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21.0 OBJECTIVES

After reading this Unit you will be able to:

e understand the Concept o a Project,

® know how to Search and Screen Project |dess,

® |earn how toformulatea Project, and

e understand how Projects are appraised by Financial Institutions.

21.1 INTRODUCTION

Y ou have been familiarizedwithfinancial statement and their anadysisin Units18, 19 and 20.
All these Units deal with businessorgani zationswhich have already comeinto existenceand
have commenced their operations. In this Unit, we shall dea with the dynamics of the
establishment of a businessorganization based on the availability of business opportunities.
In Unit 2, Block-1 we had discussed certain issuesrelated to Entrepreneurship. ThisUnit
providesfurther detailsin thisregard. It starts with the search for project ideas and the
screening of these ideas. It also dealswith the process of project formulation taking into
account the variousaspectsrelated toiit.

21.2 SEARCH FOR PROJECT IDEAS

A Project refers to an investment opportunity which can be analysed and appraised
independently. It refersto a series of activitieswhose goal is to bring into existence, a
business organisation based on a viable economic eppertunity within an established cost
and timeframework.

The basiccharacteristicsdf a Project are:

e |tinvolvesaCurrent Capital Investment,

. ® |tensuresayied of benefitsin thefuture,

e I|thasaspecificlife span,and



e It calsfor teamwork, the membersd the teambeing drawn fromvariousdisciplines of
Management.

For example a Company may take up a Project for the construction of aMotel inaTourist
Resort. It may involve aninvestment of Rs.50 lakhs. The Company expectstoearn areturn
o Rs.8 lakhs after-tax per annum for the next 15 yearsfrom Restaurant Salesand Rental sof
Rooms. Thecompletiond the Project requiresthe coordinationd Engineering, Marketing
and Financid experts.

An entrepreneur has a vast choice of investment opportunities. The ability to identify an
Investment Opportunity which can be converted into a viable business proposition (after
careful and systematicconsideration) ensuresentreprenuerial success.

Thereareanumber of sourcesfromwhichan entrepreneur can gain knowledgeabout Project
Ideas (Also see Unit 2). Any decision to embark on a Project after consideringonly the
obviousor immediately availableopportunitiesmay lead to aL ost Opportunity. It would be
advisable to scout for new ideas from these sources:

a) A study of the performanced exigting unitsin an industry with particular reference to
profitability of unitsand capacity utilisation would alow an entrepreneur to identify
ratively risk-freeopportunities.

For example: If amgjorityof the hotel sin atown enjoy a80% occupancy rate, it indicates
that thereisgtill a need for lodging facilities.

b) A study of projects being encouraged by financia institutionsensuresthat the areas of
these projectsare. deemed highly viable. Thisis becausethe financia institutionsback
projectsafter careful and thorough andysis.

¢) A study of economic trends and consumption patterns o individuaswill help in the
identificationd Project Ideas.

For example Theincreasing affluence of the middle class and larger expenditure on
tourism, travel and leisureindicatesavad potential for Travel Agencies.

d) Anenquiry intoSocia and Cultural Trends may provide vauableinsights.

For example Thesearchfor an Indian Identity hascaused aboominthesaesd ethnic
fashionwear in India.

€) Anenquiry into businesspracticesinforeign Countries may a so provideva uableclues
for businessopportunities.

For example: Adventuresportsasa part d Tourism hasbeen essentialy borrowed from
foreign Countries.

f) Aninvestigationintolocaly availableresourcesand, raw material sand skillsmay indicate
" theavailability of businessopportunitics.

For example: The Kondapalli Toysmadein Kondapally, Andhra Pradeshenjoy aworld
wide market and opportunitiesstill exist for their marketingwithin the country.

0) A study of developmentsin Technol ogy may al so provide new product ideas. Often, new
technologiesalow a better utilisation of locdly available raw materias aswitnessed in
the Coir Industry.

h) A congtant searchfor unfulfilled needs d the market alowsidentification of aseriesd
business opportunities. The development o any product/ service which satisfies a
human need earlier not catered to ensuresa steady market. This phenomenoncan be
aborved in the quick success d Fast Foods, Pre- School Nurseriesand labour saving
devicesin the kitchen.

In a country like India where the Government plays a posgtive role in the economic
development of the nation as a regulatory and promotional agency, the policies o the
Government mugt be takeninto considerationwhiie scounting for new idess.

Project Formulation
and Appraisal
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Managing Financial Quite often, the plansd the Government provide new business opportunitiesfor the alert

Operations entrepreneur. Variousincentivesgiven to Smal Scae Industries, Units set upin backward
regions, tax exemptions to specific products, etc. create new business opportunities. The
schemedf export incentives, introduced by the Government o Indiahaslead aboominthe
salesof Garment Industries, Leather I ndustriesand Handi craft Industries.

213 SCREENING OF PROJECT IDEAS

I nthe preceding stage, the primary objectivewasto ensurethat no worthwhileideawould be
ignored by the entrepreneur. However, the conversion of a basicideainto aviable project
requiresrigorousandysisand detailed planning. It would beimpossiblefor us to submit a
large number of proposalsto such an exercise. Hence, the need arisesfor a Prdiminary
Screening of 1deas to eliminate Project ideas which are not prima facie promising. The
following factors may be used as Screening Devicesto eliminatesuch dternatives.

a) Organisation Strengthsand Weaknesses: Project ideasmust be compatiblewith the
organisation. A Project ideawhichfdlsinthearead an organisation's strength can be
convertedinto an effectiveProject. A Project idea, however profitable basicaly, which
fallsin thearead acompany's wesknessescannot be convertedinto asuccessful Project.

b) Adequate Market : Every Business Organisation requiresa minimum leve of business
\(break even point) to be viable. Where the market is restricted and cannot alow the
organisation to reach the break even point in the near future, the prospects o success
arerather limited.

¢) Availability of Infragtructure: No businessventurecan succeedin the absenced basic
support/ servicesliketransportation,electricity,water supply etc. Inmost of the cases,
the business organi sation cannot create these servicesindependently. The absencedf
thesefacilitieswould doom the project frominception.

d) Availability of Essential Inputsand Labour : Theentrepreneur must consider whether
thereisaregular and assured supply of essential inputsand labour to ensureregularity
of operationsessential for successof the venture.

e) Cost Constraints: If the estimated cost of producing the product/service is
comparatively very highin view of factorslike high material costsor labour costsor any
related reasons, the Project ideashould be eliminated.

f) Risk Consideration: Risk levelsassociated with various projects differ on the basis of
factorslike changesin technology, changesin fashion, and vulnerability to trade cydes.
Only well established and cash - rich organisationscan undertakesuch projects.

214 FORMULATION OF THE PROJECT:
PROJECT REPORT

Formulation of a Project generally culminates in the preparation of a Project Report. A
Project Report isa document settingout in detail the natur e of the activity proposed and
thejustificationfor Selection and Commitment of resour ces (men, materials, money) tothe
activity.

Genrally the followingare the contentsof a Project Report:
1) Detailsd the organisation promoting the Project.

2) Promotersand their Track Record with specific emphasison their experiencewith the
activity selected for the Project.

3) Particularsd the Project with specific referenceto:

a) Technology and Technical Arrangements.
b) LocationandLand & Buildings.
¢) Plantand Machinery.



d RawMaterids.

g Utilitieslike Power, Water Supply, Transportation, etc.

f)  Labour.

g) Scheduled Implementation.

h) Cog d thePtoject.

i) Meansd Financing.

) Marketingand Sdling Arrangements.

k) Profitability and Cash How.

1)  EconomicConsiderations.

m) Government Consent.

n) Dedaraiond the Promoter.
A wdl prepared Project Report ensuresthat every aspect o the Projectiswdl considered.
It dlowsthe promoter to embark on the Project withtotal confidence. In addition, Financia

Ingtitutionsappraise the viability o a project, primarily on the basisdf the Project Report.
For preparing a Project Report any of thefollowingoptionscan be adopted:

i) Where the organisation promoting the Project is well- versed with dl aspects of the
Project, it may get the Project Report prepared by its omn employees However,
Financid Ingtitutionsindst on the servicesd Speciaigslike Chartered Accountantsin
the preparationd certain aspectsd the Project Report.

i) Theorganisation may hiretheservicesd Professiona Consultantsor Consultancy Firms
for the preparationd Project Reports.

iif) The organisation may primarily depend on Project Reports prepared by Financid
Institutions/Professional Ingtitutions. They may makesuitablemodifications/ alterations
in the Project Reportsdepending on loca conditionsand circumistances.

Some d the contentsd the Project Report do not require any specia explanation. The
subsequent Sectionsd thisUnit will deal with the moreimportant areasinthe Project Report
intheform d Feashility Studies.

Check Your Progress-1

1) How would you scout for new ideas?

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

.................................................
.................................................
.................................................
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215 TECHNICAL FEASBILITY

Technical Feastbility ¢\ i esare simed at ensuringthat all the physicl facilitiesrequiredfor
successful implementationdf the project are availableand the best of thealternativefacilities
are selectedfor the Project. For thisimportanceisgivento:

e Proper location of theenterprise,
e Sdection of appropriateTechnology, Plant & Machinery,

e Availability of Raw Materials, Resour cesand other I nputs,
e Establishing the Scheduleof Project | mplementation.

Proper location of theenter priseisasinequanonfor success. Theworld L ocation refers
tothegeneral location o the enterprise, whereastheworld Siterefersto a specificarea
within the location. Every individual project hasits own requirementsbut somed the
important factorsthat must be kept in mind while selecting the Location/Site are:

o Theavailability of land, thecost of land and presence of approach roads.

e The proximityto Markets.

e Theavailability of transportation & communicationfacilities.
For example: Let ustaketheexampled aWater Sports Complex being plannedwhose
target marketisforeign tourists. Thelocation df suchaventuremust beclosetoor easily
accessiblefrom anaairport.

e Theeasy avalahilitydf utilitieslike Water, Power, Fuel, etc.

e Thepresenced other enterpriseswhich would form effective backward linkages

and forward linkages.

For example: The establishment of afive star Hotel would provide an opportunity for
openinga Handicrafts Emporiumwithin the complex.

e Thesuitability of Soil to the proposed Project.

i) Selection of Appropriate Technology, Plant & Machinery ensure efficient and

economical operations. Technology must be chosen based on the specificrequirements
o the enterprise. A very important decisionin thearea o Plant and Machinery refers
to thesizeor capacity of thefacilitiesto be created. Thisdecision must betaken after.a
careful considerationof demand and fluctuationsin demand.

Example An organisation conductingSight Seeing Tours must chose between12 seater
busesor 36 seater busesdependingon theexpectedflow of touristsin both peak andlean
seasons. Similarlywherethetour covershilly areas, it hasto select Petrol based vehicles
even though Diesel Vehicles are more economical, in view of certain technical
constraints. |mportance must alsobegiventoconsiderationof Product/Service mixwhile
selecting technology and plant.

Similarly, atourist hotel providingonly Air Conditioned roomscan opt for Central Air
Conditioning, whereas a hotel providing both A/c and non A/c rooms must select
_Room-Air Conditioners.

iif) Availability of Raw Materials and Other Inputs is essential for successful

implementationadf the project. Therequirement of variousinputslike raw materialsand
labour must be estimated on the basisof estimated turnover. Theavailabilityof inputs
of theright quantity and theright quality on aregular and continuousbasisisessential
for continuityof oper ations. Wherever necessary,theenterprise must enter intosupply
contractsto ensure availability of essential inputs. The enterprise may also create its
own sourcesof supply.

iv) Establishing the Schedule of Project Implementation ensures that the Project is

compl etedwithinthe plannedtimeand commencescommercial productiononschedule.
Delaysin the implementation of Project quite often create Cost Over-Runsand may
effect the profitability of the enterprise. In the case df large and complex project,




Advanced Scheduling Techniqueslike Programme Evaluation and Review Technigue
(PERT) areutilised.

Inview d theincreasing environmental concern and Governmental regulationsin this
regard, the technical feashility sudy must also outline the systems for safe and
non-pollutingdisposal of effluents likesolid and liquid wastes. Use of non-conventional
energy resour ces like renewable ener gy from Sun, Windmills, ete. must also be taken
account of.

26 MARKETING FEASBILITY

Marketing isthe corner stonefor thesuccessdf any businessactivity. It isrightly pointedout
that marketingisthesourced revenuefor any organisation. Al other activitiesinvolve only
expenditure. Marketing Feasibility studies attempt to determine the size of the market for
any product/service anditsvaluein termsaf revenue- generation. Thefollowingaspectsform
part d Marketing Feasibility Studies.

Definition of the Target Market : The target market refers to the identifiable set o
individuals (market segment) whose needs are attempted to be satisfied by the
product/service d the organisation. -

Marketing Segmentation helps an entrepreneur to select his/her target market and
accordingly produce the productsor servicesto satisfy the needsd that segment.

Determination of Market Share: Entrepreneursmust try to estimatethe demandfor their
product/service. Thiscan bedoneby :

a) Edimatingthe total demandfor the productlservice.
b) Estimatingthe market shared the organisation.

Techniques for Demand Forecasting : Any organisation which intends to estimate the
present and futuredemand can depend either-on Primary Dataor Secondary Data.

Primary Data refersto datagenerated by the organisationintendingto useit for aspecific
purpose. Such datacan be generated through varioustechniques.

Thefollowingisastudy of important techniques:

a) Market Surveys : Market Surveys gather information regarding the practices or
intentionsof the target market group. Generaly, a.sample is selected from the target
group and their views are gathered through aQuestionnaire or aScheduleconssting d
aseriesof questions. For example, an organisation planning a Package Tour for Bank
employees may be faced with the problemsof deciding the length o the package tour
andsitestobecoveredinthePackageTour. |tcansdectasampled 100 Bankemployees
and gather their viewson the above subject.

b) Expert Opinion : It is possible to gather relevant information from various
individuals/organisations who have good contactswith the target market. For example,
in designing a Package Tour, an organisation can learn about target market needs by
consulting Tourist Guides, Tour Operators, Tourist Homeemployees, etc.

c) Trend Analysis: Anandysisof past informationdlowsusto identify the mgor trends
in demand. This information can be projected into the future to estimate probable
demand. For example, thetourist trafficto a particular hill resort has been growing at
20% per annum over the last five years. If the present years traffic is 20,000 we can
forecast future demand with a reasonabledegree o accuracy.

d) Corrdation Analyss: Correlation Andysstriesto identify relationshipsbetweentwo
or morevariables. Whereone d thevariablesis known, we can estimate the behaviour
d the other variable. For example, tourism expenditure is correlated to per-capita
income o citizensdf a country. If we can obtain data regarding per-capitaincome
projections, we can a so project the future expenditureon tourism.

ect Formulation
and Appraisal

43



Managing Financial
Operations

Secondary data refersto data collected by agenciesother than the organisations intending
to use the data. In many cases, it provides the base from which we can develop primary
information.

Generally, a judiciouscombination of both primary dataand secondary dataformsthebasis
for Demand Forecasting.

Marketing shar e can be estimated by studyingthe marketing practices of competitorsand
comparative evaluation of the organisation's marketing package. This requires the
establishment of:

e Priced Product/Service,
e Distribution policy to be pursued, and
e SdesPromotion Practices.

The Priced the Product/Service is awaysfixed taking into consideration the pricesd the
competitors. An organisation mey charge a price higher than the competitors. Such a
strategy is called SkimmingStrategy. The objectiveisto establish the product/service asa
Premium Product. On theother hand, the organi sationmay follow PenetrationStrategy. In
such a case, the organisation charges a price lower than the competitors to attract the
price-consciousccstomers.

Distribution policy o the organisation effects the marketing policies and practices.
Organisations may prefer an extensive strategy where the attempt is to make the
product/service available through alarge number o intermediaries. On the other hand,
organisationsmay opt for distributionthroughrestricted number o intermediaries.

Laglly, the organisation must determine its Advertisng and Sales Promotion Policy. The
Sales Promotion efforts o an organisation include Media Advertising, Personal sdling,
Discount and Bargain offer, Tie-upsand other such techniques.

Check Your Progress-2

1) O scuss theimportanced technical feasihility.

.................................................
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21.7 FINANCIAL FEASBILITY - and Appraisal

Financial Feasibility studiesaim to ensure the entrepreneur that:

e The Project can meet the burden o servicing the debt ie., the project can ensure
aufficient revenuesto pay theinterest cost o borrowedfundsand meet the schedulesfor
repayment d loans.

e The Project can earn sufficient revenuesto satisfythe expectation o the ownersd the
promoting organisation.
It coversthe fallowingimportant aspects.

Project Cost Determination,

Sourcesd Finance,

Profitability Estimates,

Cash How Estimates,

Projected Financial Position and Hows

21.7.1 Project Cost Determination

A proper determination o the cost d project is essentid for determining the viability and
profitabilityd theproject. TheentrepreneurgeneralyapproachesFinancid I nstitutionsfor
loans on the bass d the Cost o Project etimates. If there is any Cost-Overrun, the
entrepreneur will find it difficult to raise the extra funds required for completion o the
project. Thisaganwouldlead toatime-overrun ontheproject affectingall estimatesd funds
flow. Hence, there isa need for proper determinationd Cost o Capital.

Thefdlowingarethe essentia elementsd Project Codt :

@ Landand Site Devdopment : The cost under thishead includesthe purchase price o
land, regigtration and, lega expensesrequiredfor scrutiny o title and regigtration. In
addition, the costs of levelingthe land, laying internal and approach roadsand fencing
d theland areasoincluded.

~ b) Buildingsand Civil Works: Thecostsunder thi s heed includecost o primary buildings
for carrying on the activity and auxiliary buildingsproviding support service. Buildings
required for administration o the organisation and marketing activities must aso be
included. Provisonmust be madefor expenseson Staff Quarters, Garages, ingtalation
of Sewerage & drainagesystems, etc. Architect's feesisd so included.

¢) PlantandMachinery: Themgor componentsd cost under thisheadincludethelnvoice
Priceof Machinery, cogt o Ingtdlation and provisonfor machinery storesand spares.

d) Technicd Know-howFees: Technica know-howfeesor engineeringfeesfor acquisition
of technology from any Indian collaborator/foreign collaborator is shown under this
head. Any expenseson training of staffin foreign countries or remuneration paid to
foreign techniciansworking as consultantsis to beincluded.

€) MiscdlaneousFixed Asts Miscellaneous assatsinclude
i)  Furniture,
i) Officeequipment,
i) Cas& Trucks,
iv) Power equipment
V)  Air conditioningsystem,
Vi) Fire-fighting Systems
vii) Pollution control sysemsand other such sysems
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Anexhaustivescheduled suchfixedassetsmust be prepared and their pricesascertained
for estimation o the cost.

f) PreliminarP/and Capital I'ssue Expenses: Preliminary expensesinclude all enquiries
incurred till the commencement of commercia operations and includes items like

Interest on Terms L oans during construction period.

g) Provisionfor Contingencies: Thisamount represents a provision to meet any increase
in the cogt of a project on account o factors like increase in the price of equipment,
escalationclausesin contractsfor Civil Works, increase in taxes, fluctuationsin foreign
exchangerates and such other factorswhich cannot be ascertai ned with precision.

h) . Margin Money for Working Capital : Working Capital refers to the amount o funds
required to ensure a steady level of operations. Commercial banks finance working
capital requirements. Theentrepreneur is expected to contribute his or her own funds
to meet a part of the Working Capital in the form of margin. Usualy this marginin
expressedasa percentagedt current assetsformingpart of working capital. TheMargin
on the Working Capital so estimatedisadded to the Cost of the project.

21.7.2 Sourcesof Finance

Thecost o Project indicatesthe quantumaof long-termfinances needed by the organisation
to implement the project.

The need for such fundsis met out of ;

e Equity Capital and Preference Capital,and
e Borrowed Funds

Equity Capital refersto the capital contributed by equity share holders o the organisation
in case o acompany. The equity share holder is paid a dividend on capital subject to the
availahility of adequate profitsduringany financid year. It doesnot involveany fmed charge
asinthecased Interest onloanswhich hasto bepaidirrespectived theavailability of profits.
Equity capital isrepayableto share holdersonly at the timed liquidationdf the company.

Preference Capital is the capital contributed by preference share holders who enjoy a
preference over the equity share holdersin the i) payment of dividendsand ii) Repayment
of Capital at the time o liquidation. There are various classes o preference shareslike

Shares, Convertible Preference Sharesetc.

Both these sources represent the own sources of the organisationin the case of companies.
Incased Partnership firmsand Soletradersthe Capital brought into the firm by the owners
out of their resources represents Own Capital .

Borrowed Funds: In addition to their own funds Promoters borrow funds from various
sourcesto met the cost of the Project. Generdly, borrowed fundsinvolveafmed chargeon
the organisation in the form of interest. The cost of the project is met out of Long Term
Borrowings. The word Long Term Borrowings refers to any loan amount which is not
repayablewithin onefinancial year. Suchlongterm borrowingsarerepayableininstallments
payable on a quarterly basisspread over 2-7 financia years. Thefollowing are the primary
sourcesd long-term borrowings.

Debentures: Debentures are instrumentsacknowledging a debt issued by the Company in
multiples of Rs.10/- . They carry a fmed rate of interest payable to debenture holders.
Generally, debentures are secured by a chargeon the assetsdf the Company.

Public Deposits: Public Depositsrefer to Fixed Depositsi ssued by companiestothegeneral
public. Generally, they are not secured by any charge on the assetsof the company.

Term Loans: Term Loansare extended to organisationshy term-lendinginstitutionslike
IDBI, IFCI, ICICI, UTI, GIC & Commercia term-lendinginstitutionsin theform of State
Financial Corporations and State Development Corporations. These term-loans are
generally repayableover aperiod of 5 10 years, and carry afixed rate of interest.



Project Formulation

LeaseFinance: Promoterscan enter into aleaseagreement with aLease-Finance Company. and Appraisal

Theasset required by the promotersisgiven by the leasingcompany for afixed period during
which the organisation using the assets must pay |ease-rentals.

Deferred Credits: Suppliers o Capital Equipment provide deferred credit facility to
equipment purchasers. The price o the assets can be paid in installmentsspread over a
period df 3to7 years. Insuch cases, the supplying company generdly insistson aguarantee
fromacommercia bank for payment o installments.

Capital Subsidies/Development | oans: Capital Subsidiesare provided to projectswhich
are started in notified backward areas. The Government provides Subsidy, calculated asa
given percentaged the Cost o the Project.

Plough Back of Profits: Profitsof acompany can either be distributed to Shareholdersin
theformd dividendsor reinvestedin the organisation. Such ploughing back of profitsadds
to thefinancid strength o the organisation.

21.73 Profitability Eimates:

Profitability estimates are estimates of expected sales revenues and costs related to the
expected revenue. They determinethefinancial viability of the projectinthelongrun. They
are prepared for a period sufficient for repayment of thetermloansrequired for the project.
Profit is represented by the excess of Sales revenue over the costs needed to generate the
estimated Sales.

Thefallowing are the important aspectsto which the entrepreneur must pay attention:

SalesRevenue: Thevolumed salesmust be projectedtakingintoconsideration thecapacity
d the project and market demand. A correct estimate of capacity utilizationis the key to
successin SalesProjection. Usually alower rate of capacity utilizationisassumed during the
early phasesd the project as many bottlenecksmay be encountered. The next step consists
o estimating the sale price per unit. Pricing practices and policiesd the competitorsmust
be taken into considerationwhile fixing the sale price. Salesrevenue can be ascertained by
multiplying the salesvolumewith the sale price.

Where salesrevenueis subject to taxeslike salestax, sales revenue must be projected both
inclusved tax and net o taxes.

Costs. Costs can be broadly classifiedinto Direct Costs and Indirect costs. Direct costsare
those costs which vary proportionateto the level of activity. Indirect Costs are those Costs
which remain fixed within a range irrespective d the levd of activity (See Unit 14). The
followingare the important aspects to beconsideredin projection of expenses:

i) ,DirectCosts- Tbeseinclude:

a) Raw material costs: Raw material requirementsin volumecan be projectedon
the basis of expected sales volume based on Input and Output-Ratio. The
input-Output ratio can be determined by a study of exising units, consultation
with expertsetc. The next stepis toascertainthepriceof raw materialsat present
and estimationd future price based on future demand and supply projection. In
addition, thecostson transportationd materialsand handlingchargesetc., must
be built into thefinal price of materias.

b) Wages Wagesrefer tothe remunerationpaid toworkersdirectly involvedin the
Production/Service activity. Theextendd requirementaf labour isafunction o
activity levels. Labour pricescan beascertained by astudy of Industry Practices.
Normaly, a 10% increase is provided in wage rate to accommodate annual
increment and compensationfor inflation.

¢ Utilities: Thiselement includes the expenseson power, fuel etc. Requirements
of these utilities can be projected on the basisd activity levels using technical
estimates. Tariffscan be ascertained by industry experience.
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ii) Indirect Costs- Theseinclude:

a)

b)

d)

€)

h)

Sdaries. Salaries of employees associated with the supervison o production,
administration and marketing of the product/service congtitute a mgjor head of

expenses. Thework Salariesisused toindicate remuneration paid toemployees
not directlyinvolved with the production activity.

Rents, Insuranceand Taxes. Rent paidfor hireof the premisescan beestimated
on the basis o plinth area required for the organization and location o the
organization. Insurance Premiumson variousassetscan beestimated onthebas's
of asset vduesforming part o Project Cogts. Tax payment can be projected on
the basisdf Government taxation structure.

Repairsand Maintenance: Repairsand Maintenancechargeson variousassets
can be projected asapercentage of asset vaue, It must be remembered that the
provision for repairsand maintenanceincreaseswith the passage o time.

Depreciation: Depreciation on al fixed assets must be estimated based on the
expected wear and tear d assats. However, the entrepreneur must give impor-
tance to the statutory requirements regarding depreciation laid down in the
Companiesact, 1956 and IncomeTax act, 1961.

Interest Costs: Interestson term-loanscan be ascertainedwith referenceto the
rated interestcharged by thefinancia institutions. It must be rememberedthat
interest burden diminishes on account of repayment o term- loan at periodic
intervals.

Other AdministrativeExpenses.  Theseinclude Costsdf Stationery,legd expen-
ses, auditor's fees, directorsfees and other such miscellaneousexpenditure.

Selling Expenses. Selling Expenses are expensesincurred on promotionaf the
product/service. Theyincludeexpenseson mediaadvertising, sdlesmen'ssdaries
and commissions, cost of free samplesetc. Generally sellingexpensesare calcu-
lated asa percentaged saesrevenue. Themarketingstrategy of theorganization
must be takeninto considerationwhile determining the level of sellingexpenses.

Profits. Theexcessdf salesincomeover expensesrepresentsthe pre-tax profits.
After tax, profits can be calculated by reference to the rates of Income tax
applicableto the project leve of profits. After tax, profitsare (i) either paid out
to shareholdersin theform o dividendsor (ii) retained within the organization
in theformof reserves. Theactual profitsfrom operationsmay bedifferentfrom
the projected figuresmade in the Project Report. However, if proper assump-
tionsare madein the process of projection;, thevarianceScan be minimized.

Hlustration - 1: RST Tours(P) Ltd., hasa proposal for running daily sightseeing toursin
your city. Thefollowinginformationisavailablefor preparation o Profitability estimates:

No. of 3 Seater Busesinthefleet 4inthefirst 2 years, 6 in the next
4years.

No. of daysd operationinayear 300days

Expected Capacity utilization 80% utilization in peak season
(130 days)
40% utilizationin lean season
(130 days)

Passenger fare per head Rs. 125/- during thefirst two years.

Rs. 150/- duringthe next four years.

Tax per passenger Rs. 5/- per passenger during first two

yearsRs. 8/- per passenger during next
four years.



Direct Codts

Length o the daily sight seeing tour
Consumption of Diesdl
Expected priced Diesd

Wagesd Drivers

Payment to Tourist Guides

Indirect Expenses.

Priced a3)seater bus

Depreciation

Repairsand Maintenance

Insurance Premium
Annua Garagerentsand Sdariesd

Administration Expenses

Selling Expenses

Term-Loansare expected to cover 75% o the cost of vehidesand arerepayablein 10 equal
annud ingalments. Therated interest chargedby thefinancia ingtitutionis15% perannum

on outstandingloan.

Working Capital requirement is expected to be Rs. 10 lakhs during the firgt two yearsand
Rs 15 lakhsfor next four years. XYZ Bank is willing to finance 80% o the requirement.
Rate o Interest Charged is 2026 per annum. If you are asked to Prepare Profitability

100 Kilo Meters
1 Liter for every 5 Kms,

Rs 8/- duringthefirst two years.
Rs 12/- during the next four years.

Rs. 120/- per trip during thefirst two
years. Rs. 1501: per trip during the
next four years.

Rs 1001 per tour during thefirst two
years. Rs. 1501: per tour during the
next four years.

5. 10 lakhs per busfor present
purchase(4 buses)

Rs. 15 lakhs per busfor subsequent
purchasd 2 buses)

15 percent per annumon

graight linebasis

5 percent o vaue per annum during
first two years. 6 percent d vaue per
annum during next four years.

2% on origind priced thebusss.

Rs 1 2 lakhs per Maintenance
personnd annum for first two years.
Rs 2 @0 lakhsper annum for next four
years.

Rs 60, 000per annum during first two
years. Rs. 1,00,000 per annumduring
next four years.

The Company hasenteredinto a
contract with MediaConsultantsfor
Sales Promotion.

The amount isRs. 1,20,000 per annum.

Egtimatesfor thefirs Sx yearsd operation theresultswould be as mentionedin Table-1.

Table-1

Profitability Fst i nat es for Raj Tours (P) Limited -
for First Six Years
(Rupeesin Lakhs)

Heads of Income & Expenditure Years
1 2 3 4 s 6

Income From Passenger Fares 27.00 27.00 48,60 48.60 48.60 48.60
: 1.08 1.08 259 2.59 2.59 2.59
Net annual Income (A) 2592 2592 46.01 46.01 01 46.01
Direct Expenses

Fuel 192 192 432 432 43 432
Drivers Wages 144 1.44 2.70 2.70 270 2.70
Tourist Guide Fees 1.20 1.20 2.70 2.70 - 270 2.70
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21.7.4 Cash Flow Estimates

Cash Flow estimates Project, the physical movement o the cash into and out of the
organization. Profitability estimates are concerned with long term viability of the project,

whereas cash flow estimatesdeal withliquidity d the organization.

Thefollowingis basisof preparation of a cash Bov estimate:

Step 1: Adjustmentsto the Profit and L oss Estimates.

a) Adjustmentsto Income Theincomed an organizationisthe basisfor cashin-flows.
However, differences arise between income and cash in-flows due to the following

factors:

i)  Incomeaccruedbut not receved: Theseamountsrepresentincomethat hasbeen

Indirect Expenses
Depreciation 6.00 6.00 10.50 1050 10.50 10.50
Insurance 0.80 0.80 1.40 1.40 1.40 1.40
Reapirs 2,00 2.00 3.90 3.90 420 4.20
Interest on Term-Loan 4.50 4.05 6.98 6.19 5.40 4.61
Interest on W/CLoan 1.60 1.60 240 240 240 2.40
Garage rents, Etc. 0.60 0.60 1.00 1.00 1.00 1.00
Administration Expenses 1.20, 1.20 2.00 2.00 2.00 2.00
Selling Expenses 1.20 1.20 1.20 1.20 120 1.20
Total Expenses (B) 2246 22,01 39.10 38.31 37 82 37.03

Profit or Loss: (A — B) 3.26 30 6.91 7.70 8.19 898
163 196 346 385 410 449
Profit After Taxes 163 | 195 | 345 | 385 | 409 | 449
— T = —r—

earned by the organization but not yet received like Credit sales.

ii) Incomesreceived in advance: Theseamountsrepresentincomethat has not yet
been earned by the organization but received in the form of cash. For example,
advancesfrom buyersfor supply o goods.

b) AdjusmentstoExpenditure: Theexpenditured anorganlzatlonlsthebassfor |tscash
out-flows. However, differencesari se between expenditureand cash out-flowdueto the

followingfactors:

i) Outstanding Expenditure: Theseare amountsthat are duefor payment but not
yet paid. For Example, Credit Purchases.

ii) Prepaid Expenses Theseareexpensesfor whichthe organization hasaready pad

cash but has not utilized the services. For Example, rent paid in advance.

¢) Adjusmentsfor Depreciation: Depreciation is shown as an expensein the Profit and
Loss, estimates. However, depreciationdoes not involveany cash out-flow. Hence, it is

added to the profitsor deducted from losseswhile calculating cash flow.

Step 2 Inclusion of Capital Items

The Income and Expenditureestimates take into consideration only revenueitemsand do
not consider Capital receiptsand Capital payments. Theseitemsareincorporatedintothe

cash flowstatements. -

Illustration- 2 (i.e. Tables - 2&3) explainsthe procedurefor conversion of Income and
Expenditure estimates into cash flow estimates taking into consideration adjustments

pertaining to income and expenditure.

UVW Resorts has prepared the following Income and Expenditureestimates (Table-2) for
thefirst Sx monthsof the year XXXX. Utilizing the additional information available, cash

flow estimateswill be prepared as per Table3.



Table-2

Income & Expenditure Estimates for Ajay Resorts
for first Six Months
(Rupeesin lakhs)

Particulars Months

Jan Feb Mar Apr May Jun
Income from Rents 14.00 16.00 24.00 26.00 14.00 14.00
Total Income (A) 14. 16. 24.00 26.00 14.00 14.
Expenses
Rents 2.00 2.00 2.00 200 2.00 2.00
Salaries 3.00 3.00 300 3.00 3.00 3.00
Wages 2.00 2.00 4.00 4.00 2.00 2.00
Purchase of Provisions for
Restaurant 3.50 4.00 6.00 6.50 3.50 3.50
Electricity 0.50 0.60 1.30 1.60 0.50 0.50
Other Variable Expenses 1.00 1.20 1.70 1.80 1.00 1.00
Total Expenses (B) 12.00 12.80 18.00 18.90 12.00 12.00
Profit: (A —B) 2.00 3.20 6.00 7.10 2.00 2.00

1) 50% o theincomeisreceived one month in advancein the form of Advance Bookings.
25% of theincomearises out of current bookings. Rest o theincomeisreceived after

two months.

2) Rents, Salaries, Wagesand electricity Billsare payableafter theend of the month.

- 3) Suppliersdf Provisonsextend acredit o two months.

4) Other variableexpensesare payableafter two months. .rm70

Table-3
Cash Flow Estimates for Ajay Resorts

for first Six Months
(Rupeesin Lakhs)

Particulars Months
Jan Feb Mar Apr May Jun
Income from Room Rents - 6.00 6.50 3.50 3.50
13.00 12.00 13.00 7.00
_ _ 3.50 4.00 6.00 4.50
= e 22.50 2250 22.50 15.00
Expenses

Rents - - 2.00 2.00 2.00 2.00
Salaries - 3.00 3.00 3.00 3.00
Wages - 2.00 4.00 4.00 2.00

Purchase of Provisionsfor
Restaurant - - 3.50 4,00 6.00 6.50
Electricity . - 0.60 1.30 1.60 0.50
Other Variable Expenses - = 1.00 120 2.70 1.80
Total CAsh Qut =flow - = 12.10 15.50 19.30 15.80

Note It will not be possible to prepare cash flow estimatesfor the months of January and
February unless we have information about income and expenditure of November and
December months of the preceding yeer.

Projected Financial Position and Flows:

Nustrations1 & 2 havefamiliarizedyou with the preparationd Profitability Estimatesand
Cash How Prgjections. In addition, Financia Institutionsinsist on Financia Position
“rojections. Theserefer to Projected Balance Sheet which show the assetsand Liabilities of

e organization at theend of each financia year under review.
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21.8 ECONOMIC FEASBILITY

Financial Feasibility refers to the benefits that accrue to the owners o the enterprise.
Profitability measures the desirability of a project from the point of viens o the owners.
EconomicFeasihility studiesattempt to eval uatethecontribution of the project totheoveral
objectivesof economicdevelopmentand national priorities. Itisasoreferred asSocial Cost
and Benefit Analyss(SCBA).

Socid Benefitsthat mey ariseout of a project includeprovisond employment, conservation
d foreign exchange, contribution to research & Development efforts, role in meeting the
defenceneeds o the country, etc. For example, taxes paid by an organizationare acost for
the organization but they are a sourced incometo the Government. Sociad costsinclude
increased pollution, depletiond scarcenatural resources, utilization of foreign exchangefor
import d raw materialsand technology, etc., SCBA isdf course rlevant only in the case of
vay large projects. However. inclusond SCBA makesany Project Report more complete
and meaningful.

Besides these aspectsthe entrepreneur or an erganisation promotinga project in tourism
must takeintoaccount theneedsand expectationsdof thelocal population at thedestination
alongwith their own effortstowrads Ecology and Environment protection methods.

Check Your Progress-3

1) How do you determine the Project Cost?

.................................................
.................................................

.................................................

..................................................
.................................................

.................................................

219 TECHNIQUES OF APPRAl SAL

Generdly, promotersdf a project approach Term Lendingingtitutionsfor financingthe Cost
o the Project. Commercid banks are approached for financing working capital needs.

However, Commercid Banksin India aso finance project cost subject to certain monetary
limits.

Suchfinancialingtitutionsapprai sethe Project Report submitted by the promotersfor taking
adecisonon financing the project. Appraisa Studiesinclude:

Technical Appraisal,

Marketing Appraisal,

Financia Appraisal,

EconomicAppraisal, and

Management Appraisal.



1

2)

3

Technical Appraisal:  Technical Appraisal aims at determining whether the
prerequisites for successful and timely commissioningdf the project are planned and
provided for by the promoters. Informationgiven under Technical feasibility as part of
the Project Report isreviewed. Appraisa isalso made of documentssubstantiating
variousclaimsmade by the promoter.

MarketingAppraisal: Theinformationprovidedunder Market FeasihilityintheProject
Report isthoroughly reviewed. Wherever possible, information given by the promoter
is cross checked with data availablefrom reliablesources o information.

Financial Appraisal: Financial Appraisal constitutes a magjor appraisa activity by
financial institutions. Thefollowing are the most important areaswhich are subjecttoa
,thorough appraisal:

e Codtof theproject: A thoroughcheckismaded all elementsd thecost of Capital.
Documentationin theform of Purchaselnvoices/Quotations areinsisted uponfor
all mgjor assats. provisionsmadefor Transport Costs, | nstallation expenses etc.,
are checked to ensure their adequacy.

e Meansdf Financing: The magjor sources of finance are thoroughly scrutinized.
Arrangements made by the promotersfor raising fundsin theform o Merchant
Banking arrangements, Under writing arrangementsetc., thoroughly reviewed to
asss whether the Company (organization) is capable of raising the required
funds. Many financial institutions have norms regarding the minimum contribu-
tionto be brought in by the promotersintheform o equity capital. Theappraisal
officer checkswhether these normsare satisfied by the applicant.

e Profitability and Cash Flow estimates: The Financia Feasibility part of the
Project Report providesthe basisfor in-depth andlysis. Al the assumptionsmade
by the promoater in projecting revenuesand expenses are examined to ensurethat
they areredlistic.

e Ration Analyss  Ratios are calculated to anayse the relationship between
variousvariableslike Profitsand Sales, Sdesand Assets, etc. The resulting ratios
are comparedwithnormsbased on Industry averages. Thiswill helptheappraising
agency to assess the financial soundnessaf the project.

Ratiosthat are used for financia appraisal can bebroadly classifiedinto:

Liquidity Ratios

Capita Structure Ratios
Activity Ratios
Profitability Ratios

Liquidity Ratios measurethe capacity of an organisation to meet itscurrent liabilities.
Rationsin thiscategoryinclude: Current Ratio, Quick Ratio and Working Capital.

" Capital Structure Ratios measurethe solvency  theorganization. Essentially, they
measure the relation ship between own funds and borrowed funds. Ratiosin this
category include. Debt-Equity Ratio, Debt-Total Assats Ratio, Interest Coverage
Ratioand other similar ratios.

Activity Ratios measure theefficiency of management as reflectedin the utilizationof
variousassetsto generatesales. Rationssuch asSaesInventory Ratio, Sales-Debtors
Ratio, Average Collection Period, Sales-Gross Assets Ratio and Sales-Capital
Employed Ratio fall under this category.

Pr ofitabilityRatios measuretheoveral profitability d aproject. Suchrationsinclude
GrossProfit - SalesRatio, Net Profit - SalesRatio, Net Profit - Capital employed Ratio
and other similar ratios. Thefinal test o the overal profitability of any organizationis
indicated by the Accounting Rate of Return on Investment (ARORI) which is equal
to

_ Net Profit Sales _ NetProfit
ARORI = Sales X Assets  Assats
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Break Even Andysis. Break Even Point (BEP) refersto the SalesValue/Volume
at which the project earns neither profit-nor loss. It isbased on the differencein
thebehaviour of Fixed Costsand V ariableCostsfer any activity. Break EvenPoint
iscalculated as follows:

Fixed Costs
Contribution Ration

BEP in Value =

Contribution = 1 -V
S

WhereV = VariableCostsand S = SadesRevenue

A project hasahigher degree o safety and securityif itsBreak Even Salescan be
reached at anearly stage. ThedifferencebetweentheActual Salesand Break Even
Salesiscalled the Margin of Safety. Thisrepresents the extent to which the sales
volumecan declinewithout pushing project into losses.

e Cost of Capital: Cost of Capital refersto the minimum rate o return that any
organizationmust earn onitsinvestmentsto maintainthe market valued thefum.
It isrepresented by the expectationsd the share holders regardingdividendsand
debt holders' expectationsregardinginterest rate. A company with a lower cost
of Capital hasa higher probability of success.

4) EconomicAppraisal: Economic Appraisal is made only in the case of large projects
whoseactivitieshave awider impact on society. The expected Social benefitsand Costs
projected by the entrepreneur are reviewed by officersof the appraising agency.

5 Management Appraisal: Thesuccessd any ventureto avery large extent dependson
efficient and effectivemanagement. Hence, financial institutionsgenerally undertakean
appraisal of the Management o the enterprise. Importance isgiven to astudy of:

The character of the promoters.

Theinvolvement of promotersinthe project.

Their earlier track record as promoters.

Their experiencein businessventuresof asimilar nature.

The technical competence and professional qualifications of key management
personnel, etc.

In thecasedf companies, theBoard of Directors constitutesthe M anagementfor purposeof
appraisal. Incased soletradersand partnershipfirms, theproprietorsor partnersconstitute
the Managementfor purpose o appraisal.

Check Your Progress-4

1) Whatistherelavanced Project appraisal?

.................................................
.................................................
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'21.10 LET USSUM UP

A Project refersto ay investment opportunity which can be converted into a business
proposition within a cost and time frame work. It is the foundation for the creation o a
business organization. Any entrepreneur must search and screen economicopportunities
before sdlecting an activity. He is expected to meke a feasibility sudy o various aspects
concerned with the project to establishitsviability. Findly, usngtheinformationgenerated,
he or she preparesa project report. Financid ingitutions take a decision regarding the
extenson d financid facilities after making a thorough gppraisal d the project report
submitted by the entrepreneur.

2111 KEY WORDS

. PERT

Market
Segmentation

DistributionPolicy :

Time-Overrun

Cost-Overrun

Margin Money for
WorkingCapital

A network technique used for establishing the minimum time
requiredfor completiond a project through the identification o
the activity consum ng the longest time.

The processd dividing the market into distinctive sub markets
based onfactorslike preferencefor tagtes, size, qudity-preference,
price- preferenceetc., anong customers.

It refersto practicesd the organizationby which the product/ser-
vice is transmitted to the customersinduding the use d inter-
mediarieslike wholesalers, retailersetc.

It occurswhen the actual time taken for completionof any activity
of the project exceadsthe estimated time.

It occurswhen the monetary cost for completionof any activity o
the project exceedsthebudgeted cost.

It refersto that part of the working capital which is not financed
by commercid banks.

21.12 ANSWERSTOCHECK YOUR PROGRESEXERCISES

Check Your Progress-1

1) ReadSec. 2L 2foryour answver. AlsoseeUnit2 of thiscourse.

2 InSec. 21 4variouspointsrelated to this have been discussed.

Check Your Progress-2

1) ReadSec.21.5

Y ou arealaready awareabout thevariousaspects rel atedto marketing. Sincethesuccess
o ay enterprise depends on marketing, marketing feasibility is a mugt in a Project
Report. SeeSec. 21.6

Check Your Progress-3

D) SeeSubsec.2L7.1
2 See_SJbsec. 2L7.3
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1) Thisisdonebyfinancid institutionsto assesstheviahilityof theprojectintermsd profit.
SeeSec. 219.

2) ReadSec. 219
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ACTIVITIES FOR THISBLOCK

Activity 1

_ldentify any Project opportunitiesrel atedto Tourisminyour locdlity, establishing their prima
“facie viability.

Activity 2

Your friend approachesyou and statesthat he intendsto start a business\ith a capital of
Rs.10 lakhs inyour nativetown. What arethevariousbus nessopportunitiesyouwould bring
to his notice?

Activity 3

What factorswould you consder in projectingthe revenuesfrom a restaurant?

Activity 4

Procureacopy o Profit and LossAccount for twoyearsfrom any o thefi rnhocatedin your
area. Analyse the comparative profitability.

Activity 5

Procureacopy d BaanceSheet from two companieslocatedin your areafor two consecutive
years. Andysethe comparativefinancia pogtiond theretwo companies.





