt
of the firm rests on various factors.

y's standpoint, the greater the proportion
hat is obtained from stockholders, the less
y has in meeting its fixed obligations, but
e lessened worry, the company must expect

overall cost of obtaining its capital.
more funds that are obtained from bonds, the
can trade on the equity, that is, it can

ed at relatively low interest rates in the
4

more on these funds for the stockholders“
Q.

0

y to net fixed asset :

k

\

ratio will show how much capital is locked up 1
. Looking at it differently, this will show
ssets are financed. The usual nonm is that
s should be financed by equity capital and
n of the working capital too should be
quity capital. This ratio will show who
comp any.

I

I
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4.5.7.2 Tests ofipiquidity

Liquidity refers to the firm's ability to meet its
current liabilities. “The liquidity ratios therefore have
to do with the size and relationships of current liabilities
which are the obligations soon coming due, and current
assets, which presumably provide the source from which these

obligations will be metJ?, The common ratios coming under

this head are current ratio, quick ratio, receivables to
sales, average collection period and inventory turnover.

4.5.7.2.1 Current ratio:

This ratio is found out by dividing the current
assets by current liabilities. The common standard is 1:2,
It means for every debt of 1 rupee there should be two
rupees in current assets to pay it off. "It is not only
a measure of the company's liquidity but also is a measure
of the margin of safiety that management maintains in order
to allow for the inevitable reverses in the flow of funds
through the current assets and liability accounts.:fl

4.5.7.2.2 Quick Ratio :

This is a slightly different frdm the current
ratio. In this case, from the asset side, only current
assets excluding stock are taken. The reason behind
excluding the stock is that it takes much time to convert
it into cash. The accepted standard for quick ratio is

I
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1:1 ie.. for every rupee of debt there should be one rupee
of quick assets.

4.5.7.3 Tests of Profitability :

Four ratios could be used for this purpose. They
BITE

a> 13*‘-*.E-2.1:2££2 <1=>>
Sales Cost of goods sold

Sales
C) Capital employed (d) Capital employed

Sometimes instead of capital employed the term
investment is used. Both capital employed and capital in­
vested means the total assets of the company.

4.5.7.3.1 Net.profit to sales shows the ratio of net profit
generated by the organisation out of the sale effected.
This ratio is found out to see how much net profit is gene­
rated for sales effected. In order to come to any conslu­
sion this ratio should be found over a period of time and
should be compared with the individual ratios. This ratio
will be more meaningful if the analyst find whether the
sales were effected by increasing the sales price or the
quantity sold.

4.5.7.3.2 The ratio to sales and cost of goods sold shows
to what extent the cost is covered by the sales. An increa
ing trend in the coverage can be taken as an indicator of

S­
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profitability. Here also due weightage should be given to
such facts as decrease in the cost, or increase in the selling
price etc.

4.5.7.3.3 The ratio of sales to capital employed signifies
whether the company was able to generate more sales out of

the capital employed. Before taking the ratio as an indi­
cator of efficiency it should be noted whether the increase
or decrease in the ratio was due to decrease or increase in
capital employed.

4.5.7.3.4 The ratio of net profit to capital employed or
return on investment (ROI) is the most significant ratio,
for it can show the overall efficiency of the firm. "ROI
refers to the relationship between the net income of the
company (or one of its divisions) for an accounting period
and the total assets of the company (or one of its divisions)
for that accounting period(The total assets of the company
(or its divisions) made available to management to produce
the net income;?l This ratio shows the productivity of
owner's capital. To some extent it can also show the overall
effectiveness. "From the owner's standpoint, return on
invested capital shows the success of the business and the
effectiveness with which it has invested its money compared
with probable returns from investment in other securities.
If one wishes to find the ratio which will most closely
indicate the level of protection to the creditor of the

:_ g _ g___W _* _ f sc|~|oo|_ or MANAGEMENT STUDIES
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business and insure against insolvency, this ratio will fill y
v

the bill?” The other factors indicated by ROI are the
following :

a) Suppose ROI is low and net profit high this indicates
increased investment in current assets.

b) For fast growing industries this ratio is important
for this can tell them the amount of additional capital
needed to expand.

c) This ratio shows the operating efficiency of the finm.
d) If the profit is high and ROI low it shows that sales

is low for the capital invested.

Limitations of return on investment are many. In [
fact this was expressed by Batty as follows :­

"1. Intensity of use of assets varies from one industry to *
another.

2. In the short period it may be more profitable to lease
rather than own. This may be detrimental in the long-run.

3. Some companies use historical costs, and others replace- j
ment cost for valuing assets - results are not com­
parable.

4. It ignores what may be national or company policy eg.,
full employment, which intensive mechanisation may not
provide.

5. The standard ROI can be fixed on company or its
divisions.

6. .When dealing with multi-product and multi division
business the allocation or apportionment of assets,
costs and sales revenues present formidable problems.‘ 7 , ,,.._,,_r o, o .  3UNIVERSITY OF COCHIN x ‘I F j if i  V  i  M T j
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7. Greater significance is attached to fixed assets and
54other material cost".

Even though the return of investment has many
limitations, if it is used intelligently and along with
other ratios it will help to make sensible conclusions re­
garding the profitahlity of the concern.

4 - 5 - 7 - 4 9°.“ Ba3=i9§

Generally speaking any item of expenditure taken
from trading account or profit and loss account divided by
total cost could give a cost ratio and computed over a period
of time can indicate the trend of the cost element. Before
computing cost ratios, one should first compute the ratio of ­
sales to total cost. This ratio will indicate to what extent
cost is covered by sales and the direction of cost coverage
by sales over a period of time. The maxim here is "more the
coverage the better is. Cost ratio should be computed in
the order of their significance and the significance varies
from company to company.

4.5.7.4.1 Material Cost to Total Cost

This ratio shows the material usage efficiency,
if computed over a.period of time. Care should be taken to f
see whether production had increased or decreased along
with the increase or decrease in the material cost. Again
price fluctuations should also be noted. The cost might

UNI VERSITY OF COCHIN
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‘ have increased only due to price and there was no increase

in consumption. Giving due significance to production, quan_y
tity and price, if the ratio shows a decreasing trend it
specifies that the material usage efficiency had increased.
If this ratio is found out it would indicate the Material
cost part in the total cost.

4.5.7.4.2 Labour Cost to Total Cost

I

7

r

F

q if it is computed over a period of time. From this ratio,
H

This ratio show the trend in labour efficiency,

the extent of the labour cost in the total cost could be w
assessed. This ratio could be made more meaningful by assess­
ing the relationship between total production and labour
cost. Many a time there will be no relationship between .
production and labour cost, for labour cost may keep on
increasing according to the long-term agreements between
the unions and management. Again, whether there is any

change in the total number of employees or whether there are

any incentive systems in operation, should be looked into.
If the ratio is computed over a period of time and the ratio
shows a decreasing trend it may indicate increase in effi­
ciency.

4.5.7.4.3 Factory Overhead to Total Cost_

This ratio shows the extent of factory overhead l
in total cost and its efficiency. Factory overhead is diI€Cta
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L given to the quantity produced. Care should be taken to see
T whether the company had provided enough depreciation. If

power and fuel are used and they form a.major part of over­
head they should be segregated and the influence of price on
this should be given adequate weightage. If the ratio is
computed over a period of time and if it shows a decreasing
trend, in the light of the above factors it can be concluded

\ that the efficiency in factory overhead utilisation has
increased.

!Y 4.5.7.4.4 Administration overhead to Total Cost

Administrative overhead seldom forms a major cost
element. Administrative overhead should include the salaries
paid to the administrative staff. Computed over a period of
time the ratio would show the efficiency level and the extent
of its dominance in total cost.

4.5.7.4.5 Sales Overhead to Total Cost

Sales overhead is directly related to sales. Items
included in the sales overhead should be analysed to see the
influence of time factor. The apportionment of certain items
of sales overhead over periods of time should also be justi- \
fiable. The ratio computed over a period of time can indi­
cate the efficiency and the extent of sales overhead.

These are not the only ratios that can be computed.
Ratios of individual items of cost to total cost can also bex_  g_y __ f
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rewarding.

_ 4.5.7.5 AssetRatios :

Assets can be classified into fixed assets and
current assets. If assets are compared with the sales or
production the efficiency of the asset utilisation can be
ascertained.

~ 4.s.7.5.1 Sales to Fixed Assets

If this ratio is computed over a period of time
and the ratio shows an increasing trend it could be taken as
an indicator of increase in the efficiency of fixed assets
utilisation. Care should be taken to see whether the increase
in the ratio was due to decrease in the fixed assets. It is fi
possible that fixed assets depreciate continuously. Again,
it should be seen whether the increase in sales was due to ‘
quantity sales or increase in sales price. The maxim is
‘higher the ratio more the efficiency."

4.5.7.5.2 Sales to Current Assets

Current assets are more closely related to sales I
than fixed assets. Current assets are also called circu­
lating assets. Hence more the turnover of the current
assets better is its utilisation. If the ratio is computed
over a period of time the trend could be compared.

UNIVERSITY OF cocl-nu E —
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Current assets could be split into individual items
and the individual ratio could be computed to find which
current asset is fast moving.

4.5.7.5.3 Sales to Receivables

This ratio will show whether the receivables are

collected without time delay or not. Higher the ratio better
is the collection. It should be borne in mind that the
increased sales might have resulted in increased receivables

1 also. In that case debt eollected period should be found
»

" and maturity of debts also should be looked into. If the
debt collection period is more, this will directly influence
the working capital position.

4.5.7.5.4 Sales to Inventory

Here again, higher the ratio better is the turnover
of inventory. But care should be taken to see whether the
company is having sufficient closing stock.

Again the nature of the company is also signifi­

cant, The company which produces only against orders need

not have much inventory when compared to a company which is
engaged in continuous production. Again the period for
which the ratio is computed is important. During the peak
season it is usual for a seasonal industry to have large
inventories.

umvsasrrvii or cocl-nu S l S
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, 4.5.7.5.5 Raw Materials consumed to Average Stock of Raw} Materials
A higher ratio signifies a better turnover and

hence more efficiency. Here also the nature of the industry
and the time are significant. If the industry has to imort
its raw material, it is usual to find a considerable quantity
of raw material stock, for any war or any other disturbance A

* outside the country could affect the company's production.
The time is also significant. During the season, while raw
material is available in bulk quantities the company might
store a considerable quantity of raw material to tide over
the off season.

4.S.7.5.6 Sales to Cash Balance ­
A high turnover ratio may mean better utilisation

of cash or idle cash is minimised. But before coming to
such a conclusion care should be taken to see whether the

company has sufficient cash balance. This could be assessed
by matching the cash balance and direct costs.

4.5.7.5.? Cost of Goods Sold to Net.Working Capital

This ratio shows the utilisation of working
capital by calculating its turnover, Net working capital
can be found by subtracting current liabilities from current ‘
assents. If the current liabilities are more, it means
that current liabilities are used to finance fixed assets

UNIVERSITY dos COCHIN
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E which is very bad for the financial health of the company.
If the ratio is high it means the working capital utilisa­

| tion.is more. Care should be taken to see whether the company»
; has sufficient working capital.

4-6 §TANPARP-¢Q5TING

Costing is a slippery concept. It is associated
indiscriminately with several quite different meanings that I
the reader or listener is put into quite embarassing situa­
tions that he finds it hard to understand it. Costs can be
divided on the basis of (a) Variability (fixed and variable)
(b) Controllability (controllable and uncontrollable (c) iden­
tification (direct cost and indirect cost) (d) Time (standard
cost and historical cost) etc. Therefore it is absolutely .
necessary that one must know what standard costing is before
it is put in practice.

4.6.1 The chief limitations of historical costing are :

4.6.1.1 "Prices of raw materials, wages, factory capacity
and efficiency are matters which are constantly changing
and a dbmparison of this year's gigures with those of last
year disclose mainly whether the expenses have increased or
decreased‘.§5 In other words conditions do not remain static

and control cannot be properly exercised.

4.6.1.2 The installation of new machinery, changes in
methods of production etc., will affect the manufacturing

UNlVER$lTY OF COCHIN
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I overhead which historical costing fails to take into consi­
deration.

w 4.6.1.3 'The expenditure of the previous years may have
44 been extravagant or abnormally low, due to a variety of

»§¢factors which no longer apply.

4.6.1.4 There could be changes in money value, purchase
tax, customs duties etc., which historical cost fails to

4 include.
I \

i 4.6.2 Standard costing in this context refers to a
method of accounting for unit cost by which such costs may
be controlled with reference to standards of what they
should be. Taylor emphasises that standard costing involves-­
estimation and this estimation is time bound?7 In other
words standard cost is futuristic in nature. Here he does
not give much emphasis on the method of estimation.
"Standard costs are the scientifically predetermined costs
of manufacturing a single, or a number of units of products,
during specified period in the immediate future. Standard
costs are the planned costs of a prodct under current and
or anticipated operating conditions. They are based on
normal conditions of efficiency and volume; particularly
with respect to factory overhead. Materials and labour are t
usually based upon current conditions allowing for altera­
tions of process and rates? Even though the word manufa­
cturing is used it should not be taken that its applicability
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T is limited to manufacturing organisations. In fact standard
‘ \

9 costing has got universal applicability. "Standard costs
may be applied to individual work orders, to batches, to
contracts, to numbers weights or other measurements of pro­

5duction or service." 7

4.6.3 Standards and Performance Level Assumptions :

There are three levels of performances usually
§ described as base level, achievable level and ideal or maxi­
»1

w mum level.
i

‘ r

4.6.3.1 “Standards are set for the level of operations
expected for the coming year. Variation due to inefficien­
cies, waste or errors will still occur and cannot be elimi­
nated entirely.

4.6.3.1 "Standards are set for the level of operations

expected for the coming year. Variation due to ineffici­
encies, waste or errors will still occur and cannot be eli­
minated entirely.

intended to smooth out fluctuations due to economic cyclical

cause. Such standards are primarily applicable to overhead
absorption. Materials and labour standards are generally
set on the basis of expected performance. The quantity of
materials and labour to be used and the prices to be paid

/8?
SCHOOL OF MANAGEMENT STUDIES

4.6.3.2 Standards may be set for level of operations regard­
ed as 'normal'. Normal standards represent an average figure
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Valuing inventories.
Setting selling price
Simplifying costing procedures
Promoting and measuring efficiencies.

Standards can be divided into basic standard and

rrent standard, Basic standard means the basic require­
nts needed to keep that level, whereas a current standard

"a standard for a certain period, for certain condi­
5,2.

and for certain circumstances“. Standards can be dev
HHSOHS G­
ped cut of past accounting records or it can be scientifi­
lly determined by conducting studies like time and motion
udy. In the latter method more reliability and accuracy
uld be expected than in the former. '

Standard product cost consists of the following
st elements.

6- 6 fifiaadacrd, metercia-pl so 69.0.51;

6.6.1 The quantities of direct materials that are deemed
cessary, on the average, to manufacture one unit product
ltiplied by pre-selected or standard material prices.

6.6.2 Standard labour cost

The quantities of direct labour that are deemed
cessary, on the average, to manufacture one unit of pro­
ct multiplied by pre-selected or standard wage rates;

UNIVERSITY OF COCHIN



1

‘ W _ y _ _7_ 7 7 SCHOOL OF MANAGEMENT STUDIES7 O
4.6.6.3 Standard Overhead cost

The amount of factory overhead to be absorbed by 3
; the production of a unit.product.I A

Some authorities do not consider administrative

and selling and distribution overhead in this respect. ‘An
indirect cost cannot be directly associated with the produ­

I ction of a cost unit or with the activity of a cost centre.
*6 It has to be apportioned to the cost centre or cost unit ongt 6)
1r1 a suitable basis. One good basis for allocation is volume
‘ of production. Once this is allocated a standard cost sheet

could be made on the basis of which control could be effected.
A copy of the standard cost sheet should be supplied to the
person who is responsible for the costs.

4- 6- 7 fisttinqrsp $#a_nda_rd.. _<=9$f@§

The first step in this direction will be to set
up standard costs for every type of material that is pur­
chased. Next step is to calculate standard rates for direct
labour and manufacturing overhead. This can be done as
follows : “Data for the past few years from each department
should be obtained. On the basis of these data and from
estimates of future conditions the accountants fix the total "
labour cost and total hours, worked under normal conditions

of activity in each department. By dividing this pay roll
figure by the normal number of hours, a standard direct
labour rate per standard direct labour hour for each

UNIVERSITY OF COCHIN
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department can be derived. The calculation of standard
manufacturing overhead rate is a bit complicated, since
all the servicing departments‘ costs are to be allocated
to producing departments. "The first step is to calculate
from past accounts the total cost of each of the service
departments at normal volume. A suitable method can be
used to allocate the service departments‘ costs to the pro
ducing departments. For example, the total cost of the
boiler room is allocated to the producing departments
according to the number of square feet of floor space t
up by each. The maintenance men normally work for each
producing department. After the cost of the servicing
departments are allocated to the producing departments it
is necessary to calculate the manufacturing overhead cost
that are normally incurred within each producing depart­
ment. The sum of the allocated and the internal costs giv
the total manufacturing overhead cost for each department
under normal conditions. These totals are divided by the
standard number of direct labour hours for each producing

department. In this way, a manufacturing overhead rate ­
per standard direct labour hour can be obtained for each

55
department."

4.6.8 Advantagesof Standard Costing

4.6.8.1 "A ready method is provided of comparing actual
costs with the costs considered capable of achievement.

l

aken

8S
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4.6.8.2 The cost of deviations from standard and the amount
attributable to each cause is disclosed.

4.6.8.3 The management is provided with the information
on the aspects of the business which are not proceeding as
planned, so that the corrective action can be taken promptly

to remedy losses or inefficiencies. 1
4.6.8.4 By highlighting the monetary transactions which I
are not proceeding as planned management by exception is

made possible. The time of management is saved because

close attention need not be given to the majority which have
proceeded smoothly.

4.6.8.5 A means of control is provided whereby management _
can safely delegate responsibility and yet remain informed
of the success or otherwise with which the tasks of subordi­

nate levels of management are carried out.

4.6.8.6 The effect of fluctuations in output, sales or
profits due to the incidence of unrecouped fixed costs are
disclosed.

4.6.8.7 A forward looking mentality is encouraged at all
néb

levels of management.

4.6.8.9 Standard costing could be helpful in inventory
valuation too because the wastage could be adjusted by this
elaborate system of inventory control.

UNIVERSITY OF COCHIN n 1
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for materials and labour are ordinarily related to expected
conditions.

4.6.3.4 Standards may be set for level of operations
regarded as the theoretical (ideal or maximum) level of eff
ciency. These standards reflect conditions and performance
which can rarely be attained and never be sustained.
Because of their 'Tightness' they are apt to create a demo­
ralising effect upon the working force. As a yardstick or

\9o
guage they have rather limited usefulness for management:

I

I 4-6-4 Bu§9sfiarY.¢¢ntr9landstandsrdcost

Both standard costing and budgetary control have
the same objective - management control. A budgetary con­
trol system without standard costing figures can seldom
lead to proper exercise of control. The difference between
budgetary control and standard costing is that "a budget
emphasis the volume of business and the cost level which
should be maintained if the firm is to operate as desired.
Standards stress the level to which costs could be reduced.

ll 6'If costs reach this level, profits will be increased
Standard is fixed for units of production, whereas the
budget is prepared for the whole of the organisation.

4-6~5 PurpeseefraStandard¢QsPinq_§¥Stem

The purposes of standard costing systems are :­
1. Controlling and reducing costs.

1-.

S
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Standard costing system becomes complete only

when the variance analysis techniques is used along with it.

4.6.9 VarianqegAnalysis

Variance analysis is an accounting technique often
\ used as a basis for appraising performance by the compar soni

of actual cost with standard cost. The variance which is
the difference between actual cost and standard cost is akent
as the ‘prime facie‘ indication of good or poor perform ce,an

depending upon whether the variance is 'favourable' or
‘unfavourable'. Although such presumption is not comple elyt
correct, some inferences can often be made by a careful

51
analysis of the variance,"

if

3 Comparison between actual results and standards
l form.an important part of the control process. Usually the

variances are found month by month even though there is 0n

hard and fast rule. Variance analysis sheet is an important
i

1

. the budgeted and the actual is significant it may indica
w

11

i.

I

document of control reporting. If the variation between/ . . . . t
d

e

the need for management investigation to find out the un er­

_i--Q-Q“

lying causes. Variance analysis by itself cannot improve
‘ \“ ngsefficiency. The manager who studies this can do many thi .

I

M

\

H

@ Variance analysis is quite useless if the standard set i
M

S

t
i \; unrealistic.
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4.6.9.1 The most important step in variance analysis is
the division of variances into controllable and uncontro­

llable ones. The'variance, however, may not directly reflect
performance since it may result from a mixture of factors,
some of which are controllable by the supervisor and some
which he cannot control. There are, however, techniques for
analysing variances and to separate at least approximately
the controllable costs. ‘Variance analysis has wide appli­
cations especially in financial reporting. This technique
is frequently used in the following situations.

\

i

1. Investigation of variations between actual results of
the current period with the actual results of a prior'period
(the prior period being taken as base).

2. Investigation of variations between actual results and
standard costs (where the latter is treated as the base).

3. Investigation of the variations, between actual results
and budget goals (the latter being treated as the base).

4.6.9.2 Variance analysis should be done systematically.
It should be easy to find out the variance and hence
pinpoint the responsibility. As we know a good system of
variance analysis can put a fullstop to the game of 'passingp
the buck‘. There are seven principles to be kept in mind
while developing the variance analysis system.
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1. Managers and other employees concerned with cost control
should understand the variances they should take appropriate
remedial actions promptly as soon as possible.

2. Negative variances should indicate the reasons for the
failure to reach the normal level of efficiency.

3. A "feed back" system should be incorporated into the
system.

4. Management by exception should be followed.

5. An integrated approach should be adopted emphasising
the interrelationship which exist between the different
variances.

6. Controllable and uncontrollable variances have to be “
pin pointed and recognised.

7. Control has to be exercised at the point of deviation
from the standard expenditure incurred or tasks performed.

4.6.9.3 There are numerous ways to investigate the vari­
ances and determine the underlying causes. A few of them
are:

1. Discussion with members of the responsibility centres
. 2. ‘Analysis of work situation.

3. Depth studies
4. Personal observation
5. Investigation by staff or by line
6. Audit.

UNIVERSITY OF COCHIN
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Another approach to variance analysis is on fun­
ctional basis. Functions are classified under,

1) Sales management

2) Production management and

3) General management.

The variances may be expressed in physical or
financial terms. It is better to show it in both physical
as well as in financial terms. If it is not possible then

\ it should be in terms of money(as this forms a common deno­
mination). Equally important is the division of cost into
controllable and uncontrollable and normal and abnormal.
In fact the first one will lead to the second one. This
does not mean that everyone should be given a change to '
explain and escape but on the contrary this should lead to
pinpoint the responsibility centre. There will be times
when adjustments are needed for co-ordination. Absolute k
control may not possible and co-ordination should not be
smothered. Another aspect is the installation of budgetary
control system to achieve high level of efficiency. The
costs are prescribed on the basis of a particular level of
efficiency.

A variance can be found for any budgeted figure
when the actual is measured. In sales variance we can find
out the variance between the budgeted sales price and actual
sales price. There could be another variance on budgeted

kuN|v§Rs1‘rY or cocl-nu i A f w ' _ j ‘
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quantity of sales and actual quantity. There can also be
variances on sales promotion, advertising and other sales
expenses.

On the production side there could be quantity
variance as well as cost variance. This can arise out of
material, labour, overheads and so on. For areas where
standards cannot be developed or where there is an alloca­
tion of fund the only variance that can be found could be
between budgeted and the actual.

4.6.9.4 Direct Labour Variances
O

Variances are calculated depending on the nature

of the business. Standard cost can be employed where the ­
processes and products are fairly standardised. The depth
to which the variance should go depends upon the purpose.
Expenses on labour can be traced to (a) Training (b) Waiting
time (c) Overrated labour (d) Excess inspection etc.

u(e) Piece-work s pplement.

The main classification of labour variances are

1) Labour efficiency variances
2) Wage rate variances.

_

If products and conditions cannot be standardised,
standard costs cannot be employed(There may be some diffi­

culty in extracting the information relating to operations
or products). A budgeted allowance for a stated activityrt — 3 _ 5 H 1 e V ; _ _uN|v|zRsT1'Y'I-oi ‘cousin " j
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should be there for controlling the direct labour costs.

If standard hours had been calculated, this multi­
plied by the number of standard units produced will give
the standard time that should be taken to produce them.
This multiplied by the rate will give the labour cost. Due
consideration should be given to the standard (whether it
is of original standard or current standard), Some compa­
nies use both standards. The efficiency should be found
accordingly.

Usual formula for labour efficiency variance:
= (AH - sn) x SR
Where AH = Actual hours taken SH = Standard

hours for the work done SR = Standard rate .
Wage Rate'Variance (AR - SR) x AH

‘Where AR = Actual rate SR = Standard rate, AH = Actual
hours taken.

If wages had been increased or decreased a revised i
variance will have to be found out. If incentives are in
operation there may be time allowance given to weak workers

in order to catch up with the fast workers. If there is
any serious problem in the production system it may be
necessary to attract additional workers, and to do this a
higher rate than the standard fixed may be paid. Labour
variance can occur due to change in labour mix as well.

' * h ~ ; Ti _
UNIVERSTTY OF COCHIN
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4.6.9.5 Direct Material Variances

Material variances can occur due to material price,
material usage, material waste, material mixture, material
yield material substitution etc,’ Problems relating to
material variance can originate out of a number of causes ­
controllable, uncontrollable, normal and abnormal wastage,
shortage, faulty material, scrap, difference in mixture and
other reasons. Two important variances in use are :­

- 4.6.9.6 1) Material usage variance
(AQ - SQ) X SP

where, AQ = Actual quantity of materials SQ = Standard
quantity of materials and SP = Standard price.

4 - 6 - 9 - 7 2) Matsri a_loi2ri¢sc Yoarisnss

(AP - SP) x AQ

where AP = Actual price SP = Standard price AQ = Actual
quantity consumed

The Purchase Department should be assigned the

responsibility for price variances. The main objective of
this variance is to find out why such a variance arises.
Of the many problems, the time lag between standard price
fixation and actual materials purchase is perhaps the most
important. Emergency purchase can cause price variance.

l

UNIVERSITY or coca-nu V 6 * w f i : _
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4 - 6 - 9 - 8 Overhead ,<=<>.=‘»P varia-Yes

Overhead cost variance is a problem field :

1) There is the problem of exercising control over over­
heads in production centre and the service centre.

2) There is a wrong notion that any reduction in overhead
cost should increase profit by the same amount.

3) It is difficult to set up a realistic standard foroverhead. 1
4) Overheads do not change in proportion to wages and so

it cannot be allocated on that basis.

5) Expenses do not vary with production, and so difficult I
to allocate on that basis.

Overhead can beclassified as under :

4.6.9.9 I. 1) Volume variance 2) ExQen§itpI§I I "i"i“i""?i variance
a) Seasonal a) Price
b) Calendar b) Efficiency
c) Capacity usage c) Utilisation

II. 1) Overhead volume
2) Overhead efficiency
3) Overhead budget

UNIVERSITY OF COCHIN
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it in a diagram ­
The first is the most popular classification. We can depict 5

Total Variance
5-A

‘X11111

Volume Variance
(S-B)

Capacity EfficiencyVariance varianceS-FB FB-B

1

Expenditure variance
B­

Cost Variance = Volume variance + Expenditure variance
Controllable variance + Efficiency variance + Expenditure

Volume variance = Capacity variance + Efficiency variance

(Where A = Actual, B = Budget, S = Standard,
FB = Flexible Budget)

Controllable
variance

FB-A

variance

UNIVERSFTY OF‘ COCHIN
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4.6.9.10 Variance Analysisanint§qrfited.Apprpach:

A
Controllable

Losses
I

The variance

1.. .,

Variance Analysis
Efficiency Aspects
within the control
of individuals

I

of the results as indicated by the profit achieved. But com­
paring actual profit with standard profit is of limited va1ue,1
if the comparison is made too late in time (once the profit
earned is known, then corrective action can only apply to
future periods). A further weakness is that when the

Target Profit and.Variance

Budget Sales Brevsyue
I
I

_ Iminus
2

C

m 11$

Uncontrollable Losses VStandard Costs '
Normal Costs

(Budgeted), Variance analysis price' or rate increases due
to external economic
factors

E I111C WU1 l—'
(0

Target Profit
I

Abnormal Costs
(Variance)

I31

----..»g -----­
CD

I-’
U1

Actual Profit

analysis is a monitoring device for taking care

umvznsrnr or COCI-IIN S 1 _ ,_T Z  ' i ,5 f , T ' _; L _ "



202
SCHOOL OF MANAGEMENT STUDIES

organisation becomes more complex a detailed knowledge is

essential at all levels of management.

This is the reason why three tire structure
variance analysis is used, Basically the process is dividedi
into (1) Profit (2) Costs and (3) Output. All the activi­
ties are integrated as shown in the above diagram.

4.7 Higher Management Control System(Rase's System of
Control$

According to Rose there are four main objects to
kept in mind while developing a control system.

"a) The isolating of all vital facts connected with

the welfare of the concern, so that nothing of importance .
can occur without attention being drawn to it.

b) The assessment of the relative value of these
facts by the managing director for control purpose.

c) The illustration of those facts both in their
current monthly and their trend results by simple line
charts which provide an instantaneous picture of the posi­
tion.

d) The reduction of the whole to dimensions which

can be clearly understood by the managing director in the
course of not more than half an hour, no matter what the
size or complication of the concern may be"?8

Figures speak about what happened. It cannot

tell us the inter personnel fights, jealousies and loyalties.\\ _ _‘ 7*‘ ‘**——» —— — -V * c ' : ;_ I; *
UNIVERSITY OF COGHIN
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Since the activities of these people can be interlocked so
can the data arising out of th ir activities be arranged andQ

controlled,

4.7.1 About figures Rose says :
“In control statistics there are to be found three

distinct types of figures, each showing a different origin
aand purpose. These are known s direct figures, built up

4 7 1 1 The direct are those which are taken directly from
the various Board Returns, and record and current result for
the period under review. The uilt up figures are those
obtained by relating the direc and built up figures of one

figures, and desired figures.

b

t
oactivity to those of another, r to a period of time.

4.7.1.2 The direct and built up figures provide the data
from which the derived figures can be obtained, and a large l
proportion of the data used in management control is obtained
from these derived figures, as they provide the continuous1 . "49straight comparison of one per od with another.

Again figures can be grouped as point figures and \
period figures.

4.7.1.3 "A ‘point’ figure is one which cannot be cumu­
lated. It is a snap shot standing by itself, of the posi­
tion of that item at the time of review. Since the balance
sheet is a snapshot of the assets; liabilities, and not__Q-Q; 3 ¢ -_ l i i  JUNIVBR OP ‘C ‘ ‘ ' " '
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worth at the time of review, so that the progress of affairs
vocan be noted."

4.7.1.4 "Since these two types of figures are of a basi­
cally different nature, they can only be related to each
other for management survey purposes by finding derived
figures by which a.point figure can be obtained from the
period figures and the two types therefore brought on to
the same basis.

4.7.2 Managing Director of a concern is not interested
in the day to day figures. He does not want to know so much
as where he is as where he will be, The natural yardstick
with which he measures his performance is the result from
last financial Year. For him the monthly figures are mile­
stones. If the M.D. wants to know his true position he

should be able to visualise that position on an annual basis A
of some kind. Even in the case of sales, figures may vary
with much fluctuation from month to month. So it would be
sensible if it can be assessed on the basis of three months."

4'

4.7.2.1 For the Managing Director's control purpose Rose
advocates moving annual total. "A moving annualtotal is
made up by taking the results at the close of the financial
year (or any complete series of twelve months or thirteen
periods) and at the end of the new month adding the results A
for the new month and subtracting the results for the
corresponding month of the old year. In this way a twelveN _ _ _ N _ _ i _ ‘ i f l M Aumveasm! or coca-um 7 7 '
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months‘ total is again obtained, ending with the first month \
of the new year. As the year proceeds, each new month's
result is added to the previous total and the corresponding

‘H

month of the old year subtracted". In this way, month by
month, managing Director is able to assess his present posi­
tion to his position at the end of the last financial year.

4.7.2.2 Fagal was the person who analytically saw control
function. Following his thoughts, Rose says, “If we accept
this theory, we can see that the 'Control' of an undertaking
has two aspects, not one. The first is on the setting up of
a.plan, and the creation of an informatory structure which
will present reliable data as to what is going on in the busi-A
ness; the second is the action to be taken, on the basis of
the information so attained, to maintain the progress of the
business towards the desired result for the working year,“

72.
by "direction and command of the managing director."

73
Theba§i¢ frame"°FB
General Management

I
I

________________ _..'.............._....-..-........._..-.---.--..-.--..---..

Activity Efficiency Profitability Security
The business The technical The trading The financialposition position position position
Orders Recei- Personal data Matters arising Matters arising
ved Invoice Product costs from the profit from the balan­
Issued Equipment data & loss account ce sheet, deal­Orders out- Development dealing with ing with thestanding data income and movement of theexpenditure money in the

business

I
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4.7.3. “Higher control, to put it as briefly as possible,
could be defined as the general management of a business on
a planned basis, the adherence to the plan being watched by
a monthly survey made from the business, technical, trading
and financial viewpoints which are known as the four posi­
tions.“ 74

According to Rose to control any form of activity i
requires three definite steps

"1. A decision on some objective to be attained within a
definite time period.
2, The setting up of a framework of information from which
it can be seen whether a satisfactory progress towards that v
objective is being maintained throughout that time period. '
3. The taking of management action when, from the informa­
tion, it is seen that the progress towards the objective is

75unsatisfactory“.

4.7.4 In the four positions shown, business position
watches the activity of the business, technical position
efficiency of business, trading position profitability of
business and financial position security of business.

Returns that are sent to the board are the follow­
ing for the business position :­

B.R.I. Order received, invoices issued and order
outstanding.

iuuuveasmr or-' coca-nu ' M _
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‘ B.R.2. Such datas as may be specified by the
Managing Director relating to personnel, equipment and deve­
lopman 11.

B.R.3. Product costs (orders closed and costed)
For the Trading position ­

B.R.4. Statement of account, current
B.R.5. Statement of account, cumulative
B.R.6. and 6A, Expenditure details sheets, current

cumulative.

For the Financial Position ­
B.R.7. Balance sheet
B.R.8. Cash forecast.

4.7.4.1 The information requirements of the control system ­
can be summarised as :

“a) Asset on monthly schedules, known as the Board Returns
issued from the sources responsible for the preparation of
the figures they record.
b) A standard checklist for each of the four positions; cone
sisting of items requiring a regular check each month in

order that the movement of affairs can be watched. Non- A
standard items can be added to the checklist at the Managing
Director's wish to suit the particular business in which
higher control is being installed.
c) A working book, into which the monthly Board returns
are copied, thus forming a permanent central statistical

Y record which are called the built-up and derived figure
UNIVERSWY OF COCHIN
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W5
necessary for proper review each month of the situation."

Any management control should have a predetermined I

framework. We can say management should decide how much

profit is needed. Managing Director's first job will be to
decide the margin or profit, considering capital that is
employed in the business.

4.7.4.2 Second stage is to survey the four positions as it
stands. This will show the difference between the target
and the actual. Third step is called the program stage. At

which will tell us about the action stage ie., the growth
stage. These four stages can be shown in a tabular form.

4.7.4.3 Assemblingjthe data

The data is collected for four different positions.
Of this, business position is the most important, for its
information comes from two important functions: production

and distribution. The data covered by the business position
is divided into three sections:

1) Orders received, which summarize the results of the
external activity.
2) Invoice issued, which summarize the results of the
internal activity.
3) Orders outstanding, which record the relations between
the first two at the end of the period."77

this stage all the targets are again split into four positions,

, > _ ,uN|vERSI‘IY or COCH|N * L ‘ S



zua
SCHOOL OF MANAGEMENT STUDIES

Whatever be the way the orders are accepted
whether it be a social or more profitable manufacturing
organization the orders show the desire of the outside
world to take advantage of the services offered. The
extent to which the sales records are used depends on
the energy of the organization. If sales categories
are not established they must be established for control
purpose. Control system should be able to pinpoint when

the order comes. The data should be fed to the credit
department to get their sanction. Cancellation should
be watched: for such a cancellation will affect the curr
ent, cumulative and moving annual total figures. The
efficiency of the sales department will depend on the
record of actual value of orders received. Records for
the control purpose are 2 "The gross current figures
records the actual total of orders received in the month,
the net cumulative and moving annual total figures recor
the correct position for the period and for the year. T
net current figures is only used to make up the net movin

annual total‘ .78

A daily record of invoices should always be
submitted to the M.D. along with the target for the month
A daily watch on invoice is important, for cash for com­
pany's payments, depends on them. In a manufacturingL A
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concern it will point out the emergency situation.
Invoices issued should be tabulated under different

categories and also as a total. On the last day of
month it should.be cumulated. At the end of the tw
months invoices issued and sales turnover will emer

one. Orders outstanding should be given due weight
Order book should specify whether the production is
under job, batch, or for stock purposes alone.

4-7-'1 2.118 Tesbnisal Positisn

and financial positions together. ‘There are two r
for this. Firstly, all of these activities are car
on with a purpose, and all purposes aim at the pros
and security of the business. It is, therefore, as
rtant to watch over these indirect activities some
which may seem on the surface relatively unimportan
it is to watch over the more obvious ones, such as
sales turnover or the profit. Secondly, almost all
activities are of a nature that can be closed off a
as statistics or reports are concerned by the last
the month. Consequently their results can be studi
the first week of the month . . . . .'79

Technical position brings business, tradin
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‘Since Higher Control is, after all, only a
matter of gathering together thefacts and figures relat­
ing to any form of corporate activity, presenting them
in a form which enables those in charge to see without
difficulty what is going on, and explaining the situation
to them as simply as possible; it follows that the method
can be adopted, when suitably arranged, by any form of
undertaking. The word, "technical" therefore, may appear
at first sight somewhat misleading, but it is used here
to cover all those matters of interest within that cor­
porate activity the condition of which is not directly
shown by sales records, the P & L Account, or the B/S.'8D

4.7.7.1 The factors discussed under the technical posi­
tion are z
'1. The human element, the men and women who make up the

total personnel being paid by the company for their
services.

2. The cost of goods and/or services produced.by that
personnel as a group.
3. The technical efficiency of the equipment which is
directly concerned with that production.
4. The progressive development and technology of the

8!
products of the undertaking, whether goods or services.‘

UN|Vk;H:vlTY COCHIN
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4.7.7.2 In short we can say ' . . . . . . . technical
position serves to collect all those aspects of the
activity of a working community which are not directly
part of the business, trading and financial positions.

control purpose almost the most important of the four,
since it is from the interplay of the four, ‘Common
factor‘ in it that the results recorded in the other
three productions come about. It possesses more loose
ends‘ than the others, which are under the direct supe

tion need personal contact with the managing director,

tude of other matters which need his attention,'techni
problems — apart from the product costs - tend, somet
to go by the board, which is a pity, since keeping an
on them can be very rewarding'.8

4.7.8 TheTrading'Positiog

Accounting department is supposed to handle

of the trading activity are shown under three separate
headings a Trading account showing gross profit, Prof
and loss account showing net profit and appropriation

Far from being a secondary collection, it is perhaps fo

r
vision of the sales manager, the works manager, and the
accountant. Most of the aspects of the technical posi­

and as his time is invariably occupied with the multi­
c
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trading position in its professional framework. Results
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account showing profit appropriations.

4.7.8.1 Items coming under the trading position are z

k.

1. Opening stock, which should constitute finished
goods stock, work in progress and raw materials stoc

sPermissible stock will be fixed. In the case of ma s
production contingencies should be anticipated. Fluc­
tuations should be established on the basis of past
data.

2. Sales turnover 2 when this figure is assembled
following factors should be incorporated:

i) The customers may take cash discounts for quick
payment, if these are offered.
ii) There may be contra-accounts which will cancel out
some part or all the debt.
iii) Credit and return allowances for goods delivered
in previous months may have been brought in.

iv) Where carriage outwards is paid by the customers
the amount will inflate the invoice value.
v) Trade discounts may greatly reduce the actual v lua

of the sales. if the gross figure be taken at the star

3. Direct materials purchased.
4. Direct labour.i k‘ M — -   , ;

the

8

tl
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5. Factory on cost. This term means the cost incurred
in running the factory as a complete unit. This cost
for control purpose should be divided into :

4.7.8.2 1) Indirect material
ii)

iii)
Indirect labour

General charges

iv) Standing charges
v) Closing stock variation

vi) Cost of goods sold
vii) Gross profit

viii)
ix)

Company overheads

Exceptional Trading Expenses ,
x) Fixed charges

xi) Net trading profit
xii) Sundry income

xiii) Net profit or loss on going concern
xiv) Special charges
xv) Final profit or loss before adjustments.

4.7.9 FinancialPosition

Even if the trading position, technical position
and business position are bright,there is a chance of

the company going under liquidation. In fact 'Importanc¢
as the first three control aspects may be, it is really
upon the fourth, the financial control, that the fortunes
’ ' " A 1’ * ; * Ti; * TL . "' pf 't"i 1. *1 'f' _1,.,.__4,—t ; __ ;
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of any company will depend. Yet it is this aspect which
receives the least attention, until increasing difficul­
ties make it impossible for the movement of the money to
be any longer ignored.'83§ose advocates horizontal state
ments for the control purpose. Aspects he discusses und
the financial position are assets, liabilities, reserves
and provisions, net worth, fixed capital problems and ca
forecast.

The most important aspect of assets is its
liquidity position. Fictitious assets are really not
assets. As far as the liabilities are concerned they
should be "divided into
a) Accrued, or maturing within 3 months
b) Maturing 4 to 6 months ahead
c) Maturing 7 to 12 months ahead".84

different categories. As for the net worth this include
issued capital, general reserves and the carry forward
from profit and loss account. In a well managed company
there should be a steady increase. As for cash forecast
he says "Every company should have a carefully estimated
cash forecast for three months ahead, setting at the top
the opening cash position and under that will be entered
the cash that will come in during the month, from sales

‘ — * * if ___ — 4 4‘ -  _‘1_-1.; _

GI‘

sh

Reserves and provisions should be brought under
S
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debtors or sundry income or any other source of funds.
This total at the point will show the total cash available

8'
during the month.“ 5‘

4-7-9- 1 ezeraieinqethe M<>flth1yRe§u11=s

The man behind this activity is chiefly the
control assistant and according to Rose his duties are :­
'1. Re-arrangement, covering the redrafting of any
original documents sent to him so that they conform to
the control lay out. This stage usually occurs at the be­
ginning only if the installation of the method, before the
Board Returns have been drafted. After that no further
arrangement should be required. °
2. A deputation, covering all sub-arrangements, combi­
nations and calculations required in order to obtain the
information needed for control purposes.
3. Analysis, covering the study of that information in
order to ascertain what has occurred since the last
control survey.

4. Diagnosis, covering the study of the reasons why
those movements have occurred.

5. Explanation, covering the Control Reports, which must
summarise the position of affairs as disclosed by the
diagnosis. “ 85
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K

Orders received analysis summary is the basis

for appraising the review of salesmen's performance by
the sales manager. Works manager also reviews this, so
that he is sure that none of his effort's results are
robbed off. He specifically looks whether there was any
delay in invoicing. Both the sales manager and works

coming year.

4.7.9.2 For the appraisal of the technical position
four reports are asked from (1) personnel (2) costs
3) equipment and (4) technical. These reports will cla­
rify the work done, requirements and problems of each .
department.

Trading position (profitability) is assessed
with the help of management accounting. '. . . . . . .
Management accounting consists of two separate stages 2

Firstly the arrangement of the data in such a manner that
the information required can be readily seen, and secondly
the analysis and interpretation of that information so
that it can be used effectively in guiding_ and controll­
ing 'the company's affairsdéy Here budget is the most
important document. It should show factory on costs at
a fixed amount permissible per week and for the residual
charges at a fixed amount permissible per month.

l

\

manager will sit together and chalk out a programme for the

) ~ at q: ~~,~ * T .—i-—— a @~ ’ _ W. ii "*
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4.7.9.3 “The survey of the financial position is perhapsi
the most intricate of the four. We have to determine the
movement of money in the business - where it has come and

is coming from how it is being used, and whether the situ—i
ation of the company, from the vital standpoint of its A

I

138financial security, is getting better or worse‘.

This is done with the help of

1) The asset variation statement
2) The movement of funds statement
3) The working capital investment statement and
4) The financial data sheet.

Asset variation sheet should show the movement

of money. For this purpose two balance sheets are arran­
ged in a special manner, so that the variations are clear.
This will also bring into sharper focus how much addition­
al money is wanted. On the basis of this how the required
finance can be brought out also is visible: whether by
bank loan, fresh issue of share capital and debentures.

The movement of funds statement is fund flow

statement. The working capital investment statement shows
the difference between current assets and current -liabi­
lities and how it is invested. This statement is shown on
a monthly basis. Ratios are quite useful for this purpose.

I

n

>

I

f
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Rose also advocates financial surveys. According to him
‘Surveys of the financial situation of a company are of
two kinds, each having an entirely different objective.

5) Control surveys, dealing regularly month by
month with the balance sheet figures at the end of each
period.

6) Isolated surveys, dealing with an annual balances
sheet, or with a comparison between two concerns, or with
a special financial investigation of some kind.“ 8%

4- '1 - 1° Bearil-eévell ¢<>;2f¢2<>1

Duties and responsibilities of the directors .

two problems. Firstly, the difficulty of assisting his
company to make headway against the endless trade obsta­
cles, and secondly to make sure that the company is mana­
ged efficiently In this critical juncture he cannot
transfer his ultimate responsibility to the members of
the board even though he can ask for their advice. he
difference between the general management and functional

vary widely according to company. Any way a director has

'1‘

management is that in general management it is from top
downwards whereas functional management sees it bottom

upwards. Managements have three functions, technical,
functional and general. Technical management is that

UNIVERSITY OF COCHIN
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exercised by individual in relation to his personnel
duties. Functional duties are duties in relation to otherf
functions in the going concern. General management func- ;

Ition is in relation to the concern as an individual. For
this purpose he needs both external and internal informa- g

tion. 'Control', Rose says, should follow the following I

lines.

'1. Only to accept as truth what was known to be
I

S\1Gh ' 0

2. To divide difficulties into parts so that they ican be studied. r
3. To start by studying the simple points: then '

I

VO
only by degrees work upto the more complicated ones'.q

4.7.11 QefegtsyofRoS¢fs1systep0§¢OHt;0l

1. This system is meant for only small companies L
particularly for sole proprietory concerns.

2. It does not take into consideration departments
like R & D personnel and administration for control
purpose.

3. Control gives heavy emphasis on the past: and
quite often inefficiency is concealed, whereas what is
needed is a forward-looking control

‘ _ _ * _  ’ ’;H.~' ‘L.-_I _ if _J . _ __l
UNIVERSITY OF COCHIN

i



School of Management =74?)

Qonclusion

In brief financial control is total corporate
control which includes both management control and

operational control. Financial planning and financial
control are inseparable since one forms the basis for

the other. Several tools and techniqnes have been
developed for higher management controls. Since each

activity is ultimately planned and controlled through
money the financial control is of supreme importance.

University of Cochin
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CHAPTER VI _ ' _

€‘1~1n<=3=i<>n§; P_rQbu1emS_a<>uf Public Saeucteru Un$1er1=@J<1n1S in KarelE

Changes that have occured in financial theory an
practice in recent years have been discussed in some detai
in part I, Different devices used and techniques applied
to sharpen and revitalise the functions of finance manager
is also dealt with. Part II is completely devoted to the
em pirical study undertaken by the researcher in respect
of 18 out of 21 State industrial undertakings in Kerala.

An attempt is made in this chapter to dig deep
into the major functional areas of management in these
concerns to unearth the root causes of a variety of finan­
cial problems involving financial decisions. In the
process the critical problems in the areas of sales,
production, personnel and finance are highlighted. The
discussion starts with the area of Sales.

d

1

A _ r _ : ~- ~- '~I~" ~ T T.-KT
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~ three years continuously and then profit for three years

5.2 Sales

5.2.1 Dependency

Many of the companies depend on a single customer

or a limited number of customers for their productg, So
sales depend on their demand.

I

Seven companies (K.E.L., K.S.D.P., Premo Pipe,
, Pallathara Bricks & Tiles, Forest Industries, United Electri+

cals and Traco Cables) depend mainly on a single customer
each. Three companies (K.E.L., United Electricals& Traco

; Cables) depend mainly on Kerala State Electricity Board,
i

* Pallathara Bricks on Kerala State Construction Corporation,
K.S.D.P on Kerala Health Services, Premo Pipes on Public
Health Engineering Department and Forest Industries on the:

Kerala Government. Due to this dependence, the following;
defects are found. Table'1 shows the unsteady profit and F
loss due to the unsteady sales. Forest Industries had shown
profits in alternate years. Premo Pipe had shown loss for

continuously and again loss in 1977-78. In the same way
\ F.I.T had shown loss for 1968-69 to 1972-73 continusouly

and profit in 1973-74 and again loss in 1974-75 and then
profit in 1975-76 and 1976-77. This is mainly due to the

Q fluctuation in sales.It is a fact that the above companies
I
I

‘r
\

‘\

; did not have to depend on one customer. Practically no

L i '0? Q-Linn

effort is made to expand their market.

UNIVERSITY OF COCHIN
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5

5.2.2 Dependency on few customers leads these companies
to accept the conditions dictated by the customers specially
when there are competators who can offer the same commodityB

on more favourable terms. For K.E.L. and United Electricals.
the main customer is Kerala State Electricity Board, and the
Board has not accepted the price fluctuation clause and they
are not ready to give advance for their orders. Owing to the
dependency and lack of diversification these companies are,
making losses in spite of considerable increases in sales.
Table‘? clarifies the point. In spite of the fact that
Pallathara Bricks and Tiles had increased its sales from
b.3.17 lakhs in 1972-73 to 5.21.8 lakhs in 1976-77, it was*
not able to make a profit. In the case of K.E.L.. even .
though the sales had increased from m.144.65 lakhs in 1975-76

to %.220.91 lakhs in 1977-78 it has not made any profit. The
performance of United Electricals is also not any different
from this as shown in table q .

Another defect of depending on one customer. is
the total stoppage of orders for the products. An example
is T.P.I., which is dependent solely on Kannan Devan Company.

According to the sales executive 'Kannan Devan was a foreign
" concern which enjoyed some privileges from the government
J and in turn they used to take our product. Kannan Devan was
1

1

5 relationship with us. Now we find it hard to push the pro­
fa

“ .
" taken over by Tata Finlay Group and then they broke off their­

; duct in the market.‘ _
UNIVERSITY OF COCHiN
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5.2.3 Forest Industries depend mainly on government
departments to sell its products. Orders for the year are
received late and the company has to pay overtime and other
incentives to complete the work in time. To quote the exe­
cutive *We have little production in the first half of the
year. We hardly produce more than 10 lakhs in the first
half. In the second half of the financial year bulk orders
will come. Even about this we are not sure. We are forced
to give overtime and incentive to cover up our orders in the
second half. Orders land here from departments after four
to five months after the commencement of the financial year

if
5.2.4 Another defect of such a dependency is thatéthese
companies cater only to one special customer, they probably
fail to identify other potential customers.

5.2.5 Selling Price
In the case of companies enjoying monopoly

rights, they have the ability to dictate the selling price
irrespective of quality or efficiency. This is one of the
major reasons for profits in profit-making companies in
Kerala. Out of 18 companies five have accumulated profits.
(K.S.D.P, T.T.P., K.M.M.L., Traco Cables and Premo Pipe)

Titanium Products and K.M.M.L enjoy monopoly. Traco Cable

enjoys monopoly for their Telephone Cables. In fact it was
after the introduction of P & T Cables in 1974-75 that the

UNIVERSITY OF COCHIN
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company started showing regular profits (1975-76 = $.13.
lakhs, 1976-77 = B.33.64 lakhs and 1977-78 = m.18.28 lak

Premo pipe and K.S.D.P have got informal arrangements wi

their major customers, namely Public Health Engineering
Department and Kerala Health Services respectively, by

i

L ing a margin of profits. Table 5 shows the financial
1 results of these companies.

N 5.2.6* In some companies (K.E.L and T.P.I) selling p
I is fixed with an informal understanding with the private
7 sector. K.E.L fixes the selling price for the transform

with an informal understanding with T.E.L.K, Indian Iran
formers etc. T.P.I fixes the selling price for the pro
with an informal understanding with Southern Plywood.Man

facturers Association. According to the executives of

4

increase the prices according to the customer and their
d€m and 0

5.2.7 Contracts
I .
I A few companies (K.E.L., Traco Cable, United
1.

I

i Electricals and T.P.I) enter into contracts with their
. customers and pay damages for not executing them in time

These companies were not able to get the benefits of esc
lation clauses even though wages and raw material prices

w

g the selling price is fixed above the cost of production

bo

i the companies the selling price so decided apply only for

82
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w the government companies. Private companies undercut or
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have gone up in the mean time. To quote the marketing
executive of K.E.L "We never completed any order or contract
on time. Everyone here is interested in having a fat order
book. The result of this is two fold. We lose the customer
and the whole activity ends in loss.‘ Since the company
fails to fulfil the contract ontime many a time the companies
are forced to pay the penalty according to compensation
clause.

5.2.8 CostofProduction.andSellingPrice

* The finance executives of some companies (K.E.L..
K.C.L.. T.R.W., T.C.C and United Electricals) have said that

they have sold products below the total cost of production _
for years continuously. Finance executives of K.C.L. and
T.R.W were of the opinion that they have products which are
sold even below the variable cost. This is one of the major

7 reasons for these companies making losses. For example in
T.C.C the cost of production of Sodium Sulphide is much

I

L above the sales realisation.

» The following table shows the cost of production
‘ \

.-..- ..._­

and sales proceeds for this product for a period of three

;u\~ >._¢ <-_-—y-Q‘-up--_¢-­

' years from 1974-75.
Table 8 b

Year §ostofProduction SalesRealisationé (B. per tonne) (Per tonne)i 19"/4-vs 3. 579 2,935
4T 1975-76 4,119 3,061
Q\
n

1976-77 4.567 30222
umvsasrrvi or cocu-um
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I

‘ The company has not realised even 75% of the
cost of production during the concerned years.

Regarding K.E.L., the Comqzroller and Auditor

General had commented in his Report for 1974-75 as follows:­

i ‘A test check (June 1975) however, revealed that
the company had been generally selling the motors at prices
below the cost of production and the losses incurred on this
account during the three years to 1974-75 was B.2.05 lakhs
as indicated below :­. . . . . _ _ . . . . _

No. of motorsYear" sold below cost Total cost
of production

Sales _ lValue Loss

1972-73 70 1,14,626 53,562 61,044
1973-74 151 2,74,281 1,51,573 1.22.706
1974-75 171 2,83,166 2.62.249 20,917

It can be seen from the table that the number of

H motors sold below the total cost were increasing year after
1.

gla-0.. -_~.

year. It is this phenomenon, that makes all the loss-making
p units perpetually handicapped.
K

1 5.3. Production
1 5.3.1 InstalledCapacity
1 In this regard three different phenomena had been

,, " _. ' 4 1 ’ ’ ; _ ,,; , 1 ’ T TI 7 ‘
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compared to market demand and hence they are having high

idle capacity. (The percentage of actual capacity utilis
tion had been 0.05% (in ice plant) and 40% respectively.

I the installed capacity mentioned in the project reports a
wrong. According to them the above-said installed capaci
cannot be achieved unless new balancing machines are purc

‘ sed. With regard to Unit—I of T.P.I and Premo Pipe Facto
7 the managements are not aware of the installed capacity a
i they are not revealed in the financial statements also.
I1

~4­

' 5- 3- 2 Qepacity Utilisatisn
Owing to low capacity utilisation, cost of pro

duction per unit remained high. Cost per unit could be
.brought down only by increased capacity utilisation. Tabl

installed capacity of K.F.C. is 10950 tonnes, against whi
in 1975, 1976 and 1977, the capacity utilisation was 97
tonnes, 347 tonnes and 471 tonnes respectively, recording

p only a capacity utilisation of below 1%. The maximum cap
yQ city utilisation in T.T.P was 35% (in 1976-77). Capacity

5. utilisation in Kundara Division of K.E.L and Kaolin Divis
3 of K.C.L were 33%»and 23% respectively. Capacity utilisa
3

"1 in T.P.I was 70%-and in T.C.C it was 50%. In United Elec

pr.-_..-._= ...__....._. ...i~_

. cals and Traco Cable the capacity utilisation was 33%. I

See table83?,4§5'f.In three companies (K.C.L., T.P.I. and T.

h

T.T.P and K.F.C the installed capacities are very high as

a­
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\ was only in Trivandrum Spinning Mill that the capacityutilisation reached 100%. ,
5. 3. 4 Product Planning

Some of the companies making losses try to
diversify their products and reduce the losses. But often 7
it so happens that even the new products are found to be
making further losses, once commercial production is started.

This invariably results in further losses, usually the addi­
tional capital required for the diversifications is secured
as loans at a high interest rate. This practice increasei
the financial charges and tighten the financial position of T
the concern. For example K.C.L introduced

of accumulated losses. Even in 1974-75 the company had a
loss of over $.14 lakhs. After the introduction of this

I

division till 1977-78 this company has not made any profit.
In 1977-78 the company had a loss of $.53 lakhs. Losses of

- K.E.L after introduction of Brushless Alternators had been

over $.44 lakhs, 23 lakhs and 45 lakhs from the years
~

1975-76 to 1977-78 respectively. The company has an accu­
mulated loss much more than $.235 lakhs (against the capital
of $.55 lakhs) and the company hafl been p1anning' to producep

scooter tyres.

Kaolin Division in 1974-75 when the company had a good amount

UNIVERSITY for cocl-nu 7 7 f 7 ‘
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¢5.4 Personnel ~‘ :~'—~ » 7 We -~ ~ W __ 1
I
F

115.4.1 PromotionPolicy '
As far as promotion is concerned there is no

definite policy laid down. In K.S.I.E appointment to higher =
posts had been mainly from outside. In other companies pro- A
motion is internal and on the basis of vacancies. Any way
promotion is not at all planned and many a time, it is seni­

\ In companies like K.M.M.L and Premo Pipe the vacancies are
filled by deputation. Regarding the workers, it is purely
on the basis of the experience.

5-4- 2 Indisciplins

In a majority of the companies workers have well
organised Trade Unions. Trade Union activities are contro­
lled and directed by persons from political parties. Often
unreasonable demands are placed before the managements

resulting in strikes and lock-outs. Sometimes demonstra­
tions. strikes and gheraoes culminate in man-handling of \
executives.

5.4.3 Resistance to Change

Workers‘ resistance to change or allergy towards

new methods have been pointed out by the executives as

strong reasons for not improving the production methods.
In fact in order to improve production inthe porcelain

ority rather than the talent that is considered for promotion.

UNIVERSITY OF COCHIN
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division of K.E.L., management wanted to introduce the incena
tive system. As a production executive of K.C.L said “We

even offered 100% incentive according to the plan. But the
workers resisted. They feel in due course we will take away
incentives and force them to do the same amount of work.‘

In K.S.O they wanted to conduct a work study. It took three
years to make the workers accept it. Finally, it was only
in the last long term agreement, as a part of the bargain
for increasing the wages that they agreed to it. In K.E.L
even now the workers have not accepted the idea of conduct­
ing a work study. Another point is that during the time of
work study the workers deliberately go-slow as they have done
in K.C.L and United Electricals.

5.4.3 Multi-Unionism

Multi-union rivalry is a feature of today's indu­
strial society particularly in Kerala. The basic reason
behind multi-unionism is the political parties‘ competition
for leadership. When one union makes a demand, the next
union is ready to put up more demands. It is this thirst
for leadership gives birth to new unions. This is felt more
at the time of long-term agreements. Long—term agreements
are entered into avoid repeated strikes. Now multi-unionism

stands in the way of arriving at definite decisions and
agreements. Just because one union has accepted the agree­
ment another union might disagree without looking into the
benefits of the agreement.umvensrrv or cool-nu T T if T j ' K j
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5.4.4 Grading

In these companies, the workers are classified
according to either skill or grades. Usually there are
three grades like skilled, semi-skilled and unskilled. The
basis of this classification according to the executives is
‘mainly experience.“ The executives agree that it is least
scientific. In fact the main reason for this state of aff­
airs is that these units were either departmental undertak­
ings or sick units taken over, and hence details regarding
the workers are not readily available, the workers are not
given any training before or after their classification into
grades.

5.4.5 Deputation

Top executives and sometimes even subordinate

staff are mainly drawn from the government departments on
deputation ranging from one to three years. For example,
all the executives in K.M.M.L are on deputation except the
accounts officer. In Premo-Pipe Factory most the executives
are on deputation (except the Finance Manager). These exe­
cutives coming on deputation are not aware of the problems: I
of the organisation. Many a time deputation from the Mini­
stry of Industries, Finance etc., is just to createa.promo­
tion opportunity in that department. There are cases where
the Managing Director is in charge of more than one company.
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For example the Managing Director of K.M.M.L is the Managing.
|

1 \

Director of Travancore Cements also during the period 1976 j
to 1979. This kind of deputation often adversely affect the
regular functional activities of the companies: for they
even spoil the morale of the employees. There are cases
where the period of deputation had been extended upto 10

yearsjgh Chalakudi Refractories. On the other hand if the
top executives are appointed on an adhoc basis, they may not
have permanent interest in the organisation. There is no .
incentive to make the organisation more efficient and profi­
table.

5'4°6 R§§§uiP}§g

In the field of recruitment or selection adhoc
policies are adopted. In the 18 companies under study vacan­
cies are advertised in the newspapers. Opportunities for
advancement of the internal applicants depend on their ser­
vice and experience. No scientific methods are adopted for
selection.

Executive development programmes are not conducted

by any of the companies. But persons are selected on an
adhoc basis by the management and sent for training and par­
ticipation in workshops and training centres conducted by
other institutions. But the exposure to such facilities do
not usually bring any visible benefits to their own organi­
sations. Often the knowledge they get may not have any

umvsasrrv OF cocl-UN S  S S *7 S S S S S *9 S S



23$"
_ g7__ SCHOOL OF MANAGEMENT STUDIES

relevance to the internal set-up of these organisations.

5.4.7 In many of these companies the employees are not
given written instructions (except K.S.I.E) about the duties
they have to perform. Workers follow the tradition and
custom and they have no concrete ideas of their duties and
responsibilities. There is no proper delegation of autho­
rity. Usually there is no definite limit for span of con­

~ trol. Sometimes the span of control of different executives
4

T overlap. Very often this results in disharmony and conflicts
n

1 11 in the organisation.
i

5.5 Finance
5- 5- 1 ¢aPi§sol..o$tru¢.tur.e

All the companies studied follow debt financing.
There is nothing wrong with this so long as the debts are

‘ within limits and earns more than the interest for them.
{ But, in these companies debts increase year by year without A
,\ repayments of either interest or principal. For example;

a the debt of K.F.C was only B.228 lakhs in 1973-74, in the
I

1

n= following years it increased to 317 lakhs, %.346 lakhs and
U m.454 lakhs (1973-77). In the same way the long term debts

of T.R.W were $.18? lakhs ,IB.186 lakhs and %.254 lakhs q
from the years 1975-76 to 1977-78 respectively. (Refer Tables

Q|~ (26 ) The normal ratio of debt to equity is con­
sidered as 1:1. But in these companies the ratios of debt
to equity were far above the norm. The debt to equity ratios
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' of K.C.L for the years 1975-76, 1976-77 and 1977-78 were

of T.R.W were 2.59, 2.93 and 4.33 in the years 1975-76,
1976-77 and 1977-78 respectively. Debt to equity ratio

; 1.98, 2.28 and 2.67 respectively. For K.F.C, the ratios
were 2.77, 3.54 and 3.72 respectively in 1974-75, 1975-76 »
and 1976-77. Thus the debt financing has no relationship ‘

with the ability of the company, to pay it back and they
have a highly distorted capital structure.

5- 5- 2 Fiw1¢1n9,¢har9ss
s

1 Financing charges form an important item of

expenditure of these companies. Often it has ranged bet­

sing trend over the years. For example financing charges
of T.C.C has increased from $.21 lakhs (in 1972-73) to

"\"¢-‘Bl.-£ Go

B.158 lakhs in 1977-78. In K.C.L it was only"m.4.42 lakhsA 11:1 aué 63
in 1971-72 which went upto $.19 lakhs in 1977-78¢ Similar­
ly in K.E.L it was only m.5.98 lakhs in 1971-72 which

"TP\QL>lF 9‘

‘ increased steadily to %.23.52 lakhs in 1977-78: The main
7 reason for increase in financing charges is the increase

I

in debt. The same condition prevails in all the companies
and this is due to the lack of proper long-term financial A

' planning. Majority of these companies are in such a situ­
; ation that they are neither able to pay the interest nor

the principal. Default in interest payments results
penal interest rates. For example in Premo Pipe Factory,

ween 10% to 25% of the total expenditure showing an increa-»
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)

I

\

I

a

4

T

(between February 1964 and September 1971) carrying interest
at the rates varying from five to seven per cent per annum,
repayable in 13 to 17 annual insalments, commencing from the
third year after the receipt of the loan. Penal interests
were to pay at rates varying from 7% to 9.5% per annum on

overdue instalments of principal and interest. The company
was not repaying the instalments of the principal and inter­
est regularly from September 1970 onwards. The over due
instalments of principal (m.20.67 lakhs) and the interest

1 exceeding the principal (%.24.28 lakhs) with penal interest‘ .] Q
E» on delayed payments (B.7.98 lakhs) amounted to m.52.93 lakhs

21" at the end of 1976-77.

In the case of T.P.I it was observed that ‘Loans

- from February 1964 onwards were outstanding as on 31st March~

3 1975. The loans bear interest at rates varying from 5 to 8
per cent per annum and are repayable in 15 to 20 annual
instalments. The company (T.P.I) has not yet (January 1976)
paid the interest (m.35.88 lakhs) as well as the overdue;
instalments of principal (%.23.84 lakhs). The default in
the repayment of principal and payment of interest has resul­I

1

€

; ted in the accrual of penal interest (at 2% over the normal

i rate in respect of over due instalments of principal and atrates ranging from two per cent to ten and half per cent in
respect of over due interest) amounting to B S 90 lakhs.

loans aggregating'B.49.59 lakhs were obtained from government

aggregating m.114.76 lakhs obtained from the State Government
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The total amount of interest outstanding as on 31st.March
3WES  lakhso

5.5.3 StandardCosting

Majority of the companies have not even tried to
introduce a costing system. With the prevailing set up in

F these companies it is not possible to introducecnrset up
costing system. Only three companies in Kerala have got
cost accountants (K.S.D.P., T.C.C and K.C.L). This post
had been lying vacant in K.E.L., T.R.W and K.C.L for years

1 together. In majority of the companies there is only one
executive to look after the finance function. To satisfy
the government there are so many formalities and procedures_
that he has to look into, and he hardly gets any time to
think about anything else. To quote the Finance Manager of
K.C.L. ‘I am sure there are a good number of products sold

nu
_.¢

below the marginal cost in porcelain division. But to look

_ 1,:-€v\Q>v i hiI i _IIlnd~

into this matter we do not have qualified persons.‘ Again
' to introduce a standard costing system there should be

standards for cost elements. We have already found that
2 there is no labour standard inmany of the companies and the i

ul­

‘ \

\

1

3 existing standard is not made use of. This calls for a
aw’

thorough change in the organisation of the finance manage- 3
£ ment function,

5.5.4 Cost Ascertainment

Regarding the cost ascertainment three importantl _ _ _ _ Z __ 7 _ _ _ A _
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' facts have been noticed.

a) There are five companies (Forest Industries, Palla­
thara Bricks and Tiles, Traco Cable, K.E.L. and
Trivandrum Spinning Mill) which do not assess the
cost.

b) K.M.M.L and Chalakudy Refractories assess the cost
in order to value the closing stock.

I

\

iy c) The rest of the companies assess the cost of produ­
E ction on the basis of actual cost.

JJ In two companies (Trivandrum Spinning Mill and
M

i Pallathara Bricks and Tiles) the executives said that the
\ reason for not finding the cost of production is that the
1 selling price is decided on the basis of the market price.
I

This argument is baseless because controlling the cost and
cost reduction are two ways of increasing the profit or

; reducing losses. In the case of these companies it is more

~f an-¢._-.--—,—
I u

significant, since they are accumulattng losses year after I
V:  0
T Three companies (Traco Cables, K.E.L and Forest

—-—..—_—_t- k-­

A Industries) ascertain the cost of production when they
I

w enter into contracts. The quotation for the contract is
\

¢

\

centage of overhead. In fact these companies have no wo
standard in order to ascertain the labour cost. A percen­
tage of overhead is added to the material and labour cost.

\
\

I
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The finance manager is not involved in the preparation of
quotations. As a result, it is difficult for the company
to know how much overhead remains unabsorbed. A common

feature of these three companies is that they do not bother
to find out whether the particular contract has resulted in
a loss or a profit.

In the case of K.M.M.L and Chalakudy Refractories,
the cost is ascertained at the end of the year in order to

\ Z

1 value the closing stock. This is against the accepted norm
H of ‘cost of production or market value whichever is lower‘.

.I{
‘I

,

~\

due to selling their products below the cost of production.
a

I 0

The rest of the companies ascertain the costs on
1

i

the basis of actual cost after they are incurred and this
cannot be used for any cost control measures.U

H

\

—_~—_p-.-n­

; 5.5.5 Cost Consciousness
4

Cost consciousness is one of the most important

y requirement for controlling cost. Every executive should¢”
y be considered as a cost/revenue centre. He incurs expenses
* and gathers revenues. But in these companies, the executi­

ves other than those in finance department are least aware ;
of their role as a cost centre. When questions were asked.
about direct costs overhead the answers were “Finance will

tell you‘. Finance executives can tell only the cost
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incurred which they cannot control. Cost should be contro­

lled by the persons involved at the point of occurrence.
Many a time these executives are forgetting the proverb
“little drops of water make the mighty ocean‘. Only an
executive who knows the nature of the cost could know how

E to control the cost and reduce the cost and increase the
‘ revenue.

I 5.6 Expansion

w~ as-vs,-‘Q-_-u-v-Q-—\i__

5.6.1 Untimely expansionsanddiversification

Diversification or expansion plans cannot be
5 considered as strategic plans but are only crisis plans.

I

I When the company is back to the wall with all its capital ,
l eroded they think of expansion or diversifications. Thea

major reason for such expansion and diversification is to
keep the people employed because the government cannot afford.

p to close down the companies. In the process they expect to
\

Pi reduce losses and increase profit.
1

For example, Pallathara Bricks had planned a
project for diversification. This idea was conceived when
the company had an accumulated loss of $.24 lakhs against
an equity capital of B.18.58 lakhs in 1977-78.

Chalakudy Refractories started its expansion
programme when the company had an accumulated loss of m.9.17

~ lakhs against a paid-up capital of B.6.63 lakhs. T.C.C is
\

4
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1

\

about to enter on the 5th stage expansion. The company had V

fun-|~¢$-n1__: ‘_

all its capital eroded during the third stage and 4th stage
expansions. This company had an accumulated loss of over
m.6.5 lakhs against its paid up capital of %.6.3 lakhs in
(1977-78).

For all these expansion schemes. fresh investment

will be necessary which they get as loans. Here expansion
L is taken as a device to get liquid cash and give added life 7

to a dying organisation.
W

5.6.2 Time Delay

In a number of companies in the state sector,
plans for expansion and diversification are implemented only;
four or five years after their finalisation. For example in

Tiles
Pallathara Bricks & the report of the Board of Directors
(1977/78) states as follows 2 "In the last two reports you
were informed that the Board is taking concrete action in
the matter of diversification of production activities of
the company. In this direction~the company had obtained

4
letter of intent for the manufacture of calcium carbide.‘
Even now ie. in 1980 the company has not started its diver­
sification programme. During these years the company had
been incurring losses and it had been accepted that company ;n

cannot exist unless it diversifies.

5.6.2.1 In the case of Cha1akudy*Refra¢torie8 the
Board in its financial statement in the year 1975-76 said

\A 5UNIVERSITY OF cocum I 5 5 _ if if 5  5 1 W I if 5
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I

as below: ‘As you are aware, Government of Kerala have

approved a scheme of expansion and modernisation of the

company to manufacture quality refractories. ‘We may men
that the implementation of the project has already been

commenced and is expected to be completed within a short
span of 18 months.;5In 1977-78 ie., after two years, the
Board said 2 ‘It is expected that the company will be ab
to avail the above loans shortly after executing necessa

provide necessary guarantee towards security for these l
pending execution of the agreement, M/s. Kerala State In

amount of k.5 lakhs as bridge loan. If the above funds
forthcoming as anticipated your directors are sure that
will be able to complete the long awaited expansion sche
within the time stipulated for it.'6 Even now the expans
programme is not over.

5.6.2.2 The fourth stage expansion of T.C.C took four
years. During these years four lakhs of rupees were loc
up. Against this we have K.S.D.P which took only 18 mon

is money and time delay is costly.

5.6.2.3 The financial statement of T.P.I for 1966-67
“As you are aware, the company has been granted a licenc
for the establishment of a new unit for the manufacture

agreements with them. The government has also agreed to
o

ke

to construct and commission its new plants. In business­

ti

le

ry

du

strial Development Corporation was pleased to sanction an
8.1"
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‘ superior varieties of plywood, black-board, flush doors etc.
\

\ \

.... other things being favourable the new unit will commerce,
‘1

functioning early in 1969.‘ Financial statement of 1971-72 ?
says ‘The second boiler for the new units was also commiss­
ioned in September 1971. The construction of quarters for
Managing Director and three numbers Officers‘ quarters
have been taken up and the construction is almost completed.

7 The items now remaining in the expansion programme are the
, procuring of a few imported and indigenous machinery and
I construction of a spacious administrative blcok and another

log pond.;% In fact the expansion scheme was completed in
1973-74 which proves the time delay involved in completing,

‘expansion.

5.6.3 Expansion on the basis of Un;eliableData

In some companies expansion programmes are very

expensive in the sense that the amount of money spent is
large. Expansion is supposed to bring out a synergic effect
(2 + 2 = 5). If the expansion programme is wrong the result I

'is in the opposite direction (-2 + -2 = -5). A clear example
of this is the 4th stage expansion of T.C.C.

The company doubled its capacity for caustic soda.
According to the authorities the expansion was envisaged to
meet requirement of the Velloor Paper Mills. The paper mill
has not been commissioned even in 1981. The expansion of

T.C.C was completed by the end of 1974-75. In 1974-75 the
UNIVERSITY OF COCHIN
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company incurred a loss of %.14.34 lakhs. But the losses 5
I

during the subsequent three years were m.134 lakhs, %.267 ‘
lakhs and.%.258 lakhs respectively. It was owing to this
expansion scheme that the whole capital investment in the
company was eaten up.

5.6.4 Improper Investment

It is a common feature of these companies that they
have invested in machinery which is not used. This investment

forms a part of the fixed cost which has to be absorbed by the
manufactured products. The depreciation charges of these un­
utilised machinery inflate the total cost. As it is a dead
investment the money invested do not earn even the interest..
It causes two-fold loss.

5.6.4.1 For example, in the case of K.F.C. ‘Between June
1970 and April 1973, the State Government transferred to the

company indigenous trawlers. The design of these trawlers
constructed by a consortium of boat builders in the country
at the cost of m.59.14 lakhs, was finalised by Mazagon Dock
Limited, Bombay, A Government of India Company and the con­

struction was supervised by the Mercantile Marine Departmentn A
' of the Government of India. Trial runs were found to be;

satisfactory. However, after taking over the trawlers, the
company found that there were frequent breakdowns which

rendered fishing operations with the trawlers uneconomical.
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The company therefore claimed (May 1973) from the Government,

reimbersement of losses (%.8.58 lakhs) sustained between

1970-71 and 1972-73 on the operations of the indigenous
\

trawlers. Government sanctioned (May 1973) a loan of m.6

lakhs (repayable in 13 annual instalments) to meet the deple­
tion of working capital caused by the operation of the indi­
genous trawlers. None of the indigenous trawlers was sent
out for fishing since March 1974 and the crew were idling.
Idle wages paid to the crew and the staff of the fleet sec­
tion during 1974-75 amounted to %.4.25 lakhs.

As the trawlers were found to be of defective

design, government ordered in August 1974 that all the traw­
lers be leased out or sold and the crew retrenched. The crew
of the trawlers were retrenched in December 1974 on payment

r

of retrenchment compensation of m.1.31 lakhs. Attempts of
the company in September 1974 to dispose of the trawlers
(costing m.54.14 lakhs) proved unsuccessful. Two trawlers
were transferred in February 1976 at their cost to the State
Port Departments. The remaining four trawlers (cost %.35.80
lakhs) were lying idle (March 197$‘?

5.6.4.2 Another example is T.P.I. 'T.P.I commissioned,
in June 1968 a Veneer Slicing Machine (capacity 1800 square
meters or 1.08 cubic metres per shift of 8 hours) costing

m.1.61 lakhs for the manufacture of decorative panels. Ano- &
ther machine of the same capacity costing m.2.93 lakhs was
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Y

1

1

imported in February 1968 and commissioned in August 1970.
As orders for decorative panels were not received as anti

cipated, the first machine was not utilised at all during
1971-72 to 1976-77. The second machine was only sparingly
used during the period from August 1970 to March 1976 and
was not utilised during 1976—77.'w

5.6.4.3 In the case of K.S.O ‘With a view to increasing
production of soaps the company imported in April 1971 an

automatic plant (value m.12.27 lakhs) with an annual capa
city for the manufacture of 3600 tonnes of soap. This inclu
ded a cartoning machine (cost B.0.45 lakhs) for automatic:
vertical packing of soap. Though the automatic plant was
commissioned.by the end of 1975 the cartoning plant has not
been put to use so far (March 1978) and packing is tobe nedo

\

manually.'.

5.6.4.4 Premo Pipe Factory is another case in point.
“In pursuance of a scheme for rehabilitation of repatriates
from Burma, Sri Lanka and other countries formulated (Au stQu

1976) by the Government of India, Premo Pipe proposed (Novem­

ber 1968) at the instance of the State Government (September
1968) an expansion of the existing plant at Chavara, and
setting up of new units to manufacture R.C.C. poles and pipes
at a total cost of 5.27.55 lakhs. The original proposals
sent to the Government of India by the State Government in

I May 1969 were served in April 1971 and was approved in May A
\'1 _ _ _ _ __ _ _umvensrrv OF cocr-mu 5 9 H
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1973. The revised proposal envisaged expansion of the:
existing plant and setting up of a new unit for the manu­
facture of R.C.C pipes (but not poles) at\a cost of m.27.55
lakhs). It was anticipated that on completion of the faci­
lities in May 1972, employment to 250 repatriates would be
provided.

Based on the assurance from the Government of

India that loans would be provided, the company went ahead
with the proposed scheme and spent.%.17.50 lakhs (m.14.88

lakhs on the purchase of machinery and %.2.62 lakhs on land) I

between October 1969 and April 1973, out of its working
:2.

capital.‘

All these examples clarifies the point that the
money invested in plant and machinery amounts to dead invest­
ments which amounts the idle investment of money and loss of

the interest and the cost of capital.

5.7 External
5.7.1 Politicallntervention

Many of the decisions regarding companies‘
location, expansion, diversification etc., are political
decisions rather than based on sound business principles.
An example Indian Telephone Industries, Palghat. According
to the project report the project is for 5.2.5 crores. Only
m.5O lakhs were invested in Palghat and the 2 crores project
finally went to raebareli. Another example is Kerala Drugs
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and pharmaceuticals. According to the members of the organi­
sation there was a controversy between the then Industries
Minister who was from Alleppey and the Health Minister who
was from Trichur. Health Minister had a hold because all

the products of K.S.D.P are absorbed by the Kerala Health
Services. Industries Minister wanted it to be in Alleppey
because he was from that place. Final y it was started in1

Alleppey where pure water is not available. Thus decisions
J regarding location are not generally b sed on business prin­a

1 ciples but the product of political motivation.

5.7.2 Location

Location is o£ paramount significance in conceiv­
ing a project since profit is influenced to a great extent
by this single factor. As was said earlier, location, to some

1extent, is influenced by political mot'vations. Many a time
c

Mannum Sugar Mills in Kerala, provides a very good example.

“ This sugar mill is located at Pandalam. Sugar- p
cane is grown in Munnar region. In the area around the
company sugarcane is not cultivated enough to meet the com­
pany's requirements. Sugarcane cannot be stored since it
has to be crushed within 24 hours after cutting. The company

' does not work for a major part of the year due to nonavail­
ability of raw material.

there is no scientific basis behind su h locational decisions.
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5.7.2.1 Pallathara Bricks and Tiles

This company is located in a far off place called
Ottappana. Even from Ottappana to reach the factory, a per­
son will have to travel miles along an unpaved village road
which is too narrow even for a lorry to pass. The product
of the company is white bricks. It is true that the company
has the advantage of white sand available in plenty in
Alleppey. The other main raw material namely shell should
come from far off places. Since the company does not have
a transporting arrangement for the finished product and since

I

no selling outlets exist, it often finds it difficult to find
; customers. This situation is quite detrimental to the growth
F of the company, since they have to compete with the red '

bricks available everywhere. Procuring other consumables
like furnace oil and coal at reasonable price is a real
problem. This, to a great extent, reduces the company's
competitive strength. The result is evident. Company had
an accumulated loss of %.21.56 lakhs in 1976-77 whereas the

paid up capital was only %.18.56 lakhs.

5.7Q2O2 KQSODQP

Alleppey, and this is an industry which needs pure water.
Alleppey is coastal area, where pure water is a rarity.
Transportation is also another problem. This company will
have to face these problems squarely as it is contemplating
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an expansion.

5.7.3 SickCompanies' take-over

It can be said without exaggeration that one of
the fundamental mistakes that the government has committed

is that it took over the sick companies without looking into
its commercial feasibility. Government took over these com­
panies in order to keep the workers employed in these compa­
nies. This had some serious drawbacks.

5.7.3.1 It has become a natural phenomenon now-a-days to
start a company, make use of all the available loans, run
the company for some time and make it sick. Government is
always there to take over. .

Pallathara is one such company. The company was

started by a private individual. Soon after production was
started, it became a sick unit.

5.7.3.2 Government even took over the companies that were
not meant for commercial activity. Examples are K.3.0 and
K.C.L. In order to teach the technology of soap making K.S.O

\ was started. K.C.L was started in order to encourage the
traditional art of pottery making.

5.7.3.3 Almost all the sick companies that were taken over
were first handed over to the departments. Departments ran
these companies as departmental concerns rather than commer­

cial organisations. This alienated the customers and the
1
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the companies have found it hard to push up their sales.

Conclusions

The above discussion reveals that the areas of

sales, production, personnel and finance are suffering
from'basic problems, which forms stumbling blocks for
proper financial planning and control process. The exter­
nal factors multiplies these problems and expansions result
in adding fuel to fire as far as these serious problems
posed by these undertakings are concerned.

i J\ _ _ __ ,_ _ _
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The effectiveness of any system
awareness of and the interest in the sys
members of the organisation who are invol

survey was conducted in six companies, c
State Industrial Enterprises. The reason
these companies are (1) that they come un
ally formed to take over these companies
ing on professional management lines (3)
section of small and medium industries of

(4) the same system of financial planning
existence in these undertakings, All the
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A these companies had a continuous long-term plan. Owing to
i this, they were not able to say where their companies will be

after five years. These companies are often unable to make
use of their potentials and favourable environmental factors.

6. 1. 3 Objectives

ives it was clear that they were not aware of the objectives
of their own companies. Several answers they gave revealed ‘
grave misconceptions of the objectives of their company. =
The main reasons for this is that the Government has not laid

down the financial, economic and social objectives of public
sector enterprices so far. Sample answers given by them
indicate that for some of the executives of these companies '
the objective was providing employment and for some others
it was profit making. Some of the executives have mentioned
the broad objectives included in the object clause of the
Memorandum of Association without indicating the particular

objectives for which they operate. This clause is worded in
a comprehensive way to provide the necessary flexibility in
its operation. But there should be specific objectives
evolved within this wide framework, for a company to operate
efficiently. For exaaple Kerala Cermics has 48 clauses
included in the object clause of its Memorandum of Association.

I

?

From the answers regarding the questions on object- !

\

Y
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Sane of the executives have identified the motto

of their company as the objectives of the organisation.
Eg. K S D P For them the motto I<.S D P. (the initials of
four words for Kwality, Service, Dependability and Progress)

stands for the objectives of the company. These answers are
not really the objectives of the company but only what they
think as the objectives of the company. This evidence the
fact that very few executives a aware of the objectives
of their organisations.

i

I

Out of the seventy five executives, sixteen were
F

of opinion that it is the Gove nt which evolves the poli- F

6.1.4 Policy

rnme \
r

I

cies. Eighteen believed that the Board of Directors formu- é
lates the policies and ten felt that the holding company
evolves policies and the rest ‘didn't know‘. The answers
show that these executives were ot aware of how policiesn

of their company were formulated._ tw
h

Twenty executives in o companies (in 'l?.R.W. and
K.E.L.) out of a total 26 said t at their policies changed
according to the policy changes of governments and these A
changes were often contradictory. Out of seventy five .
executives forty nine said that they couldperform better
if the policies were clearly defined.
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The answers to the question, “to mention a few
important policies of the organisation“ were as follows:
'Employment‘, ‘same as objectives‘ and (object clause of
memorandum of association. ' These executives were vaguely

aware of the policies of their companies.

6 . 1 . S Authorities and Responsibili ties

Three questions were asked in the form of state­
ments on authorities and responsibilities and they were

"(l) If only authorities and responsibilities were clearly
defined we could perform better. (2) Since authorities and
responsibilities are net clearly defined every one blames
the other and (3) A clearly defined authorities and respon­
sibilities should tell us to whom to report and discuss."
Fifty three out of seventy five executives said that they
could perform better if authorities and responsibilities we
clearly defined. Sixty one out of them said that since aut

blames the other. Fifty six executives said that clearly
defined authorities and responsibilities could tell them to
whom to report and discuss. From the answers it is clear
that in*these companies authorities and responsibilities we
not clearly defined and as a result they were not able to
perform better and the general tendency was to blame each
other. As the majority opinion was that clearly defined
‘authorities and responsibilities‘ could tell than to whom

h
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l to report and discuss, shows that they have problems with
regard to reporting.

6 . 1 . 6 Organisational Structure

as More than two-thirds of the executives interviewed
said that there were no frequent changes in the organisational
structure. But in two companies in K.E.L. and ‘1‘.R.W. there A
are instances of shuffling the functional heads, which
adversely affected the performance.

More than three-forth of the executives (Sixty four
out of 75) said that inter-departmental conflict was not
common in their companies. It may be assumed that inter­
departmental conflicts did not stand in the way of the plann-.
ing and control processes,

6. 1. '7 Decision-making

Twenty out of the seventy-five interviewed, said
that the maj or decisions were taken by the Managing Director
alone. Thirty replied ‘Managing Director and top executives
were responsible for making decisions. Ten answered that
the ‘Managing Director and the executives of the functional
area‘ were making decisions. The rest said that they did
not know it. So it can be seen that the major decisions are
centralised even though it does not necessarily amount to
one man show.
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6.1.8 Participation

Fortynine out of seventy five interviewed said that
\ their departmental boss discussed with them regarding the
m decisions, which shows that, according to the majority, deci­

sions were made in consultation with.sub0rdinates. According
to forty executives, the decisions were taken after discuss­
ions, but there the actual decisions were taken by the boss.
Twenty answered that the boss discussed the matter after the
decision was taken and according to the rest, the task of
decision making were left to them but the boss suggested the
alternatives. These answers again shwed that to a consider­
able extent, participating decision making was practised in
these organisations on unequal basis. ­
6.1.9 §yaluatiqn_ofgalternatives

According to thirty executives the method of sele­
cting from among the alternatives was on the basis of experi­
ence, according to twenty five, it was on the basis of cost
involved and according to twenty it was on the basis of
managerial insight. But this practice suffers from the
following drawbacks:

(a) Experience cannot be taken as the method for
selecting from the alternatives, because
history may not repeat.

(b0 Managerial insight is a way of blind decision­
making and can cause disaster;

i
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Even though the cost method is not the best way, the fact
that they had used it is to be appreciated.

6.1.10 Limiting Factors in Budget P_1_;_eparation

The answers for the question regarding the limit­
ing factors that are considered while planning for the company

ly; for this is quite a significant step in the planning
process.)

K:S‘O=

1) Raw materials and machines (2) Workers and time
(3) demand for product (4) Raw material, season and demand

(5) Danand, production and skilled workers (6) & (7) Market .
and production capacity of the plant (8) & (9) Raw-material
and labour.

K=E:L:

1) Raw material and labour force (2) Raw material and_ v
market (3) Demand and production (4) Skilled workers and raw
material (5) Product limitations and market limitations
(6) Resources and other constraints (7) Available manpower

I

|\

'I‘:R'W:

1) Raw material and market (2) Working capital
(3) Production (4) Labour, raw material and overhead
(5) Machine capacity, demand and labour (6) Other constraints

are the following: (Answer from each company is shown separate­

resources (8) Capacities (9) Convincing the board of directors)

’ ’T ’ i 1 ’*'ii ;_:' r f"i , ",1; '*t';',;',1: ,_ : *%;___r_ *___ e-if-’_%
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('7) Orders in hand and anticipated orders and production
capacity (8) Capacity limitations (9) Workers and raw mate­
rials and product demand (10) Present trends and other con­
straints (11) Labour and overhead.

K.C.L=

1) Wages, raw materials and product dwand (2) Wages,
raw materials and overhead (3) Market and raw materials

(4) Kiln capacity and demand (5) Finance and equipments
(6) Kiln capacity and increasing processing expenditure
(7) Market constraints, production constraints and govern­
ment budget (8) Demand, raw material and skill utilisation

(9) Raw materials, quality and plant limitations (10) Labour,
raw materials and other constraints. '
T=P=I‘

1) Finance and market (2) Production and market
(3) Working capital and raw material availability (4) Present
trends and production requirements (5) Timber availability
and employees (6) Machine capacity and other resources
(7) Raw materials and available orders (8) Present orders.

K:S,D:P=

1) Future trends and past performance (2) Market
trends and possible performances (3) Plant utilisation and

purchase indent of Kerala State Department of Health
Services (4) Maximum production and market (5) Plant utili­
sation, raw materials and labour (6) Raw materials and sales

UNIVERSITY OF COCHIN
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(7) Labour, plant and sales (8) Other requirements of orga­
nisation and possible performance (9) Production and sales
(10) Working capital and sales (11) Raw material, labour and
sales (12) Production mix and resources.

The diversity of answers reveals that the execu­
tives who were the members of the budget conmittee were not

even aware of the limiting factors for preparing the budget
in their organisations. It is quite possible that these
opinions were formed from the topics which came for discu­
ssion in the budget meetings. It is evident that the members
of the budget committee had very little idea about the process
of budget preparation. The knowledge with regard to the
budget factors is inadequate and misleading. ’

6.1.11 Nature of Budget

For the statement ‘each year's budget is different
from the previous year by: Twenty said ‘last year's budget
with some modifications here and there,‘ Nineteen replied

‘as 20% over last years actual.‘ Sixteen said ‘10% over
year's.‘ Thirteen said ‘not much difference‘ and rest said
‘I do not know‘. From the answers it is clear that these
executives have not taken the budget preparation seriously.
It seems that in these concerns, budget is only an u.navoid- A
able ritual without any forecasting, planning and control.
Budget preparation for them is as simple as increasing the

" ” 1 < 14-—c<. _—__;
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previous year's actuals by 10%
ation for actual achievement.

To the statement ‘ in

of the budget is‘, 31 answered
20 said ‘it is a routine affai
adhered to‘; 10 said ‘it is to
ments‘, Fron.these answers it
to the executives the budget i

budget is not realistic at all
budget is prepared not for imp
efficiency but to meet the gov
contention that the budget is
justified by the opinions give

6.1.13

For the question ‘Do
planning and control process‘,
in the negative. But in T.R.W
said that the unions interfere
trol processes. This shows th
the six, the planning process
ference.

6.1.12 Features of the Budget

matic thinking process. Thirtyone out of 75 said that the

ernment requirements. The
n

n

Union Interference

is affected by union's inter­

or 20% without much consider­

4

my opinion, the general nature
that ‘it is not realistic‘,

r‘; 14 said ‘budget is strictly
meet the government require­
is clear that even according *

s not the product of a syste­

. For a good number (10)
lementation and increase in

ot taken seriously is again
by these executives.

unions interfere with your
fiftyone out of 75 answered A

. nine out of 12 executives
with their planning and con­

at only in one company out of
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6.1.14 G tI t fovernmen n er erence

For the question whether the planning process is
affected by government interference, all the 75 answered in
the negative, From the answer it is clear that government
does not stand in the way of planning and control processes
in any of these companies.

6. 1 . 15 _l_nf_orr_gatlio_r3

Three questions were asked about the information
system, the content and the time. Forty out of 75 said that
the reporting is neither timely nor sufficient. Twenty three
said it is timely and sufficient, 8 said it is timely. but
not sufficient and the rest said it is sufficient, but not ,
timely. All the executives in 'l‘.R.W. said that their report­
ing system is neither timely nor sufficient. Regarding the
clarity of information all the 12 executives in TRW said
that the information available is neither clear nor relevant.
Out of the '75 executives 39 said that the information avail­
able is neither clear nor relevant. Only 10 said the infor­
mation is relevant and clear. From the answers it is clear
that the information available is not clear and relevant
enough to take timely decisions, It is amplified by the
fact that in TRW all the executives were unanimous in point­

ing out that the information made available to them is neither
timely and sufficient nor clear and relevant. Thus the

O — _ i _ri_ *_ 3 _
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information system is the weakest link in these organisa­
ti 0118 0

6.1.16 Deviation

The answers to the question ‘how the seriousness
of deviation between the budget and the actual is decided‘
show that these executives were indifferent towards such >
deviations. In fact out of the 75 executives 38 said that
they are indifferent to such deviations, 18 said it is on
the experience that the seriousness is decided, 12 said
‘above 10% is considered serious‘ and the rest said ‘it is
assessed on the basis of the previous year's actuals‘.
From the answer it is clear that right now there is no uni- i
form method of deciding on the deviation and the deviation . x
assessment does not lead to proper corrective action.

C ti A ti6.1.17 orrec ve c on

In fact the answers to the question ‘in this
company corrective action is done by Board, Top management,

M.D. or any other‘ the were: out of the seventy
five, 26 said that no one in their company is bothered

about the corrective action: 23 said that the corre­
ctive action is limited to showing displeasure and the
rest said that the corrective action is taken by revising
the standard. The answers show that much significance is

UNIVERSITY OF COCHIN i N x ‘W
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not given to the corrective action; and revision of the

25% from the budget. Hence it can be said that these

6.1.18 Review.Meetings

tion are analysed at performance review meetings. It is
these meeting that the corrective actions have to be deci
upon. But the seriousness with which such.matters are de
with is questionable. The executives have taken them li

fact out of seventy five, 34 said that the performance
review meeting is a routine affair, 13 said they discuss
irrelevant things during this time, 21 said it is done

to do such other things, The reason for the ineffectiven

tives do it with all seriousness), the majority believes
that these review meetings cannot bring forth the desired
results.

6.1.19 Commitment

The answers to the question “why these executiv

standard is done only in the case of deviation of more th
comp

nies do not give much emphasis on the analysis of the reas
for variation and the corrective action.

e

are indifferent“, reveal that there is no»motivation for

an

8­

OD

InIK.S,I.E. companies the reasons for the devia­
in
ded

alt
tlygh

and they spend their time to discuss irrelevant things. In

seriously and the rest said it is a time to play games ad
Q83

of their review discussions is that(even though sme execu­

UNlVhRSlTY OF cocmw W



7 ”__ i 7 i i i *_ ff Ag i SCHOOL OF MANAGEMENT STUDIES

these individuals. The answer to the question w at will
I happen ‘if I achieve the target or not‘ explains why there [

\

h

is no motivation. Forty two out of 75 said that they do not f
gain or lose anything if they achieve the target or not. k
Twelve said if they achieve the target they have a mental
satisfaction and the rest said that the boss might show the
displeasure. In a situation where you do not gain anything
or lose anything, there is every likelyhood that the peole Y
will be indifferent. In other words it can be said that it
is the lack of reward or punishment that make these execu­
tives disinterested in the whole system.

6.1.20 Cost Reduction
v

The above said indifference is found i cost redu- ‘t
\

n

ction too. Forty two out of 75 said that in their companies T
¥

they are indifferent to cost reduction and only 17 said that I
they put conscious efforts to reduce the cost and the rest '
said the only method used for cost reduction is reducing the *
waste. From the answers it is clear that none of these com- ;
panies makes use of any systematic approach towards cost redu-?
ction. In fact out of the 6 companies only one is a.profit
making unit and the rest are continuously running into losses.~
(Among the five that are loss-making, four have accumulated
losses of mre than their'paid~up capital).

UNIVERSITY OF cocr-um fi
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6.1.21 Misconception of Management

The major objectives of public sector undertakings
are expressed by majority of executives are providing employ­
ment and other social objectives. But when the companies‘

performances are assessed for the past few years one finds
that the most important social objective should be ‘not to
remain as a social parasite,‘

Many of these companies have lost almost all their
equity capital. The government is forced to keep on pumping
money into them. To cite an example the Mannam Co-operative

Sugar Mills which has incurred a record loss of B. 2'71 lakhs
upto 1976-'77, and its paid-14> share capital is only
B.-$1/78,060. This means that the accumulated loss is nearly '
seven times the capital invested, For the years ending
June 1976 and June 1977 the company had incurred loss of
Rs. 21 lakhs and Rs.23 lakhs respectively, which was nearly
half "the capital investment.

Similarly '1‘,C.C. has got an accumulated loss of
Rs.651 lakhs against a capital investment of Rs.634 lakhs as
on 31st March 1978. For the year ending 31st March 1977 alone
it had made a loss of Rs.393 lakhs. During the year 1976 it
incurred a loss of over Rs.168 lakhs.

i
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6.2 The financial performance of public sector enter­
prises in Kerala, as elsewhere, is evaluated and controlled
solely through the budgetary control device. Only three of

n the eighteen undertakings studied this system is not in use.
There is no financial planning and control.

The budgets are intended to serve as a plan
of action and as a control device. In majority of these

undertakings it merely serves as a blueprint for future ac on.ti
Only in l<.S,I.E. group of companies well thought out budgets 3

Iare prepared and implemented but control is not exercised.
There is some resemblance of control in the form of review n
meetings. Variance sheet is prepared but no variance analysis

is made and no effective action is taken to remedy the A
defects. In four companies, the quarterly performance state- \

l

ments are discussed in the Board of Directors‘ meeting. But
no corrective action is taken. In two companies the evalua- ;
tion of the past performance is made for forecasting and
preparing the budgets. In the rest of the companies not e n ;ve

the evaluation is made.

6. 2. 1 Preparation

The Budget in these undertakings can be broadly
classified as follows :

Companies preparing functionwise budgets and also

a master budget (Eleven companies).

k

— _ _ _ _ \7 _ _  __r i _ 7 7 _;
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Companies preparing budgets in the form of projected
profit and loss account and balance sheet with no
functional budgets to support it (four companies).

Companies prepares cashflow statements alongwith

functional budgets (Six companies K.S.I.E. group).
\

Ccrapanies preparing detailed budgets for production
and sales (Nine companies).

1

Budgets are prepared as a routine matter. Even at
the time of preparation, it is not intended to be a control
device.

6.2.2 Budget Ogganisation 2

Every enterprise should have a budget organisation
to prepare the budget and to enforce it. Budget objectives

In nine out of eighteen companies studied there is no
separate organisational set-up for preparing the budget.
But in K.S.I.E. units there is an informal arrangement for
doing this. The functional heads will plan and prepare their
budgets individually and discuss and coordinate them in their
meeting specially convened for it. There is no budget manual
and budget information system to guide the preparation of
budget. Budget period is for twelve months in all the under­
takings, coinciding with the financial year except in the
case of Trivandrum Spinning Mills. A kind of feed-back is

i

1 |

\

r

and policies should be clearly defined before its preparation. Q
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effected in the review meetings of K.S.I.E. units and in four

companies, review of the performance is conducted by the
director board in the absence of functional executives.

Budget Factor

Budgets are prepared taking into consideration the
limiting factor. In nine companies sales is the limiting
factor: in four, availability of raw material, and in two,
production. The K.S.O. products were facing acute competition

in the market and in recent years company intorduced sales
f promotional activities to overcome this limitation. In the
\ case of ‘rravancore Sugars & Chemicals availability of sugar­
. cane is the limiting factor and they have tried to overcome
I this by employing field staff (of 50 persons) to get nece- '
2 ssary sugarcane. Sugarcane growers are given necessary loans,

manure, seeds etc. The rest of the companies have not tried
»~ to reduce the influence of the limiting factor in any manner.

6. 2. 4 Forecasting

In the preparation of budgets, realistic forecast- \
ing is of critical importance. This basic fact is not given
due weightage in these undertakings. In eight companies,
budgets are prepared on the basis of past data and general
guidelines given by the top executives. In two, forecast is

‘ on the basis of advance orders received and in the rest the
finance managers prepare the budgets by adding a certain

umvsnsrrv or coca-um 7 f j 1 7 A
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percentage to the previous year's actuals, (which is not a
\ forecast at all) without taking into consideration even the

demand and supply aspects.

6-2-5 Buésstl Pprssarh tia on

In eight companies, budgets are prepared by the top
B functional executives, after general discussions. They are

consolidated by the finance manager. In the remaining com­
B panies, the finance manager himself prepares the budget.

All the budgets prepared are sent to the Board of
i

;‘ Directors for their approval. And in those companies which

prepare functional budgets, copies of these are sent to the
A functional executives.

n 6 . 2 . 6 Limitations of Budget_PreJgar_gti_gg

Budgets prepared by the undertakings many a time
‘ prove to be unrealistic due to the following reasons:

6.2.6.1 Unrealistic budget assumptions: Budget assumptions
made by these companies while drafting the budget seem to be i
illogical, e.g. Budget assumption of 1<.C.L. for 1976-77 reads
as follows :

“It is assumed that production plan of paper coat­
ing clay will be strictly followed as per schedule K-1".
The schedule says the total production of paper coating clay

.. will be 12,000 MT. Regarding the sales it says “It is expected
UNIVERSITY OF COCHIN
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that 75 M1‘ of paper coating clay will be sold in India every
month. The export of 11,100 MT of paper coating clay is

* scheduled as follows:

Japan .. 8,700 MT.
I

Other countries . . 2, 400 MT. "

This assumption is really illogical: for, in the
' previous year (1975-76) the company produced only 1,550 MT.
1

F

I
|

; had produced only 3,820 MT against a budget figure of
of paper coating clay, In the particular year the company

v

I

12,000 MT. Again in 1977-78 the company had produced only

Z-u-_,_. -..,.,._-..-._-___, ./.

5,260 MT, Thus taking the 3 years (1975-76, 1976-'77 and
1971-vs) the company had produced only 9,639 :4-1-. But the

budget estimates for 1976-77 alone was 12,000 MT. Only 3 ­
companies (K.C.L., 'I',P.I.. and T.R.W.) prepare the projected
balance sheet along with the budget. Even though the head­
ing given is ‘Balance Sheet‘, what is actually shown is source

5 and application statement. It is true that one side of
balance sheet is source and the other is application. But

i this preparation under the assumption that whatever sold is
for cash and net loss constitutes an application. There are *
sizeable credit sales in these companies e.g. the credit
sales of Trivandrum Rubber Iorks were Rs,13,75 lakhs,

Rs.27,4O lakhs, 33.16 lakhs and 29.16 lakhs respectively in
four years from 1974-75 to 1977-78. During the same period,
K,C,L. had credit sales of Rs.9.65 lakhs, Rs.11,56 lakhs,
Rs.13.19 lakhs and Rs.7.62 lakhs respectivelY.(3'¢¢ “Y-'1W~'°)
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IO

0 Rs.43 lakhs, Rs.30 lakhs and Rs.25.72 lakhs for the years 1975
2 to 1978. The closing stock of K.S.D.P. were over Rs.6 lakhs, .

¢ ction levels have no relation whatsoever. It reveals that

According to the projected trading and profit and
loss account, in K.S.I.E. units (shown as income and expendi­
ture) there are no closing stocks. Budget is prepared under

r the assumption that whatever is produced is sold. In fact
all these companies had closing stock worth lakhs of rupees.

i For example, T.P.I. had closing stock of over Rs.28 lakhs,

Rs.l4 lakhs and 27 lakhs during three years from 1975-76
(ace “fwgle :9

6.2.6.2 Unrealistic approach: Budgets are prepared.without
any confideration to the past achievements. In many a case

I' 0|

A they are unrealistically"prepared, For example in the case
of T.C.C. & T.T.P. the budgeted production and actual produ­

‘ budget is not realistically prepared. From table V2» it can
be seen that a period of 5 years the budgeted production for
Sodium Hydrosulphite is 1,200 tonnes. Similarly in the case
of Sodium Sujphide budgeted production was 1000 tonnes and

in the past three years it was less. During 1974-75 the
budgeted production was 6000 t and the actual only 2343 t.
In the subsequent year the budgeted.production for 1975-76
was fixed at 9.046 t and the actual production was only
2,314 t, which was so close to the previous years achievement»
Similarly in the case of T,T.P. the budgeted production was A
6000 t. and in 1971-72 and 73 the actual production was only

; 5456 1;, sees 1: and 4369 t¢(_54-¢.T1@@'3)

JNIVERSITY o|= cocl-nu i NW *2 j 2 2' SF W '



.275‘
SCHOOL OF MANAGEMENT STUDIES

6 . 2 . 6 . 3 Arbitr§_.r1 _1§I_at1_1_1_;e_ of g Budget Pggaration

It was said that in the case of some companies
(I<.M.M.L., 1<.F,C,, '1‘.'1‘.P., Premo Pipe Factory and Kundara

Division of K.E.L.), the finance manager prepares the budget

on the basis of past performance alone, without consulting
functional executives. He adds a certain percentage arbitra­
rily to the previous year's actuals. From table 14- it is
clear that the finance manager has added a percentage to the
production budget on the basis of previous year's actuals.
In K.M.M.L. for the production of Illuminate the budget tar­
get of 25,000 t was fixed on the basis of 1975-'76 actuals,
During 1976-'77 the actual production was 28, 662 t. On the

basis of higher production the next year's budget was fixed _
at 27,000 t, but the actual was only 22155 t (1977-78).
In the same way the budgeted production for monozite was put
as 110 t in 1975-'76 and the actual production was 90 t. The
same 90 t. was fixed as the target for the next year, but
the actual production was only 43 t. The main reason for
such deviations is that the persons who are to implement the
budget are not involved in budget preparation and the finance
manager who prepares the budget is not aware of the changes
in the functional areas.I ffi in ti6-2-6-4 level: _Bu<19e.1s_PrsPnsu cient ement ara on

Out of the 15 companies that prepare budgets, only
in 6 (K.S.I.E. units) the executives are involved in budget
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* preparation. In some comanies (Travancore Sugars & Chemicalsi
and United Electricals), the participation is limited to F
functional executives alone, for the rest the finance manager @
alone is responsible. On the whole it can be said that the H

A participation in the preparation of the budget is inadequate. ’
I \

>

I
P6.2.6.5 Lack of motivation Aii’ '17 71' '__ I ' IL!‘ t

\ I

r

\

The effectiveness of budget depends on the perforh ;

mance of workers and the motivation given to them. In these i
organisations the majority of executives said that the budget g
is not realistic. For same, the budget is a routine activity i

L

to meet the govermment requirements. Only very few have I
\

\

taken it seriously. If the persons responsible for the imple-I
mentation have such a feeling, it is natural that.much cannot’
be expected out of it.

6.2.6.6 Lack of effort to achieve §he_target-___ _ f‘ 7”

One particular feature of the budget is these under-p
takings is that all of them are growth-oriented, It.was said i
that the budget can be prepared for the base level. achievabler
level and ideal level. To increase the efficiency to the

1

\achievable level further efforts are needed. In these under- I
k

takings no real effort is made to increase the performance
level to achievable level.

The question ‘why the executives are indifferent
in the budget implementation‘ was explained by a.simple

\
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I reason "lack of motivation“ . Whether they achieve the target
I or not they do not gain or lose anything. In such a situa­
A tion it is natural that the executives and the workers are

indifferent. It is the lack of a.proper incentive system
that makes the executives disinterested in the whole system.

As far as the workers are concerned only 2 under­
takings (T.T.P. and Trivandrum Spinning Mills) give produ­
ction bonus. Unless the employees are motivated, it is
rather difficult to implement the budget.

6.2.7 Variance Analysis

The budgetary control process varies from company

to company. In K.S.I.E. group of companies. in their perfor­
mance review meetings (once in a.month) the difference
between budgeted performance and actual performance in the

case of production and sales are taken into consideration and
significant differences are discussed but no remedial action
is taken. In 4 comanies. (United Electricals, Trivandrum
Spinning Mills. K.M.M.L. and Travancore Sugars & Chemicals)

the Boards of Directors review the performance once in three
months but no further action is taken. In two companies
(T.C.C. ad Premo Pipe) budgeted perfonmance and actual per­
formance are compared once the financial year is over. So
it is only a.post-mertem analysis. In the rest of the
companies not even this is practiced.

L _ _ __ _ _ _ _ i A ii"
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6.2.7.1 With regard to the companies where the actual per­
formance and budgeted performance are reviewed by the board,

it is found that nothing much comes out of it. For example
in the case of illuminate of K.M.M.L. the actual achievement

' compared to the budgeted production and sales was less than

T 50%. (The budgeted sales was 45,000 MT,@-11-"1$)and the actual
was only 21,634 MT.) Similarly with regard to Rutile, the
budgeted sales was 2400 in H11-‘Hfwhereas the actual sales was

only 1737 MT, In the case of Zircon, the budgeted sales was
1000 M.T. and the actual only 377 M.T.(|‘I'7""1€) Again the

purpose of the meeting of the board of directors is not to

law requirements and everything is discussed in the meeting.
According to the executives of the organisations budgets are
not discussed seriously: for no remedial measures are sugges
ed by the board for the pit falls. In two undertakings
budget discussion is only a postmartem analysis rather than
a real performance review. (544 '1'“ *9" I 5)

6.2.7.2 It can be said that none of these enterprises
the most important purpose and function of budget namely,
controlling the performance, is not achieved. Even in the
case of companies where a full-fledged functional budgeting

systemzisn existence budgetary control could not be exercised
because of various functional factors. The following dis­
cussion is an attempt to identify these factors which are
primarily responsible for this sad state of affairs.

discuss the budget alone but they meet to satisfy the company

t­
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SALES BUDGETING AND CONTROL PROCESS

6.2.8.1 Organisation

Sales budgets are prepared by different persons as
the sales organisation differs from company to company. In
some companies, the sales and related activities are directly

I conducted by the chief executives(Premo Pipes, Forest
Industries, and Pallathara Bricks & Tiles). In some comanies
there are separate sales executives to look after these,
assisted by an organised sales force (K.S,O. & Travancore
Sugars & Chemicals). In two companies (Traco Cables and
T.R.W.) there are cmmercialzmanagers to look after the fun­
ctions of both sales and.purchases. Trivandrum.Spinn1ng Mills
does not have any sales organisation and this function is left
to Kerala Textile Corporation - their holding company. In
K.S.D.P. this function is looked after by the administrative
manager. In Traco Cables & K.E.L. there are Haison officers
(in Bombay, Madras and Delhi) to look after the sales fun­
ction also. T.T.P. does their marketing through another
public sector undertaking (M.M.T.C.) In one company (K.E.L.)

both marketing and production are looked after by one manager.

6.2.8.2 In general, in these companies no special effort
is made to push up their sales. The only company which has
introduced a fullfledged marketing division is K.S.O. The
comany introduced this by the end of 1977. Now it.has got
nearly 100 salesmen operating in Kerala,iKarnataka, Andhra

y ' ' *— as '.* T'_i_ '*'" #' ' r t """','fT ': :1 Tait‘ T ii' I 1" 1 *‘__;"‘ fi—~%jj'__'i i__, _ ~ A
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Pradesh and Tamil Nan. There are 9 sales officers and one
6 marketing executive. It can be seen from Table given below
A that after the introduction of the marketing division, the

sales had increased from Rs.57.58 lakhs in 1975-76 and

Rs.137.78 lakhs in 1976-77 to rise again to Rs.165.66 lakhs
in 1977-78 Now the company has turned to be a.profit-maki g. n
concern as it has earned a profit in 1978-79 and 1979-80.

IO<L

Ii

5
0

Sales of K.S.O. from.19Z}-72 to 1977-786 SYears ales
1971-72 26.77 lakhs
1912-vs 31.52 "' -fi1973-74 39.89 '1974-75 81.18 " *
1975-76 57.53 '
1976-77 137.78 “
1977-78 165.66 “

6.2.8.3 Market
F

r

In three comanies (Pallathara Bricks & Tiles. 5
K.S.D.P. & Travancore Sugars & Chemicals) the market is
restricted to South India (T.C.C., Chalakudy Refractories.
Trivandrum Spinning Mills. and Premo Pipe) and in five com­
panies market is restricted to inside India alone. (K.S.O..

__’ v, _ t *- __: _:_:,_ 1, _i_ __ _ _,__~.__4j_,__ ___,__ — e
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\

K.E.L., United Electricals, '1‘.R.W. and Traco Cables). The i
remaining six cQpanies export their products (‘1‘.T,P.,
K.M.M.L., l.R,W., K.C.L., Forest Industries and K.F.C,),

Two companies (namely K.M.M.L. and 'r.'1‘.P.) are in sellers

market. Premo Pipe enjoy patent right and as such there is
no competition for its products, Traco Cables and '1‘.P.I.

project ISI mark to push their sales. Ninety percent of the A
sales of Premo Pipe and K.S.D.P. go to government departments
such as Public Health Engineering Department and Kerala State =
Health Service. All the products of K.M.L.. except silimi- I
nate are controlled minerals. With regard to these products,
both producers and the consumers should obtain licences from

the department of Atomic Energy, and should show the means of
transport along-with the application for the licence.

6.2.8.4 Channels of Distributign

The distribution channels of these companies are
the following :­

Eight companies do the direct sale to the customers I
(1<.s.L., Traco Cables, K.M.M.L., K.S.D.P., and 'r.c.c.). In
the other companies there are different channels of distri­
bution.

1) Company - Depots - Consignment agent - Consumer ('I',P.I..

1<.c.L., and 'r.a.w.)

2) Canpany - Stockist - Wholesalers - Retailer - Consumer
(K.S.0. and K.F.C,)

I

Y
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I 3) Company - Selling Agents - Consumer (T.T.P., United
Electricals and Trivandrum Spinning Mills)

None of these companies has any transportation facilities,
and it fonms a serious bottleneck with regard to marketing.

6- 2- 8- 5 Selsséuései

Fourteen comanies out of 15 prepare sales budgets.
Trivandrum Spinning Mills does not have a separate sales
budget as the marketing is done by Kerala Textile Corporation
Sales budget is prepared for a period of one year coinciding
with the financial year. In 9 companies the sales budget is
prepared on a monthly basis for each product and in others
yearly budgets are prepared for all products together. In
3 companies (T.P.I., K.C.L. & T.R,W.) the sales target is
fixed on the basis of the minimum off-take of each depot and
the previous year's actual sales. If the depot fails to sell
the minimum off-take they will have to pay penalty for it.

6.2.8.6 In the three electrical undertakings, the sales
budget is prepared on the basis of the requirement of their
chief customer namely the Electricity Board. In two compa­
nies (T.C.C. and K.M.M.L.) the sales budget is prepared by
adding a certain percentage (from 5 to 20%) of the previous
year's actuals. Traco Cable company prepares the sales budge
on the basis of advance orders received. In the case of
K.S.D.P. and Premo Prpe the sales budget is mainly on the
basis of the demands of their chief customers. In the case

t
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of K.S.0.. sales budget is mainly prepared according to the
; market demand estimated by their sales representatives. In

companies in which production form the limiting factor, the
sales target is fixed on the basis of attainable production.
(Sales budget control described elsewhere.)

6.2.8.7 Limitations

6.2.8.7.l Market Study

None of the companies under study conducts a proper
market study to prepare a sales forecast to base their sales
budget. Even when new products are introduced, these compa­

nies do not conduct a proper market study. For example in
the case of K.E.L. could the product 'Brushless Alternators‘
was introduced in 1975-76. During the three years. the .
company has failed even to achieve 50% of the installed
capacity as shown in table

65a.Table

SALES or K.E.L.'s aausnnsssgggrgnnnmoas

Year Installed Capacitg Sales1975-'76 600 601976-7'7 600 1991977-78 600 211
To quote an executive from K.E.L. “We have no production

problau regarding the product but we produce only against
confirmed orders. Railways. (the chief customer) does not

kUNIVERSITY OF COCHIN iv
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A need.much of the product as the supply is plenty in the

market.“

6.2.8.7.2 Another examle is Kerala Ceramics Limited. The
Paper Coating Clay of the Kaoline division, in this comany

Table‘z*’

_osImc sgggx orTHE INSTALLED CAPACITY PRGDUCTION AND cLJg ;1 I _

PAPER COAIING CLAX FOR THE PERIOD 1975-76 to 1977-78

Year Installed Caacity Production Closing Stock
Il;IIIIIII-III-I 11111101111111XIII-IWZIIII lljlilffijli­

1975-76 18,000 MT 1559 2511976-77 ,, 3820 1941977-78 .. 4260 523
is not.making use of k of the installed capacity. According
to the sales executive “This product ‘Paper Coating Clay‘ is
needed by 16 firms in India. We were of the assumption that
they will come to us, for they have got to import otherwise.
What happened in fact was they did not come to us as they did

not want to give up Import Licence. We were expecting 50% of
production for export. There also the market went against
us.“

OJ
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6-2-8-“I-3 Qlhe Mrerkeslsvarssess i
The sales executives are not aware of the cmpeti- 3

\ tors, their products, market coverage, etc.. None of these
companies has collected the information regarding the compe- v

A tit¢rs' market coverage, speciality of the product etc.
E For example in T.P.I. one of the sales executives said

“We are enjoying monopoly with regard to “Chequered Plywood“.

In fact in Kerala itself there is a company (Western India
1 Plywood) which had introduced the same product much before
1 Travancore Plywoods. Even the sales executive is not aware
m of the similar competing product in the market.

l e.2.e.7.4 gpreglrigblgpag

It was said that K,E.L. and United Electricals
prepare their sales budget for transformers and Poly Phase
Meters based on electrification schemes of the state. As
these schemes are rarely implemented, the budget prepared on
this basis also becoes unrealistic.

It can be seen from table below that during certain
years there was heavy work and during the other years there

~ was not.much work. Budgets prepared on such data are rather v
v useless.
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Table | Zfl

aqpgsmgp AND ACTUAL SALES or TRANSFORMERS gx.s.L.) AND g

POLYPHASE msrsns guuxrsn ELECTRICALS2 son was runs: i
YEARS ENDING 1974-75 A

1

Year Rs. in lakhs Rs. in lakhs
'1‘:-ansformers Poly Phase Meters

Actual

w
Q
W
H

»<
Q

g

BuQ._get Budget Actual
8 1972-73 63.44 31.58 1972-'73 73.09 65.99
pl 1973-'74 50.25 34.76 1973-74 55.20 52.74
4‘

" 1974-75 58.63 33.87 1974-75 62.31 65.64

6.2.8.7.5 Depot Sales

'1‘.P.I.. K.C.L.. and ‘I'.R.W. sell their products
through their own depots and K.S.I.E. depots (in Bombay,
Madras, Vijayawada and Ahmedabad). The companies have fixed

minimum annual off-take for these depots, failing which the
depots have to pay penalties to these companies. But annual
minimum off-take and previous year's data serve as the basis ;
for the sales budget in these companies. But as shown in
Table the depots have not sold the minimum annual off­
take and the companies have failed to collect the penalty
from the depots. As shown in table the shortfalls were
more than 50% and as a result, the budgets of these companies i
remain unrealistic.
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6, 2. 8, 7, 6 Special Services

In general it can be said that the activities,
services and entertainment provided by the private sector are
far beyond the comprehension of public sector executives, As
the sales executives of Travancore Sugars & Chemicals said
“If some one takes 24 cases of Indian-made fine liquor what
we can maximum offer is a dozen glasses with a monogram on

it. In a private company one could get a radiogram for it.“
According to the sales executive of 'r,P.I. ‘Special services
the private sectors offer like credit period, after-sales
service, replacement etc. , we cannot afford to do,‘ The
marketing executive of K.S.0. said ‘In private sector they
are not accountable as we are and the entertainment provided
by the private sector is self-explanatory.“

6. 2.9 gnonucrgog nczrmc AND commonBU

6 . 2 . 9 . 1 Productio_n__D§p_aggtme_nt

Production organisation varies from company to
company. Among these 18 companies there are a few even

without an organised production department. (Forest Indu­
stries, and Pallathara Bricks & Tiles) In these companies
the chief executives look into this function among the other

functions he performs. On the other hand the other
companies (United Electricals, K,E,L,, Travancore Sugars &

Chemicals) etc. , have separate production departments headed

UNIVERSITY o|= cocl-nu V S —
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¢

* by production managers. There are companies with regular 1\ \maintenance force (T.C.C. and T.T.P.) whereas there are c iml
:

panies without any maintenance force (Premo Pipe and Traco
Cables). There are companies with industrial engineers and ‘

maintenance engineers. Six companies have quality control A
* department and the rest do not have any quality control. The 5

common production organisation is one where the production

~ manager, reports to the chief executives and others such as
A industrial engineer and maintenance engineer report to the
g production manager.

6.2.9.2 Budget Preparation

In nine comanies. production budget is prepared on
the basis of sales budget and in four companies it is drawn
out on the basis of raw material availability and in two it
is based on the production requirements. In nine companies
monthly'producttise budgets are prepared. The chief pro­

A duction executive prepares these budgets. In the rest,
these are prepared by the finance manager. The production

w budget is usually prepared for a.period of 12 months.

6.2.9.3 Limitations

In T.C.C. ad T.T.P. the budgeted production and
l the actual production reveal that the budgets are not pre­

pared realistically.
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From Tablel2- it can be seen that throughout the \
{ period of 5 years the budgeted production for sodium hydro­

sulphate was 1200 tonnes. Similarly in the case of sodium
sulphate the budgeted.production was 1000 t., but the actual I
production was much less. During 1974-75 the budgeted pro­
duction was 6000 t. And the actual was only 2343 t. the
budgeted production for 1975-76 was 9046 tonnes and the
actual was 2314 t. In T.T.P, the budgeted production was
put as 6000 tonnes in 1971, 72 and 73 in spite of the fact
that the actual production was never more than 4369 tonnes
(1973) ‘(Ta biz, I3)

6.2.9.3.l In 9 companies the production budget is drawn out
on the basis of the sales budget and since sales budget is
unrealistic, the production budget.prepared on that basis
turns out to be unrealistic. Tables 39*»?-0 show how un­
realistic the production budget is. The production budget
for toilet soaps (K.S.0.) was for Rs.62.51 lakhs and the
actual was Rs.22.9 lakhs. The production budget for 1976-77
was Rs.1l0 lakhs (five times more than the previous year's
actuals) and the actual was only Rs.8l.9 lakhs. In 1977-78
the budgeted production was Rs.202.S6 lakhs (more than twice

the previous year's actual) and the actual production was
only Rs.81.96 lakhs. Smmilarly the budgeted production for
paper coating clay was Rs.127 lakhs and the actual was only
Rs.71.45 lakhs. The next year's budgeted production was

' 125,113.64 lakhs (10 times the actual in the previous year's)
UNIVSRSITY or cocmu i V I  f I j A I l
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and the actual was only Rs.33.15 lakhs. In 1977-78 the
budgeted production was Rs.173 lakhs and the actual was only it
Rs.4l. 23 lakhs.

6.2.9.3.2 Similarly the budgeted production for Parentrals
(K.S.D.P.) was Rs.51.31 lakhs in 1975-76, (the actual was

p,’ g1<],5r5'uJ<b$) the budgeted production for the same in
1977-78 was Rs.40.93 lakhs and the actual was Rs.24.08 lakhs;

the budgeted production for the yearF\'1"I-'18was Rs.29.79 lakhs

T and the actual was only Rs.18.37 lakhs. Thus since the pro­
I

the production budget also became unrealistic.\51- Talk Z!)

6.2.9.4 Factogy Overhead

Only K.S.I.E. companies are preparing a factory
overhead budget. This budget is prepared on the basis of
the previous year's actuals. Factoly overhead budget is
prepared by the finance executives while consolidating the
other functionwise budgets. Even in these companies factory
overhead budget is never used for control purpose after its
preparation. There is absolutely no control exercised over
it. For example resin is one of the major items coming
under factory overhead in T.P.I. The table 11 indicates the

details of the total quantity of resin used. glue spread
obtained etc. For the three years ending 31st March 1977
"According to the Forest Research Institute. Dehradun.
110-1\20 grammes of PJ/aim! and planolformalde halye

duction budget was based on sales budget which was unrealistic.
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resins would be sufficient for'moulding a square metre of
plywood of strength (computed with reference to the maximum

limit of 120 Kg in 1974-75 valued at.Rs.0.61 lakhs) 23,839 m,
1975-76 (value m.2.8 lakhs) and 53,750 Q in 1976-77 (value
B» 5.75 lakhs).

The companies which do not.prepare detailed factory
overhead budget also have standards for important elements

of factory overhead like, power, fuel etc, But they are not
making use of them. The tablei23 shows the excess consum­

ption of electricity for the production of caustic soda in
T.C,C, The extra expenditure on account of excess consume
ption of electricity worked to B»0.96 lakhs in 1971-72,

m»6.04 lakhs in 1972-73 and.m~6.40 lakhs in 1973-74 based on.
the average coats per KWH of 3.5 paise, 3,2 paise and 3.5
paise for the years.

6.2.95 'Maintenance

Maintenance is specially discussed because break­
down is one of the reasons pointed out for production varia­
tion. In all the companies which prepare budgets, a sum for
maintenance is also included, This amount is calculated on
the basis of the previous year's actuals, by the finance
manager while consolidating the budget. But only in five
companies (T.C,C., K.S.D,P., K,S,O., Travancore Sugars &

Chemicals and Trivandrum,Spinning'Mills) there is planned

and regular maintenance. In the rest of the companies there

_____1§_gg1y’breakdownmaintenance. In many_companies there is
UNIVERSITY OF COCHIN
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no section for maintenance and not even maintenance force.

The reason pointed out by the production executives was that

they will be losing the day's production whenraaut down for
regular maintenance. In fact it is the lack of maintenance
that results in breakdowns and thereby loss of production.

In fact I<.E.L. lost 7765, 5493 and 4040 hours res­

“ pectively during the three years (1972-73, 1973-74 and 1974-75)
owing to breakdowns. The Traco Cables lost 420 hours in
1974-75 and 1368 hours in 1975-76 because of breakdown main­

tenance. Regular maintenance is the only way to avoid break­
downs, which is not done by these companies.(5‘*“ 7-7'45?“ 9'4)

6.2.9.6 Materials Budget

Only K.S.I.E. companies, T.l'.C. and Travancore
Sugars & Chemicals prepare a detailed materials budget. In
the rest of the companies materials consumption is shown in
total without breakups. The companies that prepare detailed
raw material budget draw their budget on the basis of the

I production budget.

6.2.9.6,1 Four companies (T.T,P. - Sulphur, T,R.W, - Nichel,
K.S.D,P, and T.C,C.) import raw materials in considerable

,, quantities. This is done through the State Trading Corpora­
tion(S.T.C.) which issues the materials on the basis of quota.
These companies find it very difficult to get the import
licence and foreign currency and so they do not get enough
raw materials in time.
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6.2.9.6.2 Another aspect that directly affects the company
is the amount of advance it has to pay to get the raw
materials. A clear example is that of K.S.D.P. The company
gets magority of raw materials from I.D.P.L. The company
has to pay 60% of the price as advance and the rest on deli­
very. K.S.D.P. is a material-intensive company. Again if
I.D.P.L. has got any item of raw materials in excess they
force their customers to take that item also if they want to
get the one they require.

6.2.9.6.3 Aluminium is one of the basic raw materials needed
by the companies manufacturing electric equipments (Traco
Cables, K.E.L. and United Electricals). Aluminium comes

under controlled materials. Controlled materials are subject
to the quota system. Quota is fixed on the basis of previous
year's performance and if there were any strike or other
problems. it is not taken into consideration by the autho­
rities. This directly affects the companies‘ growth. To
quote the commercial manager of ‘rraco "Regarding Aluminium.

out basic raw material, we are at the mercy of the
government“.

6.2.9.6.4 K.M.M.L.. 'I',P.I.. I<.C.L.. Pallathara Bricks and
Tiles and Chalakudy Refractories get their basic raw mate­
rials from Kerala itself. '1‘.P.I. gets their basic raw
material from the Forest Department of the government.
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6.2.9.6.5 Seven companies (K.E.L. Traco. '1‘.P.I., '1‘.R.W.,
‘l'.C,C,, K.S.D,P. and K.S.O.) are material-intensive units.
The cost of raw materials consumed range between 40% and

1 60% of the toal colt of production. The cost of raw mater als;
1 consgmed had gone up many-fold. In K.S.0.. the raw material A

i

consumption went up from Rs.47.13 lakhs in 1971-72 to Rs.94.94?

lakhs in 1977-78. in Traco Cables from Rs.76.8O lakhs in l
1970-71 to Rs.285.88 lakhs in 1977-78, and in K.E.L., from

Rs.38.S1 lakhfi in 1970-71 to Rs.121.21 lakhs in 1917-7a.L$wT~i>4

Even with this record, neither the material­
intensive companies nor the rest are making use of material

yarianceanallsis. In fact the majority of the companies
relax the materials specification by a certain percent and
issue the materials. Many a time xthere is no fixed percen­

, tage even Table ‘Z7 indicates the norms fixed by '1‘.C.C., the A
actual consumption and the value of excess consumption. The
value of excess consumption had been for common salt Rs.18.63.

16.27 and 17.49 per tonne for Zinc dust Rs.136.08 and 5.94.63
, (per Kg) for sulphur di oxide Rs.76.22 and 43.26 for 1 Kg and

for metol Rs. 107.79. Rs. 194. 43 and Rs. 177.5 per Kg ofZ|"¢ the

years 1973, 1974 and 1975. According to table 26 the con­
sumption of polyvinoyil chloride in power cable dividion of

1‘ Traco cables was 3705 Kg and 8664 Kg and the consumption of 1
led in PVC was 7388 Kg and 2902 Kg, in 1975 and 1976 respe­

ctively. Unless this element of cost is planned and controll-A
ed, the companies will find it hard to improve the present
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- position.

6.2.9.7 Labour

6.2.9,7.1 None of the companies under study prepares a
labour budget. Out of the 18 companies, five companies are
labourhintensive viz., K,C,L., Premo Pipe, T,C.C,, Forest
Industries and Chalakudy Refractories. In these companies,
the labour cost ranges from 30% to 60% of the total cost.

A The remuneration to employees have increased.many~fold and
the trend still continues, In K,C.L. the remuneration to the
emloyees'had steadily increased fromls.25.19 lakhs in 1972-73
to Rs.54 lakhs in 1977-78, in T.C,C, from Rs.63.43 lakhs in
1972-73 to Rs.ll6.85 lakhs in 1977-78, It can be seen from
the tables Q9 that even with the increase in the remune-.
ration to the employees, the efficiency of the labour had \
come down since the ratio of remuneration to total cost had

shown an increasing trend. The remuneration to the employees
is shown on the projected.profit and loss accounts by the
finance manager by adding a percentage to previous year's

I pay roll. Labour is one of the major reasons pointed out
by the executives for the production variation. Even then,
none of the companies does manpower planning. No budget is

- drawn to that effect.

6,2,9.7.2 Overestafifing

Emloyment of more persons then required is a.per­
manent handicap of all the public sector manufacturing units.\ ‘

\
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The executives of 17 companies have admitted that their com­

panies are over-staffed. Only the executives of Traco Cable A
have said that they do not have the problem of over-staffing.
According to the top executives of '1‘.C.C. they had identified W

154 persons loafing around without any particular work in
(1977-78. In Forest Industries, 30 persons have practically
no work. They work in the workshop of the company which was

dismantled in 1976, Even now they have practically no work.

A work study conducted by the Kerala State Produ­
ctivity Council during 1970-71 revealed that the production

A achieved in the various units at that time was much less com­
pared to what could be produced with the then existing number

of men. "The wages paid for the surplus labourers for the _
2

three years ending 1972-73 agregated Rs. 20.89 lakhs.“

Regarding K,E.L., it can be seen from table 24
that during three years from 1973 to 1975 the company had 58,

A 49 and 65 surplus persons in the structural division and 28,
21 and 33 persons in Transformers Division respectively.

v The wages paid to the surplus labour in these years amounted
i to Rs.3.22 lakhs, 3.54 lakhs and Rs.6.04 lakhs respectively.

6. 2.9.7.3 Work Standard

For production planning and scheduling no standard I
v casting is in existence in any of these companies. Only

three companies out of 18 have individual work standards.
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They are the Porcelain Division of K,C,L., United Electricals
and Trivandrum Spinning Mills. In United Electricals and
Porcelein Division of K.C,L., the individual workloads were

fixed after conducting work and motion study. In Trivandrum
Spinning Mills the work standards are fixed according to the
industrial standards, and standard costing is a useful
control device. The individual performance or group performa­
nce can be ascertained and the reasons for variation could be
analysed only if individual and group standards are fixed,
This individual or group perfonmance measurement could lead

“ to the analysis of the reasons for the deviation in the total
production. Companies like K.E.L., Traco Cables, Premo Pipe
etc., are not having even individual work standards and hence
the analysis of the reasons for variation in production is °
notypossible,

6.2,9,7.3 I tincen ves

The incentive system has been introduced only in
one company (Trivandrum Spinning Mills), The company has got
an installed capacity of 25,000 spindles divided into 63
frames of 900 spindles each. The comany works three shifts
of 7% hours duration and all the seven days of the week, and

' holidays are allowed on the basis of rotation.

The target for the individual is as follows:
40's - 51.39 grams per shift
60's - 37.00 grams per shift
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80's - 26.91 grams per shift
100's - 18.9 grams per shift.

Incentives are given as follows :
For 85% the full wages are given and for 15% the incentive
are given proportionally. According to the Mill Manager “We v
were able to produce to the installed capacity only due to
the incentive system and in 1978 and 1979 we did not have

l closing stock. we receive the order to the installed capa­
city and.we have got to hit it.“ Incentive system should be

A part and parcel of budget performance. To increase the pro- \
duction from the base level to achievable level incentives

are necessary. But unfortunately only one company make useof this. _
6. 2.9.7. 3 Overtime

Payment of overtime is a common feature in these
companies. According to the Factories Act. double the normal
wages are paid as overtime. Overtime is allowed with the
good intention of increasing the production and thus making
more profit. What happens in these companies is that over­
time is created, If the work is to be finished by two per­

. sons, one person takes leave and the second man is engaged
to finish the work. This is done on a rotation basis.
Another reason for overtime is delay in production due to

power-failure, raw material shortage, breakdown etc. If the A
v work is to be finished in time; then overtime is the only
UNIVERSITY OF coo»-um W l if f f ‘ ‘ 7  if i i ‘ 7 ll
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way out. The overtime paid is quite a significant amount.
‘1‘able$3°L3s\how the overtime paid by '1'.C.C. and ‘1‘.T.P. The

amount of overtime paid for administration staff in '1‘.C.C.
was Rs.1.36 lakhs, 1.64 lakhs and 2.32 lakhs in 1971-72,
1972-73 and 1973-74 which came to 14%. 18.57% and 20.33%

in the respective years. During the same period overtime
allowance paid to the Factory Staff came to Rs.6.35 lakhs,
Rs.7.20 lakhs and Rs.9.18 lakhs in 1971-72, 1972-73 and

1 1973-74 respectively, which constituted 18.86%. 22.91% and
55 22.29% of the salaries and wages as shown in Table 3| .
A Overtime allowance to workmen in 'I'.T.P. were Rs.4.4O lakhs,

Rs.5.S9 lakhs and Rs.7.88 lakhs in 1971. 1972 and 1973. where­

as the wages paid were only Rs.24.09 lakhs, Rs.30.42 lakhs and
7 36.08 lakhs in the respective years. Thus. overtime, instead

of being a device to increase production. has become a burden
for these companies.

6. 2 .9.7. 4 _1§_a1megt of_§dle Time

Idle time arises due to power failure. want of
work. breakdown, deliberate idling etc. Deliberate idling
is by wandering here and there. reporting late to the work.
enjoying more time during tea-break etc. And the other

= reason is the lack of proper supervision by the executives.
This is a common feature in all the companies. In fact the
manhours available and utilised show the extent of the ilding.
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Details of idle wages furnished (June 1978) by the
management for the three years upto 1974-75 in respect of

the motors and casting division at Kundara (K.E.L.) are indi­
cated below :­

Table 3,“
IDLE TIME

Total labour Idle Want Want Want of Deli­
Year hours avail- time- faigxig of of re- materi- berateable. hours work pairs als idling
1972-73 2,64,065 33,893 561 19,463 7,765 1,928 3,670
1973-74 2,58,391 48,364 1,699 39,171 5,493 - 2,001
1974-75 2,s9,o41 40,159 1,236 29,911 4,040 ass 5,582

From this table it is clear that the idle hours come to a
considerable percentage of the total labour hours available.

P od ti6.2.9.8 r uc on Level

Production level is fixed taking into considera­
tion the demand, stock level, the availability of raw
materials and seasonal nature of the industries concerned.
In spite of the variations caused by these factors a constant
labour force is employed. In the case of some companies, A
owing to lack of demand and stockpiling the production has
to be curtailed. For curtailing production Pallathara_ _ 1 _
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. Bricks & Tiles declared lay-off, T.R.W. reduced shift and
the rest of the companies could not do anything to meet the
situation. Production level cannot be fixed scientifically
as the labour force is constant. If increase in demand is \

re

to meet the situation.

6.2.9.9 Production Co-ordinationA:!‘lT?]‘_ _l__'_

I Lack of production co-ordination is a serious
7 problem. In none of the companies machine utilisation

budget is prepared, production plan chart is made or flow
diagram drawn. Owing to this, production operation is not
co-ordinated. Since allocation of work to the machinery is
not scheduled, the men and.machines remain idle. This is '
felt more in K.E.L.. K.M.M.L. and Traco Cables Company where

they have a single line production. If the work is not over
at a particular place the rest of the machines will have to
remain idle and as a result, assembling will also be a
problem. Moreover in K.E.L. and Traco Cables they have
pointed out that they were not able to supply any order in
time.

6. 2. 10 rmaucs suneggms _AND_ $301~1'1‘30_I_»,

6.2.10.1 Organisations

Three companies under the study have no finance

executives (Pallathara Bricks and Tiles, Chalakudy Refrap
ctories and Forest Industries (till 1978). In one comany

noticed T.P.I. and Prmo Pipe make use of the casual labou rs
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(Trivandrum.Spinning Mills) the General Manager looks after

the finance function also. Only in two companies (T.C.C.
and K.S.D.P.) there are Cost Accountants. Only four companies

(K.C.L., K.S.D.P., K.E.L., and T.C.C.) have finance managers, A
accountants and clerical staff. In most of the companies it
is the finance manager and the office staff who do the work.
Only in two companies (T.P.I. and Premo Pipe) there are inter­
nal auditors. In general, it can be said that the finance
department is understaffed wherever there is finance depart­

“ ment. In companies such as K.E.L., K.C.L., T.R;w. etc., the
post of the finance executive has been vacant for years.
The company is not ready to offer attractive salary for the
post. Again the executive turnover in these companies (in
finance department) is high. Junior hands leave the organi4'
sation for better jobs when they get experience. As a result,
the finance department is doing only the anxiliary functions
such as answering the queries of government auditors, collect­
ing the cash, preparing the pay rohl, preparing the accounts
etc. In a way, it is true to say that the finance department
of these cmpanies are very similar to the finance department
of government offices. The corporate outlook required for
the finance division of a business organisation is yet to be
developed by these comanies.

6.2.10.2 Cashflow Statement

Most of the companies do not prepare statements
, to show cash flow or funds flow. Only the K.S.I.E. units
UNIVERSQTY o|= COCHIN V j I I I " ‘
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prepare cashflow statements and send it to the holding company"
for working capital requirements. K.S,D,P. prepare cashflow
statements for the whole year alongwith the budgets regularly.
Many companies do not.prepae cash budgets.

In order to assess credit worthness generally,
the banks ask only for profit and loss account and balance
sheet for three to five years. Even then a cash budget is
absolutely necessary for it is only e cash budget which will
reflect the nature of all other functions. It is true that

A major changes may not occur to equity capital or long-tenm
debts in the course of an year unless there are some expan­
sion and modernisation programmes. Nevertheless the cash

budget is absolutely necessary to know when the company will A
have excess cash, so that it can be profitably employed
elsewhere or when the company will need cash so that alternate
sources can be found for it, One of the reasons pointed out
by the executives for declining production was lack of cash
to meet the immediate raw material requirements, etc. A
Again, all except 6 companies have accumulated losses running
into lakhs of rupees. Only K.S.I.E. units are free from the
working capital problems as the holding company takes care
of this. In the rest of the companies the financial execu- y
tives invariably said that they have working capital pro­
blems, Even so, these companies do not prepare cash budgets.
It was said that the K.S.I.E. companies prepare cashflow

statements every month. But it amounts only to cash planning‘
UNIVERSITY OF COGHIN
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This cash-flow statement is not used for any control purpose.
I

6- 2-1°-3 Pr<>Je¢tedeP¥9§1tan.<2..1-<>§=s uA<-2<=m1==‘¢ see eefieiseess Shes; ‘

Profit and Loss Accounts and Balance Sheets are

projected in ten companies (K.S.I.E. units, 'r.c.c., K.M.M.L., A
Premo Pipes and Travancore Sugars and Chemicals). In some

companies income and expenditure account takes the place of

profit and loss account. Three companies (1<,C,L., T.P.I. and
‘l',R,W.) Prepare projected balance sheets. But none of these
companies statements are utilised for any control purpose.
For example, the total of the projected balance sheet of
'l‘.R,W, for 1977-78 was Rs.377.88 lakhs whereas the actual A
was Rs,442.64 lakhs. Even the balance sheet total for 1976-77
(actual) was Rs,401,4l lakhs, They prepare the pro-forma '
statements regularly but once they are prepared, they are
not utilized either for evaluating the performance or for
controlling the activities. (5%. 1'03"‘ 33)

6 . 2 . 10. 4 _l_njreq_to£y Qgntrol

Inventory of raw materials as well as finished
goods form a major item of expenditure in most of these
companies, But none of these companies has a fulfledged
invention control system, Finished goods stock of K.E.L.
were over Rs.6 lakhs, Rs.10 lakhs, Rs.2O lakhs, Rs.12 lakhs, v
Rs.17 lakhs in 1973-74, to 1977-78 respectively. The average
raw material stock of the company during the same period were
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“ 213.34 lakhs, Rs.39 lakhs, 123.43 lakhs, Rs.42 lakhs and 123.46 ;

lakhs respectively, Similarly in the Traco Cable Company,
the stock of finished goods were Rs.6 lakhs, Rs.6 lakhs and
Rs.9 lakhs in 1975-76, 1976-7'7 and 1977-78 respectively.
During the same period the company had average raw material

stock worth just over Rs.28 lakhs, Rs,38 lalchs and Rs.57 lakhs;
In the same way, all the companies (see Tableil )under study
have a consbderable amount of money lacked up in inventory.

Inventory control in these companies are restricted to year­

N end stock-taking llone. Modem techniques like ABC analysis I
and perpetual inventory control system is not used, Inventory
carrying costs, economic order quantity, reorder level etc. are
not taken into consideration. As a consequence, raw material A
procurement is delayed, money gets locked up unnecessarily °

0.1.0.
and obsolescence to goods occurs. Tables 35 and 36 (liens
i1lustration5- According to the table 35 the value of slow­
moving and non-moving items of finished goods held in stock
on 31st March 1977 was Rs.4,53 lakhs. Of these finished

goods 1,133 items were held in stock for more than one year,
401 items for more than 2 years and 263 items more than

three years, According to table 35 ,l22 items were in stock
for more than one year, 65 items for more than 2 years and
333 items for more than 3 years. This has resulted in lock­
ing up of working capital, obsolescence of inventory etc.

I

UNIVERSGTY OF COCHIN 7 7



School of Management 30!»

6.2.10.5 Credit Control

Credit sale is a feature in all these companies
but no special effort is made for debt collection. In all
these companies receivables form the most important item

(Value wise). Receivables of K.E.L. during the period from
1974-75 to 1977-vs were fis.51.06 lakhs. Rs.52.32 lakhs,
Rs.55.28 lakhs and Rs.86.66 lakhs and that of T.T.P. were
Rs.80.14 lakhs. Rs.70.12 lakhs and Rs.93.82 lakhs during
1975-76, 1976-77 and 1977-78. Another feature of receiv­
ables is that they have been steadily increasing in almost
all the companies under study. In T.P.I. it had steadily
increased from Rs.12.19 lakhs in 1973-74 to Rs.34.11 lakhs

in 1977-78, in T.C.C. from Rs.61.98 lakhs. in 1972-73 to
Rs.133.95 lakhs, in 1977-78. Even then none of these
companies has formed any policies regarding credit sale and
debt collection. This is revealed by the long debt colle­
ction periods of these companies. The basic reason why
there cannot be credit control is due to the dependence of
these companies on government and government companies.

According to the Finance Manager of T.R.W. ‘In some cases

the government may take mre than one year to pay.“
According to the Finance Manager of F.I.T. ‘Since our major
customers are government departments the usual time to
collect the debts are more than one year.'C§b¢‘T¢$RQ *3“)
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It can again be noticed from the statements .that the days
of debt collection varies from year to year which substan­

\

\ tiate the point that there is no credit control in these
companies.

6.2.10.6 §pr§ing_Ca ital - Plannin andcgntrol

In most of the companies working capital require­
ments are not calculated in advance and no planning is done
for working capital. Even where cash flow statements are
prepared they are not made use of for control purpose.

I Gross working capital consists of inventory, receivables
and cash. From tables "15 it can be seen that none of
the companies under study has any cash planning and control,
as the cash balance has been fluctuating very'mnch. K.E.L.,.
had a cash balances were Rs.0.16 lakhs, 1.06 lakhs. Rs.21.48
lakhs and 0.99 lakhs during the years from 1974-75 to 1977-78.
In the case of T.T.P. the cash balances were over Rs.82 lakhs,
Rs.261 lakhs. Rs.209 lakhs and Rs.205.04 lakhs during the
years from 1974-75 to 1977-78. In the case of K.C.L. the cash.
balance for the years from 1972-73 to 1977-78 were Rs.0.02
lakhs, Rs.4.53 lakhs, Rs.0.31 lakhs, Rs.0.34 lakhs. Rs.0.41 la
lakhs and Rs.0.19 lakhs respectively. This variation of cash
balance from year to year is due to the lack of proper cash d
planning cash management. In short in these companies there
is no proper inventory control. no credit control and no
debt coolection control. no cash control and hence there is no
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1 planning or control for working capital. _In fact the three
companies (K.C.L., T.R.W., '1‘.P.I.) that prepare the pro-forma
balance sheet alongwith the budget, show only a total figure
for current assets without break-up or supporting schedules.

6- 2- 11 1_4s:222s.£sP1=n.111ns §2<1I¢s;1tr¢l

Manpower Planning and Control is not done by any
of these undertakings in a systematic manner. The total

i manpower requirements are assessed and estimated without
I

v

\

a proper study. Overhead expenses for personnel department
are estimated on the basis of expenses of the previous year
and sent to the finance manager. As compared to production,
sales and marketing, personnel department is given the least
importance. Even where there is functional planning, no man-s
power planning is done by any of these companies. In many
of these companies there are no separate personnel depart»
ments. Complaints and grievances are haldled by the finance
manager. In soe others, even though there are personnel
managers, they are not given the same status and salary as
those of other departmental heads.

6.2.12 From the above discussion, it can be concluded
that in these undertakings forecasting the first step in
the budget preparation is not done properly. Actual per~

\formance has no relation to the budgets prepared. Budgetary
control is conspicuously its absence. There are various
hindrances for exercising control over finance management.
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So the existing budgetary control system, is not at all
effective in improving the financial performance of these
undertakings, and it is one of the major reasons for accumu~
lating losses every year.

i i g iiii _
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CHAPTERfVII

EFINANCIAL STRENGTHS AND wsgxn 558$ gNALysis

I“tr°du¢ti°n

From the discussion in previous chapter it is
clear that the budget preparation, implementation and
control is not effective enough to bring out the desired
results. In the chapter an attempt is made to analyse
the financial strengths and weaknesses of each under­
taking of a period of time in order to probe into fact
whether financial planning and control were effective
in exploiting the strengths of the undertaking while
covering its weaknesses. It was made clear in theore- T
tical chapters that financial planning and effective
control is based on the basic premise of exploiting the i
financial opportunities using the financial strengths
while covering the financial weaknesses and threats. “

University of Cochin
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bu

J There is no adequate financial planning and
I

‘ control in any of the undertakings under study. In order to
assess and evaluate their financial strength and weakness
and financial performance, the technique of ratio analysis~
used. As they differ in most of the aspects all the 18
companies are taken separately and discussed. The perfor­
mance analysis is made for a period of 5 to 7 years. As
these undertakings are dissimilar in nature no attempt is
made to make an interfirm comparison in investment size,
products, customers etc. Although, there are several sig­

\ nificant ratios, only five groups of ratios (profitability,
cost, liquidity, turn over and solvency) are taken for this
analysis.

Among the profitability ratios 3 significant '
ratios (Net profit to sales, Net profit to capital employed

\ and Cost of goods sold to sales) are analysed. Five cost
ratios namely raw material to total cost, remuneration to
employees to total cost, factory overhead to total cost and l
administrative overhead to total cost are taken. Assets uti+
lisation is assessed through the following turnover ratios 2

1) Sales to fixed assets
2) Sales to current assets
3) Sales to receivables
4) Sales to finished goods
5) Sales to cash and
6) Cost of goods sold to raw material stock.
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The liquidity position is evaluated through
current ratio and quick ratio. The solvency position of

ratio, financing charges to total cost ratio and tangible
net worth to equity ratio. '

One of the main defects of finance management in
public sector undertakings is more or less the complete
absence of cost consciousness. Cost data are not properly
grouped and it is almost impossible to group them under
proper heads from trading and profit and loss account figure
Cost sheets are rarely prepared. So, in the absence of reli
able data, approximations are made under various assumptions

For example the cost of sales will include prime cost, fact­
ory overhead, administration overhead and selling and dist­
ributing overhead. As these expenses cannot be distinguishe
and reclassified from the available figures, the term ‘total
cost‘ is used for cost of production. Total cost is found

\ \

out by deducting profit or adding losses to the total sales
and by deducting the opening stock and adding the closing
stock. A new ratio namely financial charges to total cost
is also included, as in many cases, due to huge borrowings,
interest payments formed a sizable item of expenditure. In
order to assess the effectiveness of asset utilisation,
assets turnover ratios are taken.

the undertakings are analysed with the help of debt to equity

S-.
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For the purposes of this analysis the companies
, are grouped into profit making and loss making units. There

The discussion begins with profit making unit. Among the
profit making units, T.T.P. emerges as the most important
concern on the basis of investment.

Travancpre TitaniumProducts Limited

The T.T.P. Ltd., established in December 1946, inP ,
\ collaboration with British for the manufacture of Titanium

dioxide, utilising illmenite extracted from beach sands of
Chavara, went into production in September 1951. Till 15th
August 1960 the company was managed by a firm of managing

agents. Thereafter the State Government appointed a manag­
\

ing director to manage the affairs of the company. The
company produces Titanium dioxide.

Although the company has an installed capacity
of 24000 MT, it only achieved 40% of the installed capacity
till 1979-80. And the capacity utilisation has shown an
increasing trend towards the end of the period under study.

Ratios o_f_Co st
Raw material formed the most important cost

element. The raw material consumed had increased steadily
from m.129.58 lakhs (1974-75) to m.277.79 lakhs (1978-79).

are five profit making and thirteen loss making undertakings.

UNIVERSITY or cocl-nu * A
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The increase in the raw material consumption was along with
increase in production. The ratio of raw material consumed
to the total cost had shown an increasing trend. This was
mainly due to a steady rise in raw material prices (the
ratio of raw material consumed to total cost increased from

22% to 31%). The ratio of remuneration to employees to total
cost remains around 23% except in 1975-76 although it increa­
sed about two and a half times.1n absolute figures remuner­
ation to employees increased from 5.96.45 lakhs (1973-74)
to m.242.79 lakhs (1978-79). Major items included in factory
overhead are power and fuel, stores.maintenance and insurance

. in the order of their importance. Power and fuel has increa­
1 sed more or less proportionately to the increase in product­
I

3 ion. The accumulated depreciation of plant and machinery .
remained at.%.207 lakhs. which means it was below 25% of the

original cost of B.900 lakhs in the fast four years. Fact­
ory overhead charges remained more or less constant for a
period of 3 years but thereafter it has shown a declining

Administrative overheads had more than doubled(increased

from.B.5 lakhs to nearly $.11 lakhs) and remained around 1%
of the total cost during these years.

Profitability
In all these years the company had shown profit

(except in 1978-79) which had fluctuated violentély (between
m.2.56 lakhs and %.98.83 lakhs). At the beginning of the

tendency due to the increased wages and cost of raw materials.? \umvensrrv or coca-nu 7
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period undersstudy (first two years 1973-74 and 1975-76) the A
sales were just below $.60O lakhs (125.54? lakhs & 125.598 lakhs)

and the profit was only $.2.56 lakhs. In the subsequent year
the sales almost doubled making a profit of nearly $.100
lakhs. Thereafter the profit fell down to $.63 lakhs and
reached a low level of $.2.56 lakhs in the following year.
The sales again doubled and the profit reaching to $.98 lakhs.
During the last two years (1977 and 1978) although the sales
had increased, the profit fell down again to $.42 lakhs and
$.30 lakhs respectively culminating in 1978-79 to a huge loss
of $.34 lakhs. The return on capital employed was as high
as 9% during the 1st year which fell down to 1% and again

in overall efficiency. A declining trend was also observed~
in the ratio of net profit to sales. The profit has not
increased proportionately during 1976-77 and 1977-78. The
ratio of cost of goods sold to sales was 88% of the selling
price in 1973-74. During the subsequent year, it was nearly
equal to selling price. In the last two years, the ratio
came up to 96% and 97% showing very little margin.

3ati°$ 9f,5§$?§§

In 1973-74 and 1974-75 the sales were below 5Q%

of the amount of capital employed. But in the subsequent
years there was a marked increase in sales reaching over
0.86 times of the capital employed signifying a better

rose to 8%. Thereafter was a steady fell signifying a decline

uwvznsrrv o|= cocum 9
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capital utilisation. Because of the gradual depreciation,
the fixed assets value has been reduced and this has resul­

signifying a slight increase in the utilisation of fixed
assets. The current assets remained below m.6O0 lakhs in

1974-75 but jumped to over h.900 lakhs in the last 3 years.
This is partly due to increased production activities and
partly due to increased cash balance. The stock of raw
material has not increased in proportion to production, The
ratio of raw material turnover remained around three times

in all the years. In 1973-74 and 1974-75 the ratio of sale
to receivables was 38 times and 23 times respectively.
After that the sales increased several times but this ratio
came down to less than 13 times signifying a poor debt coll
ection. A significant feature of the company is that the
finished goods inventory has been showing a decreasing tren
indicating a sellers market. What ever is produced are
imediately sold. Among the items in current assets cash
balance is the significant item., Large cash balances durin
the last four years show that the company was holding idle
cash.

Working ¢a2-ital Ratis

There is a gradual increase in the net working
capital during 1974-75 which recorded a steep rise there­
after. The sales had increased a little more than 1% times

ted a gradual increase in the ratio of sales to fixed assetS

S

d
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The working capital as a whole has increased fourfold, sho ­w

ing reduced effectiveness in utilisation of working capital.

Li idity

The current assets of the company remained over

3 times of the current liability in three of the six years
under study. This is much above the normal current ratio of
2 2 1. The liquidity position was satisfactory as shown by
the acid test ratio which remained at 1 : 1 except in 1978 7

Solvency

The liquid capital of the company has been $.93
O

lakhs in 1973-74. In 1976 it has risen to B.159 lakhs and

remained constant to the end of the period. The debt obliga
tions and loans showed a decreasing trend from 667 lakhs to.
539 lakhs. The interest charges of the company had been

ureduced correspondingly ($.41 lakhs to $.35 lakhs). The h g
cash balance could have been used to reduce part of the out­
standing loans. OThe accumulated profits in the form of
reserves amounted to twice the equity capital. The solvency
position of the company is sound, and the company's total
assets were very much in excess of total outstanding liabili
ties.

Conclusion

The company's production could be raised much

higher than the present 40% of the installed capacity as the

9

8
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company deal in monopoly products. A disturbing trend is
that the cost of production showed a constantly increasing 1
trend disproportionately to sales increase. This is prima­
rily due to the increasing trend in raw material priC€So
The fixed assets had shown a better utilisation. During
the past four years the sizable amount of idle cash holding
indicates a poor utilisation of working capital. The com­
pany had healthy solvency and liquidity positions. There is
every scope for increasing the profit margin with sound
sales and promotional activities. Measure should be taken
to reduce cost. A pragmatic and effective finance manage­
ment is necessary. C 39¢ 7-45/9 55 Q} 5"“/’A’ /5

Trsso ¢able-¢QmPanY ,
The financial performance of Traco_Cables Ltd..

has been analysed for a period of five years(from 1974-75
to 1978-79). The company is producing 3 types of cables
(namesy Telephone Cable, Power Cables and AAC/ACSR) of which

the telephone cables form nearly half of the production.
This item is mainly responsible for the increase in the
profit of the company. The sales had steeply increased
from 86 lakhs in 1974-75 to m.21O lakhs in 1975-76 reversing

the loss of B.1 lakh into a profit of $.14 lakhs. In the
year 1976-77 the profit increased more than double (nearly A
$.34 lakhs) when the sales almost doubled (H.832 lakhs) In

1977-78 the company had to declare a lock-out due to labour

UNIVERSITY OF COCHIN
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trend is visible in the ratio of net profit to sales. T
cost of goods sold had fluctuated between 90% and 95% of

sales. This was mainly due to the changes in turnover a
rigid nature of fixed cost.

Assets Turnover

The ratio of sales to capital employed showed
favourable trend during this period (the ratio increased
from 36% to 120%). The ratio of sales to fixed assets h

fixed assets. Although the current assets had steadily
increased, the utilisation of current assets also showed
favourable trend due to increase in sales. Among the cu
assets, receivables forms a major item. In 1974-75 it a
nted for over half of the sales and in the subsequent ye

a steady increase in cash sales and a steep decline in c
dit sales along with an increase in total sales which is
healthy sign. On the other hand, raw material stock do
during the period. and the finished goods stock increas
only"by"1% times.

!9Ikin9Q¢éPiP§l TuF"°V¢?

Through out this period the ratio of cost of
goods sold to net working capital has shown an increasin
trend signifying more effective utilisation of working
capital.

shown an increasing trend signifying better utilisation o

it was reduced to less than half. But in 1976-77 there w
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Liguidity

_ During the period the company had a favourable
liquidity position as indicated by both current ratio and
quick ratio.

Solvency

A welcome change in the capital structure of the
company was noticed at the end of this period. The borrowed
funds were reduced from 145 lakhs to 113 lakhs resulting in
proportionate decrease in financing charges (nearly 5.5
lakhs). But the financial charges again increased as debts
increased in 1978-79. The company had maintained a bare
solvency position.

O

¢°n¢lP$i9P

During the 5 years under study, the company not
only could eradicate accumulated losses of nearly'B.48 la hsp k
and repay a part of the borrowed funds but also it could
invest in plant and machinery to the tune of $.10 lakhs which

ewas badly needed for expansion (as some of the plants wer _
working above the rated capacity). There was industrial
peace through out the period. There was no marketing problem
since the company's main products (namely Telephone Cables)

was having an ever increasing demand. If the existing indu­
strial peace can be maintained, the prospects of the company

will be rather bright. (.929 74$/0 56> C} §ra/>k /O
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Kerala Minerals and Metals Limited

The profit of the company had increased steeply 7
from less than B.3 lakhs at the commencement of the year to T
$.12 lakhs in 1975-76 and over $.30 lakhs in 1976-77. There­
after it came down to less than $.10 lakhs (in 1977-78) to
rise again to $.18 lakhs (in 1979-80). The sales also showed
a more or less same tendency to fluctuate although not pro­
portionately.

Ratios of Cost

The capacity utilisation of plants producing two
.major products was more than 80%. In other it was consider­
ably low. The cost of raw material is comparatively insig­
nificant to the total cost (less than 2%) as the raw material
is available in local beach sand. The remuneration to emplo­
yees showed an increasing trend (from 71% to 83%). The:
factory overhead also increased steadily from 14% to 25% of
the total cost (from %.7.81 lakhs to m.1O.48 lakhs). It
indicates the uncontrollable nature of the factory overhead.y
The royalty given for beach sand is included in the factory

.overhead. The steep rise in factory overhead was mainly
due to the increase in the cost of power and fuel and stores
and spares. The administrative overheads was very little
(hardly came to 1% of the total cost).

UNIVERSITY OF COCHIN
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The cost of production could not reflect its
effect on sales due to wide fluctuation in the stock accu­
mulation. The ratio of net profit to capital employed had
increased from 4% (1974-75) to 13%. It fell down to a

little over 1% to rise again to 8% in 1979-80. The steep
decline in the return on investment has nothing to do with 7
its efficiency of the capital use as it was mainly due to 1?

pumping of additional capital for expansion purposes, (which
is included in the capital employed). The ratio of net
profit to sales showed a steady increase from 6% (1974-75)
to 43% (in 1976-77). Again it declined to 23% (1978-79).
The fall in the percentage was due to fall in the sales.

Asset_Turnoyer

The current assets increased from m.40.76 lakhs
in 1973-74 to M.177.81 lakhs in 1979-80. The sizeable

increase in current assets was mainly due to the cash holdings
meant for the expansion programme which was k.lO0 lakhs and

%.385 lakhs respectively in 1978-79 and 1979-80. Due to the
increased cash holding, the current assets turnover steadily
declined from 1.18 times to 0.15 times but increased to 0.45

times. Finished goods stock showed a fluctuating trend in
relation to fluctuation in sales. The minimum stock was
more than four months requirements which is considered to be
high. Since the product enjoyed monopoly, it could hardly A

umvensrrv or; COCHIN 3
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affect the business. The stock accumulation was mainly due
to a slack in the pigment industry. The receivables of the
company was %.9.81 lakhs in 1974é75 and showed a declining
trend. But in 1979-80 it rose to $.17 lakhs. Receivables
forms %.16.53 lakhs signifying a slack in debt collection.
Fixed assets also followed the same trend increasing steadi
from nearly $.28 lakhs to %.279 lakhs due to the introducti

to the increased investment, the fixed assets turnover stea

2.49 times during the period under study.

W¢rkin9_¢aPital.?urP°ver

m.13.12 lakhs in 1974-75 to m.367.5S lakhs in 1977-78 which

resulted in reduction in the working capital turnover (from
3.47 times to 0.14 times). This was mainly due to increase
cash holdings.

Li uidity
During the period under study the company enjoye

a fair liquidity position as indicated by current ratio and
quick ratio.

gglvency
The most significant change in company's capital

structure was noticed during 1977-78 as it borrowed a loan
amounting m.400 lakhs for expansion which was double the

o

of new machines brought for exapnsion and modernisation. Du
d

ily declined from 1.73 times to 0.22 times and rose again to

The net working capital steadily increased from ,

d
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equity capital (of %.165.55 lakhs). The company enjoyed
total solvency during the period, as indicated by the ratio
of tangible net worth to equity.

Conclusion

The capacity utilisation in two units producing
two major products was more than 80% while for the remainin

products capacity utilisation was considerably low. The
sales shows a fluctuating trend where as the cost of produ­
ction increased steadily resulting in accumulation of stock
The labour charges increased considerably as it forms the
most important item of expenditure and this increase inflat

the cost of production. The fixed assets utilisation decli
ed and the working capital utilisation also showed the same

trend. The company enjoyed fair liquidity position and
solvency position during the period under consideration.
Due to heavy borrowings (for expansion purposes) the compan

Kerala State Drugs andPharmaceuticals Ltd.

Kerala State Drugs and Pharmaceuticals Ltd.,
(inaugurated on 12-9-1974) is one of the latest undertaking
of the State Government. The company was commissioned to

meet the medical supply requirements of Kerala Health Servi
Department which is purchasing over 90% of the company's

sales. The company was making profit consistantly even fro
i _:  :1 : 7' ___ _j T4 1 ___ ; "T ;4 ' 7 7 7 — WW —— — — 7 —

Y%

capital structure was distorted. C QQQ ’7l“b/0 57 C}  I2­
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the very first year of production. It has made a profit of
nearly"B.4 lakhs during the first six and a half months of

i

operation (when sales reached over $.67 lakhs). In the sub- *
sequent full year the sales were more than double but profit F
was reduced to %.3 lakhs. The next year the sales had

Y

increased by nearly $.20 lakhs and the profit by nearly $.15 Q

lakhs. In the two subsequent years. sales increased to %.274{
>

lakhs and m.311 lakhs but there was not much increase in pro-¢

fits. The company is allowed to charge a pretax profit of g
\ >

\2.5% on its sales and this price was fixed by Government of ,
Kerala and Kerala Health Service Department. This concessioni

enjoyed by the company from the parent department is a major
reason for its profit.

i

I

Ratios of Cost

was the most predoinant item. Raw material consumption dis- i
proportionately increased from $.49 lakhs to B.131 lakhs.
The increase in consumption was proportional to production.
The ratio of raw material consumed to total cost steadily
declined from 65% to 42% due to the disproportional increase
in other cost elements like labour, financing charges, fact­
ory overheads etc. Remuneration to employees had increased
considerably partly due to increased production and partly
due to new wage agreements. The factory overheads farm the
second major cost item (including packing material,

Tn the cost of production, the cost of raw material

‘ _ e s e ~ ~ , ,; _ ~ ; i_ 1, 1:1‘ _ i -'_ I ___ L will _; 1
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depreciation, power and fuel, repairs to plant and machinery;
and stores). Along with the increased production, the cost 3
ofpacking materials increased sharply (nearly three times 5
i.e., from m.7.02 lakhs to m.13.8O lakhs). The depreciationi
remained below %.5 lakhs all these years. As compared to i

fit‘-i A _ c.

initial years power and fuel consumption showed sharp incre­

repairs and mainten nce also showed a similar increase. On y
i

i

the whole, the high factory overhead indicated a fall in thef
F

\ \efficiency. Even t ough administration expenses increased “

ase (nearly two times) in the final year. Stores consumed, >' a
h

from %.3.44 lakhs to %.8.75 lakhs the ratio of administrativi
overheads to total ost remained around 4%.c

Ratios of Assets »
Investme ts in fixed assets increased slightly

turnover of fixed a sets showed an increasing trend (from

n

during this period (from 51 lakhs to $.57 lakhs). theS . .
1.33 times to 4.71 times) signifying increase inthe utili­

esation of fixed ass ts. During the period under consider­
ation the current assets increased over four fold (from
m.39.49 lakhs to m.187.07 lakhs) This increase was mainly
due to increased production, credit sales and bad debt
collection. Among the current assets, raw material stock
formed the most important item which had slightly increased

during the period as a result of unreliable supply increasedcost. I
F
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The receivables had increased nearly twenty
seven times (from %.2.72 lakhs to %.71.93 lakhs) due to

slow debt collection. Finished goods stock also increased
more than three times (from m.8.20 lakhs to %.27.42 lakhs).

Having a steady market for its products this increase has
not resulted in accumulation of stock. In 1977-78 and
1978-79 there was a slight decline in the finished goods
stock (from $.17 lakhs and $.13 lakhs). The cash balance
of the company remained less than %.75,000/- during the

\

first three years but rose to $.31 lakhs in 1978-79.

Net Working Capital_Turnover

The net working capital of the company steadily
increased from %.26.95 lakhs to %.13O.24 lakhs. The ratio '

of cost of goods sold to net working capital decreased
(from 2.46 times to 2.34 times) indicating a slight setback
in the utilisation of working capital.Y

The current assets of the company has not increa­
sed in proportion to current liabilities. The current ratio
showed a favourable trend because of stock piling and the

quick ratio declined except in 1979. This indicates poor
liquidity position.

Solvency

Borrowed capital increased along with equity
l H A ~ — — ~ i _; _ : "; _.i;__*_ r * _  __, _,
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capital steadily. While the equity capital increased nearly
ten times (from %.14.87 lakhs to %.159.41 lakhs) the borrowed

capital only doubled (from m.63.23 lakhs to m.126.64 lakhs).
The financial charges increased from %.3.07 lakhs to m.14.66
lakhs reaching 8% of the total cost. The reserves and sur­
pluses had been increased from %.3 lakhs to $.11 lakhs.
This considerably reduced the operating net profit. The
company was more than solvent during the period as it had
enough assets, to meet its outstanding liabilities including
the equity capital.

Conclusion

Although the profit is deliberately kept low due
to the policy of charging of only 2%%jprofit on sales. The \
company after declaring a dividend of 6% built up sizeable .
resenves and surpluses amounting to over 36% of the paid up

capital. The labour charges showed a rising trend. The
fixed assets were used to give better results. Increased
credit sales and slow recovery of debts increased sundry
debtors considerably. Although the solvency position of the
company was fair, the liquidity position was poor.

C$eo1#d#>:58i@»G§rdfKJEL

Premo PipeFactory

Premo Pipe Factory, was commissioned by Norwegians

under Indo-Norwegian project to supply pipes for Quilon
Water Supply Scheme. After the completion of the scheme
in 1964, it was taken over by the State Government.1 Hi- siil _ ,1 ;; i ;,' 1 — r ; — —umvensrw or cocmu I L



330
SCHOOL o|= MANAGEMENT; sTu|:1|5s

1

The company operates on a patent method called Premo method T

and supplies to P.H.E.D. their requirements on cost plus
\

i

basis. A salient feature of the company is that its produc­
tion vary according to contracts from P.H.E.D. The company 1

has only one executive (Finance Executive) as regular employ;
ee of the company and the rest are on deputation from P.H.E.l

)

VD. During the period 1971-72 to 1977;78 under considerationp

lakhs and the profit had varied from $.1.97 lakhs to $.5.65
lakhs. The sales of the company had fluctuated violently
between $.20 lakhs and $.7O.80 lakhs and shown a steady
increase in the last three years. The total cost had varied
between $.43.52 lakhs and $.59.24 lakhs. The sales depended
on the orders from P.H.E.D. and production is restricted to
the availability of raw material, price, shifts, lay-offs,
strikes, etc. So even if large contracts are secured from
P.H.E.D the production stand as a limiting factor.

QostWRatios

The undertaking characterised a typical organisa­
tion with violent fluctuations in production and total cost.
The cost of raw material is a major item. The raw material
cost increased from $.15 lakhs (1971) $.23 lakhs (1974). The
increase in the raw material consumption was due to increaseI .Q

in shifts and raw material prices. In 1976-77 and 1977-78

the company made profit in six years and losses in three l
I

\

r

years. The losses had ranged between $.1.79 lakhs and $.9.27;

UNIVERSITY OF COCHIN



337
SCHOOL OF MANAGEMENT) STUD7lFI§j O O 1

the consumption was $.22 lakhs and $.18 lakhs. Labour

charges also fluctuated violently due to changes in shifts,
lay—offs, and wage agreements, during the period of nine

years from 1971 onwards. The factory overhead gradually
increased from $.2.23 lakhs to $.3.02 lakhs which came to

8% of the total cost on an average. Administrative over­
heads was not prominent as it came to 1% to 2% of the total
cost, but, in1976-77 and 1977-78 it amounted to 5% and 6%
of the total cost.

AssetspTurnover

The fixed assets of the company steadily increased
from $.8.50 lakhs to $.22.20 lakhs (1974). The increase in
the assets was due to modernisation of machineries. The .
utilisation of fixed assets showed a fluctuating trend. The
current assets of the company increased from 1971 to 1973
(from $.32.44 lakhs to $.34.44 lakhs). This was due to in­
creased production and finished goods stock. The current
assets more than doubled in 1976 (from a low figure of nearl
$.33 lakhs in 1973-74 to rise again to $.76 lakhs and $.87
lakhs in 1976-77 and 1977-78 respectively.) mainly due to
closing stock and receivables. In 1975 and 1976 finished
goods accumulated in large quantities due to low demand. Th
receivables had increased from $.8.71 lakhs and $.3O.27 lakh

due to late payments from P.H.E.D., the company's chief
customer. Except in the first two years 1971-72 the company

1 - -- - ~——-V ~* A  " *"1;: i__
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had considerable amount of cash balances varying between
%.2.35 and %.26.21 lakhs.

\

W<>r1<*nQ §"=71Pi‘?'?=‘1c Turnocvei

The ratio of cost of goods sold to net working
capital showed a declining trend towards the end, marking
a poor utilisation of working capital. (Table 6‘! ) I
Liquidit¥

The current ratio and quick ratio showed that t e iH
M

h

company's liquidity position is fairly well. (Table 5(7)

Solvency

The debts of the company increased from m.9.62

lakhs in 1971 to %.38.29 lakhs in 1978 and the financing ­
charges increased from m.83,000/- to %.2.95 lakhs during the
same period. The company's solvency position was good as

Ks» ~/ebb 59 9 éiwf 4

T§ayan¢QrecC99hin Bhemicals Limited

T.C.C is one of the most capital intensive under­

Financial performance of the company is analysed from 19 2-73

to 1979-80 which revealed that the performance of the co pany
has gradually deteriorated during the first half of the per­
iod under study, and rapidly deteriorated thereafter accumu­
lated losses amounting to %.268 lakhs (1976-77). During this

the total assets were more than total outstanding liabilities»

taking in the State Sector with an investment of %.1575 lakhs.
7

mi u _ _J
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period there is a steady increase in sales (from %.378 lakhs
to %.607 lakhs). At the same time the total cost had almost
doubled (from m.463 lakhs to m.889.15 lakhs). During the
first two years the losses were $.10 lakhs and $.40 lakhs.
It increased to %.134 lakhs in 1975-76 reaching $.26? lakhs
in 1976-77. At the end of this period there was a slight
fall in losses (%.158 lakhs). In 1977-78 losses came to
14% of the capital employed. In this period the sales
proceeds were below the cost of production. For every 100
rupees of sales the cost of goods sold reached.m.144 in
1977-78. The accumulated losses has already eaten away the
equity capital of the company with the result that the
government had to grant huge amounts as loans for its oper­
ations. In 1978-79 the losses reached %.134 lakhs. In ’

1979-80 the company showed a profit due to increased sell-J
ing price, governments conversion of interest ($.25 lakhs)
into capital and government subsidy.

"QaP<i<=i‘~=y Utilisation

The company produced caustic soda, hydrosulphate

soda, sodium sulphate, sulphur dioxide, and their by-produ­
cts. During the period from 1973-74 to 1977-78 the produ­
ction was less than 50% of the capacity except in the year
1973-74. The production of hydrosulphate soda plant was
less than 25% of the installed capacity, and that of sodium
sulphate plant was less than 80%. Poor capacity utilisation

\ *%¢;*§; _—‘*.*  7 3 —; - : 1 : _ 1;;  4,: i_fi_;
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was mainly due to old-age of machinery, breakdowns, power

fialures, marketing constraints and non-availability of raw,
materials. Under utilisation of capacity was one of the
major reasons for losses..,

Ratios of Cost

The cost of raw material is a major item of cost.

It fluctuated between 17% and 33%»which showed a steady
declinzngrend in the last three years. Actually this fall
in the ratio was due to increase in other cost elements like
labour, financing charges, factory overhead etc. In the
first three years the total price of raw materials was less
as a result of low production. Employees remuneration
steadily increased from %.lO2.96 lakhs (1973-74) to %.162.45
lakhs (1979-80). During the firstthree years the increase
in the labour remuneration was mainly due to the provisionsi
of the long term agreement of 1973-74. Due to slight increa
se in labour efficiency and increase in other items of ex­
penditure, the ratio of remuneration to employees to total
cost came down from 22% to 16%. The factory overhead formed

the major item of expenditure in T.C.C. It steadily increa­
sed from 38% (1973-74) to 49% in 1976-77. It came down to

42% in 1979-80. As this item of expenditure is very high,
it is one of the major causes for losses.

Being a large scale consumer of electricity the cost
of power consumed forms an equally important item ofi A
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expenditure. The amounts spent on power and fuel had
increased three times from $.41 lakhs in 1973-74 to %.124

lakhs in 1977-78. Very little attempt has been made to
control these items of expenditure. When production decl

in 1977-78 from 1976-77 level the cost of power and fuel
had actually increased (from mu10O lakhs to %.124 lakhs).

that the company is not making use of consumption standards
Depreciation charges had increased more than three times

stment in fixed assets. in the fourth stage expansion. Sin

sation was poor the fixed cost per unit remained also very
high. Due to old age of machines and frequent break downs’
the repairs and maintenance charges steadily increased from
$.19 lakhs (1973-74) to $.65 lakhs (1976-77). It came down
to $.43 lakhs (1977-78). The stores consumed form another
major item of factory overhead which had steadily increased

of stores and repairs was high (due to increased production
in the last two years. Insurance expenses had increased
from B.4.17 lakhs to %.10.71 lakhs. The increase was nece­

ssary to cover increased investment in fixed assets. The
ratio of administration overheads remained around 1% of the

total cost even though increased from %.7.7 lakhs to %.9.51
lakhs.

I~ —— - ~ 7 t t :?": 1 :7 't rt _, * r’ i ‘ " —_

(m.63.93 lakhs to %.197.21 lakhs) due to the increased inve­
c

the depreciation charges were very high and capacity utili­

from.m.32.25 lakhs (1973-74) to $.45 lakhs. The consumption
)

ined

Comptroller and Auditor General in his report had pointed out

8
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AssetsgTurnover

Fixed assets of the company had increased nearly
three folds during this period (from %.475.16 lakhs to
m.1336.20 lakhs). The ratio of the sales to fixed assets
came down from 0.80 times to 0.44 times signifying poor
utilisation of fixed assets but increased to 0.73 times and
1.14 times in 1979 and 1980. Similarly current assets had
increased three times (from %.243.02 lakhs to %.672 lakhs).

The ratio of sales to current assets had decreased showing
a decline in the utilisation of current assets (1.56 times
to 1.53 times). The receivables recorded a four fold incre­
ase (from %.61.98 lakhs in 1972-73 to %.242 lakhs in 1979-80)

against a sales increase of three times. The increase in the
receivables was due to increase in credit sales and poor debt
collection. Raw material stock had varied between %.29.3
lakhs and %.40.20 lakhs). The low level of raw material
stock was mainly due to non-availability of raw materials.
high prices and working capital problems. Finished goods
inventory varied between %.24.93 lakhs and %.55.16 lakhs

during the period from 1973-74 to 1979-80. The finished
goods stock hardly accounted for the days sales which is‘
considered to be very low. The company's cash balance showed
a declining trend, during the period except in the last two
years.

1 _ __ i  _ _ _ _
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The net workmn capital of the company had varied Ig

between m.79.69 lakhs and m.403.23 lakhs during the period 7
O.from 1972-73 and 1979-8 . Ratio of cost of goods sold to

I

net working capital had decreased from 6.05 times to 2.54

times due to increase in cost of goods sold and fall in
working capital utilisa ion,

i

The current 11 ilities of the company had moreb

than trippled (from m 9 lakhs to M 340 lakhs) The current f
>

I

assets of the company h d increased from B 243 lakhs to 1
m.672 lakhs. The curre t ratio had steadily declined from Q

t.Liqgidity '
- ‘a. 8 . .7 a .

n

2.64 to 1.47 indicating a precarious liquidity position
except in*1979-80. The quick ratio showed a steady declin- 7

dity position except in 1979-80. (Table )

Solvency

While the equity of the company increased 1% times
(from.%.423 lakhs to m.64O lakhs). the debts of the company

increased nearly 8 times (from %.186 lakhs to %.1753 lakhs).
This shows that the company is practically depending on
borrowed capital for its existence, it has to meet a huge
amount. This increase directly reflected on financing
charges. (Financing charges had steadily increased froma

ing trend (from 1.49 to 0.45) signifying a very poor liqui- 1
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B.21.73 lakhs in 1972-73 to m.172 lakhs in 1979-80). The

increase was more than seven times. The ratio of financing
charges to total cost increased from 6% to 19% of the total
cost. This burden added to the huge losses made by the
company year after year. In 1977-78 onwards the company
became theoretically insolvent ( as the outstanding liabi­

lity became more than total assets, by nearly'%.15 lakhs).

Conclusion

T.C.C. is a typical example of a public sector
company continuing its existence inspite of complete erosion
of capital. During the period the production capacity had
been doubled but the actual production could not reach even
the 50% of this capacity due to lack of demand. Since
total cost remained above sales the losses incurred by the
company also increased with the sales increase. The main
reason for this is the abnormal increase in factory overhead
as a result of high depreciation due to expansion and mount­
ing rates for power and fuel. Due to unutilized and under­
utilized capacity and assets utilisation also declined. The
liquidity of the company was adversely affected by the ab­
normal increase in current liabilities especially sundry
creditors. Although current assets increased, cash balances
steadily declined making the liquidity position of the
company weak. Due to heavy borrowings, financial charges

increased enormously adding to the huge losses incurred by

UNIVERSITY OF COCHIN
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¢0mPanY- TOWards the end of the period the company became

theoretically insolvent. The only possible way to save
this company is to reducing the cost of production by re­
ducing all wastages, creating a demand for the products
and utilising the full capacity of the plant.

C 5'00 /'Zcb/0 60 % _/Evil‘/>§\/'8

Kera1aFisheries Corporation

The Kerala Fisheries Corporation Limited was

incorporated in 1966 to take over and run efficiently
various boat building yards, workshops, fishing boats,
ice plants, freezing plants, and cold storages owned and
operated by the department of Fisheries of the State govern­
ment. Between June 1966 and May 1973 the State government

transferred to the company five boat building yards, seven.
ice plants, five ice cum freezing plants, a cold storage

plant, four refrigerated vehicles and three insulated vans.
The company commissioned a nylon net factory (March 1969)

at Ernakulam, a canning plant (January 1970) at Cochin and
a fish meal plant (August 1972) at Azhikode. With a view>
of making the company viable by concentrating on deep sea
fishing all other activities of the company were closed in
February 1975. The boat building yards at Vizhinjam,
Azhikode, and Cannanore are re-transferred to the boat
building yards at Sakthikulangara and Beypore and seven ice
plants and cold storages to the department of Fisheries.

i A __i‘_7_ __ ___ __ _
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The company is at present engaged in deep sea fishing,
processing export of shrimps, internal marketing of fish
and nylonnets.

Cost of Production

A special feature of the company is the wide
fluctuations in the raw material prices and more or less
steady nature of selling price in international markets.
The ratio of raw materials ranged from 11% to 60% of the

total cost. This is a major reason for huge losses. The
ratio of wages and salaries and other allowances to total
cost had varied between 10% and 57% of the total cost. In
the case of factory overhead a significant amount was spent
($.23 lakhs) for the purchase of stores and spares in 1972­
73 resulting in a total overhead of $.43 lakhs. This item
was drastically reduced in the subsequent year and the
total factory overhead was reduced to reach nearly a little
over half of the figures in 1976-77. It rose again to $.40
lakhs in 1978-79. The ratio of factory overhead to the
total cost of the company came down from 22% (1972-73) to

l1%»(1976-77) to rise again to 15% in 1978-79. The admini­
stration overhead had more than doubled during this period
(from 2.14 lakhs to %.5.45 lakhs).

AssetsgTurnover

Fixed assets during this period had increased signi­
ficantly due to the purchase of trawlers (but it was reduced

i — -——— 9 ~ r " "i 1: iii 1, L _J __ wi 7 W-—-1--—7‘—:— — 9’ -1- — ,7
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to previous level when they were transferred back). It
rose to m.141 lakhs in 1978-79. The turnover of the fixed 1
assets showed a fluctuating trend. The current assets
showed an increasing trend (from $.83 lakhs to %.140.62
lakhs). The turnover of the current assets shows that its 3

I

utilisation had increased slightly. Receivable forms an
important item. The receivables were continuously reduced §
from $.21 lakhs (1970-71)to m.6 lakhs (1974-75) and rose
to $.37 lakhs (1978-79). This trend indicates that there
is a steady decline in debt collection in recent years.
The company never had sufficient finished goods stock. Si- 1
milarly the company had very poor cash balance which fluc­
tuated between %.O.79 lakhs and m.18.30 lakhs.

1

Ow°F¥in9'§§Pita1,Turn°Ver f
!

Out of the 9 years from 1970-71 to 1978-79 in six %
years the current liabilities of the company were more than
current assets. The amount of current liabilities in excess
of current assets varied between m.7.7O lakhs and %.71.47

lakhs. This position shows that the company had used currenu
\

liability to finance fixed assets. This is against the
principles of sound finance management.

Liguidity
The company's liquidity position was very poor

during these years as indicated by current ratio and quick
ratio.
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Solvency

During the period from 1971-72 to 1978-79 the

borrowed capital increased about 4 times of the equity
capital and financing charges had reached an all time high
figure of %.41.68 lakhs in 1977-78 but was later reduced
to $.28 lakhs as a part of loans were converted to share
capital. Financing charges increased from 4% to 30% of the
total cost and came upto 1/3 of the equity capital. This
is another major reason for themounting losses. At the
commencement of this period the. total liability of the
company (excluding equity capital) was more than total
assets of the company by %.11.39 lakhs. This defficiency
had increased steadily year after year. In 1976-77 the
outside liability was in excess by %.377 lakhs over total '
assets and in 1978-79 it was m.262 lakhs. From the very
beginning of the period of the study the company was theore­
tically insolvent. This sad state of affairs cannot be
allowed to continue any more. Unless some drastic measures
are taken urgently to rectify the defects it is better to
liquidate the company at an earlier date.

C\5@9'7hb%0 64‘§-§%*6fJ\'q

Kera1a$°aPSand°il§

Kerala Soaps and Oils Limited, was incorporated on

1st November 1963. The company took over (February 1964)

four government departmental concerns (ie. (1) Government

Hydrogenation Factory (2) Kerala Soap Institute (3)Governmenq\ _ ,i __ , _ --_ I _- I T7 V _l___ .~~—-—--77.7,. -_Ii _
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Oil Factory and Government Shark Oil Factory). Major

products of the company are soaps, shark liver oil products
and glycerine. The analysis of financial performance is
done for a period of 8 years (from 1972-73 to 1979-80).
During the first two years the production was 59% and.54%

respectively. During the 9 years the maximum capacity uti­
lisation was achieved in 1974-75 - a more than 100% of the

installed capacity. The installed capacity of the company
was raised2$000 tonnes from 4300 tonnes per year and in
1979-80 it was again raised to 9000 tonnes. Although the
production increased 6 times from 1972-73 to 1979-80, the
production could not reach the installed capacity in the
later years and this was a reason for losses. In the shark
liver oil division with an installed capacity of 300 tonnes
per year achieved only 47% of the installed capacity in
1972-73. This is the maximum ever reached. The capacity
utilisation was minimum in 1977-78 i.e. 16% (47 tonnes).

The glycerine plant, with an installed capacity of 260 tonn
achieved only 18% of the installed capacity in 1979-80. Th
fish oil plant (purchased in 1968-69) was not put into oper
ation so far. During the period under study the company ha
not produced vanaspathi and refined oil.

Cost of Production

The total cost had doubled during the first 3 years
disproportional to the quantity produced. In 1975-76 the\ _ 1 il_ 1 _ J _ .
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total cost fell to $.59 lakhs from nearly $.92 lakhs in
1974-75 and the production dropped to 505 tonnes in 1975-76

from 729 tonnes in 1974-75. There was a steep price fall
in the price of raw materials (from m.46.50 lakhs to %.14.57

lakhs). In 1978-79 and 1979-80 the total cost rose steeply
ato H.187 lakhs nd.%.33 lakhs. Taking into consideration

the cost of production, raw material forms an important
item. The cost of raw materials ranged between 81% to 3¢%
of the total cost. In 1972-73 the cost of raw materials:

hwas about 34% w ich steadily increased to more than half of
the total cost (65%) in the year 1976-77. This was mainly
due to a steady increase in raw material prices. In 1975-76

uthere was a red ction in raw material value due to the fall
in market price of raw material. Labour cost increased '
steadily and more than trippled in the year 1979-80 (from
%.14.40 lakhs to $.45 lakhs). The increase was mainly due
to periodical wage agreement. In the year 1975-76 there
was a declinin trend in labour cost as a part of the labour

was diverted to expansion activities. In the factory over­

9

head there are two main items namely stores and power and
fuel. The overhead expenses were kept low by providing
insignificant depreciation of fixed assets during the first
four years. In 1976-77 the depreciation provided was a
little more than %% and the cost of fixed assets were over
m.1O0 lakhs. At the end of the period no depreciation was

1 _ _ A A _ — — - — 7 i 1 T I _
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provided for fixed assets amounting to $.112 lakhs. This
shows that the losses made by the company were really much
more than what was shown in the accounts. The cost of power
and fuel had increased proportionately and consumption of

stores has increased Proportionate to the total cost during
the last two years. The administrative overhead more or
less remained steady in the first four years and thereafter
there was a steep rise from less than $.2 lakhs to over $.7
lakhs during the last two years. The sales of the company
had doubled in the first three years (from $.46 lakhs to
$.92 lakhs). But in 1975-76 the sales went down (to $.60
lakhs) due to accute competition in the market. But in
1976-77 the sales again rose to over $.144 lakhs and in
1979-80 the company showed an all time record sales of ,
$.523 lakhs. This Was made possible by the extra efforts
of the company in organising a separate marketing division.
At the commencement of the period the company had already

lost what ever it had in the form of equity capital and
incurred further losses. Accumulated losses came to $.64

lakhs (1972-73) against the equity capital of $.53 lakhs.
The company had incurred losses every year thereafter at a
diminishing rate reaching $.16.26 lakhs in the year 1977-78.
In the mean time the company has taken various measures­

including diversification of production and appointing
trained managerial personnel to improve the performance of
the company and to reduce the losses to the minimum level.i _ . ., ._§ _ 1 i i .1 ___ A i__ ;i A ire ~ '1 i— —;i'ii-~__: fiiu -I: :
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a
It succeeded in its effort and in 1978-79 it madeénominal
profit of %.36000 and in 1979-80 %.1O.50 lakhs.

A5§9E§.TPrn°V?I

The current assets of the company had increased
from.%.2 lakhs to m.249 lakhs (1979-so). Only in 1975-76,
a fall in the trend was noticed. The ratio of sales to
current assets has shown an increasing trend (from 0.61
times to 2.10 times) signifying a better utilisation of
current assets. As compared to the sales the yearly rece - ;i
vables had shown a declining trend in the beginning. When
the sales had increased five fold (from $.32 lakhs to %.1 7 E

>

6

lakhs) the receivableslnd increased only three times %.1O.11h
to $.30 lakhs). But during 1978-79 and 1979-so the ratio
of sales to receivables had shown an increasing trend sig-.

' b
amounted to %.149 lakhs and %.176 lakhs respectively (except
in last two years). Raw material stock did not show much
difference in the first three years. In the last three
years raw material stock has increased disproportionate to
the increase in production. During the last three years

signifying a better turnover of finished goods. The cash
position of the company was reduced to a precarious position
(declining from over %.6 lakhs in 1972-72 to nearly %.19,000

in the year 1977-78). The cash balance was not enough to

I

nifying a better realisation of receivables. The receiva les

the ratio of sales to finished goods stock steadily increased

1_ : ~ ft; : _ 1 t ‘*~l
UNIVERSITY OF COCHIN



SCHOOL OF MANAGEMENT STU
7
IES

meet even the routine requirements
purchase of raw materials. But in
balance of $.18 lakhs. During the
capital had increased from %.26.49

The ratio of cost of goods sold to
showed a fluctuating trend ranging

net working capital.

Liquidity
The current liabilities of

Solvency

D

of wage payments and
1979-80 it had a cash

period, the net working
lakhs to %.199 lakhs.

net working capital
between 1.98 times and

5 times and showed an increasing trend during the second
half of the period. This shows a better utilisation of

the company steadily
increased from m.13 lakhs (1972-73> to m.101 lakhs (1979-so

Even then the current ratio shows a healthy trend remaining
around two but acid test ratio showed an increasing trend
towards the end due to huge amount of receivables.

In the year 1972-73 the company had borrowed funds

amounting to nearly 1% times of its equity capital (of $.53
lakhs) and the financial charges for that period exceeded
m.4 lakhs. But in the same year the equity capital was“
raised to %.1OO lakhs. by converting a part of the loans~
to equity. The capital was raised again in subsequent year
to %.149 lakhs in 1975-76. The company was trading on
equity during the whole period although it was incurring
losses year after year. The financing charges increased

).

S
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from %.2.3l lakhs to %.21.41 lakhs during the period which
came to 4% of the total cost on an average. This increase
in financing charges was one of the reasons for losses.

Conclusion

The production was below the capacity during the
period (1972—73 to 1979-80) especially in the latter part.
The company was able to increase the sales nearly 8 times.
Total cost increased due to a rise in all items of the
expenditure especially the cost of raw materials and labour.
Mounting financing charges were another reason for losses.
Both fixed assets and current assets showed a slightly
better utilisation towards the end of the period. The liqu­
idity position was good. Although the company was function­
ing with more losses than equity capital the reconstruction
and conversion of loans to equity capital by government had
given an increased tenure of life to the company. The fin­
ancial performance during the later half of the period had
shown a favourable trend raising the hope that the concern
had turned out to be a profitable unite

€$p(>_,lab/O 6!; 6/3 @'M,v‘~ 5

THE KERALA CEEAMICS LIMITED

The Kerala Ceramics Limited was incorporated on

1st November 1963 to take over the then existing department­

al undertakings of Government Ceramics and Kerala Government

Ceramics. The production commenced from February 1964 with
i W ’——» — t - ’ : 'f;; t : if‘, i’ ’* _;, 1__,,_";'11; ,, ,, ,, CLT_’_ I "
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3 units namely the Mining unit, the Refractory unit, and
the Porcelain unit. The Refractory was closed in January

I

\1971. At present the company had three units namely Proce­
lain, China Clay and Spray dried Kaolin. The financial

1

performance of the comapny is analysed for a period of nine 1
years from 1972-73 to 1979-80.

The Porcelain unit of the company had an installed
capacity of 450 MT per year. During the first 4 years of \

I

the study the production reached a maximum of 602 MT (134%). E

In 1975-76 the capacity was raised to 595 MT and the produc- T
1

tion fell to 89% and 95% of the capacity in 1976-77 and 1
1977-78 respectively. The China Clay plant with an installed}' r

Y

capacity of 5000 MT per year achieved more than 100% produc- 1

tion during the first four years. The maximum capacity ;
utilisation was noticed in 1973-74 i.e. 149%. During 1976- 717

and 1977-78 the capacity utilisation was 99% and 97%. (The 1
actual production was only 4962 MT and 4859 MT in 1976-77

and 1977-78 respectively as compared to the maximum produc- ;
tion of 7469 MT in 1973-74). The spray dried Kaolin plant 1
was commissioned in 1975 with an installed capacity of 18000 K

i

MT per year. During the first three years (in 1975-76,
11976-77 and 19"/7-'78) the production recorded only 9%, 21%

and 29% (the actual production was only 1559 MT, 3820 MT

and 5260 MT respectively). The poor capacity utilisation
of Kaolin division is one of the reasons for losses after

1 eXPanSi0n- A 1 ,2 A 2 _ --. _ 1
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Ratios of Cost

During the nine years, (except in 1973-74) the
company was selling its products below the total cost. The
extent to which the company was under selling the products
ranged from 32% (1974-75) and 72% (1975-76). In 1978-79

and 1979-80 total cost was more than sales by 42% and 30%
respectively. Among the items of expenditure remuneration
to the employees came upto 67% of the total cost in 1972-73
and steadily declined to 40% in 1978-79 and again to 38% in
1979-80 although during this period the remuneration paid
to the employees increased steadily nearly 3 times (from
%.22.45 lakhs to §.63.86 lakhs). In the newly started
Kaolin division no additional labour force was recruited.
The increase in the wage payment in these years is mainly .
due to increase in wage levels. In order to streamline
the wage payment and the productivity a work study was

conducted by Kerala State Productivity Council (1972-73).
They have fixed a piece rate system, But this could not
achieve the expected results due to lack of incentive
system and other motivating factors. The raw material cost
had increased nearly five times (ie. from %.5.34 lakhs to
%.23.04 lakhs). The fall in the cost of raw material was­
due to fall in production. The raw material cost is not
very prominent due to the fact that the company exploited
its own mines. The ratio of raw material cost to total cost

\ i :  1 *t ova ‘_'_7 _l~; H_ 1 .;_£'
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steadily increased from 9% to 16% signifying a fall in the
efficiency. Factory overhead increased slowly from $.4
lakhs to $.10 lakhs during the first 4 years. But during
the last two years the factory overhead increased consider

overhead came upto 23% and 29% of the total cost, whereas
administration overhead has remained around 3% on an avera

The sales of the company showed a steady increase.

division of the company contributed maximum to the total
sales. But after the commissioning of spray dried Kaolin
this place was taken by that unit and it earned consider­
able amount of foreign exchange. According to the sales
executives of the undertaking even though this company's
selling price is rather high it could not make a profit du
to its high cost of production.

£?.§.§

The company was incurring losses in 1972-73 amount

ing over $.11 lakhs. But it showed a nominal profit of
$.23000 in 1973-74. Therefifter the losses has increased
irrespective of increase in sales(from $.14 lakhs in 1975
to $.53 lakhs in 1978). The losses in 1978 came to nearly
50% of the equity capital of $.107 lakhs. During the last
two years (1978-79 and 1979-80) even though the sales

During the nine years it had almost tribled (from $.31 lakh

ably due to expansions. In 1978-79 and 1979-80 the factory

ge

S

to $.87 lakhs). During the first three years the Porcelain

G
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I

increased (to %.100 lakhs and %.108 lakhs) the losses also ;
increased (of $.46 lakhs and $.47 lakhs respectively). All
these years (except 1974) the selling prices were less than ‘

1

1

the cost of production (ranging from 32% to 73% of the total:
cost).

Assets Turnover

In this period the fixed assets of the undertakings »
had increased more than four times (from $.30 lakhs to

m.124 lakhs) with the establishment of Kaolin plant. The
ratio of sales to fixed assets declined from 1.17 times
in 1972-73 to 0.61 times in 1977-78 to rise again to 0.87
times in 1979-80, indicating that, fixed assets utilisation L

was poor in later years as compared to the initial years. . 7
The current assets of the company had increased from $.47 1

>

\

lakhs to $.91 lakhs mainly due to the increase in finished i
1

\goods stock and loans and advances. The ratio of sales to 7
current assets declined from 1.08 times in 1972-73 to 0.67 '
times in 1973-74 and steadily increased to 1.18 times in
1979-80, indicating better utilisation of current assets.
The receivables of the company had decreased from %.9.58
lakhs in 1972-73 to %.8 lakhs in 1973-74 and again rose uptop
m.13.19 lakhs in 1976-77 to fall dOwn to m.11.06 lakhs in H

1979-80. The ratio of sales to receivables showed a steady A
increase from 3.93 times to 9.75 times signifying a better 7
collection of receivables. Among the current assets the

i 7 77" 7 " 7 " 7 7 H t :1 : ‘_ 7* *7 17:-n|nu_1_;_1—-u_ .__:-‘qr —___ _l
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most important item was the inventory of finished goods
stock. It increased over five times during this period.
(from m.s lakhs to $.41 lakhs). The ratio of sales to
finished goods varied between 1.89 times (1974-75) and 4.06
times (1976-77). It showed the lack of co-ordination bet­

ween production and sales. The cash balances of the company
was very poor (less than $.50,000) and except in1973-74.
The cash position of the company was not satisfactory.

WorkingCapitalUtilisation
The net working capital of the company increased

from m.9 lakhs (1972-73) to $.37 lakhs (in 1973-74) and

declined to $.28 lakhs in 1977-78. In 1979-80 it was again
$.37 lakhs. The ratio of cost of goods sold to net working
capital showed an increasing trend 1.52 time (1973-74) to '
3.82 times (1979-80) indicating a slight improvement in
working capital utilisation.

L£9E£§££Y

During this period the current liabilities increa­
sed more than three times (from $.15.27 lakhs to $. 54.49

lakhs). The increase in liabilities was mainly due to
increase in creditors and outstanding expenses. The cureent
ratio was less than 2 during the last five years indicating
the poor liquidity position of the company. The quick
assets of the company decreased from $.17 lakhs in 1972-73
to $.12 lakhs in 1979-80. The ratio was much less than 1

L -f 1' :*;'.=1...:.....--2-.-,.9-.¢-upnun-9;’-of---R¢:=_r-‘*_c;_::J; :_'-, “.__f;+f?-JI'I~€IdIv'-*-‘“:=l.l-f ' ii’  7 ~ -»-ll isUN|VERSlTY"'d'F1 cucnm  " " " " - ' -L     "



aw,
SCHOOL OF MANAGEMENT STUDIES

in the last eight years again indicating poor liquidity
position.

Solvency

The debt of the company had increased more than 4

times (from %.85.34 lakhs to %.388 lakhs). During this
period the equity capital increased less than two timess
(from $.65 lakhs in 1971-72 to m.108.05 lakhs in 1979-so)

The ‘debt equity‘ ratio reached a level of 1 : 3.59 in
1979-80 and this increase of borrowed capital inflated the
financing charges to more than 6 times (from %.4.42 lakhs
to %.27.1O lakhs). Interest charges for loans reached
nearly 20% of the equity capital and 14% of the total cost,

further adding to the losses. During the last two years
(1976-77 and 1977-78) as in the'first year (1972-73) the
solvency position of the company was very weak and the
total value of assets of the company were not enough even
to meet the external liabilities.

Conclusion

Even though the production was more than the rated

capacity in china clay and porcelain divisions the capacity
utilisation of Kaolin division was very poor. The sales
procedes were not enough to meet two thirds of the cost of
production. In four out of the nine years it covered only
50% of the total cost.* i" T r r ~ _  ~  1-I r"___c _4 _ ___
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During the period labour efficiency declined. The
fixed assets utilisation also declined. Increase in sales
were more of cash than credit. The liquidity position of
the company (as indicated by current ratio and quick ratio)
was poor. In 1976-77 onwards the company became theoreti­
cally insolvent. As a result of heavy borrowings financing

charges increased and losses also increased. Unless the
company finds some ways and means to increase the sales and

production of Kaolin division the future of the company is

bleak. (See-lab/e 43 6} ~"7y<></0/\. 3

KERALA1ELE§TB¥§APS AND ALLIED ENGINEERING QQMPANY LT?

(K.E.L)

The K.E.L incorporated on 6th June 1964, took over.
the governmental undertaking of Electrical and Allied Indu­
stries Travancore and commenced business on 16th August

1964. The company has four divisions, the motors and cast­
ing division at Kundara, and the Structural, Transformer
and Switch Gear Divisions at Mamala. The financial perfor­
mance of the company is analysed for a period of six years
from 1972-73 to 1977-78.

The company has an installed capacity of 1,20,000
HVA for making distribution transformers. The production
of this products had fluctuated violently, ranging from
29% and 64% of the installed capacity. The minimum capacity

1 utiliSatiOn;i;waS"inf 29% in119J51-_ Thea\a><imum__¢¢Pa¢iE1  1 1
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utilisation of 64% was noticed in 1977-78. The capacity
utilisation increased from 23% in 1972-73 to 53% in 1974-75

and it steadily declined reaching to 1.2% in 1977-78, due
to the inability of the company to compete in the market.
The maximum fluctuation in capacity utilisation was observed
in the case of motor components for which the company has

an installed capacity of 2,52,000 numbers. Only 27% of its
utilised in 1972-73 and 10% in 1974-75. The capacity uti­

lisation rose to 113% in 1975-76 to fall again to 18.4% in
1977-78. In electrical wiring accessories the company has
got an installed capacity of 1,33,000 numbers. The capacity
utilisation was maximum in 1972-73 (67%) and it steadily
declined to 11.3% and 16.5% in 1976-77 and 1977-78 respec­

tively. The company has an installed capacity of 240 MT .
with regard to CI pipes and special pipes. The capacity
utilisation declined from 67% in 1973-74, to 5@% in 1974-75
due to lack of orders.

In the year 1974-75 the company introduced two new

products, Contactors and Starters and Brushless Alternators
with installed capacities of 12,000 numbers and 600 numbers 1

respectively. The first two years the capacity utilisation 1
in contactors and starters remained less than 50%. The

original proposal was to import fusing elements initially
and in the mean time to develop necessary facility to manu- 1
facture them indigenously. The company could not do so as

LINIVERGTIY OP COCHIN
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the Collaborators failed to supply the fusing elements at
a reasonable price and the failure of company to develop
the fusing material indigenously led to closure of the;
division in 1976-77. The capacity utilisation with regar
to brushless alternators were only 10.5% in 1975-76 which
rose in the second year of its introduction to 49.8%. On
the whole it can be said that the poor capacity utilisatio

is a reason for continued losses.

Ratios of Cost

d

n

During the six years under consideration except in
1973-74 and 1974-75 the company had been selling its pro­
ducts above the cost of production. During the years from
1975-76, to 1977-78 the total cost was above total sales
(by 35%, 16% and 23% respectively). Even during the year
that company made profit, the ratio of the cost of goods
sold was 99%. Raw material, a major item of cost fluctua
between 62% (1971-72) and 35% (1975-76) of the total cost
The value of raw materials showed a four fold increase in

O O nsix years (from $.50 lakhs to %.182 lakhs). This was mai
due to higher prices and non availability of raw material
in time. The remuneration to employees more than tripple
(from $.24 lakhs to $.75 lakhs). In 1972-73 the ratio of
remuneration to the employees to total cost came to 26%
which rose to 44% in 1973-74 and thereafter declined to 2
due to increase in other items of expenditure. The indu­
strial relations were disturbed by go slow tactics and

te

l
s

d
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d
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strikes. There was an attempt to streamline the efficiency
through work study. NOthing could be achieved, due to the
lack of co-operation from the workers. Factory overhead

had increased from %.8 lakhs in 1972-73 to $.18 lakhs in p
1974-75 and again rose to $.24 lakhs in 1979-80. The sudden

increase in 1974-75 was due to increased consumption of
spares and parts. The factory overhead remained around 9%
of the total cost on an average. The administration over­
head been reduced to 4 months requirements in 1977-78 indi- A

cating the better attention to inventory management. The
finished goods stock came only to 1 months sales require­

ment in 1979-80 and it is considered to be very low. Since A
the company is producing according to orders of Kerala
State Electricity Board, low inventory has not created any, 1
problem. During this period the company has cash balances A
which fluctuated violently from 16,000 rupees (in 1974-75)
to $.21 lakhs (in 1976-77) and m.2.55 lakhs in 1979-so

indicating poor cash planning and management.

Working Capital Management

The net working capital of the company varied
between $.52 lakhs (1972-73) and t.136 lakhs (1973-74).

During 1978-79 and 1979-80, the company had net working

capital of m.124 lakhs and %.164 lakhs respectively. The
net working capital turnover increased from 0.50 timese
(1972-73) to 2.7 times (1977-78) and declined to 1.95 times11 _ _ ­
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in 1979-80. Even this increase in turnover has not helped
the company to reduce the losses.

Liquidity

The current liabilities of the company had increased
from $.13.24 lakhs in 1972-73 to $.121 lakhs in 1979-80.

The current assets of the company was nearly 4 times the
current liabilities in 1973-74. The current liabilities
increased steadily thereafter. In 1979-80 the current
assets were only % of current liabilities signifying the
fall in the liquidity position. The quick assets of the
company had increased from $.28 lakhs to $.88 lakhs (1979-80)
and the quick ratio fluctuated between 0.6 times and 1.2

times and in 1979-80 it was only 0.72 times indicating ,
company's poor liquidity position.

Solvency

The debts of the company had increased four fold
(from $.76 lakhs to $.362 lakhs). The equity capital of
the company increased more than double during this period
($.42 lakhs to $.106 lakhs). The debt equity ratio steadily
rose upto 3.43 times in 1979-80. The increase in debts were
followed by increase in financing charges which increased
more than 5 times (from $.6 lakhs to $.32 lakhs) and came
to 9% of the total cost. This is one of the reasons for
losses. The total assets were more than total outstandingu|_1 1 1 ­
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liabilities in the first five years but in the last four
years the outstanding liabilities were more than the total 1
assets, reducing'the company to a position of insolvency.

9@P¢.lu$_i.@n

The company could not make use of the full capaicy
of the plants and also failed completely to sell its produ­
cts above cost of production. Fixed assets utilisation was
poor and current assets of the company had increased more
than 2% times (from $.38 lakhs to $.102 lakhs). The steep
increase in the fixed assets were noticed during the last
four years due to the expansion. The ratio of sales to
fixed assets had remained around 1.90 times except in 1975­
76 (2.6 times) and 1976-77 (1.56 times). But in 1978-79
and 1979-80 it was 2.52 times and 3.29 times. This indi- .
cates that there has been wide fluctuations in fixed assets
utilisation. The investment in current assets had increased‘
more than 3 times ($.85 lakhs to $.285 lakhs). In 1971-72

the company had current assets worth only $.85 lakhs but 1
in 1973-74 it rose to $.120 lakhs due to increase in debtors
(from $.21 lakhs to $.43 lakhs) work in progress (from $.40
lakhs to $.27 lakhs) and raw material stock (from $.32 lakhs
to $.36 lakhs). The ratio of sales to current assets showedi
that the turn over was less than 1 except in 1978-79 and
1979-80. Poor utilisation of current assets is another
reason for loss. Among the current assets the major item,*-_ ,' _ 1_; L 1 : J. ‘
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receivables, had steadily increased from $.21 lakhs to $.96
lakhs (more than 4 times). In otherwords the receivable
rose to 20% and 33% of the total sales. Dur to increasing
credit sales and poor debt collection the turnover was only
2.55 times (except in 1979-80). Inventory management was
not given sufficient attention in earlier years. In 1973­
74 the stock of raw material accumulated to over 10 months

requirements. This had more than doubled (from m.6.43 lakh
to %.13.48 lakhs) and remained around 5% of the total cost.

§.§.l?_§

During the six years the sales of the company
increased nearly 4 times (from $.79 lakhs to %.318.90 lakhs

There was a slight decline in sales due to stoppage of con­
tractors. The sharp increase in 1977-78 was due to the
increase sales of brushless alternators.(Table ed} )

EQEE

Four out of six years, the company had incurred

heavy losses. In the last three years the losses were
considerably high. In 1973-74 and 1974-75 the company made
nominal protits (as %.49,000 and %.1.39 lakhs). The loss
incurred by the company in 1977-78 (m.45.19 lakhs) was

nearly fifty percent of the equity capital of the company
(as m.95.82 lakhs). In 1978-79 and 1979-80 the losses were
$.43 lakhs and $.15 lakhs respectively. Some of the reason
for increased losses are the under utilisation of capacity,

)

S
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increase in the overhead during the gestation period of the
alternators project and keen competition.

Ratios of Assets

The fixed assets utilisation was not satisfactory
as its turnover was less than one. Liquidity position of
the company was poor and the company became theoretically
insolvent in 1977. In 1979-80 the accumulated losses rea­

ched %.201 lakhs against equity capital of %.105 lakhs,
indicating the sad state of affairs. The company is an
example of the public sector undertakings given artificial
respiration in the form of loans to exist. Unless drastic
measures are taken in cost reduction and better utilisation
of the plants the company is not going tobreak even in the
near future. ($99 Tab/Q    "(ADA/' H '

TRAVANCORB Prgwoop gimnpsmglpss

Travancore Plywood Industries Limited, incorporated
on 1st November 1963 took over the Travancore Plywood Indu­

stries, the departmental undertaking, to be run on economic
basis. It commenced its operations on 24th February 1964.
The company produces and sails Tea Chest Pannels, Commercia

Plywood, Decorative Plywood, Flush Doors, Black Boards,

Chequered Plywood etc. The company has two units, one to
manufacture tea chest pannels and second to manufacture
other items. The financial performance of the undertaking
is analysed for a period of 9 years from 1971-72 to 1979-80

U'NIVER$|TY OF COCHIN
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Q9P9¢}’9y Utilisatiw

At the date of commencement, of this study the
company had an installed capacity of %.22.8 lakhs for its
II unit on 4 mm basis. The production steadily increased
in the first three years (from 28% to 52% and then to 54%
in 1975-76 to 1977-78 of the installed capacity). In the
next two years the capacity utilisation was 47% and 36.5%
respectively. When the installed capacity was raised to
m.27.38 lakhs on 4 mm basis in 1977-78 the production was

(only m.9.85 lakhs) less than that of 1976-77 (%.l3.68
lakhs). In 1978-79 and 1979-so the capacity utilisation
was less than 50% of the installed capacity. The poor
capacity utilisation can be said to be a reason for conti­nued losses. '
Cost,Ratig§

Out of the 9 years the company made profits in 4
years (1973-74, 1974-75, 1975-76 and 1979-so). In this
period the ratio of cost of goods sold to sales were 96% ,
93%, 98% and 60% respectively. In the last two years
(1978-79 and 1979-80) the company was selling its products
below the total cost. The cost of raw materials, a major
item of.expenditure showed a three fold increase ($.27
lakhs to $.70 lakhs). The raw material consumed to total
cost of production ranged between 42% (1977-78) and 53%
(1974-75) of the total cost mainly due to increase in their

" I 1 _ 1 'i__ ; ; : it 1 ; _; 1 ' : i 1" _ I -1 7
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price. The labour cost had increased three fold as a result
of periodical wage agreements. The labour cost ranged
between 17% to 27% of the total cost during these years.
Factory overheads had almost doubled (from $.14 lakhs in
1973-74 to $.28 lakhs in 1979-80). There are three items

which predominate in the factory overhead expenses namely
depreciation, power and fuel and stores. The depreciation
has been decreasing due to reduction in the value of assets
from %.7 lakhs at the commencement of the period of %.5

lakhs at the end of the period. On the other hand cost of
power and fuel had increased three fold (from m.4.7 lakhs
to $.16 lakhs) during the same period. The stores consum­
ption increased from %.3.5 lakhs in 1972-73 to %.5 lakhs

and declined to %.3.5 lakhs in 1977-78. Thus the cost of ‘
power and fuel is a reason for steep rise in factory over­
head. Even then the ratio of factory overhead to total
cost showed a favourable tendency (from 23%»to 16%). The
administrative overheads remained around 2% of the total

cost in all these years.

Sales

The sales of the company increased by more than

2% times. (m.62.42 lakhs to %.169 lakhs). Quantity wise
the maximum sales of 13.68 lakhs on 4 mm basis were
observed in 1976-77. In1977-78 the sales quantity was 9.85
lakhs on 4 mm basis. Among the products that contributed

umvzasrnr or COCI-IIN 7 A 7: 7 I A



~36?
SCHOOL OF MANAGEMENT STUDIES

1 1

1

maximum in 1977-78 were commercial plywood ($.95 lakhs) and

tea chest pannels ($.15 lakhs) and decorative plywood ($.10
lakhs).

Losses

At the commencement of the study (1972-73) the
company had an accumulated losses to the tune of $.22 lakhs.i

The first year of the study the company incurred a loss of
$;1O lakhs and in the subsequent years when the sales had
doubled the company showed a profit of $.3 lakhs and.$.2

lakhs (1973-74, 1974-75 and 1975-76). In the subsequent
year, there was a slump in the market and vigorous effects
were made to sell the accumulated stock allowing very high
discounts resulting in a record loss of $.11 lakhs. Although
the marker showed a favourable trend in 1977-78 the losses. 7
could not be reduced due to increase in wage payment (due
to new long-term wage agreement) to the tune of $.9 lakhs.
In 1979-80 the company showed a marginal profit of $.57,000.
There was accumulation of finished goods.

AssetsiTurnover
The fixed assets utilisation had increased as

indicated by the ratio of sales to fixed assets. This was
mainly due to writing off a sizeable amount of depreciation.)
The current assets increased more than 3 times during this
period ($.36 lakhs to $.14O lakhs). There was a drastic

I *5 __ tr __, "I .:|: : _ r _
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reduction in cash balances (from over $.11 lakhs in 1973-74 »

to little over $.1 lakh) in the subsequent five years (excet
in 1979-80). The raw material stock remained more or less
same and the receivable increased six fold ($.5 lakhs to
$.31 lakhs). But the finished goods inventory fluctuated
violently year by year. During the years of 1975-76 the
stock of finished goods were $.44 lakhs and $.32 lakhs.

This was caused by severe competition and the sluggishness
in the market. In 1978-79 and 1979-80 the finished goods
stock were $.40 lakhs and $.34 lakhs due to the same reason.

Working capital Turnover

The net working capital steadily increased from
$.23 lakhs (1972-73) to $.89 lakhs (1978-79) with slight .
reduction in the following year ($.66 lakhs in 1979-80).
The net working capital utilisation reached over 3 times in
1973-74 and came down to a little over 1.3 times in subse­
quent years and again rose to 3.07 times in 1979-80. This
was mainly due to the wide fluctuations in financial goods
stock.

Liquidity
In 1972-73 the current assets were nearly 3 times

the current liabilities, which gradually came down in the
subsequent years reaching a little over 2 times in the year
1974-75. It rose to nearly 3 times in 1975-76 to fall again

3 9- _; __ :1 31-1 9 4
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to a little over 1% times in 1976-77. In 1977-78 the
current assets and the current liabilities were equal. In
1978-79 and 1979-80 it was more than two times. This shows

the fluctuating trend in the liquidity position. Six out
of the nine years the quick assets were less than current

I

Solvency

During the period of past 6 years the borrowed
capital had increased from 1% times of equity capital to
nearly 2% times (borrowed capital of %.114 lakhs against
the equity capital of $.49 lakhs). The interest charges
increased from a little over %.5 lakhs to nearly $.10 lakhs
(1977-78). Financial charges ranged between 5% to 9% of .
the total cost. It has reduced the profit and increased
the losses. This is a typical example of reaping the un­
favourable effects of trading on equity.

Conclusion

The production was considerably below the installed
capacity during the period. Sluggishness in the market
reduced the demand for the product considerably. Ever risi

financing charges inflated the total cost of production
considerably above the sales. Fixed assets showed a better
utilisation. Current assets utilisation was not so good.
The company had poor liquidity position through out this

liabilities indicating that the liquidity position was weak.

n

raw material prices, increased labour charges, and mounting
Q
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period. The equity capital of the company gradually got
eroded with the results that in 1978-79 the whole of equity
capital disappeared. In 1979-80 the company became theore­
tically insolvent. Drastic measufies are to be taken to d
save the company. Restructuring of capital and diversifi­
cation of production may be attempted . A major part of
the loans be converted into equity to reduce the increasinga 1
fixed debt obligation. Diversification iszmust to reduce
the adverse effects of labour cost. 65¢?’/=1’/J/Q @§c16f*“n"”"3

TRIVANDRUII4 RUBBER WQRK‘§, I-'IsMIT_ED

Trivandrum Rubber Works Ltd., was incorporated on

1st November 1963, taking over the departmental concerns
of Travancore Rubber Works, Kerala Cycles and Kerala Goverh­

ment Rim Factory. The company commenced its operations on
1

24th February 1964, with three units namely Rubber unit,
Rim unit and Cycle unit. The major products of the company
were cycle tyres, cycle tubes, rubber hoses, rubber sheets, O
cycle rims etc. The financial performance of the company 7
is analysed for a period of 9 years from 1971-72 to 1979-80.

Even though the company produces a variety of pro­
ducts, the installed capacity is known only for two products
ie., cycle rims and cycle tyres. It has got an installed
capacity of 50 lakhs cycle tyres, and 3 lakhs cycle rims..11 l _
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The capacity utilisation in tyres was less than 40% in the
six years. The maximum production was observed in 1974-75.

In 1976-77 and 1977-78 the capacity utilisation was 24%

and 23% respectively. Not much progress was noticed in
1978-79 and 1979-80 also. The fall in the production was
due to market constraints. The capacity utilisation with

1

regard to rim increased from 30% at the commencement of the
period to 81% in 1973-74 and declined to 71% in 1974-75.

Thereafter it sharply declined to 27% and 7% in subsequent
two years as a result of fall in demand and curtailment of
production. The cycle tubes were produced in 1972-73 and
1973-74. During the rest of the years the production was
suspended due to inability to compete in the market. The
drastic reduction in the production of all other products .
was due to poor demand, sluggishness in the market and the
inability to compete due to high cost of production.

Cost

In all the nine years the company was selling its
products from 10% to 55% below the cost of production. Raw 1
material cost, a major item of expenditure ranged between
25% to 50% of the total cost. The fluctuations in the cost
of raw material were not directly proportional to the total
cost in any of these years due to product diversification
and periodical stoppages in particular lines of production.
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labour cost increased nearly 2% times (from $.20 lakhs to
$.51 lakhs). The labour cost ratio varied widely from
year to year ranging from 18%.to 29% due to periodical
strikes, lay offs, and wage agreements. Factory overhead
forms another item of expenditure consisting of deprecia­
tion, power and fuel and stores. Cost of power and fuel
rose from $.2.58 lakhs in 1973 and nearly doubled in the
subsequent year and reached over an all time high cost of
over $.11 lakhs. This steep rise was mainly due to operationo
of a new plant (Burbury mixi) on behalf of Madras Rubber

Works. When the contract was discontinued the power and

fuel consumption was reduced. The consumption of stores
showed a steady declining trend during the first five years
($.22 lakhs to less than $.4 lakhs) again picked up due to,
diversification. Production reached $.11 lakhs in 1977-78.
In 1978-79 and 1979-80 the factory overhead expenses showed

a sharp increase ($.36 lakhs) due to price hike. The admi­
nistration overheads ranged between less than $.1 lakh to
over $.4 lakhs but this expense is comparatively low compared
to the ratios of other items to total cost.

Q2222

The sales of the company increased steadily from
$.77.62 lakhs in 1971-72 to $.131 lakhs in 1974-75 and
declined to $.116 lakhs to rise again to an over all record’
of $.16? lakhs in 1976-77. In 1977-78 the sales of the
company was $.107 lakhs only, but it reached an all time _ _
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high level of $.23O lakhs. Even then the company could not A
breakeven due to severe competition and products variation
according to the market.

£9.52

At the beginning of the period, the company had
incurred an accumulated loss of over $.96 lakhs while the

equity capital was just below $.59 lakhs. In 1972-73 the;
loss was $.39 lakhs from a sales of $.108 lakhs. Subsequent
two years due to various reasons the losses had been reduced
(less than $.17 lakhs in 1973-74 and $.34 lakhs in 1974-75).
There was only marginal increase in sales in these years.
In the next year although the sales had increased it could
not make a profit due to increased cost of goods sold. In
1977-78 the sales had gone down again nearly to two third '
of the previous year. The company made a record loss of
$.59 lakhs (which is more than the equity capital of the
company). Even in 1979-80 when the sales was $.23O lakhs
the company incurred a loss of $.31 lakhs. Severe compe­
tition, underpricing of the products, poor capacity utili­
sation, strikes, and lock out are major reasons for this
situation.

Assets Turnover

Although fixed assets utilisation increased partly
due to depreciation of fixed assets, the utilisation of
current assets has not been substantially increased, as
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shown by the ratios of sales to current assets. This is
partly responsible for huge loss made year after year.
Receivable forms a major item of current assets which ranged
between 22% to 28% of the total sales and the ratio showed

poor debt collection. Finished goods inventory and raw
material stock ranged from $.50 lakhs to $.37 lakhs in value
signifying poor inventory management.

WorkingCapital Utilisation

The ratio of cost of goods sold to net working
capital declined sporadically during the period (to 1.88
times) indicating wide variation in credit purchases, and
other outstanding expenses.

O

Liguidity

Current ratio ranged between a little less than 2%
times and over 3 times. But the acid test ratio has always
been less than .70 in five years out of 9 years reaching a
level of .3 in the year 1977-78 indicating a poor liquidity
position.

Solvency

The borrowed capital of the company increased
steeply year after year and reached %.248 lakhs in 1977-78
(more than 4 times of the equity capital of $.59 lakhs).
This has resulted in huge financial charges, which hadk i 1 A —
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increased nearly 6 times (from m.3.18 lakhs to %.18.85
lakhs) and came upto 8% of the total cost. As the out­
standing liability were more than total assets of the com­
pany even in the 1st year the company was insolvent theo­
retically. The outstanding liabilities were more than the
total assets by m.173 lakhs in 1977-78. In 1979-80 it was
reduced due to increase in current assets.

Qonclusion

The company had shown a poor capacity utilisation
and it had totally failed to compete in the market as it
was forced to underprice its products, considerably below*
the cost of production. Fixed assets had shown a better

utilisation whereas current assets turnover was low. The .
working capital turnover showed’a declining trend. The
company had poor liquidity position and was theoretically
insolvent from the very beginning of this period. The huge
financing charges was another reason for heavy losses. In I
1979-80 the total accumulated losses were more than 5% times

of the equity capital. The company was existing only on
borrowed funds. The company management has failed in almost

all fronts namely production, personnel marketing and gen­

eral management. Instead of keeping this company alive
at the cost of tax payers it is advisable to wide up the

company at an early date. C596 4145/9 éé  §"*¢,°‘~' 7\ , _ _ _ ‘1 ‘
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PALLATHARA BRICKS AND TILES

Pallathara Bricks and Tiles was taken over by
government as a loosing concern in 1957. The company produ­

ces only white bricks which are much superior to locally
made country bricks. These bricks are manufactured from a
mixture of lime and white sand processed with high pressure
at a very high temperature. The company has an installed
capacity of 120 lakhs of white bricks per year. In 1971-72
the capacity utilisation was 35% which steadily decreased
to 5% in 1974-75 (from 42 lakhs to 6 lakhs bricks). The
production had to be curtailed due to financial crisis and
subsequent declaration of lay off for a period of six months.
With additional capital from government the production again
picked up and reached an all time record of 94 lakhs ie. 78%
of installed capacity in 1975-76. Even then the company
could not break even. In 1976-77 the production again de­
clined to 41% of the installed capacity to rise above 50% in

Total cost of production always remained higher than

sales proceeds ranging between 11%»to 267%. An important

elements of cost of production were power and fuel followed

by labour and raw materials. Although in the first 4 years,
the cost of power and fuel had shown a declining trend,
(due to steep fall in production) during the subsequent

1
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years it went upto 40% of the total cost as a result of a
hike in Furnace Oil prices. Even though the raw material
ie.'white sand and lime are locally available the same trend
is visible in the case of raw material prices. The cost of
raw material ranged from 7% to 22%. In the same way the
labour charges declined from nearly %.1% lakhs to less than
%.1 lakhs in the first four years. There was a steep rise
reaching nearly %.4 lakhs in 1979-80 disproportional to
production.

Sales

The sales of the company initially showed a declin­
ing trend from %.3.17 lakhs in 1972-73 to M.1.22 lakhs in

1974-75 due to the heavy competition from country made br
which forced the company declare a lay off. From 1974-75 '
onwards the sales steeply increased to an all time record
of $.21 lakhs. Even then the company could not break even

and 1979-80 thedue to high cost of production. In 1978-79
sales were m.11.35 lakhs and %.17.44 lakhs.

Loss

The competition from country bricks and the steep
increase in the cost of furnace oil and coal used for hea

mulated losses, the capital was eroded. During 1972 the
company had a paid up capital of nearly'%.12 lakhs (%.9 l
of equity and %.3 lakhs of preference shares). The accumu­

icks

tingp

the chamber are themajor reasons for loss. Due to huge accu­

akhs

4

lated losses in the same year was over %.9 lakhs and in the1 _i-l ,_ "';Ii 11:; :;_ ; L1- - 7 1 ~
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subsequent year accumulated losses exceeded the share capital
(both equity and preference taken together). In 1979-80 the
accumulated losses were more than the share capital by %.9
lakhs.

Assets Turnover

Although the company raised additional capital of
%.3 lakhs it had not acquired any additional fixed assets
and whatever money was received was utilised for working
capital purposes. Fixed assets utilisation showed an increa­
sing trend towards the end of the period while the current
assets of the company showed a declining trend in utilisation
in the first 4 years but showed slight increase inthe last
two years.Y

Even though the current ratio showed a favourable
trend with regard to liquidity in the initial period the
company had failed to maintain the normal level of acid test
ratio and current ratio in the last few years.

Solvency

The debts of the company increased steadily from $.9
lakhs in 1971-72 to $.18 lakhs in 1979-80 and the financing

charges ranged from 3% to 18% of the total cost. During the
last 4 years the outstanding liabilities of the company was
more than total assets and this difference increased from

UNIVERSITY OF COCHIN



377
SCHOOL OF MANAGEMENT STUDIES

%.1 lakh (1973-74) to %.7 lakhs (1979-80). Thus the compan
was theoretically insolvent and it was solely existing on
borrowed capital.

Qonclusion

Even after using 79% of the installed capacity the
company could not break even. The company had failed to

compete with the locally made country bricks and was forced
to sell below the cost of production. The cost of power
and fuel had increased steeply and raised the cost of pro­
duction above selling price. All the borrowed capital was
used for working capital requirements. The company has
become theoretically insolvent as accumulated losses were
more than equity capital (by 3 lakhs). In order to save
the company from further losses the company had been trying

to diversify the production. In fact it had obtained a
certificate of intent for manufacturing calcium carbide.
Since this project requires large capital investment (m.4.5
crores) it has not yet materialised. Effective measures
are not taken to diversify the production. There is not
even a remote possibility of this company reaching its

breakeven point. ~\_/$0? 4&5/Q 6*’  "3"”’)°p" 4)

CHALAKUDY REFRACTORIES LIMITED

Chalakudy Poteries (renamed Chalakudy Refractories
Limited in 1977-78) with a capital of %.3 lakhs. commenced

\ manufacturing operations in 1971-72. The financial

Y

5
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years (from 1971-72 to 1979-80). The company produces

refractories. It has an installed capacity of 5,000 MT.
per year. The production had fluctuated year by year bet­
ween 1000 MT. and over 2000 MT. but it never reached more

than 40% of the installed capacity due to market constraints;

Qost ratios
I

All these years the company had been selling its @
products below the total cost. It has sold its products
from 9% to 13% below the cost. Labour cost is the major

of the total cost. The company had to face two major stri- ‘
\

1

V

item under manufacturing expenses ranging from 29% to 70%

kes. As a result of these there was a complete stoppage of 1
production (for 5 months in 1972-73). During the subsequent
year, the production increased by 1% times and labour charges
increased more than 3 times. In the year 1974-75 when pro­
duction increased over 40%, labour charges again doubled. r

Thereafter, there was a slight fall in production but labour
charges remained high. In the year 1977-78 the production A
registered a record low level of 1142 tonnes against an all
time high labour cost of over 8 lakhs (due to new wage agree­
ment). In 1978-79 and 1979-so the labour charges came upto
44% and 40% of the total cost. Factory over-head ranged
between 13 and 40% of the total cost. Along with the changes
in production the cost of power and fuel charges increased

performance of the company was analysed for a period of 9 ;

F
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disproportionately. During the year 1972-73 the company
provided about 8% of the total cost of fixed assets as
depreciation and in the subsequent year it has been reduced
to 7%. But during the latter half of the period, although
the cost of fixed assets had doubled, depreciation was a
little over 5% of the value of fixed assets. Thus the de­
preciation charged was not adequate. The administrative
overhead increased from less than 1 lakh in 1972-73 to %.2.2
lakhs in 1977-78 due to expansion activities and this came

aupto 18% of the to cost. The fixed assets of the comp ny
had increased near times during this period due to the
expansion programme (from m.8.02 lakhs in 1972-73 to %.43.24

lakhs in 1979-80). The ratio of sales to fixed assets had
shown a decreasing trend towards the end, indicating poor
utilisation of fixed assets. The current assets also had
increased more than 6 times during the period (from m.3.14
in 1971-72 to %.26.41 lakhs in 1979-80). The ratio of
sales to current assets had shown a decreasing trend indi­
cating poor utilisation of current assets. Receivables
constituted a major item which had increased (from %.84,000
to a over %.8 lakhs in 1979-80). The ratio of sales to
receivables showed a decline trend indicating poor debt
collection. The finished goods, another major item had
accumulated from %.1.03 lakhs in 1972-73 to 7.80 lakhs in

1979-80. The ratio of sales to finished goods showed a
declining trend showing the necessity of sales promotion

__§-1
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I

activities. The cash balance of the company steadily de­
clined from $.95,000 in 1972-73 to $.2,000 in 1977-78. ‘This?
has increased to $.18 lakhs in 1979-80 when loans for expan-l
sion were availed off.

The net working capital of the company had increa-I
sed s.1.34 lakbs (1972-73) and $.38 lakhs (1979-so). But I

i

the ratio of cost of goods sold to net working capital had
shown a sharp declining trend in latter half of the period 1

l

signifying poor utilisation of working capital.

Assets Utilisation

The fixed assets of the company had increased
from $.46 lakhs to $.96 lakhs due to the introduction of I
new products (carbon film resister products, plastic film '
capacitors, and 11 KV switch gear). But the fixed assets 7
turnover showed a decreasing trend signifying the poor
utilisation of gixed assets. The current assets of the
company steadily declined (from $.99 lakhs in 1974-75 to
$.86 lakhs in 1976-77) and then increased to m.111 lakhs).
The turnover of the current assets showed an increasing
trend marking a better utilisation. The fall in the current
assets was due to the fall in the raw material stock (from
$.50 lakhs to $.39.84 lakhs). Raw material showed a better

turnover. The receivables of the company increased steadily
(from $.19 lakhs to $.25 lakhs) along with the sales and the\ ll is

UNIVERSITY OF COCHIN
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turnover of the receivable showed an increasing trend (5.5
to 7.01) signifying a better debt collection. Finished
goods inventory declined (from $.9.38 lakhs to $.6.62 lakhs)
and the inventory is hardly enough to meet one months sales
requirements, which is considered low.

The net working capital of the company showed an
increasing trend (from $.65 lakhs to $.81 lakhs) and showed
a better utilisation (from 1.81 times to 2 times).

Current liabilities of the company increased from
$.33 lakhs to $.34 lakhs and declined to $.30 lakhs. The
current ratio ranged from 2.53 to 3.79 signifying a fair
liquidity position. The quick ratio of the company had
picked up from 0.63 times to 0.90 times signifying that the
company is improving its liquidity position.

Both current ratio and quick ratio showed a fair
liquidity pesition.

Solvency

The debts of the company had steadily increased
from $.8.78 lakhs in 1972-73 and to $.22.22 lakhs in 1976-77

The unfavourable debt equity ratio was partly reversed when
a part of the borrowed funds from the government was conver­
ted into ownership capital. During the period 1979-80 the
equity of the company was $.47 lakhs and loans amounted to
$.76 lakhs.

€
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Qonclusion

During the period the production was below the
installed capacity. The company was selling its products
below the cost of production. Both fixed assets and current
assets utilisation declined. The accumulated losses of the
company amounted to over 19 lakhs. To make the company fin­

ancially more sound and to reduce the debt obligations, a
part of the government loan was converted to equity capital.
This has not influenced in any way the loss incurring nature
of the concern. It was practically impossible to save the
company from further losses. However, the company expected
to got huge funds as loans from KFC and KSIDC and government

for further expansion and to make the company economically
viable (Directors Report 1977-78). But even in 1979-80 the

expansion programme was not over. (59? 74:5/Q  6”‘/);\’ 17

UNITED ELECTRICAL- INDUSTRIES LIMITED

The United Electrical Industries Limited incorpora­
ted in October 1950 as a government company, is now engaged

in the manufacture of single and poly phase house meters,

motor starters, switch gear, magneto generators, and other
electrical items. The financial performance of the company
is assessed for a period of 5 years (from 1975-76 to 1978-79)
For magneto generators, 11 KV switch gear and electronic

items, the company has not fixed the installed capacity yet.\ L i
UNIVERSITY OF CDCHIN
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The installed capacity for KWH meters was 20 lakhs and the

capacity utilisation was 60.7% in 1975-76 which declined to

58% in 1977-78. The production of motor control gears was

36.7% and 37.7% in 1975-76 and 1976-77 respectively. The
minimum capacity utilisation was observed in the case of

LT switch gear ie., 22% and 19.2% during these two years.
The company had not shown a steady trend in capacity utili­
sation. It has not fixed any installed capacity for some
of its items. But in 1977-78 and 1978-79 the company showed
a marked increase in capacity utilisation (as shown in
Table )

CostRatio§
During the initial years, the company was selling

its products below the cost of production. The pricing of‘
the products below the cost ranged from 11% to 16%. But the
sales came only upto 96% and 94% of the total cost in 1977­

which ranged from 39% to 57% of the total cost. The raw
material consumption steadily increased from $.71 lakhs to
$.11O lakhs mainly due to price increase of raw materials.
Remuneration to labour steadily increased from $.43 lakhs to
$.59 lakhs in 1978-79. The increase in 1976-77 was due to

the new wage agreement. The labour cost varied between 30%
to 28% of the total cost. The fall in the ratio was due to
increase in other elements cost. The factory overhead

78 and 1978-79. Raw material was a major item of expenditure

UNIVERSITY OF COCHIN
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ranged from 5% to 6% of the total cost. The major items of i

c

e

S

S

irs, depreciation and packing materials. Depreciation
increased from $ 1 83 lakhs to $.2.64 lakhs as the fixed

assets increased from $.46 lakhs to $.70 lakhs. The expen- &
ses for tools also in reased from $.O.8O lakhs to $.1.57

lakhs due to the pric increase of tools and components.
Power and fuel charge had increased from $.O.73 lakhs to
$.1.38 lakhs. The co t;bf packing material fluctuated in
accordance with production. The administrative over-head
came to less than 1% of the total cost and it increased from
$.2.84 lakhs to $.3.27 lakhs in 1978-79. Financing charges
steadily increased from $.10 lakhs to $.17 lakhs and came
to 8% of the total co t.S

The_sales of the company increased two-fold during
the three years (from m.105 lakhs to $.225 lakhs) and decli­
ned to $.174 lakhs in1978-79. In 1975 the company incurred
a loss of $.13 lakhs which increased to $.21 lakhs in 1975­
76 and declined to $.17.25 lakhs in 1976-77. In 1977-7s and
1978-79 it made a profit of $.2 lakhs and $.18 lakhs respec­
tively. The major reasons for the losses in the initial
years were selling of the products below the total cost,

factory overhead were power and fuel, tools consumed, repa- i
i

1

I

P

financing charges.

The debts of the company had increased steadily
1e '1 zi * 1 1- : t _E _‘J—li:i,1i_  __ _

poor market conditions over increasing expenditure especially

UNIVERSITY OF COCHIN
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(from $.44 lakhs to $.97 lakhs). The ratio of debt equi
was less than 1.45 during the period. The increase in

Conclusion

The company had been selling its products belo
the cost of production in the initial years. Fixed asse
utilisation had decreased. There was a steady increase
labour charges and raw material cost. The company had a
fair solvency position. The losses of the company had c
upto 40 lakhs in 1976-77 against an equity capital of %.
lakhs. Since the Government of India now already givent
letter of intent for the expansion of plastic film capac
tors and carbon film resistors the company has a bright
future and it was able to breakeven in 1977-78.

C$oe~/ab/Q é? 4} G]’"‘U”/‘/5

Travancore Sugars and Chemicals Limited, was t

.over by government in 1974-75 from Pyarry and Company. S

price was controlled and the company has to surrender 65

pany produces three products, namely Sugar, Arrack and
Indian made fine liquor.

The company has an installed capacity of 900
tonnes for crushing sugar cane (270000 per annum). The

1

th

borrowed capital had increased the financing charges.

TRAVANCALQRE SUGARS   LIMITEIQ

u

‘%

its production to government at controlled prices. The co

(from %.63 lakhs to $.97 lakhs) and the equity was raised
tY

e

w
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in
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increase
was dive

crushing
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company

producti

nearly'm

The majo

governme

27,000 litres. The production of arrack steadily increased

o

e

capacity utilisation was achieved in 1975-76 (40%). §

ed to 23% in 1976-77 and came down to 21% in 1977- ;1'1

>

\

\

1978-79 there was a slight improvement in capacity
V

>

ion. The poor capacity utilisation was due to non- ;
lity of sugarcane. The crushing days in sugarcane <
declined from 85 days to 59 days (1976-77). In the1

arrach the company has an installed capacity of i
7

i

r

i

\in 1974-75 to 75% in 1977-78. The increase in the 7
;

i

n was facilitated by purchasing additional molases

-llr sugar mills to the tune of 3671 tonnes in 1977-78
r

­

79 the same trend was visible. With regard to Indiai
L

e liquor the installed capacity of the company is
litres the capacity utilisation was maximum in '
From there it steadily declined to 52% due to the

I

in production of arrack to which maximum molases

rted. The poor capacity utilisation in sugarcane
L

is a reason for losses.

l

During the four years under consideration the
has been selling its products below the cost of
on. As a result the company incurred a loss of
.8 lakhs in 1977-78 and m.0.43 lakhs in 1978-79.

r reason for this is under-pricing of sugar by the
nt. In 1974-75 the sugar price per tonne according

i T‘? ‘ *1 1 ' f ij it _f __rli_-‘I'f1;iI‘,_
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to control prices was only %.2146 against the cost of %.2441*

per tonne. The difference between the cost of production 7
1

1

and selling price continued through out the period and 1977-A
78 the selling price of sugar per tonne was %.2715 against A
a cost of production of %.3076 per tonne. The raw material F
cost steadily increased from $.52 lakhs to m.113.68 lakhs
which ranged from 29% to 42% of the total cost. The rise
in the price was due to the increase in sugarcane pricess
Due to the unrealistic price fixed for the raw material by ;

I

the government the availability of raw materials was effect-g
ed. Even though Central Government had fixed m.85 per tonne}
of sugar cane, the company was paying much more than that ’
to avoid the production curtailment. Thus, in 1976-77 and L
1977-78 the company had been paying %.13O and %.139 per

tonne of sugarcane. The remuneration of the employees had ;
increased from %.32.15 lakhs to $.42 lakhs. The remuneration
to the employees ranged between 19% to 22% of the total cost.

1

In 1977-78 the work—men on a strike to press the demand for 7

revision of wages, D.A and fringe benefits.

The sales of the company increased from %.159
lakhs in 1974-75 to %.179 lakhs in 1975-76. After a sli ht 1

6

9

fall (to $.11? lakhs in 1977-78) it rose again to %.233.2
lakhs in 1978-79. The increase was due to the increase in ;
price and reduced availability of sugarcane.

7 7? T11'T.‘I-1 " _ *i  L1___I_ F1!-1__. _ _
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The company is also producing and selling liquor.
Excise duty was an important item of expenditure. It de­
clined from $.40 lakhs in 1973-74 to $.27 lakhs in 1977-78

as the production of Indian made fine liquor declined
sharply. The cost of this item-ranged from 13% to 20% of
the total cost.

Factory overhead ranged from 13% to 17%»of total

cost. Important items coming under this head are depre­
ciation, power and fuel, packing materials, and repairs,
Depreciation increased from $.2 lakhs to $.2.8O lakhs as '
the fixed assets increased. Power and fuel increased from
$.2.98 lakhs to m.4.45 lakhs as the opération in process
plant for arrack increased. Packing materials declined
from $.30 lakhs to $.8.14 lakhs as the production of Indian
made fine liquor declined. Repairs increased from $.5.53
lakhs to $.12.96 lakhs as the maintenance of cnushing plant
and machinery increased as the time passed. Administration
overhead came up only to 2% of the total cost.

Fixed assets of the company had increased a little
(from $.11.06 lakhs to $.12 lakhs) and the turnover of fixed
assets showed a declining tendency. The current assets
declined from $.111 lakhs in 1974-75 to $.73 lakhs in the.

subsequent year and then increased to $.l20 lakhs in 1978-79
The turnover of the current assets showed a declining trend
towards the end of the period marking poor utilisation of

\ ~ — — t ,_ T: "1 ;ii_I”.1_'_' 1‘ 1 s
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¢ufrent assets. Finished goods stock declined from $.41
lakhs in 1974-75 to $.19 lakhs in 1975-76 and increase to

$.53 lakhs in 1978-79. The finished goods stock was high
due to the seasonal nature of the industry. The receiva­
bles of the company increased from $.9 lakhs in 1974-75 t
12.12 lakhs in 1975-76. But declined to $.9 lakhs in 197
79. The ratio of sales to receivables showed an increasin

trend towards the end of the period signifying a better
debt collection. Although there was a decline in product
cash balances remained above $.4 lakhs except in 1976-77.
This was maintained to acquire sugarcane during the crush
ing season.

The current liabilities of the company declined
from $.60 lakhs to $.33.86 lakhs (1976-77) to rise again
to $.43 lakhs in 1978-79. The current ratio for the comp
ny increased from 2.21 in 1974-75 to 2.77 in 1978-79, sig
nifying a fair liquidity position. But the quick ratio
showed that the liquidity position of the company is not
all that safe as it fluctuated between 0.16 and 0.74.

The borrowings of the company increased from

$.9.94 lakhs to $.54 lakhs whereas the equity capital
remained steady around $.53 lakhs. Contrary to other pub
lic sector concerns the borrowings of the company are
comparatively less and company was solvent through out th

period except in 1978-79. Financing charges was less tha
1% of the total cost and in 1978-79 it amounted to $.5.49
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lakhs.

Conclusion

The poor capacity utilisation due to non-availa- 1I

1

bility of sugarcane is one of the reasons for losses. The f
T

I

Ifixed assets as well as the current assets utilisation de- 7
P

r

1

clined in 1978-79. The accumulated losses came upto $.13 O;
I

\

.3

lakhs. Unless drastic measures are taken to increase the ;
production of sugarcane by giving additional incentives to 1

7

k

l

farmers the company can never make use of its capacity in_ r
>

full and operate profitably. (593 '?"4‘-[3/Q 70 Q}  /8' F

FORESTINDU8TRIE§TRAVANCQRE(ALWAYE) LTP.

Forest Industries Travancore (Alwaye) Limited was I
incorporated in 1946 to supply fire wood to FACT. Later it 7

r

I

started selling Tihber to outsiders and began to manufactu e;r
items like furniture, shutters, frames, wardrobes etc. At 7
present the company is exporting its furniture and allied

Fitems to Gulf countries. The financial performance of the 1
company is analysed for a period of 9 years from 1971-72 to ¢
1979-80. The installed capacity of the concern is computed 1

1

to 7,26,000 manhours. The maximum capacity utilisation was

observed in 1973-74 (46%), and the company was able to break

even and make a profit of nearly'm.5 lakhs. The capacity
utilisation fluctuated violently between 33% (1977-78) and
46% (1973-74) due to the fluctuation in timber availability.

i " t*:"t : T _ T i 1 W Q"; . i -*_' ii " *1,
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Out of the nine years the company made profit in six years.
The company incurred losses during the other 3 years mainly

7 due to the non-availability of timber at concessional rate
and the delay in getting the sanction from government to
exploit the reserve forest.

And hence, the raw material prices ranged between 12% to 67%@

of the total cost. Due to the high raw material prices

profits in 1979-80 As regards remuneration to labourers,
($.38 lakhs) the company was not able to make considerable

trade unions periodically.
e

inc eased from m.9.15 lakhs (1972-73) to $.17 lakhs (1979-80)

(be ween 40% and 55%) due to the fluctuation in total cost. %

The company employed regular labourers without much change. i

Although a portion of the wo
ers employed there are still retained.

eexp nditure namely, stores, power and fuel, depreciation
and repairs. Stores consumed increased steadily from %.1

when raw material was not available from this
1

1

source the company had been purchasing logs from open marketq

formance of the company. Remuneration to employees steadily;
' r

t

rkshop was dismantled, the work-I

Factory overhead consisted of 4 major items of

1 \

\

I

r

r

1

I

1the company used to enter into long term arrangements with =
Labour management relationship *5

>wer cordial and no industrial disputes disrupted the per-~ I
1

I

r

The ratio of remuneration to total cost fluctuated violently’

t ‘ : 't 1;“? ‘ i1 t *___ "Q, ;1i‘j'  _7'_", _ f_ ___ —l
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lakhnin 1972-73 to $.4.30 lakhs in 1975-76. In 1976-77 it
sharply increased to $.6 lakhs and $.12 lakhs due to incre -Ea
se in the production of wardrobes, shutters, frames etc., 7

Y

7

for export. (in 1977-78 the company's export sales amounted ?
to $.17 lakhs) Power charges had increased and the repairs I
to machinery had also increased but not considerably. The .

|

Padministrative overhead remained around $.3 lakhs and came ,
to 8% of the total cost.

1

1

v

I

The ratio of sales to fixed assets showed a bett rF
1 f

e

utilisation. The depreciation was reduced to $.5 lakhs in 7
1979-80 from $.8 lakhs in 1971-72. The current assets of

the company increased from $.37 lakhs to $.61 lakhs and

turnover of the current assets showed a fluctuating trend.
Among the current assets the receivables of the company ' ‘
increased from $.15 lakhs to $.23 lakhs in 1976-77 and de- I
clined $.20 lakhs in 1977-78 to rise again to $.25 lakhs
in 1979-80. The fall in the debts of the company was due
to the decline in sales. The turnover of the receivables

¢

showed a declining trend signifying unsatisfactory debts
_collection. The cash balance of the company fluctuated
violently between $.10.17 lakhs and $.3.25 lakhs due to
irregular receipts (from sales to government departments). 2
The finished goods stock of the company was considerably low.

7

As it ranged between $.1 lakh and $.2 lakhs which hardély
came upto 15 days sales requirements.

\ t r 7- '73-—-I ’:r1_' 7 : 'i'_.;  .__ l1__ ;
UNIVERSITY OF COCHIN
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The current ratio and the quick ratio showed the
poor liquidity position of the company. One of the reasons 7
for the company to remain solvent through out the period is 5
that it never had any loans from any institution.

Conclusion

Inspite of low capacity utilisation the company
could make profit. If the capacity is fully used and the
raw materials are made available at the right time, there
is the possibility of greater profit. It is a commendable 5

1

fact that the labour relations in the company remained cor- ;
dial in all the years. The company has a good capital
structure. Large number of foreign orders are received by 7

F

the company which indicates that there is a big scope for ;_ >
I

.

expansion and diversifications if proper facilities are made;

available to the company. C509 "/"Kb/Q 7/ Q

TRIVANDRUM SPINNING MILLS LTD

The financial performance of the company was ana- Y

lysed for a period of 6 years from 1974-75 to 1978-79. It A
had an accumulated loss of %.14O.49 lakhs (nearly three A
times the equity capital) at the commencement of period unden
study. After two years the losses have reached $.15? lakhs A
and the company had declared lay off for nearly two years
(13-11-1975 to 8-9-1977). The reasons for the lay off for
such a long time are the following :

‘ — ~— ' ' ' t 4 ' 'r' ' " '1"? *4 1 é _ ‘L 1 E 7.f7
UNIVERSITY OF COCHIN
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59%

1) The selling price of yarn went down (by 33% during
1974-75)

2) Salaries and wages increased considerably (from %.24.03
lakhs in 1973 to m.29.62 lakhs in 1977-78)

3) There was a reduction in production (by about 11% in
1974-75)

4) (a) lower efficiency (b) lower utilisation of the
machinery (c) increase in usable waste.

5) Power failure (loss about %.7.25 lakhs in 1974-75)
6) Lack of industrial peace and
7) Lack of working capital.

The company was reopened on 8th August 1977 accordingbto

the government order. This was facilitated by the financial
assistance of I.D.B.I and I.F.C.I who have jointly sanction­
ed a sum of m.88 lakhs after entering into an agreement with
trade unions for a period of three years on 8th May 1977.
In 1978-79 the company made a profit of m.3 lakhs after
modernisation of the mill.

Production

The company has an installed capacity of 25,200
ring spindles. At the commencement of the period under
study (1973-74) the production was 6.68 lakhs kg of cotton
yarn. It steadily declined to 2,99,556 in 1975-76 when the
company declared lay off. Even after reopening, the produc­
tion for the 8 months came up only to %.4.85 Rakhs. But in1 \.- .-- -~ - __ _ '_ ._ _f av‘1 _--~_{;--‘:1-1‘—— ~*‘H"‘:"jjf*_; _" ‘L “_ ii?-‘-i ” ** ' : ?'* ’_' T ;_' *_ _ _ I L 4 -5--J-5--‘i _ __ ,
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1

1978-79 the production came upto kg. The installed
capacity was achieved after reopening the company as it is i

1

I

I

operating three shifts a day and even on sundays by giving F
\

r

1

leave to the employees on a rotation basis. This company 7
in its history for the first time made profits in 1978-79. 1

All these years the company had been selling its 7
I

products below the cost of production except in 1978-79. l
The extent to which the company had been under-pricing its +

>

|

I

products ranged from 20% to 48%. Raw material cost formed l
L

the most important item of expenditure, which steadily
increased disproportionate to production. when production ­
declined from 7,67,256 to 6,7O,891 the raw material cost
increased from $.71 lakhs to $.77 lakhs. Even after reopen-1
ing the same trend was observed. For production of 4.86 ,
lakhs kg in 1976-77 the material cost came upto $.85 lakhs. i
This was mainly due to reduction sin the efficiency and
increasing waste. The raw material cost ranged from 47% to L

L

68% of the total cost and in 1978-79 it came upto 65%. §
Similarly the labour cost increased considerably dispropor­
tionate to production. It increased from $.32.48 lakhs in
1973-74 to $.4O.63 lakhs in 1974-75. Eventhough the pro­
duction shows a steady decline, for 8 months production
in 1977-78 the remuneration to employees came to $.30 lakhs.
In 1978-79 it was $.31 lakhs. The remuneration to employees
ranged from 24% to 34% of the total cost. This increase
was due to long term agreements. In 1978-79 the ratio

1

r ' ' 4 ' i '1 ‘ T 11'" pt Ii"_;_t' _f:_:*II._; '_i1__5T_, _, ,,,_ if_
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showed a declining trend due to increase in other cose
elements. The company had a poor industrial climate.
Factory overhead ranged from 5% to 9% of the total cost.
The major items of factory overhead are depreciation, power
and fuel, stores and repairs. The depreciation declined
from %.4.3O lakhs to m.1.05 lakhs as the fixed assets value

diminished year after year. Power and fuel consumption
declined from %.3.38 lakhs to %.1.26 lakhs proportionate to
production. Administration overhead hardly came upto 1%
of the total cost.

The sales of the company steadily declined from
%.125 lakhs in 1973-74 to $.90 lakhs in 1974-75. But in

1977-78 when the company reopened the sales for 8 months

came upto %.1OO lakhs. In 1978-79 the sales came to m.178.
lakhs. The fall in the sales in the first two years was
due to poor demand.

.E9_§_$.

After reopening, the company had succeeded to

generate a profit. The company was selling-its products
below the cost of production for years together and this
process landed up in accumulated losses of nearly three
times of equity capital. Even the amounts that were borro­
wed were lost as a result of mounting losses.

Assets Turnover

The fixed assets of the company had steadily
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declined from $.31 lakhs in 1973-74 to $.26 lakhs in 1976-77

due to the depreciation. It suddently rose upto $.116 lakhs
in 1978-79. As a result the turnover of the fixed assets
declined. The current assets declined from $.52 lakhs in
1973-74 to $.46 lakhs in 1974-75. But after reopening, the
current assets increased to $.82 lakhs due to increase in
raw material stock, finished goods stock and cash balance.
This resulted in the decline of turnover of current assets
indicating poor utilisation. The raw material stock decli­
ned from $.25 lakhs to $.20 lakhs androse to $.26 lakhs in

It rose to $.20 lakhs in 1974-75 and $.26 lakhs in 1978-79.
The fluctuations in raw material stock shows the inadequate
attention given to inventory management. The receivables
of the company declined from $.15 lakhs to $.3 lakhs due to
fall in sale but increased disproportionately to $.18 lakhs
in 1977-78 (against the sales of $.10o lakhs). There was
a slight decline in receivables in 1978-79 ($.17 lakhs)
indicating increased cash sales. The turnover of receivab­

It increased slightly in 1978-79. The company never had
enough cash balance in all these years (except 1977-78 in

,which the cash balance was $.7.5O lakhs intended for expan- 1
sion programme). The current ratio and the quick ratio
were significantly, less than the normal level signifying
a very poor liquidity position.

P

1

>

I

F

1978-79. Finished goods stock was about $.1 lakh in 1973-74.

les showed a declining trend due to the poor debt collection.~ 1t in; :: i * t I: ?iI_ :1 : __1: : 1: g _ .1 *-"_._._t_ _. __ _—_
UNIVERSITY OF COCHIN
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Solvency

At the commencement of the period the company had

a borrowed capital of %.117 lakhs against an equity of $.57
lakhs. This loan steadily increased upto m.248 lakhs agains
an equity capital of %.65.4 lakhs in 1978-79. Even after
raising the equity in 1977-78 the debt equity ratio was at
an abnormal level of 3.76 times in 1978-79. Financing charg
es increased from %.5.98 lakhs in 1973-74 to %.6.38 lakhs in

1974-75. Thereafter, the company had not provided for
enough financing charges and in 1978-79 it came upto %.8

lakhs. In 1973-74 the excess of outstanding liability over
total assets amounted to $.63 lakhs. This situation stead­
ily deteriorated and in 1977-78 the excess of external lia­

bilities over total assets came upto m.125 lakhsi This was
reduced to %.106.92 lakhs in 1978-79 due to increased
investment.

Conclusion
The company was forced to sell its products below

the cost of production due to its inability to compete in
the market. The fixed assets and current assets showed poor
utilisation. The company was prolonging its life on borro­
wed capital. It was insolvent right from the commencement
of the period. Since then the government, IDBI and'IFCI had
granted loans worth %.112 lakhs to revitalise the company.
The company was able to break-even and hence future does not

look bleak--55.” "*4/9 47.25 7 "i’°’“”"- - 1 1

4
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Conclusion

The above discussion clearly leads to some
definite conclusions as given below.

During the period a number of firms turned out to be
theoretically insolvent.

There is no relation between remuneration paid to
employees and production.

The material consumption had increased disproportionate

to production.. Liquidity position in majority of the
companies is poor. Asset utilisation, both fixed as
well current, had shown a declining trend. Majority
of the units are selling their products below cost of
production etc. All these trends show that the finan­
cial planning and control existing now are not gffective
in increasing the financial strengths or in reducing the
financial weaknesses of any of these undertakings.

University of Cochin
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CHAPZER_- VIII

FINAN¢IALPERF°RMAN¢EEVALUATIQN

Introduction

8.1 In the previous three Chapters (V. VI, and.VII)
an attempt is made to analyse the financial planning
process and the control exercised. It was made clear
that.the existing financial planning process and control
are unscientific and suffer from many defects. In this
Chapter an attempt is made to evaluate the cumulative
effect of the improper financial planning and ineffective
financial control.

University of Cochin
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8.2 The discussion in the previous chapter reveals
that the majority of the state public sector cmncerns (13 out
of 18) covered by this study are units making losses. Even
in units making profits, there are significant differences
in the factors responsible for profits. Each unit has its

A own special features which are primarily responsible for
~ their profits. The special characteristics of these companies

should also be taken into consideration in order to assess
and evaluate the financial performance of these companies.
For examle, although Titanium Dioxide of T,T,P. is facing
international competition, a.major portion of their produ- .
ction is sold in India (75%) where they enjoy a monopoly
market, Hence, the prices fixed by them are sufficiently
high to earn a profit. As regards K.M.M.L. the selling
price of the products are fixed by the department of Atomic
Energy on a cost.plus basis and the profit margin is fixed
arbitrarily. Although Traco Cable was working on a loss
before 1975 after the commencement of the manufacture of

Telephone Cables, the company consistently made profits

year after year. It is getting orders to make use of the
full installed capacity on a cost plus contract basis.
Premo Pipe Factory Ltd., supplies to the P,H,E.D, their re­

quirementson a cost plus basis which enables them to earn pumvsnsrrv or cocl-|||\| ff S S Si S 7' T ' S S S T T A T‘  S
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a.profit. The profits of K.S.D.P. can be attributed to two
major factors namely drug industry is allowed by the
government to charge a pre-tax profit of 15% and K.S.D.P.

A has a ready market (90% of the sales) in the Kerala Health
Service. Thus it can be said that it is the command over
selling price which is prtmarily responsible for their
profits.

8.3 There are many reasons for the losses incurred by
the 13 units. The chief among them are :

1) Incompetency.
2) Huge Financial Burden.
3) Inability to control cost.
4) Surplus labour.
5) Dead investments etc.

8.4 Among the companies making losses six of them
* have eroded their capital (T.C.C., T.R.W., Trivandrum

Spinning Mill, K.F.C,, Pallathara Bricks and Tiles, K.E.L.,
K.C,L.)due to continuous losses. Trivandrum Rubber Works
incurred a record loss of Rs.S9 lakhs in 1977-78 alone
which is more than its equity capital. T.R,W. had an accu- I
mulated loss of Rs.23S.lS lakhs in 1977-78 which.was four

times the equity capital of Rs.58 lakhs. T.C.C. had an
accumulated loss of Rs.957.81 lakhs against an equity of
Rs.635\lakhs in 1979-so. The losses of T.C.C. in 1916-11
and 1977-78 amounted to Rs.526 lakhs. Nearly three fourth of

UNIVERSITY (OF cocmu S ‘ A ~
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7 the equity was eroded by the losses of just two years.
Similarly Trivandrum Spinning M111 had an accumulated loss

of Rs.185.26 lakhs in 1978-79 against an equity capital of
Rs.65.85 lakhs. Thus accumulated losses were more than

V

‘ rh

Corporation the accumulated losses in 1978-79 amounted to 7
Rs.62l.36 lakhs against an equity capital of Rs.158.95 lakhs.

, It means that the accumulated losses were more than four
times the equity capital.

8.5 Majority of these (10 companies) are practically
insolvent and dead but are made to continue in existence by
artificial respiration through Government loans. These com­
panies have not only lost their capital but had burdened the
company with huge external obligations, which they will find
it difficult to carry out. For example the outstanding lia:
bilities of T.R.W. were greater than the total assets by
Rs.8.95 lakhs in 1971-72. But it steadily increased year
after year and in 1979-80 the excess of outstanding lia­
bilities over total assets aounted to Rs.96.97 lakhs.
Similarly K.F.C. had outstanding liabilities greater than

the total assets by Rs.1l.39 lakhs in 1970-71 and it steadilyq
increased to Rs.262.32 lakhs in 1978-79. In the case of
Trivandrum Spinning Mills the outstanding liabilities were
only Rs.62.54 lakhs in 1973-74 and it steadily increased to

Rs.124.42 lalkhs in 1977-7s.[5¢4~w»Q¢. 3,...“ so aw-1;)

three times the equity capital. In the case of Kerala Fis erias

UNIVERSTIY OF COCHIN
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8.6 The most pressing problem that a number of these
manufacturing units face is that the losses steadily increases
with the increase in sales. For example Kerala Ceramics had
increased its sales from Rs.30.9O lakhs in 1972-73 to B.107.78=

lakhs in 1979-80. During the same period the total cost of
production had increased from Rs.33.44 lakhs to Rs.169.79
lakhs and the losses shot up from Rs.11.54 lakhs to Rs.53.00
lakhs. K.E.L. was able to increase its sales from Rs.78.92
lakhs in 1971-72 to Rs.318.90 lakhs in 1979-80. During the

l same period the total cost increased from Rs.80.73 lakhs
” to ls.318.9O lakhs and the losses increased from Rs76,000 to

Rs.43.33 lakhs in 1978-79. Thus the efforts of these loss
making concerns have been in vain to wipe off losses. In
the same way the efforts of all profit making concerns to
increase their profits have also failed.(5'-'¢T°-@'&’& ‘°t°7Z) _

8.6.1 In fact in some of the concerns there is a decline
in profits. T.T.P. for example had pushed up its sales
from Rs.548 lakhs in 1973-74 to Rs.983 lakhs in 1977-78.

But the profits of the company had come down from Rs.63 lakhs
to Rs.3O.62 lakhs in the same period. It had incurred a
loss of Rs.33.74 lakhs in the subsequent year. 1Kerala
Minerals and.Meta1s had increased its sales from Rs.45.79

lakhs in 1975-76 to Rs.62 lakhs in 1977-78, but the profits ‘

of the company fell from Rs.12 lakhs to Rs. 9 lakhs during A
the same period. The disproportionate increase in the cost A
of production is the main reason for the increase in losses

UNIVERSITY’ or-' cocum x — i i ' W ‘ i if ' Q
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and a decline in profits inspite of increased sales.
(5a..v.‘"ta1>€t-=.5' (15 60)

8.7 Inflationary conditions prevailing at present had
been pointed out (by some executives of these companies) as
the sole reason for this sad state of affairs. This is not
a valid reason; for the inflationary conditions affect not
only the input. but also the output. For example during the
period from 1973-74 to 1977-78 T,C,C. had increased the
sales price of caustic soda from Rs.1l94 per M.T. in 1974-75
to Rs.1675 in 1977-78. During the same period it had
increased the selling price of Hydrosulphate from Rs.11,630
to Rs.16,813 and that of sodium sulphate from Rs.2,348 per
M.T. to Rs.3,655 per M.T. Similarly T.T.P.had increased the
selling price of Titanium dioxide from Rs.8,712 to 9,799 per
tonne during the period from 1973-74 to 1977-78. In the
same way K.F.C. had increased the price of sea-food from .
Rs.14,236 to Rs.44.658 per tonne during 1972-73 to 1976-77.
It is true that the cost of the inputs also had gone up but
not in this proportion. The cost of common salt one of the
main raw material used in '1‘,C.C. had shot up steadily from
Rs.113 per metric tonne to Rs.131 only per metric tonne
during the period from 1973-74 to 1977-78. The cost of zinc
dust had increased from Rs.10,858 per metric tonne to
Rs.17593 per metric tonne. The price of sulphur had increas­
ed from Rs.383 to Rs.659 during the same period. In
Travancore Sugars and Chemicals there is marked increase in
the price of molasses which is used for the manufacture of

I1 \e ’ K e _ 1 e ; ’ II , , ’ , 1 ii ' _
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spirit had paid Rs.286 per tonne of molasses in 1977-78
“ against Rs.62 in 1973-74. Similarly Traco Cable Company had

paid Rs. 10,024 per tonne of lead in 1977-78 against Rs.7418
in 1974-75. In the same way all the elements of cost had
increased during this period. Thus it can be said that
inflationary conditions had affected both the expenditure and
the revenue, Many of these concerns had to compete with the
private sector. The private sector concerns were adopting
various methods to reduce their cost of production, whereas

‘ control measures were not strictly followed in these public
sector concerns with the result that on many occasions the7 l

;|

;\'
\"

total cost of production had exceeded the selling price
I

resulting in heavy losses. Some of the factors responsible
for losses are eXPlained below. C'.54'-“"5-5'5)"/= fl3°\°74)

8 - 9 2°91‘ ¢§Ra¢i ti! Uti_15-as 51'-i.°£1
1

1

The majority of the firms under study utilise only
less than 50% of the installed capacity. During the period
from 1970-71 to 1978-79 the capacity utilisation of T.'I',P.
was less than 40%. With an installed capacity of 24,000
tonnes per annum the maximum that they could produce was

only 9,888 tonnes(in 41976-77). Maximum capacity utilisa­
4 tion in the various plants of '1‘.C.C. from 1974-75 to 1979-80

were 49% in caustic soda plant, 27% in Hydrosulphate soda,
?i

1

43% in Sodium sulphite and 49% in Chloric (byproducts) plants

j ‘In'Travancore Sugars and Chemicals which has sugarcane crush­
ing capacity of 3, 28,500 tonnes the maximum cane crushed was

OI
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63,661 tonnes during the period from 1973-74 to 1978-'79.

This is less than 25% of the installed capacity. The
Chalakudy Refractories which had an installed capacity of
5.000 M.T. of refractories per annum the maximum capacity
utilisation was 2,308 M.T. which was less than 50% of the

installed capacity. Forest Industries had an installed
capacity of 7. 26.000 manhours and the maximum capacity uti­
lisation amounted to 3.32.640 manhours which was less than

50% of the installed capacity. Thus poor capacity utilisa­
tion was one of the major reasons for the poor performance.
(Tables 3 8 Tb 64)

F

I

1‘ Out of the 18 companies, Traco Cable had produced

more than the installed capacity. Telephone cable division
of Traco Cable has an installed capacity of 1000 LKM per
annum. During 1976-77 and 1977-78 the production amounted

to 1225 I.-KM and 1307 I.-KM respectively. Even with a less than

50% capacity utilisation T.T.P. and Forest Industries were
able to make profits. But, at the same time, with 80% capa­
city utilisation in 1976-77 Pallathara Bricks and Tiles
failed to generate any profit ('1‘ables39(b'$?)- The reasons
for poor capacity utilisation are the following :

W

l

I“ 8- 8 ~ 1 Qlstalled caPacit_Y_n°t e<=°@1W'=¥1 5“-'Q§..tS "5-Eh M1ark?.§0 D dE eman

‘ This situation arose because the installed capacity
I was not determined after conducting a proper market study.

1
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’ Due to this the capacity remains unutilised and consequently
unit cost gets inflated. Kerala Fisheries Corporation has

\ five freezing plants in Alleppey, Calicut, Cannanore, Cochin
4 ‘ and Neendakara. The total installed capacity of the plants

came to 10,950 tonnes per anum. The actual production were
97.50 tonnes, 397.98 tonnes and 471.20 tonnes respectively­
in 1974-75, 1975-76 and 1976-77 and was more or less same in

1977-78 and 1978-79. In fact the capacity utilisation dure
ing this period was less than half percent of the total

‘ installed capacity. According to the production co-ordina­
‘ tion executive "our installed capacity is like elephant-gates:

The maximum we had used is 10% of the installed capacity.“
(Table ‘Y8 ). No serious efforts have been made to make use

of the unutilised capacity even since the installation.
Koalin division of Kerala Ceramics is another example. The.
plant had an installed capacity of 18,000 M.T. per year.
The maximum production till 1977-78 was t,260 tonnes (1977-78)

(Tableféq ), According to the marketing executive “This A
product is made use of only by 16 firms in India, We are of
the assumption that all of them will come to us for the
product. Otherwise they had to import. They persisted on x
importing as they were not ready to give up the import A
licence. we were expecting 50% of the production for export.

. We could not export them as our prices were much higher than
international prices.“

_.w.. 1- -— -n Q
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T.T,P. has got an installed capacity of 24,000
tonnes per annum. The maximum the company could produce so

far is 40% of the installed capacity. Mamketing of the pro­
duct was not.a.problem.as the company was enjoying monopoly.

T According to one of the plant managers "we could not achieve

T of balancing machines.“
I

w

\

HP T.C.C. could not achieve even 50% of the installed
y capacity, in any of its plants. The plant produces chlorine

which is highly corrosive. According to the plant managers
one of the main reasons for the poor capacity utilisation
is lack of proper maintenance.

8.8.3 Availability of Raw materials
b

Travancore Sugars and Chemicals had an installed

capacity of 3,28,500 tonnes of sugarcane. The maximum.the
copany could crush was 63,661 tonnes (1973-74) which came

only about 19% of the installed capacity' (table¢45 ), The
basic reason for this was the non-availability of sugarcane,
decrease in the area under sugarcane cultivation and divers
sion of sugarcane land to produce other products. Forest
Industries had an installed capacity of 7,26,000 man hours.
The maximum.capacity utilisation in the company was 3,32,640

’ man hours in 1973-74 which amounted to less than 50% (tableS

of the installed capacity. This was mainly due to the

the installed capacity due to production bottlenecks and lack

9
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\ non-availability of timber, the basic raw material. In fact
L

the company was forced to dismantle its workshop because of
the non-availability of timber but the workers are kept in
the pay rolls. In the earlier periods the government used
to give forest areas on royalty basis for exploitation.
From 1977-78 onwards government discontinued this practice.

8.8.4 Non computation pforllgpgqpgr coqgutatipn 95
lpstal 1<=-1<L§sP @<=1_1<=

Premo Pipe Factory Ltd.. was commissioned by the

Norwegians to supply pipes for the Quilon Water Supply Scheme

under Indo-Norwegion project. After completing the project.
this factory was handed over to the Kerala Government. Even
now the installed capacity of the plant is unknown. In fact.
computation of the installed capacity of this plant is not _
difficult and certain alterations made in the production
process would increase the capacity utilisation. Unit II
of T.P.I. has an installed capacity of 22.8 lakhs Sq@M. of
plywood on 4 MM. basis. The maximum the coany could produc
was 12.39 lakhs Sq;M. in 1974-75 which is a little over 50%
of the installed capacity. According to the production mana­
ger of the cmpany Installed capacity of 22.8 lakhs Sq;M.
is according to the project report of Skoda India (P) Ltd..
who undertook the construction. “gut our former Managing

Director conducted a study on this matter and has found
that the maximum.capacity that could be achieved is 15 lakhs.

)

He has found that the project.report is unrealistic:— — * ~ 7 __ T _,_ __ ‘l‘__%___,__'__ _gi_ *V
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.A number of companies were facing he problem of

dead investment due to improper planning and defective exe­
cution. Ambitious expansion plans have been envisaged and
partially executed without commissioning the plant for pro­
duction in time. Huge amounts of money were invested in
plant and machinery which have been kept idl for years
together, without proper maintenance and use, It is a fea­
ture of the public sector concerns to invest the precious
capital in sme projects that do not generat anything.
Such investments have a/double effect on the e companies,

\

8-8-5 Read I.se-wens

t

e

e

and secondly it lock up the capital which does not earn any

investment in more profitable alternatives. The following .
profit or interest and do not.provide any opportunity for

examples will clarify the point further. “Between June 1970
and April 1973 the State Government transferred to the
company (K.F.C,) indigenous trawlers. The design of these
trawlers constructed by a comsortium of boat builders in
the country at a cost of Rs.S9.14 lakhs was finalised byin ‘
Mazagaon Dock L‘mited, Bombay, a government f India concenn
and the construction was supervised by the M rcantile Marinee

Department of the Government of India. Trial runs were found A

o

to be satisfactory. However, after taking over the trawlers,
the company found that there were frequent breakdowns which y
rendered fishing operations with the trawlers uneconomical.

k

\

f

Y

7

s

Firstly they inflate the fixed cost by inflating depreciation [

\* 'T ' ' ' ' ' * T T ' 7 j 1- _'  fr :_ _‘___ _ _' _ _ t sf V_ W 7 ‘ 7
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"The company therefore, claimed (May 1973) from the Government
reimbursement of losses (Rs.8.58 lakhs) sustained between

1970-71 and 1972-73 on the operations of the indigenous

_trawlers. Government sanctioned (May 1973) a loan of Rs.6
lakhs (repayable in 13 instalments) to meet the depletion of 1
working capital caused by the operations of the indigenous
trawlers. None of the indigenous trawlers were sent out

\

for fishing since March 1974 and the crew were idling. Idle i
wages paid to the crew and the staff of the fleet section

I1during 1974-75 amounted to Rs.4,25 lakhs." =
As the trawlers were found to be of defective

design, government ordered in August 1974 that all the traw- 1
lers be leased out or sold and the crew retrenched. The
crew of the trawlers were retrenched in December 1974 on

payment of retrenchment compensation of Rs,1.31 lakhs. '
"Attempts of the company in September 1974 to dispose of

the trawlers (cost of Rs.54.14 lakhs) having proved unsuccess-I
ful, two trawlers were transferred in February 1976 at their
cost value to the State Port Department. The remaining four‘
trawlers (cost Rs.35 lakhs) were lying idle (in March 1978).”

In pursuance of a scheme for rehabilitating of
repatriates from Burma, Sri Lanka and the other countries,

formulated (August 1976) by the Government of India, the
company (Preo Pipe) proposed (November 1968) at the instance
of the State Government (Septeber 1968), expansion of

>

£
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existing plant at Chavara and setting up of new units to
\\

manufacture R.C.C. poles and pipes at a total cost of Rs.27.5S
lakhs. The original proposal sent to the government of
India by the State Government in May 1969, was served in
April 1971 and was approved in May 1973. The revised proposal:
envisaged expansion of the existing plant and setting up of
a new unit for the manufacture of R.C,C. pipes (but not poles)
at a cost of Rs.27.S5 lakhs. It was anticipated that on
completion of the facilities in May 1 72, employment to 2509

2
repatriates would be provided.“

Based on the assurance from the Government of India

that loans would be provided, the company went ahead with the

proposed scheme and spent Rs.17.5O lakhs (Rs.14.88 lakhs on
machinery and Rs.2.62 la]-chs on land) between October 1969 and

April 1973, out of its working capita . Even now the machinesl
and land are lying idle.

8-9 E-;s>a1m=19n§'.1z921s1= Wr<>na_De¢LiS1<>n;» 191 Qaansion and

I-r$ati1°PModern

In one of the companies ('I‘.C.C.) as a part of their
expansion programme, machinery and equipment were imported. ­

The plant was kept idle for some time and even after five
years it could not be used for more than 50% capacity.
Because of the time delay the project itself could not be
completed even with an amount twice the original estimate.

\UNIVERSITY OF COCHIN _ w -17 F W1 I W i
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(a) The capacity of the caustic soda plant was raised f

tonnes per day in March 1963 through its first and second
stage expansion schemes costing Rs.60.21 lakhs and Rs.33.

lakhs respectively.

(b) Third Stage Expansiong

In December 1963 the company embarked on the th

stage expansion scheme which envisaged setting up of the
following additional plants :

Installed capacity on thre

1) Caustic soda (lye) plant 60
60

7

2) Caustic soda fusion plant
3) Hydrosulphite plant
4) Salt recovery plant 10
5) Chlorine liquefaction plant 20
6) Hydrochloric acid ovens 60

The company did not prepare any detailed projec
feasibility report on this expansion scheme, The scheme,
which was estimated to cost Rs.350 lakhs, was expected to

be completed by 1965. It.was mentioned in Paragraph 126(
of the C & A.G's Report for the year 1969-70 about the de
in the implementation of the scheme. The scheme was com­

pleted only by 1970-71. The delay was attributed by the
management (July 1974) to :

i

rom

20 tonnes to 30 tonnes per day in February 1961 and to 40

63

ird

e
shift basis (in tonnes per day)

ti

iii)
lay
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1) Non-supply of additional power by the K.S,E,B.
2) Labour strike from December 1966 to March 1967 and

3) Delay in receipt of import licence and non-receipt of
indigenous equipment in time.

The original estimate of Rs.351 lakhs was revised
to Rs.44O lakhs in March 1966, to Rs.535 lakhs in July 1966

and to Rs.S78 lakhs in January 1968. The actual cost of the I
scheme was Rs.602 lakhs. Increase in the world price of
mercury; imposition of higher rates of customs duty on
capital equipment, devaluation of the rupee in 1966, increase i
in the cost of indigenous machinery and civil construction
works on account of increase in the cost of material and

labour, increase in interest charges due to delay in commi­
ssioning the plants and increase in charges for credit
insurance (for insuring the deferred credits offered by '
suppliers of equipments) were the reasons attributed by the
management (July 1974) for the increase in the cost of the
scheme.

The following are some of the points noticed
regarding the installation of the various plants :

1) Caustic soda fusion plant : In addition to the installa­
tion of a caustic soda (lye) Plant for increasing the capa­
city from 40 tonnes to 100 tonnes per day the third stage
expansion scheme envisaged the setting up of a fusion plant
with a capacity of 60 tonnes per day for converting a portion

‘ ', -V 1 I T11 -I _—r*"" l 1' L 1"v: iii" :K1_~;, :_  g f‘____ _;__ ~ -9 L
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of caustic soda lye into caustic soda solid/flakes. This
k was considered necessary by the company in view of increas

tanks and possibility of shortfall in the offtake of caust
soda lye. The plant was commissioned in November 1970 at

cost of Rs.47.78 lakhs. A comparison of the actual output
with the installed capacity revealed that utilisation of t

the extent of 23.2%, 20.4% and 21.7% respectively.

The difference between the selling prices of sod
flakes and lye did not cover the cost of conversion of lye
into soda/flakes (including packing cost) during the three
yearn ending 1973-74 as indicated below.

prices of solid/flakes lye into solid/fland lye (including packing
(Rupees per tonne)1971-72 187 4151972-73 233 5251973-74 218 622

The management stated in December 1974 that the

high cost of conversion of lye into soda flakes was mainly
due to higher overheads resulting from poor utilisation of
the plant.

ed

production of caustic soda lye, limited capacity of storage
ic
8

h

fusion plant during 1971-72, 1972-73 and 1973-74 was only to

&/

Difference in selling Cost of camnrsion o
ak

)

ffi
GS
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2) Salt Recovery Plant

a) From the sodium hydrosulphite plant installed in 1960,

30 cu.M. pure salt solution was being drained out every day.
To recover the salt from the solution, a salt recovery plant
was installed in December 1970. The total expenditure on
installation of this plant, including the foreign exchange
component of Rs.8.2 lakhs on the main plant imported under
Swiss credit arrangement, amounted to Rs.17.45 lakhs, as
against the estimated cost (December 1976) of Rs.11.60 lakhs.
The imported plant was received in October 1969, but before
the indigenous equipments required were received, operation
of the old hydrosulphite plant was stopped from November
1969 as its working had become uneconomical. A new hydro­
sulphite plant (cost Rs.28.99 lakhs) was installed in
October 1968 and started production from October 1968. The­

manufacturing process in the new hydrosulphite plant was
different and did not require draining of salt solution
which could be used in the salt recovery plant. In the
circumstances the expenditure of as.1v.4s lakhs incurred
in salt recovery plant did not serve the intended.purpose,
and was unnecessary.

b) The salt recovery plaht.was commissioned in December
1970 for trial runs with a view to utilising it for the pro­
duction of pure salt as an independent product by using
industrial common salt. The plant was closed down in

UNIVERSITY or cocr-nw i W "6 W U 6 j i A
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1 January 1971, on account of operational troubles arising from I
unsuitability of the salt solution used. The plant was re- E
started in May 1971 but again closed down in September 1971 A

W

on account of labour dispute. The plant was put to use again 1
in December 1972 after settling the labour problems, but had Y
again to be closed down on 1st January 1973, on account of *
failure of the heat exchanger tubes which required replace- 5
ment. Replacement of the heat exchanger tubes, estimated to 1
cost Rs.0,40 lakhs, is yet to be done (1975 February), ,

i

Pc) Fourth Stage Expansion: M
Even before the third stage expansion was completed,»

the company initiated action in 1969 for the fourth stage ‘expansion comprising : 7
r1) Installation of a 100 tonnes per day caustic soda/chlorinep

plant for increasing the annual production of caustic soda i
from 33,000 tonnes to 66,000 tonnes, and of chlorine from
29,040 tonnes to 58,080 tonnes,

2) Expansion of capacity of sodium sulphide plant from 4
tonnes per day to 7 tonnes per day, and

L

3) lnstallation of a sulphur dioxide plant of 15 tonnes
capacity per day,

The company obtained the necessary letters of indent from
the government of India for the three plants in April 1970,
July 1970 and.March 1971 respectively. Detailed projecti I_ _ _ ~ ~— ,*: 1' -at : ’*'"'?"t -' , *; : T; I T T:T' _ 1‘ __'  J .’_ ‘$1 ; ,1 __'f_ ; — 9, -f
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report for the expansion was however prepared only in
October 1971.

In the project report of Qctober 1971, the fourth
stage expansion project was estimated to cost Rs.950.86 lakhs
(including Rs.233.20 lakhs in foreign exchange). The esti­

in foreign exchange) in April 1972 against which the actual
expenditure incurred up till December 1974 amounted to

As for the project report, the sodium sulphite
plant was scheduled to be commissioned in October 1973, new

caustic soda plant in July 1974 and Sulphur dioxide plant in
November 1974. The scheduled dates for commissioning were,

however, revised in April 1972 and again in December 1973. _
According to the latest revision (December 1973) the sodium
sulphide plant was scheduled to be commissioned in December

1974, new caustic soda plant in April 1975 and sulphur
dioxide plant in August 1975. According to the Management,
the postponement of the dates of commissioning of the plants
was mainly due to :

i) delay in finalising loan agreement with foreign bankers
on account of delay in appraisal of the project by them.

ii) delay in getting import licence for the sodium sulphide
plant and (iii) delay in receipt of basic engineering data
in respect of sulphur dioxide plant from the foreign supplier

FNQ_ p g g _ f k i i SCHOOL or MANAGEMENT STUDIES—’ W z_1 1 \

mate was revised to Rs.994.82 lakhs (including Rs.236.72 lakhs;

\
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The sodium sulphide plant has not yet been commissioned
(January 1975).

8.9 . 1 PngSed_plqnt and ma Qchine

During the period from 1973-74 to 1977-78 T.C.C,

had not used at all its sulphur dioxide plant which has a
capacity of 7500 M.T. per year for a period of four years
(1973-74 - 1977-78), Similarly in K.S.0. the glycerine
plant which has an installed capacity of 260 tonnes per
annum was used only during 1977-78. Even in 1977-78 the

7 tonnes which is 1ess_than

ity.
actual production was only 4
1/Sth of the installed capac

ds Ltd., a Veneer Slicing Mac nhi

(capacity 1800 Sq3M. or 1.08 cubic meters per shift of 8
hours) costing Rs.1.61 lakhs for the manufacture of decora­
tive panels was commissioned in June 1968. Another machine

of the same capacity costing Rs.2.93 lakhs was imported in
February 1968 and commissioned in August 1970. As orders
for decorative panels were not executed at all for a period
of five years(1971-72 to 197

Y

8.9.2 In Travancore Plywoo

6-77), The second machine was
honly sparingly used during t e period from August 1970 to

‘Q
March 1976 and was not utilised during 1976-77.“

In the case of K.S.0. Ltd., with a view to increas­
ing production of soaps the company imported in April(1971)
an automatic plant (value Rs.12.27 lakhs) with an annual

5
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capacity for the manufacture of 3600 tonnes of soap. This
included a cartoning machine (cost Rs.0.48 lakhs) for auto­
matic plant for vertical packing of soap. Though the auto­
matic plant was commissioned by the end of 1975 the carton­

ing plant.was not put to use so far (March 1978) and packing
had to be done manually.;5

8.10 Depreciation

ssioned to production and under utilisation of existing plant
has resulted in inflating the depreciation of plants and
inefficient utilisation of capital. The cumulative depre­

lakhs in 1976-77. The cumulative depreciation of the five
profit-making companies came upto Rs.25O lakhs in 1976-77. ,
Depreciation being a fixed cost is more or less the same
regardless of profit or loss or the quantity of production
in these units. Since depreciation charged is for the whole A
plant and the capacity utilisation is poor the amount of
depreciation absorbed per unit produced is quite high. The 5
following are the points observed with regard to deprecia­
tion:

8- 10- 1 P§1>re_<=1ati<>nf<>,m\s 7 can <=<>nSi<lerab1e PaFF_.9.f the total

cost.

In T,C,C. the depreciation of the years 1975-76,
1976-77 and 1977-78 were Rs.127.53 lakhs, Rs.197,23 lakhs

Dead investments in projects which are not comi- |I

ciation of the 13 loss-making companies came upto Rs.1,334 »
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and Rs.1S1.39 lakhs respectively (22%, 22%, and 18% of the
I

total cost in the respective years). In T.T.P. depreciation
came to over Rs.145 lakhs, Rs.138 lakhs, Rs¢196 lakhs and

Rs.9O lakhs in the 4 years from 1974-75, to 1977-78 respe­
ctively. This is about.25%, 16%, 11% and 10% respectively n

\
>

of the total cost in the respective years.6.u'l-“cw-2'4:-'“7'7) ;
I

i

L2) Owing to replacement of machinery and expansions depre- w
ciation had shown an increasing trend in some companies. ~
In United Electricals the depreciation was Rs.1.83 lakhs, ’

l

Rs.1.93 lakhs and RS.2.64 lakhs in 1975-76, 1976-77 and

1977-78 respectively, In K.F.C. the depreciation was Rs.9.91,j
Rs.9.06 and Rs.1O.85 lakhs respectively in 1974-75, 1975-76 ;
and 1976-77 respectively.

{

3) As a part of the effort to show a higher profit or _
Ireduced losses, many of the companies resorted manipulation

in depreciation charges. In some of the companies there is I
no depreciation policy consistent with the nature of the
fixed assents. In some others depreciation charges are very

much unrealistic. But as a whole the amount of depreciation i
charged is always inadequate.

4) None of the companies were creating a depreciation fund A
for absolescence and consequent replacement or modernisation

of the machinery.

UNIVERSITY OF COCHIN Y V 7
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8.11 Lo¢ationalCost§
0

tion in fixing the site for certain factories. For example
Pallathara Bricks and Tiles is far away from the twon
(Ottaparna). Means of transportation to the site were quite
inadequate, Transportation expenses from factory to town
inflate the cost of the product. T.T.P. has got its own
transportation facilities. The money that has to be spent

“ on the buses inflate the fixed cost. K.S.D,P. is located
in Alleppey where pure water is scarce. The expenses that
have to be incurred to get pure water (being a drug industry)
also formed.a.part of the cost due to the locational dis­
advantage.

9- 12 S°°1al.Q"e1iL*_e ad.

Companies like T,C.C. have their own colonies and
clubs. The expenses incurred in this regard from another
part of the cost. The canteens and other welfare activities
of the company also inflates the cost; for to break even it
has to cover all its costs.

8.13 H$&v¥ExEenditurein§§9re§

Expenditure on stores constitutes a substantial

portion of the total cost. It forms one of the four imporb
tant cost components in factory overhead. In T.T.P. the
stores and spares consumed came to Rs.24 lakhs and Rs.21 lakh

Locational factors have not be taken into considera­

UNIVERSITY OF COCHIN
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in 1976-77 and 1977-78. In K.S.D,P. packing materials cameI 4
I to Rs.20 lakhs and Rs.13 lakhs in 1976-77 and 1977-78.

I During the same period the consumption of mercury and graphite
; came to Rs.25 lakhs and Rs.26 lakhs respectively.

8-14 Biqh £<>ns2m2*=1<>n<>f E’92e=:_@nd F112;.

In many companies there has been an increasing ‘
trend in the use of power and fuel as against the standards
fixed for the operations. This along with increasing prices

I of power and fuel (furnace oil and crude oil) increased enor­
I

mously the factory overhead expenses which has to be absorbed

by the cost of the units produced (Example T.C.C., Pallathara
Bricks & Tiles, Chalakudy Refractories etc.)

Regarding power and fuel three aspects have been
noticed: (a) increasing trend in power and fuel cost '
(b) standards not being used and (c) lack of controllability.

8.14.1 Increasing trend:

The cost of power and fuel in T.C.C, was only
Rs.41.38 lakhs in 1972-73 and it had steadily increased to
Rs.124.16 lakhs in 1977-78(Table'1f)disportionately to
increase in production. In the case of T.T,P. it was Rs.75.42
lakhs in 1973-74 and increased twice when the production

increasednonly d%.(Table'1é§). Similarly in T.P.I. the cost
of this was Rs.1.54 lakhs in 1970-71 and it steadily increased
to Rs.l6.06 lakhs in 1977-vs (Tab1e‘7é ). Thus the consution

Q
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of power and fuel had increased two to three times when

production did not increase much (Table (I5 ).

8- 14- 2 B>s¢¢ss_e¢<>2=w§P1=1¢np<$1=andarsi==». H99 beinq_\18e<1.2.

T.C.C. has set standards for the consumption, but

it is not used. Thus the extra expenditure on account of A
excess consumtion (in T.C.C.) of electricity worked out
to about Rs.0.96 lakhs in 1971-72, Rs.6.04 lakhs in 1972-73 .
and Rs.6.40 lakhs in 1973-74 (vide table Z3). Same is the
case with other companies. *
8.14.3 Lack oi Controllabiligz

These companies have little control over the rates 3
of power. Rates for electricity is decided.by'K.S.E.B.
The standards of consumption are not used. Frequent power . I
failures is a.menace. Even so, the companies have not made

any alternative arrangements.

8 - 15 Finawinq, Charges

8-15-1 Trading °P esmitz

All companies in the public sector are invariably 1
practising trading on equity which is a double-edged weapon.

i

In the case of concerns making profit, if the rate of
profit generated is more than the rate of interest that is
to be paid for the borrowed capital, it will be a blessing.

V
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But the rate of profit of the companies in public sector
are less than the interest rates they have to pay for

‘ borrowed funds. In the case of companies with losses, the
interest paid for the borrowed capital will increase the
losses. Interest paid by these companies have become a bur­
den as many of them were getting additional loans from the
government year after year. All these show that the effi­
ciency with which borrowed capital is used had decreased

(Tablefi 55 I5 ~72.)

; 8.15.2 Increasing Trend: Again, the financing charges
had shown as increasing trend. The financing charges of
K.C.L. in 1972-73 was above Rs.6 lakhs and it increased to

over Rs.27 lakhs in 1979-80. The interest charges of K.E.L.
was only a little over Rs.4 lakhs in 1970-71 and it had
steadily increased to over Rs.31 lakhs by 1979-80. Financing A
charges of K.F.C. was a little below 5 lakhs in 1969-70 and
it increased steadily to nearly Rs.42 lakhs in 1977-78
(Tablet §‘€‘"'*Q-» ). Constantly increasing financing charges,

particularly when it ranges between 10 to 20% of the total
cost is too much of a burden for the company concerned.

8.15.3 Debt to Equity: The high financing charges of the
companies can be attributed to their distorted capital
structure. These companies had resorted to debt financing
beyond the normal standard of 1:1. The debt to equity ratio
of these companies was even more than 3:1. The debt to

r ' II
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A equity ratio of K.E.L. varied between 1.52 to 3.43 and in
1979-so the ratio was 3.43 (Table (4,4). The debt to equity
ratio of K.F.C. steadily increased from 0.99 in 1970-71 to

\ 4.44 in 1977-78 (Table6;| ). Similarly this ratio in K.C.L.
increased steadily from 1.31 in 1971-72 to 3.59 in 1979-80
(Table 6'5 ). In 1979-80 the long-term debts of the K.E.L.
was a little over Rs.362 lakhs against the equity of nearly
106 lakhs. In K.C.L. the debts were Rs.387.62 lakhs against

~ an equity of Rs.108.05 lakhs. The constantly increasing
debts naturally burden the companies with high financing

I

charges.

8.15.4 Penal Interest : The debt financing is resorted to \
on the assumtion that the company will generate enough
revenue to pay back the debt and the interest. If the
company fails to do so they have to pay the penal interest. '

‘ This was exactly what happened to T,P.I.

“Loans aggregating Rs.99.59 lakhs were obtained
by the company from government between February 1964 and

September 1971. The loans carrying interest at rates vary­

A ing from 5 to '7 percent per annum, were repayable in 13 to
17 annual instalments, commencing from the third year after
the receipt of the loan. The loans also carry penal interest

“ at rates varying from 7 to 9.5 percent per'annum on overdue
instalments of principal and interest. The company has not
been repaying the instalments of principal and interest
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regularly from September 1970 onwards. The overdue instal­
ments of principal (Rs.20.67 lakhs) interest (Rs.24.28 lakhs)
and penal interest on delayed.payments (Rs.7.98 lakhs)

amounted to Rs.52.93 lakhs at the end of 1976-7Q.“é

K.C.L. faced the same problem.

“Loans aggregating Rs.114.76 lakhs obtained from

the State Government from February 1964 onwards were out­

. standing as on 3lst.March 1975. The loans bear interest at
rates varying from 5 to 8% percent per annum and were repay­

able in 15 to 20 instalments. The company has not yet
(January 1976) paid the interest (Rs.35.88 lakhs) as well as
the overdue instalments of principal (Rs.23.84 lakhs). The
default in the repayment of principal and.payment of interest
had resulted in the accrual of penal interest (at 2% over the
normal rate in respect of overdue instalments of principal °
and at rates varying from 2 to 1d%% in respect of overdue
interest) amounting to Rs.5.98 lakhs, The total amount of
interest outstanding as on 31st.March 1975 was Rs.41.86
1akhs.“q

8.15.5 Inability to Pay Interest: These companies were
not able to pay the interest owing to the shortfall in
actual production and sales. Secondly inthe case of new
projects the time taken for their completion are usually
double the time anticipated in the projects. In the mean­
while the cost of other factors of production would go high.

As a result the companies would found it impossible to make Aumvsasrtv oi ¢¢¢».=e if ' 1 7 J 7 7  —
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enough cash to pay back the borrowed money. Lastly the
companies had a feeling that finance problems can always be
solved through government help for government is very liberal
in sanctioning enough money always.

8.16 Material cost

Raw material price, usage, yield and.mix are the
main factors affecting the variances between standard fixed
and actual material consumption. In many of these companies
raw material inventory control is not in existence, Consum­
ption of raw material is much above the normal requirements.
Standard is not fixed for the use of raw material. No
variance is taken into consideration. No remedial measures
are taken. 1‘ scientific system of material management is
conspicuous by its absence, Periodical non-availability of ,

_material is another problem.

In material oriented industries material consum­

ption forms a vital part of the production cost. The
material usage, trend in consumption, standards, control etc.,
are the salient.points which affect material consumption.
These are discussed below :

8.16.1 Efficiency :

Regarding raw material it is not the increasing
trend in the consumption that is more important, but the
efficiency with which raw material is used. This efficiency
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can be found by making use of the ratio of raw material con­
sumed to total cost over a period of time. Raw material
forms 40% to 60% of the total cost in many companies under­

study. The ratio thus calculated shows that the efficiency
in the use of material had gone down generally and in some

I

it had been fluctuating periodically (Tables 55C'Z»'"I'2. show

the decreasing trend in efficiency).

In Travancore Sugars and Chemicals the ratio of
1 raw material consumed to total cost had steadily increased

1 I

from 29% (1974-vs) to 48% (1978-79),(Vide Table No.5 \ ),
i The raw material cost had fluctuated between 11% (1974-75)

and 60% (1976-77) in the case of K.F.C. In the case of
T.T.P. this had fluctuated between 22% (1975-76) and 31%‘*

(1977-78) of the total cost,(jb.e~&'55)

8.16.2 IncreasingtrendinConsumptiog :

In K.E.L. the raw material consumption had steadily
increased from over Rs.41 lakhs in 1972-73 to above Rs.182
lakhs in 1979-80. In K.S.O. the raw material consumption
had increased from nearly 113.16 lakhs in 1972-73 to 128.333

lakhs in 1979-80. Similarly in T.R;W. the raw material
consumption had increased from nearly Rs.24 lakhs in 1972-73
to Rs.140.93 lakhs in 1979-80. All these increases had

been disproportional to production increase.[1BB1@ql56TFqzJ
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1

8.16.3 Material Standards :

Material specifications and the quantity to be
used is set for each product in most concerns. The problem
is regarding the issue of material and the yield required,
These companies do not exercise any control over the issue
of materials and no variance analysis is done. As a result
losses are incurred owing to excess consumption of raw
material; For example the cost of excess consumption of

\

common salt in T.C.C. (Table 2 3)for production of one tonne

I of caustic soda were Rs.18.63, Rs.16.27 and Rs.17.49, and
that of menthol were Rs.107.79, Rs.194.43 and Rs.177.5 during

the years 1971-72, 1972-73 and 1973-74 respectively. Cost
"of excess consumption of zinc dust and sulphuric dioxide were
Rs.136.08, Rs.49.63, Rs.77.22 and Rs.43.26 respectively in
1971-72 and 1972-73. Similarly the cost of excess consum- '
ption of raw material in PUC section in Traco Cable company
(Table?-b)were Rs.0.33 lakhs and Rs.0.70 lakhs and lead
section Rs.O.18 lakhs and Rs.0.l2 lakhs in 1974-75 and 1975-76

respectively. Table33) shows the cost of excess consumption
in the case of Titanium Products. The cost of excess con­

sumption of the raw materials during 1971-72 and 1972-73
amounted to Rs.1.30 lakhs and Rs.2.32 lakhs respectively.

8.16.4 Inventory Qgntrol :

Inventory control is virtually not exercised in
these companies. Usually there will be an annual stock
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taking alone at the end of the year. The control tools such
as ratio analysis, finding out economic order quantity, perb
petual inventory control, fixing safety level etc., are not
used. There is delay in getting raw materials, unnecessary
locking up of money, obsolescence, wastage and damages to
goods etc. For example in the case of K,C.L. the value of
slow moving and nonmoving stores, spares and raw materials
held in the inventory as on 31st.March, 1975 amounted to
Rs,l.39 lakhs. In Traco Cable Company, out of 520 items
identified, 122 were in stock for more than three years.
Similarly the value of slow moving/hommoving items of

finished goods held in stock as on 31st March 1977 was
Lkks

Rs.4,53k(vide tab1es?>&=g4,)
X

8.16.5 Scarcity of liquid cash :
X I

Inadequate cash resources had been pointed out
by the executives of these companies as a major problem to
purchase raw materials in time. The intense cash problem
especially that of loss making units is amplified by long

Q debt collection period. Among the current assets, account
receivables forms the most important item, With increase in
sales credit sales also increased and that too with very
long debt collection periods (vide table; No.“/5 ). In
K.S.O. the receivables had increased from Rs.9.83 lakhs in
1972-73 to Rs.175.70 lakhs in 1979-80. In T.P.I. the
receivables had increased from Rs.6.55 lakhs in 1972-73
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to Rs.31.56 lakhs in 1979-80 and in K.E.L. it had increased

from Rs,2l.07 lakhs to Rs.84.47 lakhs during the same period.

8-16-6 §<><=red1@fr@=1 Suepliers. =

Executives of some of these companies said “we do

not get credit from suppliers.“ This is because of the
undue delay in making payments. Everyone is aware of the
cash problems of these companies‘ and also their poor liqui­
dity and solvency position (Tables $26071 ). In the case

i

of Travancore Sugars and Chemicals the quick assets varied
Y between Rs.5.57 lakhs and Rs.44.04 lakhs during 1973-74 and
I

1978-79. During the same period the current liabilities of
the company varied between Rs.33.25 lakhs and Rs.S9.56 lakhs.

The ratios of quick assets to current liabilities were less

than one in all these years signifying that the quick assets.
of the copany were less than the current liabilities.
During the same period in T.C,C. and in T.R.W, the quick
assets were always less than current liabilities (vide
tables 60 and G5 ).

8.16.7 Solvency :

Taking into consideration asset-liability ratio
same companies are theoretically insolvent, as their out­
standing liabilities were greater than their total asseyts.
The tangible net worth (total assets minus outstanding
liabilities) was always negative. For example in T.R.W.
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the outstanding liabilities were greater than total assets
by Rs.8.95 lakhs in 1971-72. But it steadily increased to
Rs.96.97 lakhs in 1979-80. In the case of K.F.C. the out­
standing liabilities were greater than total assets only

i by Rs.11.39 lakhs in 1970-71 and rose to Rs.262.32 lakhs
in 1978-79. In Trivandrum Spinning Mill. the outstanding
liabilities increased from Rs.62.54 lakhs in 1973-74 to

~ Rs.106.92 lakhs in 1977-78. Thus it is clear that these
companies are theoretically insolvent now and the trend is

There is no wonder that these companies are requir­
ed to make payments in advance to their suppliers. The cre­
ditors know the poor liquidity and solvency position of these
companies. It is justifiable that they are relectunt to
extent credit facilities to these practically insolvent com­
panies.

8.16.8 Qther Problems :

There are numerous other problems facing these

companies. First of all they have little control over the
raw material price. Secondly. some items of raw materials
which are to be imported pose a.major problem, as they have
to import them through S.T.C.. with all the attendant delay
and other inconveniences. The quota system of the govern­
ment in issuing some raw materials like aluminium, nickel
etc. is a real bottleneck and at times stands in the way of

'1

that day by day this situation will be worsening(Tables G£=,61,‘72)..

Y
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i

r growth. As the quota is granted according to the previous
year's performance, any strike or lock out during the

previous year will affect the quota of the current year.
According to an executive of Traco Cable, "regarding alwmi­
nium we are at the mercy of the government“.

8.17 Labour :

In labour oriented industries wages and salaries

m

under study this item ranges between 20% to 67%. Without
4

i any consideration for the value added or productivity of
the labour force, periodical wage agreements have been
entered into, causing wage like even in the case of com­
panies making heavy losses. Bonus is granted as right and
ex-gratia disbursements of allowances are made liberally
every year. ‘Wages form a significant portion of cost of the
product.'1‘he high labour cost is the result of inefficiency,
increasing trend in remuneration, indiscipline, overtime
payments etc,

8.17.1 Efficiency;ofCLabou£ :

In most of the industries the cost of labour ranges
between 30% to 60% of the total cost. The tendency in
repeated wage agreements is to grant bonus much above the
statutory requirements. In some companies disbursement of
ex-gratia allowances are usually made. Overtime payments
much above the normal wages are allowed continuously. and

I predominate in the total cost of production. In the companies
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this alone in some cases comes to nearly k of the total
wage bill. Idle time in certain companies had risen to as
much as 20% of the total labour time. But the efficiency
of labour has gone down as revealed by the ratio of remu­
neration to employees to total cost. For example the remu­
neration paid to the employees of Chalakudy Refractories A
(Table 58‘) increased from Rs.1.53 lakhs (1972-73) to Rs.8.53

lakhs (1977-78) and the percentage of remuneration to total
cost increased from 34% (1972-73) to 70% (1977-78) signify- A

ing a downfall in labour efficiency. According to table
the above ratio had increased from 0.20 times to 0.35 times

marking a fall in labour efficiency.

8-1'1-2 ¥n<=r@a=‘-ing wa<1eTr<-"=nQ =
I

In K.C.L. (Table 23 ) remuneration to the .
employees was only Rs.20.61 lakhs in 1971-72 and it steadily
went upto Rs.63.86 lakhs in 1979-80 while the production
increased most marginally (table Z8 ). In T.P.I. remu­
neration to the employees were only Rs.8.68 lakhs in 1971-72

, and it steadily increased to Rs.51.14 lakhs in 1979-80 but
there was not much change in production (table¢Z8'). In
United Electricals the remuneration to the employees were
only Rs.42.86 lakhs in 1974-75 and it increased steadily to
Rs.59.21 lakhs in 19"/s-79 (Table Z5). Thus remuneration
to the employees increased many fold in all the companies.
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In several companies, staff pattern and the total
number of labour force have no relation with the productive
operations. A large number of persons were employed in
different grades over and above the requirements of the
effective operation in different sections of these companies
Out of the 18 companies surveyed the top executives in 17
companies were of the opinion that their companies were
overstaffed. In Forest Industries not even 50% of the
available labour hours are being utilised for production
purposes, In the timber cutting section, a part of work­
shop has stopped all operations. But the workers employed
numbering about 30 were allowed to continue without work

with full salary from 1977 onwards. According to the report
of Comroller and Auditory General - K.E.L. were employing"
a sizeable surplus labour in two divisions (structural and
transformer) over and above their requirements during the

Q

three years ending 1974.

As a result of this, not only the wage bill whas
increased enormously but the morale and discipline of the
labour force had also been affected adversely and their
efficiency has gone down. A work study conducted by the

K.S,P.C. during 1970-71 revealed that the production achiev­
ed in the various units at present is much less companed
to what can be produced with the existing number of men.

-_
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The wages paid for the surplus labour for the three years
4

ending 1972-73 aggregated to Rs.2O.89 lakhs. Overstaffing
is a permanent handicap in all the manufacturing companies.

8.17.4 Overtime :

Overtime is a common feature in these companies.

Double the usual wages are paid according to the Factories
\

Act. This overtime is usually paid so as to increase the
economic surplus. But in these companies, instead of crea­
ting economic surplus, overtime had inflated the wage bill
without corresponding benefit. It is paid by companies
which cannot afford to do so. Overtime is usually created
by mutual adjustments, taking leave unnecessarily, purposely
delaying the job etc., overtime allowance paid in T.C.C.
during 1971-72, 1973-74 and 1974-75 for the factory staff

amounted to Rs.6.35 lakhs, Rs.7.2O lakhs and Rs.9.18 res­
pectively as shown by table 35; Expressed as a percentage,
overtime allowance to total salaries were 18.86%, 22.91%

and 22.29% respectively during the corresponding periods.
In the administrative department the overtime paid were
Rs.1.36 lakhs, Rs.1.64 lakhs and Rs.2.32 lakhs respectively
in 1971-72, 1972-73 and 1973-74. Overtime paid by T.T.P.

to its workers amounted to Rs.4.4O lakhs, Rs.5.59 lakhs

and Rs.7.88 lakhs (Table'3J ) and that of staff amounted
to Rs.O.95 lakhs, Rs.1.39 lakhs and Rs.1.58 lakhs respective­
ly in 1971972 and 1973. In the case of workmen, the per­
centage of overtime to wages were 18.30%, 18.40% and 21.8%

4
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in 1971, 1972 and 1973 respectively. In fact this overtime
‘ has become a sort of fixed change for the companies to bear.

8.17.5 Idle time :

Idle time arises due to power failure, want of
‘ work, deliberate idling, machine break down etc. In fact

an overstaffed unit would be a gossip centre and so are
these companies. Irresponsible behaviour of the executives
also causes idle time. In.K.E.L. during the period 1972-73,
1973-74 and 1974-75 the total labour hours were 264065,
258391 and 259041. Out of this, idle time hours were

33893, 48364 and 40158. Among the idle time hours 3670,
2001 and 5582 hours were due to deliberate idling. The
deliberate idling hours are caused by people wandering here

and there, taking more time at tea breaks, etc, Maximum _
idle hours were due to want of work. In 1972-73, 1973-74
and 1974-75 idle time due to want of work were 19463 hours,

19171 hours and 28917 hours (vide Tshisgia), This was
exactly the situation in all the units under study,

8.17.6 Zpdiscipline :

One of the executive in T.R.W. said "There had

been three incidents here when the managers were bashed up

by the workers. I am one among those managers, The worker
who did it was dismissed from the company and now he is

back again in the same place with same salary.“ This is
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not an unusual incident now-a-days. The main reason for it
is that the trade unions are directly connected with the
ministry. Most of the ministers represent one of the trade
unions. Any action taken against a worker can be nullified
if there is a minister supporting this trade union. As a
result the executives have become mere puppets in the hands

I

of the workers.

8-17-7 ReSiStan¢et@¢han22 =U

I

Ii

I

li

D1 Any attempt on the part of the executives to change
I
I
\1 the mode of work or to introduce a new innovation or more
\
}l

1

<

ii economical method is resisted by their workers blindly,
l because of their ignorance, This resistance is due to the

feeling that any new method is to extract more work from them.

(Out of the 18 companies only three have a.workers perfor- _
mance standard. They are K.C.L.. Trivandrum Spinning Mill
and United Electricals). Due to the lack of workers per­

. formance standard the executives of the companies find it
hard to measure the performance and to introduce standard
costing. There are cases of workers manhandling the manage- k
ment and of escaping punishment.

8.18 From the above discussion the reasons why the
companies are not able to cope with the fast increasing
total cost is made clear. An analysis of the sales and costs
of these companies will enable a division of these companies
into four different categories. They are :
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1) Profit making companies.

2) The companies whose revenue do

3) The companies whose revenue do

and financing charges.
4) The companies whose revenue do

8.19 The division is made on the

, 1. The revenue for a year should
§ expenditure for that year.
§ 2.
ix

1

‘I

A

t

i

4.

creation.
1

5.

nature.

w

U __ 1 _

’ _ 'i*:n-'~' —-i~l'_—+:~ T451-—’ 7

not cover
not cover

not cover

following

be enough
Q

1 since a period of four years is taken.

is applicable equally to all the groups.

the factory
the factory

the total cO

1OgiC.

to meet the

The closing stock is not taken as sales since no revenue
» is generated out of it and its influence is reduced

3. Even if closing stock is taken considerable change will
not be there in the classification since closing stock

Such a classification will help to locate the position
of the company regarding the possibilities of profit

Financing charges are included due to their dominant

Out of the 18 companies only five are profit.mak­
ing (1. T.T.P. 2. K.M.M.L. 3. K.S.D.PL 4. Traco fiables
5. Premo Pipe Factory). There are six companies that have
failed to cover the factory cost during the period from

1 1974-75 to 1979-80.(They are: 1) K.F.C. 2. T.R.W.
1 3. Trivandrum Spinning Mill 4) Kerala Ceramics

cost.
cost

St.
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(5) Challakkudy Refractories (6) Pallathara Bricks and
Tiles.

There are three companies whose revenue do not
cover the factory cost and financing charges.
1) K.E.L. (2) T.C.C. (3) United Electricals.

The rest of the four companies-have failed to
cover only the total cost and were able to recover factory
cost and financing charges. They are 2 1) K.S.0. (2) T.P.I.
(3) Travancore Sugars and.Chemica1s (4) Forest Industries.

Thus the sales of K.F.C. during the period from
1974-75 to 1977-78 were Rs.72.57 lakhs, Rs.5.91 lakhs.
Rs. 107.78 lakhs and Rs.230.71 lakhs respectively. And
the factory cost (Raw material + Labour + Factory over
head) during the respective years wera%132.60 lakhs.
m.118.69 lakhs, 127.00 lakhs and.m.243 lakhs. It can be
seen that even though the company was able to increase its
sales more than three times it had failed to cover the
total cost. (See table 5' )

Similarly the sales of K.C.L. from 1973-74 to 7
1977-78 were Rs.38.45 lakhs, Rs.44.56 lakhs, Rs. 59.32 lakhsg

Rs.83.61 lakhs and.Rs.86.92 lakhs respectively. And the

factory costs during the respective years were Rs.39 lakhs, y
Rs.50 lakhs, Rs.65 lakhs, Rs.82 lakhs and Rs.94 lakhs.
Thus it is clear that even though the company was able to

7 University oi Cochin



School of Management H if 3
double its sales during this period the company had failed
to cover the factory cost. (See table G3 )

During the same period from 1974-75 to 1977-78,
Trivandrum Rubber Works had increased its sales from Rs.131

lakhs to Rs.156.69 lakhs. The sales during the period were
Rs.131.34 lakhs, Rs.116.48 lakhs, Rs.156.69 lakhs and
Rs.107.11 lakhs respectively and the factory cost in the
same years were 127 lakhs. Rs.149 lakhs, Rs.147 lakhs and

Rs.114 lakhs respectively. (See table 66)

Similar is the case with Trivandrum Spinning
Mill, Pallathara Bricks & Tiles and Chalakudy Refractories.

T.C.C. and K.E.L. are good examples of companies

that have not covered factory cost and financing charges.
The sales of T.C.C. during the years from 1973-74 to 1977-78
were Rs.453 lakhs, 467 lakhs. Rs.417 lakhs, Rs.606 lakhs A
and Rs.586 lakhs respectively. Factory cost and financing
charges amounted to Rs.454 lakhs, Rs.493 lakhs, Rs.596 lakhs,
Rs.886 lakhs and Rs.829 lakhs respectively. Thus even
though T.C.C. was able to push up its sales from Rs.463
lakhs to Rs.606 lakhs it had failed to cover the factory u
cost plus interest during these years. (See tableséoauée)

Similarly the sales of K.E.L. from 1972-73 to
1977-78 were Rs.71 lakhs, Rs.84 lakhs, Rs.109 lakhs, m.143

lakhs. Rs.126 lakhs, Rs.22O lakhs respectively. The factory
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1

cost and financing charges during the period amounted to
Rs.80 lakhs, Rs.10O lakhs, Rs.124 lakhs, Rs.144 lakhs,

Rs.165 lakhs and Rs.223 lakhs respectively. Thus even­
though K.E.L. was able to tripple its sales the company
had failed to cover the factory cost plus the financing
charges. Similar is the case with United Electricals.
(See tables 64' )

K.S.0. is a good example of the companies that
failed to cover the total cost with sales. K.S.O. was
able to push up its sales from Rs.4O lakhs to Rs.166 lakhs
during the period from 1973-74 to 1977-78. But the total
cost of the company had increased from Rs.50 lakhs to
Rs.176.7 lakhs during the same period. Thus the company
was not able to break even, even with increased sales
during this period. Same is the case with other companies
of the group. (See tablepél )
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From the above discussion it is clear that
eventhough both the profit making and loss incurring
concerns were able to increase their sales they failed A
to generate either an increase in profit or a profit.
This is because the speed with which total cost is
increasing is faster than that of the increase in sales.
This clearly manifests the lack of proper financial
planning and effective financial control and the inade­
quacies of the existing system.
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CHAPTER — IX

$UMMINGUp,coNcLUSIoNsANn R§coMMENnAT1oNs /,1,

9. The first part of this study explains lucidly
the theoretical background of the financial planning and
control process which serves as a base for the empirical
research conducted by the researcher. In the second part I
the functional problems have been identified in the case?
of 18 public sector undertakings run by the Kerala State?
Government. Important problems facing the effective finan-.
cial management especially with regard to the budget pre­
paration, implementation and control were traced. The
financial strengths and weaknesses were pinpointed and
effective measures to rectify the weaknesses were suggested
after making an evaluation of financial performance in each
case. Major conclusions drawn from the study are given
below with recommendations and a plan of action to be imple­
mented forthwith.

9.1

1. None of the 18 companies studied had clearly laid
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down objectives and policies to follow.

2. Comprehensive perspective planning and function
planning are not in existence.
3. Expansions and diversifications often end up in
dead investments and financial crisis.
4. Authorities and responsibilities of the executi
ves are not clearly defined.
5. Inter departmental conflicts instead of co-oper
ation is rampant in these undertakings.
6. Decisions are made on the basis of experience.
In many cases, they are unscientific and proved to be
unsound.

7. The most important hindrance for the healthy
growth of these organisations is the lack of commitment on
the part of the personnel.
8. External factors like ministerial intervention,
multi-unionism, trade union interference, political influ­
ence etc have many a time proved to be stumbling blocks to
the smooth functioning of the undertakings.
9. As in the case of private enterprises and con­
trary to our expectations, strikes, demonstrations, lay-of
gharaoes etc., are still a rule than an exception in these
concerns.

10. A number of concerns having surplus labour
consider it as social responsibility to keep them. This
inflates the labour cost and reduces the labour productivi

i
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x

11. Periodical wage agreements resulted wage rise
always.

Appointment of inexperienced.bureaucrats to top 1
I

\

positions for short periods, lack of motivation and incentivei

systems are other major causes for inefficient functional 1
r

\. performance. .
L

12. Incompetency of non-professional managers in these?
undertakings is a great draw back. Profits are made only in §
the concerns having a protected market. Those concerns pro- i>

\

ducing goods competing with private sector are selling their g

products below the cost of production. K
13. Lack of sales promotional activities and depend- »
ency on a few customers for their products had made some of 1

the units to accept the terms and conditions of the customer.,
Unsteady market had resulted in overtime payment and sales '
fluctuation.

14. Majority of the concerns do not have any marketing
organisation (except in K.S.O.). This has proved a major 1
barrier in profit-making.
15. Very little effort is made in the direction of
aggressive sales. Inadequate marketing facilities, and
infrastructure made it impossible in many undertakings to
push the sales.
16. Many of the undertakings are suffering from under­
utilised and unutilised capacities resulting in huge losses.

r
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17. In a few cases the reluctance to follow the trends
of product life cycle have proved to disastrous. In many
undertakings lack of production control resulted in continued
losses.

18. Operational controls like proper inventory mana­
gement, production co-ordination, materials control etc., are
not followed in a systematic manner.
19. Lack of work standard and inadequate supervision
had resulted in low labour efficiency and deliberate idling.
20. Poor financial performance is the weakest link in
the chain of functional performance. Budgets are formulated
without realistic forecasting and planning, control through
budgets is either not attempted or practically observed.
21. Lack of cost consciousness have proved to be en­

22. Inadequate costing system and its adverse effect
on budget preparation, implementation and control are reflec­
ted in all the activities of these undertakings.
23. Many of the concerns are depending on borrowed
capital for their existence. Interest charges proved to be
very heavy as compared to other expenses.
24. More than 50%»of the units covered by the study
are practically insolvent and they are made to exist by
artificial respiration in the form of liberal loans from
the governments.

dangering the sound financial performance of the organisatidhs
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25. Lack of professionalism and managerial skill are
manifested in almost all the activities of these undertaking

9.2 Major Recommendations are the following z
1. Objectives and policies of the undertaking should

their positions in the organisation and their rights and
responsibilities and the role they have to play.
2. To ensure systematic growth all the undertakings
should develop comprehensive perspective planning.

3. Diversifications and expansions should be on the
basis of proper market studies and realistic project reports
and should be implemented and completed according to the
schedule.

taking and to ensure better performance and better results

other and develop team spirit instead of raising conflict.
5. Decisions like location of industry, employee
strength etc.. should not be political decisions but should
be on the basis of economic viability and sound business
principles.
6. Politics should be kept outside*the industry and
should free the trade unions to function for the betterment
of labourers.
7. Management problems in the functional areas shoulL e 1* _ _

ES

S

be made clear to all the personnel in the undertaking to know

4. To facilitate better functioning of the under­

management and trade unions should work complementary to each

d
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be reduced as far as poss
qualified personnel.
8. The government
only to those schemes and

survival and growth.
9. The government
write off the accumulated

whenever necessary.
10. Work standards
units. This can be made

of long-term wage agreeme

11. More emphasis
\ capacity and underutilise

12. Marketing of t
fledged marketing divisio
13. Workers should
through proper incentive
14. Standard costi
all the manufacturing und
personnel. Manpower plan

management development pr

15. Majority of th
expansion and diversifica
ing surplus labour if the
16. The industrial
negotiations as far as po\ _ _ _ _ _

n

should be given to utilise idled ' .h S 'n _ y . . .S . . .
n

e

n

o

e _ 1
tions should be filled.by the exY . .

ible by appointing experienced and

should extend credit facilities
concerns which have a chance foI‘

I

should take necessary steps to
losses and convert loans to equity

should be introduced in all the

a part of bargaining at the time
‘ES.

capacity
lle products should be through fu

s or specialised agencies.
be motivated to achieve the tar tsge

ystems linked with productivity.
g system should be installed in
rtakings in consultation with eth

ing, training the personnel and
grammes are to be introduced.

units‘ manpower requirements for
ist­

are qualified.
disputes should be resolved through

ssible without labour force staging
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strikes, demonstrations, lay offs etc.
17. Qperational controls like inventory control,
production co-ordination materials control etc., should be
strictly followed by making use of the standards.
18. Financial planning and control should be intro­
duced where it is not in existence and control should.be

made more effective by variance analysis and implementing
corrective action and their review and evaluation. ‘
19. Personnel function, which is overlooked in these
undertakings should be handled more scientifically and *
should be given equal importance as other management func­
tions.

9.3A Plan of Action :

The following plan of action is suggested for .
individual companies 3

ER§YA¥¢°3E ¢°¢3INrQHEMI¢AL$LIM1T?D

1. The company should strengthen its marketing
organisation with additional staff facilities and sales»
promotional activities.
2. It should make arrangement for marketing
‘by-products especially chlorine by providing sufficient
transportation facilities and storage facilities.
3. Steps should be taken to maintain the required
strength of Hydrochloric Acid and regularly supply it to

i

v

!

'T * ‘ T * * ti * _ T :7 i W V Ni 7 _ ,__JI  _
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the entire satisfaction of the customers.4. imThe company should take urgent measures to rovP

the capacity utilisation. It should provide for preventive
maintenance and sufficient funds should be allotted for thiS

5. Power and fuel consumption should be controlled
dra stically making use of realistic standards.

s to6. The government should take immediate measure
convert at least a major part of its loan given to the com­
pany into equity capital and reduce the huge financial
charges paid by the company (to the tune ofm.1.5 crores
yearly).
7. The company should see that minimum possible
wastage is incurred in the manufacture of its main products
and byhproducts.

8. All its future expansion programmes should be on
tthe basis of proper market study and a comprehensive projec

report and tested on return on investment criteria.

K.F.C. (ISERALA FISHERIES congpmvrlon LIMITED)

1. The company should make all out efforts to get
the maximum amount of raw materials during the season accor

ted
ding to specifications.
2. The government should write off the accumula

qulosses and convert part of the government loans into e ity.
3. The management of the company should be strength­
ened with specially qualified persons especially for purcha­

E sigg, processing and marketing divisions.

\

\

é

,

9

i
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\

\

Y

\

I

r

V

r

>

r

\

r

Y
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F

4. Special measures should be adopted to diversify ¢
the products.

5. Export promotional activities should be resorted %to increase the sales. ‘
6. As full capacity of freezing plants are not beingi
used at present they should be leased to outsiders. '

7. The company should stop experimenting on loss- t
making products and concentrate only on profit-making I

b

V

Iactivities. *
Te Re!" (ERIVANDRUM RUBBER WQRKE LIM¥T1ED) '
1. The company should improve its existing marketingi

I

arrangement and introduce additional sales promotion activi-A
7

kties. Competent and experienced personnel should be appoin-;
ted in this section without delay.
2. It should discontinue production of loss-making
products.

3. Surplus labour should be diverted as far as
possible to the proposed expansion plants, like scooter
‘tyre manufacturing.

4. The conflict between management and workmen
should.be resolved quickly'and labour problems should.be
amicably settled.
5. The government should help the company to write
off its losses and convert a major portion of the loan intoequity. ‘i 7 : I ; 1 i '7;
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Pallathara Bribks and Tiles

1.

2.

centres.
3.

4.

its high quality bricks and start sales promotional activi­
ties without further delay.

portation facilities to deliver the bricks to the consuming

products like calcium chloride.

power and fuel.

Chalak“d¥l3efra¢t°rie$

The company should explore possible markets for

Necessary steps should be taken to provide trans­

The company should diversify its production into

Economy should be effected in the consumption of

1.

2.

3.

4.

1.

2.

\

under a qualified and experienced marketing manager. .

promptly to avoid loss of customers.

effecting the production, or productivity.

K.C.L (KERALA CERAMIC-S LIMITED)

The company should establish a marketing division

Every effort should.be made to execute its orders

Wage agreement should be made without adversely

The expansion programme should be speeded up.

products by sales promotional activities.

be explored for Koalin products.

Internal market should be developed for Koalin

The possibility of getting export market should

UNIVERSITY OF COCHIN
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l

3. Every effort should be made for the full utili- L
sation of capacity of Koalin division.

l

4. The capacity of porcelain divisions should be
expanded to meet the increasing demand.

5. Incentive system of wage payment should be intro­
duced to give more remuneration to efficient workers and to ’
encourage them.

6. The government loans should be converted into I
equity capital so as to reduce the mounting financialcharges. ‘
Travancore Sugarsand Chemicals I
1. The company should introduce promotional activi- ‘
ties to increase sugarcane production. Area of cane culti­

vation should be increased through getting land from govern­
ment at reasonable cost or on lease.

2. Special measures should be taken to reduce the
cost of production which is steadily increasing in the
factory.
3. Every effort should be taken to secure molasses
adequately for the manufacture of arradk and fine liquor.
4. The company should try to get adequate subsidy to
meet the losses arising from the difference between the cost
price and issue price.l _ f
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E£=.Q- (KERALA songs. ANP oxrs LIMITED) ’
1. The company should find a regular source for e jth

supply of raw material at reasonable prices.
2. The work-study as agreed upon in the long-term
wage agreements by the trade unions should be implementedwithout delay. H
3. The government should convert the loans into
equity. The losses should be written off.
4. An effort should be made to reduce the consum­
ption of power and fuel.

Trivandr““3Pinnin9Mi1}

1. The company should avoid raw material wastage.
Better sources of raw material is to be found out.

2. The present system of remuneration should be .
streamlined by introducing incentives in all the divisions.
3. The programme of rationalisation should be speededi
up.

4. The government should convert its loans to equ'ty E1

to reduce financial charges.

5&5":-'3' (KERAEA EPECTRICAT-'3 AND ?-T-LIED ENGINEERING ¢.°.-4 LTD-3 A

1. The company needs price and wage excalation
ciaused included in their tenders with State Electricity
Board.

2. The company should stick to agreed time for

UNIVERSITY OF COCHIN
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1

completion of the orders accepted.l

>

r

3. The company should establish contacts with other y
i

I

Electricity Boards and private customers ensure more custo- l
mers for its products.
4. The switch gear division which is closed down T
should be re-opened. Indigenous raw material sources should¢be found out. i
5. Steps to reduce deliberate idle time and excess- F

i

I

ive overtime should be taken as quickly as possible.

United Electricals
r

>

\1. New markets should be found out for the products =
of the company especially film capacitors and carbon film
resistors. Special allotment for sales promotional acti­
vities is to be made.

2. In order to improve the demand for single phase I
and polly phase house service meters the company should
cultivate better relationship with Electricity Boards
especially with Kerala State Electricity Board.
3. The raw material consumption should.be reduced
and the standards fixed should be adhered. Necessary steps ~
should be taken for better inventory management.

4. The existing work standard should be adhered and
production incentive should be created.

2242. <TRAYAN¢°RE PLYWQPP .I1?TD9$TBI.E$ L_1M_ITED)

1. The company should find new market for its tea
\ s ~ ~ s ~ as - ~ : s his  was ht i _JUNIVERSITY OF COCHIN
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2.

3.

4.

5.

chest panels (as it has lost the traditional customers).

for its products like decorative panels, flush doors, che- I
quered plywood etc.

glue on the manufacture of plywood. ;

provided to transport logs to the factory as and when
required.

dynamic programme of sales promoting activities. ;

Forestylndustries

The company should explore new export markets

Steps should.be taken to check overconsumption of h
i

Necessary transportation facilities should be

I

H

P

?

Adequate funds should be made available for a I

i

\

1.

2.

3.

4.

1.

further explored. T
utilise its surplus labour previously employed in the disman­
tled workshop and kept idle now. Measures should be taken ‘
to utilise the capacity fully.

ing debts from the customers especially from the government. 1

utilisation.

O . (KERALA s§;A;r1s:” nauosy {pg PHAnMAcEu'r;cga1.s LII:iITEQ>

Lucrative gulf market for its products should be 5

The company should expand its activities and fully

Every effort should be made to collect outstand­

Measures should be taken for better capacity

The company should increase its sales to outside ~

UNIVERSITY OF COCHIN
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parties than the government through sales promoting acti­
vities.
2. The Vitamin A plant should be commissioned as
early as possible as there is a ready market potential for
it.
3. The practice of advancing money to Indian Drugs
and Pharmaceuticals Limited for raw material, should be

discontinued to tide over the working capital problems.
4. The company should commission a water purifica­
tion plant to supply pure water as it is a problem, the
company is facing. .
5. Special attention should be given to improve the
quality of the products and receive its tarnished image.

Boremoo P128 Fa¢i¢<>r2

1. Measures should be taken to expand immediately.
to expand the production of premo pipes to expand the presen
market.

2. Steps should be taken to improve the existing
operational methods.
3. The company should have experienced and skilled
managers instead of engaging persons on deputation.
4. The company should get special sanctions from
the government to assure a regular and steady supply of
cement.

P
>

x

i

\

\

r

\

r

\

\

U

l
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TraboICables

1. i The company should explore the possibility of
increasing its capacity and expand its telephone cables
division.

2. with the help of the government adequate and
steady supply of aluminium should be sought to tide over
existing difficulties to get it.
3. A competent marketing executive should be appoin­
ted to develop better market for its products. A
4. The existing industrial relations climate should
be maintained.

K.M.M.L (KERALA glYIINERAI§IAND MEy'ryAgI.sy LIMITED)

1. The company should modernise its method ofmineral separation. _
2. The expansion programme under implementation
should be speeded up as it is behind schedule already.
3. Steps should be taken to increase sales through
sales promoting activities in the International Market.
4. The company should professionalise its management
and stop hiring persons on deputation.

T.'I‘.P (TRAVANCORE TITANIUM PRODUCTS LIMI‘I‘ED)j _ __ '  __ _ _ i, _]_ _ __ I
1. Measures should be taken to increase production,
increase the capacity utilisation and reduce the fixed cost.
2. The surplus fund at the disposal of the company
should be used for expansion.\ _ e  -— .4 _ ~ _ : _ e  : tr ‘
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3. The company should discontinue the unjustifiable
overtime and production bonus.

4. The company should prepare itself for meeting
increased competition for its products especially for
titanium dioxide.
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THBLE I

investment in the Public Sector under the Plans

Plan

Plan

Plan

Plan

Plan

Plan

P“b1£¢$'~==sJ=<>r Qutl aye” in Indus trie  and Minierels '

Public
sector

1960

4672

8577

13655

31400

69380

Private
sector

1800

3100

4190

B980

16161

46860

Total

3760

7772

12767

22635

47561

116240

‘THE!/E 2,

Percentage of
the public sectorto the total 7

52%

60%

67%

60%

66%

60%

First Second Third Fourth Fifth Sixthplan plan plan plan plan plan
Industries andMinerals 55 938 1726 2864 7362 10350 i

(2.

Total outlay 1960 4672 8577 15776 39322 69380

'  A:/-5I:::Z-,I;cv:\f:]\:’~':0£~T"l't. 6,, no i’- <1

(Rs. in crores)

e) (20.1) (20.1) (18.2) (18.7) (14.9)

(Figures in brackets represent percentages to total outlay)

University of Cochin
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QEOwth1QfUPQbliQ Seq;0r Enterprises in Indig

At the commencement of First
Five year plan
on 1-4-1951
on 1-4-1956

on 1-4-1961
End of Third Five Year Plan

Commencement of 4th Five Year Plan

1 Commencement of Fifth Five Year Plan

I on 1-4-1974
on 1-4-1975
on 1-4-1976
on 1-4-1977
on 1-4-1978
on 1-4-1979

a;,.:@ff Mb; '4 ' ' ' ‘ " ' ' '" '

1&1 _1 _

Total Number ofPeriod Investment enterpri­(%.in crores) ses

29

81

953

2415

3902

6237

7261

8973

11097

12851

15602

(VQW ¢vn@ LQ&1aflM/ c%b'flxL- p)‘iL

W?‘ 5 1

5

21

48

74

85

122

129

129

145

153

159
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A Total Assets and Net Sales of Top 25 Corporate Giants in India

5?" 7    73
1977-78

1 Sl.No. Name of the Enterprise

1 1 . Food Corporation of India
\ 2. Hindustan Steel

3. Bokaro Steel
1 4­

5. Bharat Heavy Electricals
Fertilizer Corporation of India

6. Indian Oil Corporation
7. Shipping Corporation of India

A 8.
9. Coal India Limited

10.
11.

A 12.
, 13.

14. Air India

Oil and Natural Gas Commission

Hindustan Aeronautics
Indian Petro Chemicals
Heavy Engineering Corporation
Tata Iron and Steel Company

1 15.
P 16.

17.
18.

p 19.
I 20.
A 21.

22.

23.
24.
25. M.M.T.C.

Bharat Aluminium
Tata Engineering and Locomotives
Neyveli Lignite Corporation
Indian Air Lines
National Textile Corporation
Cotton Corporation of India
Hindustan Copper
Damodar Valley Corporation
Scindia Steam and Navigation Co.
State Trading Corporation

E24 1- 1

Total
assets

2914.4
1562.3
1382. 3
1149.7
871.5
845.5
785.4
579.2
449.4
433.9
365.7
331.5
328.3
306.9
263.3
246.2
236.1
229.5
219.0
212.0
209.9
209.4
196.2
193.9
185.3

(R§._in grgres)
Net

sales

1835.5
914.0
187.1
217.0
445.0

2380.4
270.4
188.3
147.3
121.9
45.1
75.5

287.9
288.4
44.8

259.8
59.8

147.0
29.9

307.8
88.8
88.9
98.0

983.8
711.9

' S-..;:.-1 -48111;, 7.8; .x 5.1888," " ' ' 825 "" ' '
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