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Gl 2.2 MONITORING THE ENVIRONMENT

-ally a2 promising investment idea enables a firm (or entrepreneur) to exploit opportuni-

n the environment by drewing on its competitive strengths. Hence, the tirm must
'matically monitor the environment and assess its competitive ahiiities. For purpcses

of monitoring, the business cavironment may be divided into six broad sectors, as shown

:n Exhibit 3.1. The important aspects studied in monitoring the kew sectors of the environ

men: are as fo.lows:

=f Economic Sector

« State of the eccnomy

+ Overall rate of growth

+ Growth rate of primary, secondary, and tertiary sectors
+ Cwvdlicai fluctuations

+ Linkage with the world economy

+ Trade surplus/deficits

+ Balance of payment situation

2} Governmental Sector

« Industrial pelicy

» Government programmes and projects
» Tax framework

» Subsidies, incentives, and concessions
« Import and cxport policies

+ Financing riorms

.

+ Lending conditions of financial institutions and conmumaercial banks
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=l Technological Sector

« Emergence of new technologics
« Access to technical know-how, foreign as well as indigenous
« Receptiveness on the part of industry

[=1 Socio-demographic Sector

+ Population trends

« Age shifts in population

« Income distribution

« Educational profile

o Employment of women

« Aftitudes toward consumption and investment

=1 Competition Sector

e

BB

« Number of firms in the industry and the market share of the top few (four or five)

+ Degree of homogeneity and differentiation among products
« Entry barriers

« Comparison with substitutes in terms of quality, price, appeal, and functional

performance
« Marketing pelicies and practices

=1 Supplier Sector
« Availability and cost of raw materials and sub-assemblies

p— Exhibit 3.1 Business Environment
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"Bl Reasonableness of Cost

The cost structure of the proposed project must enable it to realise an acceptable profit
_With a price. The following should be examined in this regard:

« Cost of material inputs

« Labour costs

« Factory overheads

« General administration expenses
« Selling and distribution costs

« Service costs

Economies of scale 2

[ Acceptabiiity of Risk Leval

The desirability of a project is critically dependent on the risk characterising it. In the
assessment of risk—a difficult task, indeed—the following factors should be considered:

Vulnerability to business cycles

Technological changes

Competition from substitutes

Competition from imports .

« Governmental control over price and distribution®

Edi 3.7 PROJECT RATING INDEX

When a firm evaluates a large number of project ideas regularly, it may be helpful to
streamline the process of preliminary screening. For this purpose, 2 preliminary evaluation
may be translated into a project rating index. The steps invoived in determining the project
rating index are as follows: .

4. It may be noted here that operational controls have been imposed from time io time on business
firms in India. These controls, concerned mainly with production, distribution. price and exports,
have been applied to a wide range of industries: steel, aluminium, paper, cement, fe:tilisers, tyres,
trucks, automobiles, pharmaceuticals, textiles, bicycles, sugar, and vanaspati. The present ap-
proach of the government—it may be noted that the history of controls imposed by the government
reveals a varied and chequered pattern—appears to have three main features: (i) Tne government
is not as control-conscious as it was in the past. This is evident from the relaxation—total o:
partial--of several controls in recent years. (ii) The government seems to favour partial control. In
many cases a part of production is being reserved to be supplied to certain sactors at 2 fixed,
concessional price and the remaining is allowed to be sold at the market price. (iii) In rrice
fixation, the government has shown a better responsiveness to infiationary forces.
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« Identify factors relevant for project rating.
« Assign weights to these factors (the weights are supposed to reflect their relative
importance).
« Rate the project proposal on various factors, using a suitable rating scale. (Typically a
5-point scale or a 7-point scale is used for this purpose.)
+ For each factor, muitiply the factor rating with the factor weight to get the factor
score.
« Add all the factor scores to get the overall project rating index.
Exhibit 3.3 illustrates the determination of the project rating index. Once the project
rating index is determined, it is compared with a pre-determined hurdle vaiue to judge
whether the project is prima facie worthwhile or not.

%@m Exhibit 3.3 Construction of 2 Rating Index
- Factor - Factor Rating Factor
Weight VG < A P ve Score
: 5 4 3 2 !
Input availability 0.25 7 075
Technical know-how 0.10 v/ 0.40
Reasonableness of cost 0.05 o 0.20 |
Adequacy of market 0.15 / 0.75 |
Complementary relationship : .
with other products 0.05 7/ 0.20
Stability 0.10 / 0.40 |
Dependence on firm's strength  0.20 s 1.00 |
i Consistency with X
I governmental priorities 0.10 s 0,30
" Rating Index 4.00

o

§=% 3.8 SOURCES OF POSITIVE NET PRESENT VALUE

It is often taken for granted that there is an abundance of positive NP’V projects which can
be identified rather easiiy. However, note that choosing positive NPV projects is akin tc
sclecting under-valued securities using fundamental aralysis. The latter is possible if there
are imperfections in the financial market that cause a discrepancy between security prices
and their equilibrium values (intrinsic values). Likewise, imperfections in real markets
(product and factor markets) lead to entry barriers which cause positive NPVs. Hence, an
understanding of entry barriers is helpful in identifying positive NPV projects.

It appears that there are six main entry barriers that result in pesitive NPV proiects
which are as follows:
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« Economies of scale

e Product differentiation

» Cost advantage

« Marketing reach

Technological edge

« Government policy

tconomies of Scale Economies of scale means that an increase in the sczle of production,
marketing, or distribution resuits in a decline in the cost per unit. When substantial econo-

mies of scale are present, the existing firms are likely to be large in size. The more pro-
nounced the econcmies of scale, the greater the cost advantage of the existing firms.

In order to exploit the economies of scale, new entrants require a substantiai investment
in plant and machinery, research and development, and market development. Such capital
needs serve as an entry barrier. The greater the capital requirement, the higher the barrier
to entry. This scems tc be especially true in industries like petroleum refining, mireral
extracuon, iron and steel, and aluminium.

Product Differentiation A firm can create an entry barrier by successfully differentiating
its products from those of its rivals. The basis for differentiation may be ore or more of the
following:

Effective advertising and superior marketing
« Exceptional service

Innovative product features

High quality and dependability

L]

Cost Advantage If a firm can enjov cost advartage vis-d-vis its competitors, it can be

-reasonably assured of earning superior returns. Cost advantage may stein from one or

more of the following:
« Accumulated experience and comparative edge on the learning curve
» Monopolistic access to low cost materials
< A [avourabie Iocation
+ More effective cost control and cost reduction

Marketing Reach A penetrating marketing reach is an important source of competitive
advantage. Two examples illustrate this:
« Avon Products markets its products through a worldwide network of 1,300,000
ind2pendent sales represcntatives. Avon’s competitors find it almost impossible to
replicate this. Thanks te such a nonpareil marketing network, Aven has been able to
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« The breadth and depth of Hindustan Lever’s distribution network is miles ahead of
its competitors. Such a marketing reach has contributed to the superior returns
earned by Hindustan Lever.

Technological Edge Technological superiority enables a firm to enjoy excellent returns.
Firms like IBM and Xerox earned superior returns over extended periods of time due to
inter alia, the technological edge they had over their rivals. On the Indian scene, firms like
Dr Reddy's Laboratory ard Hero Honda have substantially outperformed their
competitors because of their technological strength.

Government Policy A government policy which shelters a firm from the onslaught of
competition enables it to earn superior returns. Government policies that create entry bar-
riers, partial or absolute, include the following: "

« Restrictive licensing

« -Import restrictions ,
« High tariff walis

« Environmental controls

« Special tax reliefs

A number of firms in India benefited substantially from restrictive government policies
which offered considerable protection to them from potential competition, domestic as
well as foreign, for many years. The liberalisation measures of recent years have, of course,
dismantled, partly or substardially, entry barriers stemming from earlier government poli-
cies. Remeinber that what the government can give, it can also take away.

Bk 3.9 ON BEING AN ENTREPRENEUR

Many persons have an entrepreneurial urge to set up their own project and be on their
own. Hence, it may not be out of place here to discuss the questions.every entreprenecur
must answer and the qualities and traits of a successful entrepreneur.

3 The Questions Every Entrepreneur Must Answer

According to Amar Bhide® the following are the questions that every entreprenaur must
answer.

(i) Are my goals well defined?
« Personal aspirations
« Business sustainability and size
¢ Tolerance for risk

5. Bhide, Amar. “The Questions Every Entrepizneur Must Answer ™. Hariurd Business Revizie, 1996.
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(ii) Do I have the right strategy?
« Clear definition
Profitability and potential for growth
Durability
* Rate of growth
(iii) Can I execute the strategy?
+ Recources
« Organisationai infrastructure
+ The founder's role

7§ Qualities and Traits of a Successful Entrepreneur

What qualities and traits are required to be a successful entrepreneur? While it is difficult
to answer this qu :stion definitively, it appears that a successful entrepreneur has the fol-
lowing qualities and traits:

Willingness to make sacrifices
Leadership

Decisiveness

Confidence in the project
Marketing orientation

Strong ego

. & & @

Willingness to Make Sacrifices A new venture is often plagued with numerous cifficulties
and unanticipated problems. To nurture it in such an inhospitable environment, the entre-
preneur has to be prepared to sacrifice his time, energy, and resources. He must be willing
to struggle, sacrificing personal comforts and conveniences, against seemingly endless
odds. An entrepreneurial job is not like a typical nine-to-five exccutive job. It tends to be
far more demanding, requiring total commitment—and sometim s, ever. obsessive preoc-
cupation—on the part of the entrepreneur.

Leadership Successful entrepreneurs generally have streng leadership qualities. They are
able to inspire ordinary persons to accomplish great feats. Even though outwardly they
may show bizarre signs (they may be whimsical, timid, or even cantankerous) they are
able to fire people with their zeal. They have the flair for galvanising their team to success-
fully cope with the challenges and frustrations inherent in a new venture.

Decisiveness A fledgling enterprise has to accomplish many things in an atmosphere of
uncertainty. Numerous decisions nave to be taken in quick succession on the basis of lim-
ited information. The firm does not have a history to fall back on or a well-organised data
base to rely upon. Unless the entrepreneur is decisive by nature, he would nct be able to
cope with the enormous burden of decision making. If he procrastinates. he may court
disaster. If he dilly-dallies, he may miss valuable opportunities. The fluid situation of a




new enterprise calls not only for an ability to decide quickly but also an ability to revise the
decisions to adapt the enterprise to an environment in which it has not established proper
moorings.

Confidence in the Project An entrepreneur should have unbounded faith in his project.
This helps him in instilling confidence in suppliers, creditors, customers, employees, and
others. Without unflinching conviction in the project, it weu!d be difficult for the entrepre-
neur to withstand the failures and frustrations that form the ncw venture diet.

Marketing Orientation A strong marketing orientation is critical to a new venture. An
entrepreneur who is skillful in exploiting market opportunities has the best chance of suc-
cess. Irrespective of the professional guise he wears (whether it be that of an engineer,
inventor, production technologist, accountant, or any other), the entreprencur must have
marketing talent. Edwin Land of Polaroid is widely recognised as an ideal example of
disguised marketing talent. l.and, an engineering genius, had superior marketing skills
and perhaps this was the most critical factor in the outstanding success of Polaroid. Land
could inspire the technical and financial world- thanks to his ‘marketing abilities. If an
entrepreneur lacks marketing skills, he must find a partner who can remedy this defi-
ciency. Otherwise the venture will be severely landicapped because of its inability to ex-
ploit the marketing opportunities.

Strong Ego  Setting up a new enterprise is like riding an emotional roller coaster. There
are days which bring jubilation and there are days which cause despondency, as the enter-
prise is buffeted by environmental forces, which tend to have a strong influence on the
nascent venture. The entreprensur needs a strong ego to beai with such ups and downs.
To endure periods of adversity and 0 maintain a proper perspective when events cast a
shadow over the enterprise, the entrepreneur needs a strong identity and self-image.

|

SUMMARY;

* Identification of promising investment opportunities requires imaqgination, sensitivity to !
environmental changes, 2nd a realistic assessment of what the firm can do.

* To stimulate the flow of investment ideas, the following are helpful: (i) SWOT analysis, (ii)
clear articulation cf objectives, and (iii) conducive climate.

* The business environment, which needs to be monitored regularly to identify investment |
opportunities, may be divided into six broad sectors: economic sector, government sector, ;
technological sector, sacio-demographic sector, competition sector, and supplier sector.

= A realistic appraisai of corporate stiengths and weaknesses is essential for identifying
investment opporturities which can be profitably exploited. The broad areas of corporate

; appraisal are: market and distribution, production and operations, research and ;

: development, corporate resources and personnel, and finance and accounting. f
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psychological nceds of consumers. Such an analysis may reveal opportunities for investment.
Spectrum analysis is used (o find out the opportunities; the analysis consists 0i:
(i) identifying the key factors influencing the choice of brand products, (ii) positioning the
existing brands of the product on a continuum in respect of factors identified earlier, and (iii)
[dentifying the deficicncies which exist with respect to the psychologicai needs of consumers. '
(1) International and.National Trade Fairs and Industry Exhibitions provide opportunities (o know
““3boul new producs, new Ec‘ﬁrﬁgg'i;;jprocqsscs. and new developments..
(m) Stimulate Creativity for generating new, product ideas:By. thinking along the following lines -
modification, rearrangement, reversal, maginification, reduction, substitution, adaptation.
combination - new product ideas may be gencrated.. e

(n) Mok: Sometimes, just a chance, factor may trigger an investment opportunity.
3. INITIAL SELECTION OF PROJECTS: ' %" ¥ " el .

A potential entreprencur can gathera number of project opportunities from the wide varicty of sources
enumerated in the previous section. Some of the project ideas which appear t0 be prima facie not promising

have to be eliminated. 4

3.1 PRELIMINARY CONSIDERATIONS
With a view to make an initial selection of project ideas out of several, the following aspects must
be considered. TR e VIR PN el IR
‘() Match with the entrepreneur profile: The project idea must match with the entrepreneur’s
interest, personality, and resources. The real opportunity, according to Murphy, has three
characteristics: (1) it fits with entreprentur’s personality - it squares with his abilities, training,
and proclivities, (ii) it is accessible to him, and (iii) it offers him rapid growth and high retum
on investment. : #

(b) Fitwith National priorities: The project idea must fit with national ptiorities and governcucat’s

“regulatory framework. For this, the following questions have (0 be addressed. '
(i) Whetner the project idca is in tune with national priorities and goals?
(ii) “Nhether the project idea violates any environmental regulations?
(iii)  Whether the foreign exchange requirements for the project can be accomodated? .
(iv) Whether *he iicence, if required , can be obtained?

(c)_Availability of inputs: With a view 10 assess the reasonable availability of resources and inputs

for th= project, the Tollowing questions must be answered:

(i)  Are projects’s capital requirements within limits?

(i) Can the technical know-how for the project be obiained?

(i) Are raw matenials required for the preject available at reaconabic price indigenousiy? If.
wsi, 2re there any problems in importing them? _ - o

(iv) Can power supply for the project be obtained from external scurces and captive sources?

There has been chronic snortage in India of certain key inputs like power supply, forcign

exchange, and impociant taw materials; and fluctuating supplics of agricultural raw materials

like cotion, jute and oil seeds. However, inrecent imes, the situation has improved with respect

to power supp'y, foreign exchange availability, and supplics of basic industrial materials. .

(¢) Market size: The market size should be sufficient enough (o offer satisfactory sales voiume W
sipoor production. (n addition, there should Sc rapid growth poteatial and high retumn on
investment. The market size and its adequacy have 0 be examined with refereace (o the
foliowing factors: ' e i P e S el -
(i) Total present domestic market, (?i_j Comp:::.‘um and their market starcs, (iil) extent of expodt i

marke. (iv) quality-price profile of the product hn_t‘gn -tthrc,a-’-r-“fi‘ili.‘fg Erodu_ct:g___(v) u!,c; ;gsu:m,;- ':

of sales and distribuzion, (vi) likely ¥aércatd in mption, (vii) damers 10 l_hc"éhi‘)f.-?f newi. ™« |

e
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(lx\ palent protection.
Apart from few exceptions, the trend by and-large, indicates ﬂrowmg demand for many
products. This trend will continue because of the low per capita consumption levels in our
‘country. The demand for many products, fortunately, is not at :hc expensc of dcmand for some
other products as in developed western countries.
{e) Cost: The cost of the propsed product/service must ‘enable it o realise an acccptablc pruﬁt with
TTrompetitive price. For this, thcfo]lowmgfactomhavctobcmy' e ol input
materials, (ii) wage costs; '(iii) "**factcry* ovcrhcad cxpcnscs. (V) bcnc.ral aﬂnumstranon ex-
penses; (v) selling and distribution’ txpcnscs (vi) service chargcs and (vii) coono'mcs of scale. |
(f) Risk: The risk associated with a° project is'a critical component in dclcrmmmg the desirability

or otherwise of the projéct. ‘Assessing the risk is a very difficult task, and the following factors -

/1 have to be considercd: (i) _vulnerability to business cycles, (ii) technological changes;(iii)
competition from subsl:tlllcmmand (v) governmental control over
price and distribution. . = i

mcmmm a wide rangc 01' controls rclauug to production and disiribution for a
number of industries. Since mid-eighties, there has been a changt in the attitude of the government with
regard to controls. In the last three years, many of these controls have been relaxed.

The initial selection of project opportunities on the basis of the factors discussed above are applicable
to both existing companics as well as new cntrepreneurs. WWE intensive
analysis of its resources and environment and idcnlify'sp,cfiﬁcioj_cc}’ggpo‘rumitics on the basis of its
existing activitics. ARTxistngTomnipany which seeRsTotdentify new project opportunities should undertake
"and evaluate its strengths and weaknesses and the opportunitics eats in the extemal environinent.
Sﬂms sho Us on the following issues: Y e

" (a) " Infernal financial resources available for investment on new projects, after taking into account

the oy rc Zal expenditures, increase in working capital, repayment of borrowings,

and dividend obligations, and the cxtcnt ) wmch financial resources can be raised extemnally
for the new projects.: ' i 3

(b) Preduction facxhucs currently available; technoiogical ca%cxisdng with the company,
" in-fiouserésearch and development, and new technological collaborations that can be ticd-up.

(c) Sources of raw materials and their reliability, adequacy of power supply and other utilities,
e — s s it
transport and communication factlilics.

(d) present cost structure of existing products and their contribution to profitability
(¢) Markel share, diswibulion ne.lwoﬂc_‘_ﬁ'tﬁc’company s image in the market place.

. \55,@350%&5 EW’_’ME/(QME&M“C profile of middle and top excculives,
“~—" cmployee motivation level and the state'of employer-cmployee relaticns. iy

{g) Effect of the rcgulatory Icg:slat:on on the" company “2nd the oppoﬁun.ucs availablc to the
company. :

(h) Likely changes in govcmmcmal ‘policies with respect 10 indusirial licensig, private seclor,
foreign exchange controi, coll aborauon oruc -up wtlh forcagn compamcs and importand expernt
. + poleeies... . et S :
(i) Evolving new techinolo rics and ncw rr'téiﬁudsfn rocesses of preduction, and their i kcly cffcrmn
R e, o ey - e —o—
« . the cost struclure 0 company’s progucts.
(j) Anticipated growth in world and ml.tonal oconomy. and ma*or sectors - agn'CUllU’C industrial,

s ¢ ° L. transport,/communications, ety ' of-the nannal ‘economy.”
(k) Likely changes in the structure of competition. i
e e e 4
Vs (1)1 Possnblc'?.utsmi‘ktﬂj'io emerge and t:hangq,un_@ncr tastcs and pr:[crcnccs
et Tl ]JJI')(H'I""“ —-—_____-_________._.___________

27 SFR;\"‘EGIES FOX MPLEniENTmGI;ROJE(;T EAS . s
Thc"abovi‘ zm.lycts Wlll prowdc the basis forthe corparate, strategy tQ be followed and : ndtcalc the
J “thiust areas. T’ncsi: may include cxpanl.‘llng the capz :
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integration, diversification in related areas, and mergers. Each of these are bricfly described below:

(a) Increasing capacity of current product range: Increasing the capacity of existing product range
s morc appropriate, when a growth in Tharkel sizc is anticipated, or an increasc in the market
share for the company is expected. An increase of capacity in such cases has scveral positive
aspects: familiarity with technology, production methods, and market conditions; lower capital
cost due to the existence of surplus capacity in certain sections of the factory; lower overhead
costs per unit because of increased production volume. It is also important to guard against
imarket saturation, and the risk of over dependence on the current preduct range. For example,
five vears ago there has been considerable demand for video cassette recorders (VCR). Butin
the lasttwo years, with the entry of cable operators offering a wide range of TV programme (¢.g..,
Star TV, Jain TV, Zec TV, etc,), not only there has been a market saturation for VCRs but even
a reduction in demand for this product. Those who expanded the capacity for VCRs, anticipating
a growth in demand have suffered. ; g

(b) )jenicaf Integration; There are (wo types of vertical integration - backward_ 1_md forward.

Backward integration is the setting up of facilities for the production of raw matcrals and
cornponcnls'rcquircd for the current operations of the company. For cxample, polyster filament
yarn is required for the manufacture of synthctic textiles. So, if a synthetic textile unit sets up
a plant to produce polyester filament yam, it is a casc of backward integration. I{a company's
curreni product(s) is used as input for the manufacture of a product, it is called forward
integration. For example, acompany manufacturing forgings may sclupa plant to manufacaturc
sutomotive axles, for which the forgings arc uscd as the input material. Both backward and
forward integration, provide greater stability to the cxisting as well as proposed operalions,
brings about better co-ordination between the supplying and consuming units, and enhances the
market power of the combined units, and enhances the market power of the combined catity.
(c) Diversification: Companics generally prefer to add to their current product range by udding
related products. For example, Bajaj Auto Lid., currcatly producing two-wheelers and three-
wheelers is planniag to divessify to produce four-wheelers (passenger cars). Such diversifica-
tion in related arcas has tHe advantage of achicving economics in the procurcment of matenals
and components, better utilisation of cedain common production facilities. beaefit 10 all
products from the company’s image in the market, and using 2 common dealer/distribution

network. l

(d) Meggers: A recent example of merger is thagof TOMCO with Hindustar Lever14d, Mergers -

¢ placg vith a view to derive tax advantages {rom the accumulated lasses of onc or morc of |

: {c merging units. The other pos<iblE advantages of incrger arc economics of scale, reduction i
N of inefficiencics, rapid growt ‘ n_ol_nisk (hrough diversification. Since there arc ll
obvious advaniages, itis worthwhile foracompany Ioz'zﬁmt investment opportunities |

to search for a possible candidate company for acquisition, whici gives the above benifits. :

4. TAXONOMY OF PROJECTS .
Projecis can be classified in many ways: (i) national and internat iunal projects, (i) industrial and non-
indus- trial projects, (iii) projects classified according to level of technology. (iv) projects classificd
according 10 size, (v) projects necording to type of owncrship, i.c., public o privale sector (vi) projects
classified 2ccording to purposc such as hatancing. replacemcnt, MANENance, CA pansTon, Of diversificanon
Each of these are brizfly discusscd below: s |

e

4.1 NATIONAL AND INTERNATIONAL PROQJECTS a2 S 1
Intemational Projerts are projects sct up by larpe industrial houscs o€ Goveromax andertakings
other countrics. Just as Indian Companies invile the collaboraticn from forcign companics o sct up plants,
in the same way Indian eatreprencurs extend their entreprencunial skills owtsade the country's boedens st 1
up plaats in the hast country. Itis the casc of Indian companics opcradieg a3 mattinational compamics e
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projects are usually undertaken with a view to achicve not only higher revenues through value addition, but
also climinate or minimise inefficiency duc to UW salion of capacity in some production units.

4.6.2 MODERNISATION PROJECTS:

Plants sct up several ycars ago requirc modernisation for various rcasons. First, the pianthas outlived
its utility, lcading to higher mairlenance cxpcnduurc just to keep the plant furucuonmu As a result, the
opcrating costs increase and the product may cease (o be cost effective. Sccend, the production/process
technology keeps changing and improving. To remain competitive and produce at reasonable price, the
company cannot afferd to continue with obsoletc technology. Thus, modernisation becomes incvitable for
any firm to take advantage of the new lcx:hnologlcs!proccwcs. ncw inpul matedals, production methods cic.
A recent example is the TISCO's modernisation project undertaken a few years ago. The modernisation
may zllow improvements to the producl by adding some new features. The main consideration, however,
for undertaking modemisation projects is to continuc m the business and pete effectively.

%

4.6.3 REPLACEMENT/MAINTENANCEPROJECTS:

ch!accmcn!fmaimcnan::c'pfojccls are similar to modemisation projects, but -their scope and
magnitude is rclatively small compared with the latter. Whiic modernisation project usuaily covers ihe
entire plant, rep.acement project covers only a part of the piant. For example, in an clectricity power
gencration plant, the replacement of a turbing is a typical cxample of replacement project. Replacement
of major equipment(s) in a plant becomes accessary when the equipment suffers from obsolescence. The
consideration for undertaking rcplaccmcnt projects is the desire to maintain the same or better level of
operational cfficiency.

Maintenance projects slightly differ from replacement projects. When certain cquipments e
subjected to major overhaul lasting several weeks, there will be some loss of production. But the overhaul
of cquipment is essential; otherwise the cquipment may breakdown or cause more scrious damage. Such
major overhauls are treated as maintenance projects, because ihey inva!ve several activilies requiring co-
ordination betwceen different departments and people. procurement and usc of materials and cquipment. clc.
An outstarding cxamplc of maintenance praject is the relining of hiast furnace in an intcgrated steel plant,
The lining inside the furnace consisting of ceremic bricks, which can withstand high temperature, have to |
be replaced every few years and a new set of ceramic bricks laid inside the furnace. This celining work takes
a few months and requircs the cfforts of several departments - General Maintenace, Electrical Maintenanee.
Mechanical Maintenance, Piping, ctc. The entirc work ‘has o be co-ordinated and organissed similar 1o a
project. The application of the project management tools and techniques to blast flast relining has reduced
the total time for relining work, thereby reducing substantially the downtime of blast furnances. Both
replacement and maintenance projects must be undertaken o
levels.

4.6.4 EXPANSION PROJEC’TS : . :
A company may scck to enlarge its plant capacity witha vicew 1o produce a larger volumc Ol is Lu:rcm
product range. Projects underaken with this aim arc considercd as cxpansion projects: An impertant
consideration for undenaking expansion projects is the intention of the firm 1o meet an anticipaicd growth
in demand for the product or to increasc its market sharc for the praduct. Exparnsion projcctx cgn be of |
different types. Forexample, a foundry producing iron and s'cel castings may expand by »c't'r-g up amachine (
shop and structural shop. The machme and structoral shops usc the iton and steel castngs produced in the
foundry. This is cne type of expansioa. A firm which depends og electric power 1o & large extent as in the :
casc of aiuminimum mamufacture, mary Chose T STTUp a Caplive power piant for assured supply, of clectric | i
povzer, whea o leral sources of power supply bocor'u; u.nrcﬂabl.c or m.zd..qua_c_ Thus, wherca !'mn :..ccks :
10 set up facilitics for producing products orsc.rw:\S, qudl canstitute ths critical inputs for lis producl; | [
are also considered as cxpansion projecis. [a Jx‘.u: cases. the uu.m cmmdc:a.m for t.adc:ul.un, the "
cxpansion project is 1o assurc. thc supp!y ofcnuull un{u,ai.i G T R e : g

ST ._.f‘. P
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4.6.5 DIVERSIFICATION PROJECTS: il

A company may scck profitable investment opportunitics in altogether new arcas.
ur fh:mkcq.xprnj( ctio enter into a new area, it is called a diversitication project. In 19605, the tobacco grant.
India Tobacco Company Ld., (ITC) entered the hotel business, a new arca w hich is totally unrelated to its
traditional business of tovacco manufacture. In USA, General Motors, the auto giant, catered the
We have a similar cxample in our own country: TELCO, the truck

When

information scrvices industry.
manufacturing company, has entered the information products industry. The product, TURBO ANALYST,

a CASE (Computer Aided Software Engincering) tool, produced by the information products division of
TELCO is marketed both in India and abroad. Recently, another truck manufacturing unit:Ashok Leyland
has entered the business of power generation. Itis currently engated in setting up 2 1000 MW power preject
at Visakhapatnam. There are number of examples to show that companies have diversified from,their
traditiona! fields. Brookc Bond India Ltd.. traditionally in the business of producing and ma.rk-:tmg tca and
coifee, has entered the busincss of food processing. The major consiceration for div cmfymg is 1 :prcad
its investment resources and risk and i increase its revenues from the different areas where :r.vc.slmcnls ha»c
bcen made. :

Each of the above types of projects have a specific purpose, and apprmna!c Lonﬂdcraucms as
explained carlier are applied for making investments on thosc projccts.

., Biboliography
L, ijccl Management. S.Choudhury, Tata McGraw-Hill Publishing Company L
2. Projects - Preparation. Appraisal, Budgeling and Implementation. Prasanna Chandra, Tata

McGraw-Hill Publishing Company Ltd
3. The Implementation of Project Management - The Professional’s Hand book.' Edited by L.C.

Stuckenbruck, Addison-Wesley Publishing Company.

Exhibit 2.2 Elementary Investment Strategies, Principal Motiva tions, and Likely

Outcomes
Investment Principal Likely Outcomes
Strategy Moiivations Profitability Growth Risk
i Replacement and - Quality improvement High Moderate Low
modernisation
- Cost reduction
- Maintenance
(and enhancement) of
competlitive power .
Capacity expansion  — Ability to serve a growing High Moderate Moderate
market
— Familiarity with technology
and market
— Cost leadership
Vertical integration - Greater siability for existing - High Moderate Moderate
and prcposed operations
— Greater market power
Concentric - Improves utilisation of High Moderate Moderate
diversification resources
Conglomerate — Limited scope in the present Moderate  High Low
diversification business
Divestment — Inadequate profit High Low Low |
- Poor strategy ]
ey e Y



’.
B
—
—
—
-
-
-
-
~
~
-
-
-~
~
-
-
.
3
]
.
.
.

)

PROJECT SELECTION CONSIDERATIONS
AND FEASIBILITY STUDIES

The focus of this Study Note is on the following topic arcas:

. Project investment considerations at macro level i

. Setting up scctoral priorities for investments

. Microlevel considerations in sctting up projects

. Project analysis and feasibility studics

. Prepration of detailed project reports. :

Lir the cconomic arena, the most basic choice that all gg_u_n_lr must facc in allocating resources is
hcmc-n current consumption of products and services and investment in future growth. In developing
Couniries like India, the choice has (o be made under conditions of deplorably [ow, oftcn subsistence, level
of con- sumption of a large proportion of the popuianon and the urgent need to invest in the hope of achieving
higher living stan- dards. When the choiceis in favour of investnent for futurc development, it is absoluiely
riccessary that the scarce re- sources are deployed 1o sccure maximum beacfit. Packaging thesc investments
into projecis, whether in public, private or joiat sector, lhrough the disciplined project approach can be a

very effective means towards this end.

i INVESTING IN PROJECTS - ECONOMIC CONSIDERATIONS
Eccnomic development, of which investing in projects is an integral part. is a long, slow, and often
nainful process of learning from experience. Investing in devclopment througn projects is subject to all the
icissitudes and constraints that hamper development gencrally. Development projects take very long time,
several years to prepare and impleinent. Throughout this period, project managers must confront and deal
with the scarcity of human skills and material resources that are synonymous with underdevelopment, with
a chronic shortage of funds, and with shifts in political support. 'Ihcy must opcrate within fragile economic
systems that are exposed to global forees of inflation and recession and to the unpredictable forces of nature:
7 Proiect management is therefore hichly demanding, and it scems to demand most froin countrics witk
the least capacity 1o res- pond. It is more difficult, but at the same time more impor- (ani, 0 manage projects
well when there is little or no cushion to absorb the cffects of unsound policies. weak public administration,
or inefficient project management. This is true of all types of projects, whether they are for infrastructure
development or for the manufacture of capital goods or consumer products, bet particularly af those intended
10 alleviate poverty and raisc the living standard of large numbers of people.

Fortunately, the rewards from project investments are commensurate with demands or cxpcclal:on-.
When they are managed weil, investments in projects pay high dividends. Pro-jectinvestments have becoine
one of the most potent instru- ments for promoting cconomic growth. By sciting investment pri- oritics
within a national and sectoral plan strategy. getting the policies right, and combining investments on projects
with technical assistance 10 train people and strengthen the organi- sations, the project approach leads any
couiitry 1o move rapidly towards ecanomic development. '

Successfuliy managing a project is as much an art as a science. From our own carly cxpericnces and
the expericnces of those countrics, especially the newly developed countrics in South East Asia and Far East,
we can idzatify many of the ingredients of success as well as many of the pitfalls. Deve- loping countries;
like ours, can profit from this experience and thereby telescope the learning process. Internationa! financial
institutions like World Bank, which provided assistance for development projects in varicus developing
countrics have documented the cxperiences. A review of those expericaces reveal certain things which seem
t0 b very obvious. They read like little more than the dictates of commonscasc. But to say that something
is obvious does not mean that is simple. They are simpic o understand, except for some linancial evaluation
techniques like discounted cash flow, but not simple o0 put into practice. I people have not Icamt icssons
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from thess experi- ences, it is nol because of irrationality or obduracy, but duc to a powerlul constellation
of lorces which make things what they are and serves as a formidable obstacle to change. More over,
economic development is a long-term process; when governmeiits change frequently, the continuity of effort
that is a sine qua non of development is soon broken. Even in reasonably stable political conditions, the
civil servants are often and understandably preoccupied with more pressing and immediate problems. They
are more likely 1o suffer the short-term political penalties of policy changes such as raising the prices of basic
commodities than to reap any political rewards from their long-term bencfits.

To give an example of the difficulty of implementing a simple iesson of experience; it is generally
accepted that developing countrics should use the technology most “appro- priate” (o their circumstances.
What arc these circumstances? They usually include a surplus of low-cost, unskilled labour‘and a shortage
of capital - facts which suggest that relatively labour-intensive technologies should be adopted. Prima facie,
the point scems obvious: no government would knowingly or willingly espouse “inappropriate™ technology.
Yet, in many cases, the technologies chosen and adoptcd are clearly unsuitable to their circumstances.

The reason why this happens is that foreign consultants/technical advisors recommend the technol-
ogy with which they are most familiar. Also, local engineers, if educated or trained abroad, or the heirs of
a colonial legacy, are likely (o show similar bias in favour of advanced tech- nology. Often times, they also
presume that what is modern is also the best. Special interest groups may favour a particuiar technical
approach, while those who would henefit most from some other approach may be either unaware cf the
choice or politi- cally disenfranchised. Dcep-scated customs and traditions may favour certain solutions and
make others unacceptable. Economic policies that tend to overprice labour (through minimum wage or cler
legislation) or underprice capital (through subsidised interest rates or an over-valued currency) may send
distorted signals to decisionmakers. A simple lack of knowledge or reluctance to experiment may. resirict
the range of choice. In a way, bilateral lending agencies are themse!ves responsible for the problem. When
a donor country ties up the aid to the supply of cquipment. a poiicy which is widely practised and it is also
deplored, then freedom to choose an appropriate techaclogy may be compromised. !t is therefore not
surprising that a simple lesson like the sclection of appropriate technology may prove far from simple (o
apply. :

The investments in projects for development, can be considered in terms of management of
investment projects at the national leve!, sectora! ievel, and at the individual project level. There are certain
aspects of project investments which require better atention of thc management; some of these are not
g-tting prices right, not providing adequatc recurrent funds to operate and maintain project investments, not
rcgularly evaivating completed projects, and so on. These aspects, which apply 10 investment planning at
the national, secioral, and project level, appear 1o constitute a formidable agenda for many officials in
developing countrics. [tis for cach official, knowing the local cicumstances, 1o establish priorities for aztion
at any iime. Progress inay often be slow and partial but responding to changing circumstances, combining
rational econo- mic chaice with informed political judgment, avoiding the more cgregious mistakes, and
maintaining a stcady pace are the best way to keep the couniry on the path to sound economi< development.

Z: MANAGEMENT OF INVESTMENT PROJECTS AT NATICNAL LEVEL
Ina vary broad sense, the managerent of projecis takes place at tirree levels: (i) Atthe national level,
wheres national investment plans are formulated, priorities amoug sectors are established, and the macro
cronomsc framic work of poiicics for cconomic growth are laid down. (if) At the sectorai levei, wiere
/ Prioritics Tor_invesiment willin cach sector are determined and the issues and_pro_b!cm aifecung the
ﬁlopsgfgtMnsdcrcd (iii) At the project level, whcrc individual projects are. u:nmtod.
prépared. and implemenied and attention is given to their technical, ccoromlc financial, social, institution-
al, other dimensions. Project management Work is in [4ct 2 CONlinuous process; 4ecisions or actions

"é‘rrcclmg individual projecis may take piace at each of the three levels Sunullancously and ja inter- active
ways.

2.1 INVESTMENT PLANNING i’-‘_OR DEVELOPMENT
At the national level, the surge of enihusiasm for compre- hensive development planning was




-
-
-
-
-
7
-
-
-
-
-
o
3
.
s
.
)

v

v

]

l

\/‘/2 S'!uf‘\' Note- 2

2

followed by disenchantment with its limited accomplishments. The association between @ comprehensive
planning effort and sustaincd cconomic growth was alimost absent. The elaborate and data-intensive modcls
employed are unable (0 cope with the complexity and rapid change that characterisc the process of
development; also, most developing countries did not have the administrative cepacity 10 implemeni
comprehensive plans. The technical and administrative defi- ciencies of comprehensive planning proved
to be inherent in the process and, therefore, unlikely te be overcome by more strenuous clforts to improve
the planning machinery.

Planning is, thercfore, being directed incraasingly towards aew goals. A coualry covering a wide
political and economic spectrum no longer relics upon on positive commands and negalivs controls to carry
out a long-term plan with input and output targets for all sectors of the econmy. Insiz2d, it {ollows a strategy
that focuses on two clements: a macro cconomic framework of palicies to spur ecoromic growth and elicit
desired behaviour from both public and private entities; and a public sector invesiment program that
allocates scarce resources o high-priority public needs. The countries that managed these 1wo tasks
cffectively achieved success in economic development,

The macroeconomic framework, - comprising fiscal, monetary, exchange raie, wage, and trde
policies - affects all aspects of ecconomic behaviour, including' resource allocution, capital accumulation,
balance of payments equilibrium, and, ultimately the pace of economic growih. No single sct of policics,
and no specific institutional arrangemients for managing those possible are universally applicable. The
appropriate policies are very much a function of the natural and huinan resources, level of development, and

development stralegy and objectives. 5

2.2 PRICING POLICY :

Pricing policy is central to any policy framcwork. Many of the macrocconomic policy variahles ik
as interest rates, wagc -ratcs, and exchanze rates, are prices.  Whether detormninsd ia free markets, Or
cytablished by a central planning agency. or moditicd by government intervertion, prices strongly uitest a
country’s rate and pattern of development. The imnportance of “getting the pric::;ﬁ_right“ is thercicer o
fundamental lesson of development. The basic rule for pricing (o obtan (e most efficicnt usc of an
cconomy's resources is to set the price of each product or service at its marginal cost. This is the principle
which is achievad under free cornpeliiive maixet. Morcover, in the pricing of public sfm
sErvices - power, waler, (ransport, clc. - public undertakings must take into account not only the objective

_~of economic efficiencey, but also other objectives such as achieving a more equitable distributior, of incoms |

or g_f:_n__t:r_aﬁ_e__r'l_q_d_il_i(_)g_____:ﬁl'wm;. Thesc considerations may justify departure from a rigorous marginal
'pric_i_q.g: rule and may warrant a carefully desigred intervention in the market to zchicve both soctalzand
economic objectives. Ttis important that such intervention be devised to make use of market forces rather
than 1o suplant them.

In many devcloping countrics, a persistent and massive distorition of prices has resulted from
a multiplicity of government interventions, many of them poorly conceived or mutualiy incompatible,
These distortions have reduced the efficiency of investments and slowed cconcinic growth. The countries
that have erjoyed relatively high growth rates are those that have managed to avoid sigrificani price
distortions.

They have: (a) Aveided an overvalued exchange rate (5) Mainizines 17 =22 5i eifecuve protection
for manufacturing industry relauvely low and uniform among products (¢) Undansicing of assioiio
products and other disincen- tives (o farmess is avaidad, (d) lawass rates 20¢ % prive of capiiai positve
in real terms is maintained (c) Wages increases not justified by rising productivity are avoided {f) Cou
recovery principle is 2pplied in the pricing of infra- structure senvices. (g; High aiiaucn is prevenicd.

In the recent decades, many developing countrics demon- straicd how critical the proper managerea?
of this inter- connecled systein of prices and incentisves is for ceonomic progress. Further, the effects of
macrocconomic policics arc {clt with full force at the proiect level. Thus, anctrer fundamental and vitl
lesson is that it is virtually impossible 1o have good projects in 2 bad policy environment.

i
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23  PUBLIC SECTOR PROJECT INVESTMENTS

In fermulating public scctor project investments, detailed 2nd overly sophisticated forccasting
exercises have Lcncrali; proved counter-productive because of inadequate data and limited understanding
of how sectoral investments and outputs are linked. Analytical efforts should, therefore, ‘concentrate on
designing investment programs in key infrastructure sectors. Where the markei alone cannot guide
investunent decisions, and on checking the consistency of these programs with the likely requirements of
the produstive sectors. The government has to be sclective; it caneffectively address only the mostiraportant
public investment projects at any one time.

It is 2lx0 advantageous, as experience has shown, to combine the publlic investment programine with
indicative forecasting for the private sector. There shculd be much more co-ordination and consultation
hetween the departments of goverument as well as between government and the private sector. The
government must also develop the capacity to respond quickly to changing cvents by modifying their
policies and programmes. This requires a much improved database and information flow as well as
centralised responsibility for policy coordination.

Seting up priorities for investment projects among sectors - the attention to be given to health,
education, or housing projects relative to the productive or infrastructure sectors - is particularly difficult
and ultimately entails political choices. Economic analysis can make only a limited coatribution to this
process, hut it may still be crucial in clarifying the costs of alternatives and providing data on which informed
judaments can be based. In establishing invesument priorities within a scctor, cost-benefit analysis can be
very heipful in improving choices.

The following considerations, lcarnt from experience, are worthy of atiention in the formulation and
implementation of public sector investment projects.

(a) It is important to casurc that the investment plan is not taa ambitions given the available
resources. There is 2 widespread tendency to underestimate the cost of impiementing specific
proj=cts and the time required. When 100 many projects are started at the same time, available
skills are scattered, project implementation is slowed, 2nd economic and financial returns from
the investments are reduced.,

(b) -New projects should not be started at the expense of adequate funding tor those projects already.
under way. Completion of ongoing projects. if they are still justified givea the incremental costs
and benefits, should havz a high priority for funding, as should the operation 2and mainienance
of completed projects.

(c) The “free” resources left after the needs of ongoing and completed projects have been mel
should be calculated. This makes possible rationai decisions about how much funding can be
devoted o new procjcts.

(d) Pianning bodies have to strengthen their project appraisal skilis to make greater use of cost-
benefit analysis to identify and climinaic projects with low raies of rcturn.

(¢) Investment plans have to be flexible so that they can be modificd as circumstances change. In
addition, a “core pro- gramme™ of investments should be identified so that cuts in programmes
madc necessary by a short fall of resources can be determined by priorities established in
advance. Another useful technique is 1o have a rolling investment program — usuaily a three-
ycar progiam — that is updatcd anauaiiy or more ircquenuy of circunisiances warmant.

The budgs! of the govarament is the princing! adinini- strative astrument for translating public
investment prOgrams 1nto concrete action. But the fink between the (WO NECds 10 DS MACC MUCH SUonger,

especially in developing countries. A consolidated public sector budget is essential for the goevernment 19
obtain a full picture of both resource mobilisa- tion and expendiiure. When such a budget is prepared, it
will reveal whether public funds are being invested in activities or in propostions that are nod fu 2stord with
public scctor investment programme. and whether a substantial redirection of resources s Cesirable. A
government must also be concerned with fulfilling its Sudgeiany responcibilitics, such ast

(a) Organisation and location of the budget and planning functions (b) Bodget classifications that
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will facilitate planning and management and improve the integration of budgzet appropriations with the
investment nrogramme (€) Monitoring and cvaluation of the budgetary outcome, with emphasis on the
accomplishment of programmes and projects in addition to the (caditional concern for (inancial propriety.

Even when investment requirements are appropriately matched with financial resourccs, (WO
budgetary shortcomings have adverse clfects on projects. First, budgets often fail to provide sufticient
recurrent funds to operate and maintain projects once the investment phase is over. Second, tight central
budgetary controls, by {requently delaying the provision of funds to project managers, have plagucd the
implementation of investments. There is a clear need to give spending agencics greater operational frecdom
{0 carry out their assigned tasks. The corollary - that spending agencics should be held more accountable
¢ar results - has encouraged the scarch for ncw system, such as progrzn and performance budgeting, which
seck 10 make evaluation of results an integral part of the budgeting process. Implcmeaiation of such systeins
has proved difficult; experience, however, suggests that the way to more cffective budgetary management
is probably through careful identification of specific problem areas, followed by adaptive and evolutionary
change. rather than through the large scale import and installation of new systems.

X SECTORAL INVESTMENT PROJ ECTS

Sectoral analysis bridges the gap between the macrosconomics of national level invesuncnt
management and the microeconomics of individual projects. ltis indispensable for resolving questions of
choice, of priority. and of interrelations among projects. Compared with the elaboration of theories and
models for national investment planning or of cost-banefit analysis and other techniques for project analysis,
theoretica! and practical guidelines for conducting sectoral analysis are much iess develped. Nevertheless,
many sectoral issues arc amenable to analysis. analytical capability is growing with experience.

Sectoral analysis is clearly useful to external lending institutions in guiding project selection and
Jevign, The Woxid Bank has helped it to introduce in many developing countaics. Scctoral analysis is no
less important to officals of ministries and operating agencies in developing countrics. wha can uader-
<tandably lose sight of the broad objectives, needs and priori- tics of a sector amid the day-to-day tasks of
administering regulatons and managing Criscs.

Sectoral analysis serves several purposes:

(a) Itprovidesabetterunderstanding of development policics and issues in the sector. This is usctul
both in enhancing the contribution that the sector can make to the overall strategy for economic
development and 1o the planning of public iuvestment, and in ensuring that the framework for
sector policy, no less than that for macroeconomic policy. is conducive (o sound project work.

(h) It makes possible ihc determination of investment pricritics in the sector, which guide the
identification and selection of specilic projects.

(¢) Itevaluates the capacity of the principal institutions in the sector o implement desired policics,
programmes and projects. .

Most sectoral analysis falls into onc of two broad categorics: comprehersive surveys of an eatire
sector (or important subsactor) and special studies of particular topics wiihin a sector. Because the former
tend to vield a low return for the heavy invesiment of manpower and other resources, governmesnis arc
cercrally well advised to devote most of their scctoral work o a pregramme oi shurply tocussed special
ctudies of hish-prinxity issues. Much painfe! expericnce argues for keeping the feports oa these studics bricf
:nd concise, in line with their opzrational pumuoses. Good scctoral anzlysis reauires that qualilicd staff and
\her teweureos D made avanabie for iong perinds, und this, in tura, requires that theie be sustained
emrgtrment froan Righ-keve! authoritics. When these are not forthgoming, the quality of project wark also
suffers.

Each of the mzin sectors has distinctive characteristics as well as differing objectives and
Jon siooenent sues. The secton share dhree basic zrcas {or action: policy improvement] institutional
sireagthening, Ic beaer stlecton, design, analysis, and management of investmeni projects.

4. THE PRCJECT CYCLE

[t is convenient 1o think of project wotk as comprising several distinct stzges. cermmonly referred to
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collectively as the project cycle. The idea of a cycle underscores the point that the stages are closcly linked

and follow a logical progression, with the later Stages providing the basis for a rencwal of the cycle. The
principal stages of the cycle are the identification of a project; its 'design, preparation and 2ppraisal; its
implementation: and its cvaluaiion once the investment phase has been completed.

4.1  PROJECT IDENTIFICATION

~ Theproject cycle begins with the identification of project ideas that appear to represent a high-priority
usc of a country's resources 10 achieve important developrnent objectives. The identification and
preliminary screening of project ideas is a critical part of the process. Decisions made at this stage, cither
cxplicitly or by defauli, have a far-reaching impact on the finai outcome of the project. It is particularly
important at the outset to consider as wide a range of altemative approaches as feasible. All toooften, project
ideas arc put forward and sccepted without adequately weighing alternative, and possibly cheaper or more
cffective, means of achieving the same objectives. Whether the result of vested interests, political pressures,
or simply lack of information about viable options, the consequences are the same: oppor- tunitics lost at
this stage can seldom be recaptured. There is no substitute for being right in the first place.

Explicit attentioin should be paid defining a project’s objectives at the earliest stage and 1o cnsuring
that all of the parties concerncd, inciuding external lending agencics, agree on those objectives and on the
strategy for achieving them. The intended beneficiaries of the preject must be consulted when their
participation in designing and implemeating ihe project is important (¢ its ultimate success. Failure toreack
an under- standing about objcctives and 1o secure a firm commitment fromn all those concerned has often
generated friction later and resulted in poor project implementation. A projeci can be censidered 10 have
passed the identification stage when:

(a) Major options and alternatives have been identificd and some initial choices made

(b) The priacipai policy issues affecting project cutcome have been identified and appear to be

amenable to solution

(¢)  The prujectoptions selected are bikely to be justified, given rough estimates of the expected costs

and herefits

(d) Tvappears that tne pl’(‘}jCLl will have adequate support both froin the political authorities and from
the intended benelicia- ries

{¢) The prespects are reascnable that adequate funding w111 be available (rom local, and i nccdcd
external sources

() A specific plan for prcpara:ion of the project bas been esiablished.
4.2. PROJECT PREPARATION

Feasibility Studies The rext stage is preject preparation. It involves undertzhing a feasibility study
for all but the simplest 2nd most routine projects. As the tezmimplies, its purpose is to establish the feasibility
o justification of the project, both as a whoic and in its nrincipal dimensions - technicai, cconomic, financial,
social, and so on. Each dirnension must be anzlysed both separately and 1n relation to all the others. This
is donc in a series of approxirations that test different technical approachss for their ccononic benefit and
firanciai viability, The purpcsc of the analysis is not to determine whether a particular idez is good enough
to proceed wiih. but to arrive a1 the best one possible under the circumstances. Although the feasibility study
should be designed with due regard for cost, this is not the place to skimp; if done well, the study is bound
1o pay for itsell many times cver through cost savings or increased henefits,

4.2.1- PRE-FEASIBILITY ETUDY :

e rormuiztion of lechne—economic Teasitility study is a lely 2nd time-consuming task, although
such a study crables a definite decision to be made on the project. So, before assigning funds for detailed
{casibiluy srudy, 2 pecdiminary assessmeat of the project id:® must be made in a pre-feasibility sludy The
ma'n o principal objectives of preliminary study are to determine wheiher:

vz Themnvestment opponumty 1s so promising thatan investment deci s:on cun bezkenon Lh~ ba_su.
\/'/ of the information zizborated al the pre- fmﬂblhty Sld"" i
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(b) The project concept justifics a detailed analysis by a (casibility study
(¢) Any aspects of the project are critical 1o its feasibility and requires_in-depth_inyvestigation
through functional or support studies such as market surverys, laboratory test, pilot plant tests

eic.. ]
(d) The information is adequate to decide that the project idea is not cither a viable proposition o
© autractive enoughifor a padticular investor or investor groufio

A pre-Tcasibility study should be viewed as an intermediate stage between a project oppurtunity

study and a detailed project analysis or feasibility study, the difference being primarily the detail of the

niormation obained—Accordingly, il is necessary even at the pre-Teasibility stage to exumine broadly the

ceonomic alternatives of:

(2) Market and plant capacity - demand and market study, sales and marketing, production
programme, and plant capacity

(b) Material inputs

(c) Location and site

(d) Project engineering - technologics and equipment, and civil engincering works

{¢) Overheads - factory, administration. and sale

() Manpower - libour and staff

(¢) Implementation

{h) Financial analysis - investment costs, project financing, production costs, and commercial
profitability.

When a project opportunity study is conducted in respect of an investment possibility, the pre-
fcasibility stage can be dispensed. It can also be by-passed when a scctor or resource opportunity study
contains sufficient project data to cither proceed to the feasibility stage or determine its disconti- nuance.
A pre-feasibility study is, however, conducted if the economics of the project are doubt{ui unless a certain
aspect of the study has been investigated in depth by a detailed market study. or some other functiona! study,
10 determine the viability. Short-cuts may be used 1o detenmine minor comporents ol investment outlay and
production costs but not to determine major cost components. The laiter must be estiinated for the project
as a part of the pre-feasibility Study, but it is not necessary to depend solely on firm quotations.

An outline of the pre-feasibility study is shown in Annexure 1.

4.2.2. SUPPORT OR FUNCTIONAL STUDIES: —

Suppert or functional studics in indusiriai programming cover one or tnore but not all aspects of an
investment projeci and are required 2s preprequisites for, or ig support of. prefeasibiiity, and feasibility
studies, particularly laree scale investment proposals. The support studies can be clussificd as follows:
ﬁmcs of the products 1o be inanufactured, including demand projections in the market
o be sérved together with anticipated market penetration

(b) Raw materal and input studics, covering present and projected availability of raw materials and
basic inputs to the project, and the present and projected price trends of such materials and inputs

{c) Laboratory and pilot plant tests, which are carricd out Lo the extent necessary 1o detzrmine the
suitadility of particular raw matedals

(d) Location studies, patticularly for potential projects where transport Cosis arc significant and a
major delerminant

(c) Economics of scale studics, which are gencrally conducted as part of the technology sclection
swwdits—These stugics arc corhmissioned when scveral technologies and market sizes are
involved, but the problems arc confined to the cconomics of scale and Jo not exicad to the
intricacies of technology. The principal task of thess studies is to evaluate the size of plant that
would be most cconomic after considering alicrnative technoligics, investment costs, produc-
tion £55ts and prices. The studics normally take several plant capacities for analysis and develp
the broad characteristics of the project, computing results for each capacity size

() Equipment sclection studics, which arc required when large pla s with numerous divisions arc
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involved and the sources ol supplies and the costs arc widely diveigent. When very iargé
imvestments are involved, the structure and economics of the project depend heavily on the type
of the cquipment and its capital-and operational costs; even the operational efficiency of the
project is a direet function of the selected equipment. Where standardised costs cannot be
obtained, equipment selection studies become imperdtive as i support Lo technoeconomic
leasibility studies.

The contents of the support study vary, depending on lhc naturc of the study and the projects under
consideration. Since itrelates toa vital aspect of the project, the conclusions should clearly provide direction
to the subsequent stage of project preparation. -

Support studies arc undertaken before commissioning a pre-feasibility or fcasibility study when, for
instance, a basic input may bz a decisive factor in detenmining the viahility of a project and the support study
may show negative results. Support studies are commissioncd scparately but simultancously with a pre-
feasibility or a [easibility study when detailed work required for a specification function is too involved (o
he undertaken as part of the feasibility study. A suppart study is undertuken after completion of a feasibility
study when it is discovered in the course of the study that it would be safer to identify a particular aspect
of the projectin much greater detail although the preliminary evaluation may hesin later. The costof support

study must relate to that of the feasibility study as onc purposc (wch studies is o cconomise during the
feasinility stage. }- A

\
R Ay
423 FEASIBILITYSTUDY: N- o=

A feasibility study must provide a basc - lcul;/al economic, financial. social, ctc. - for an investment
decision on an industral project. It should dl;fnt: and analyzc the critical clements that relate (o the

prnJuclaon of a given project together with allernative approaches to such produclion. Such a study should
provide a project of a defined production capacity .4 a sclected locauon using a pan‘.lcular 1cuhnnlogy_ or
technologics in reiation to def ined matcrials and i tnpu;s ata given investment and production costs. and sales
revenucs \'l—l?jmc a defined return on investinen, / SRS Rt ]

R schicve this objective, an ltcratwcluroccw;}mlllmcd witha cycle af fcedbacks and interlinkayes.
cave rin" pnwh!c alternative solutions for production

D
fugrammes, I(h_.:uun i, technoiogy, pl.ml,
mechanical. ¢lectrical, and eivil cnginecring and organisational sctup that bave to he ] lurmoniscd with a view

| ;1 to G sCnvestment J_____jlaroducuon and costs. If the resulting data show a non- _viable prc project, several
i T —‘——-—-r I o =y e
[/ pa""‘nuh s an

d the production programme, materia! inputs or tcchnology should be adiuslod inan attempt
to present a well-defined, viable preject. The feasibility siudy should describe this optimisation process,
justify the 1<<umpuom made and the solutions sclected ano defire the scope of the project as the integration

of the sclected partial alternatives. II the project is not viable despite all aiternatives reviewed, this should
be stated and justified in the studx. i

|
f

rinzl cstimates on investment and production costs and the subscguent caiculations of 1inancial and
cconomic profitability arc only meaningful if the scope of the project is defincd uneguirocally in order not
1o omit any csscatial part and the cosis pertaining to it. The scope should be defined in d:awings and
schedules which should then serve as a supporting strucure during fusther project work.

The content of most feasible studies is more or less the samic or similar, though there may be
considerable differences in oricntation and emphasis deperding upon such factors as the natere of the
industry. the magnitude and complexity of the production unit contemplated, and the investment and other
cosis involved. A satisfactory {easibility study must analyse all the basic componzats and implications of
anindustrial project and any shortfall in this regard will make the usciuiness of the siudy timiicd. Annexures
210 12 show the corteat of feasibi- lity studics on the different aspects of a projsct

The feasibility study is often misurderstood and often deliberatzly misused by suppiicns ol cquipment
ortechnology. Frequently, an outline of a project primarily oricated to the supply of equipment or the choice
of particular techniques is considered as feasibility study. Somctimes, produciion or sales esitmates are
based on experience gained in an industrialised environment and bear little relation to the conditic: = within
which a project has to operate. As these studies are unrefated or unadapied (o local production racioss, they
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can be misleading and resultin misapplication of resources. as has often occured inmany cascs. A teasibility
study must be related to availuble praduction factors, local market and praduction coaditions and this
involves an analysis which has to be translated into costs and income. |

A feasibility study may be cither market-oricnted or based on materizl inputs, i.c., it derives its
initiative from an assumed or existing demand or {rom availaole material inputs such as raw materials or
cacrgy. [n view of the determinant position 6f the demand and market analysis within the feasibility study,
it is ranked before material inputs. [t should be kept in mind that all chapters of the feasibility study are
iniereclated and that their ranking within the study is not indicative of the acwal sequeace of their
prepInAnon. -

A teasibility study is not an cad in itself, but only a means to arrive al an investment decision that
need nat agree with the conclusicns of the study. In fact, it wouid be rare to lind investor response so flexible
as 1o tully conforim to thz results of such & study.

Investment decision has to be taken during pre-investment stages and the implications of a particular
investment must be analysed with great care prior to such decisions being aken.

In view of the enormous range of industrial aciivities, no uniform approach or patiern can be adopied
for all types of industrial projects which can be of various calegories and magnitudes and the emphasis on,
and consideration of, different components vary fram project to project. However, for most industrial
prajecis 2 broad format can be prescribed - bearing in mind that the larger the project the moare complex
wiil be the infonnation required - within which a feasibility study should be prepared.

A thorough study at the feasibility stage reduces the likeiinood of difticultics during implementation
by anticipating the problems that may arisc and devising measures (o deal with them.  For most types of
projects, detailed engincering should be completed, relatively reliable cost estimates made, institutiona!
arrangements specificd, and financial plaas worked out before funds - whetier from an external lender or
from the domestic budget - are committed One of the common causes o Jeizy el o poor mplemnentation
has been inadequate or incorapicte project preparation.

A pervasive shortcomuing of projest preparativon wark hias been o underestimate the cost of
implementing projects as well as the time required. This aptimisng on live par 1 progect planncrs s tound
in ail proiects. lurge and small, simplz and complex. The cost overruns can have adverss effecis on both
the financial ard economic viability of projects. Providing for contingencies in the cost estimates helps o
improvce their accuracy.

One of the thorny issues ol project design is how to achicve the right balance between simplicity and
cumplexity. Projects that have a few, well-defiried objectives and a2 Goscd un proven technologies or
approaches stand a better chance of being implemented successfully than projects that crmbady many
abjectives or unproven methods. Given the scarcity of trained stafl, monagecial skills, and 2administrative
capacily, special efforts to simplify objectives and to scicct technologies und approxches that have a high
probability of working in a particular environment have puid ol very weli.

Attimes, projects suffer from being 100 resinicted in scope. There are several examples of projects
that did not yield their tull benclits, or even tailed. because the nezd for complenentary invesuncnts and
activities have not been recoenised and et This is true of many kinds of agricultura! projects in which
research, extension, credit, inputs, tmarketing, processing, and sterage arc alf necessary elements. The same
is the case with uthan development and highway ‘'main- tenance profects Protestc oan be tco simple 25 wel!
as oo complex: indeed, i swing of e pendulur in recent years toward preater vomplexity rellects the
unimpressive rasulis of the peojects thal 22e hoay onple

There 1s a meddle course, i, even when g sxdicnanooen! aopmach. widh it inhirent compiaxiiy,
is necessary. itis possible o soncentrate effnas and ourcss oa thase elenent« thar arc esseatial 1 achieving
the primary objectives and 10 leave desirhie but sccondary obicctives (e subsegusnt £r0peCis o0 10 paric!
opcrations outside the project. Adjusting ™0 «als of 2 1 pell o the fimnn g o4 s Large moms can be znener
wzy of maiching complex project design with limird itnpiementation supactty. Torthermore. the admian-
trative capacity of an agency can be expanded undis a pruject througn weil-desened technical assistance.

Qr?
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4.3 PROJECT IMPLEMENTATION .

All projectidentification and preparauon work is directed toward facilitating project implementation
and helping to ensure its success. If, the expericnces and lessons lsarnt during project implementation are
fed back into the planning and dzsign of the subscquent projects, it will be bencficial. Il all the preceding
work has gone well, then project implementa- tion will be very smooth. But events seldom go according
to plan; circumstances change, and implementation, therefore, becomes a criiical stage of project work.

Projects should be designed with a view to their implementation. There must be a close match
between a project’s objectives and the capacity of local institutions to implement, operate, and maintain it.
Also, projects shouid be prepared in us much detail as is feasible under the circumstances. Since experience
shows that projects are rarcly implemented exactly as designed, sufficient flexibility must be preserved so
thal mangement can change course, sometimes drastically. during implementation if this becomes
necessary.

Particular attention should be paid to the start-up period, before implementation has reached full
stride. The application of scheduling techniques such as network analysis, project control and evaluation
techniques can facilitate this and later phases of the implementation process.

Project implementation management and ensuring effective co-orination among the various partics
can be very vexing. There has been a tendency, encouraged to some extent by the external lending
institutions, to assign responsibility for the management of projects in the public sector to special project
implementation cells. Such “cnciave” cells have helped to insulate project implementation from some of
the bureaucratic, staffing, and salary weaknesses of the traditional ministries, thereby contributing in soine
instances (o better implementa- tion. But they have been without lasting institutional benefit, since they have
operated under conditions that could not be replicated by the line agencies. Project implementation cells
should be confined 10 such special cases o proyects that cmbody innovative or very lurge-scale activities.
Even then, arran- gements should be made to rcincorporate the cells as soon as possible into ihe agencizcs
that bear permanent responsitility for such activities. in accordance with a strategy for strengthening the
capacily of those agencics

' Ensuring effective co-ordination when several agencies or organisations arc responsible for different
components of a project is inherently difficult. It can be very time-consurning and unproductive, unless it
is well-planned. There is need for some co-ordinating mechanism; the basic requircments are a clear
definition of the responsibilities of cach of the participating agencices and adequate incentives for them 1o
co-operate in achicving the project’s objectives. Ifa co-ordinating commitice is set ur, its authority should
be clearly demarcated, and its members should be as close as possible to the operating level.

A review of the experiences with the implementation »f several projects ieveals that there are several
factors which emerge as essential ingredients of successful implementation. Probably the inost impartant
reason for the success of a project is strong commitment by the government 1o its objectives. A coalition
among the interested agencics and principal actors weeds to bz formed carly in ihe planning stage and
continued threught implementation. When financial resources allocated dry up, tariffs are nat increased on
time. or prices and other incentives bacome distorted, lack of effective support may be the cause. Sinilurly,
mutual commitment and suppor( is necded betwaen the government and any external financing agencics.

Appropriate design and ad=guate proiect peeparalioc are essential, 1t is hiphlv desicablec that'the
objectives and design of projects 2re adaptad to local, politicai, adm:inistra- tive, economic, and cultural
concitions. particuiady i szt cens higges ou vheaping behavivur. Wies technaiogics and aporoaches have
not been fully worked out, x piiod prodect 10 test therg can save botk time and money.

There is also a close comrelatioa between good managers and good p.-ojocl_-. Expericnce with many
projects show that good managers make 2 difference. The underlying reasons for success and for failure
are largely miror imagss. But some of the spesifac difficuhics thar rrojects wypiczlly encounter during
implementation deserve special menting

Managenal problems are the most pervasive. Wezk publiz administration and weak management
at the caterprise or praject fevel are often at the root of delays and cost averruns. Such weaknesses are
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manifested in inadequate planning, delays in land acquisition, protracted bidding and contracting proce-
dures, insufficicnt project supervision, slow response to changes in the policy environment, and low staff
morale and productivily.

Financial difficulties too are not uncommon. They can arise [rom an immbalance between the national
investiment plan and available resources, which leads to underfunding of publicly supparted projects across-
the-board; from global or domestic inflation; from government's reluctanie to authorisc tadfT inc.cases for
public services or basic commaxlitics; or from burcaucratic delays in providing (unds or even in paying the
hills. The consequences arc samc, whatever the reasons. Physi- cal delays in project implementation, cost
overruns, reductions in the project scope wherever this is possible, and deferred implementation of
institutional and policy rcforms arc the usual conscquences. Cost overruns are 2 barometer of the
unplementa- tion process since practically all of the problems encountered results in additional costs as well
as delays.

Technical problems are endemic. These inciude difficult or unforeseen soil conditions, poor quality
materials, defective designs, and unsuitability of imported equipment for local conditions. In agricultural
projects, inadequate technical packages or disappointing results from newly introduced technologics are
common. In peopic-oriented projeets such as education and health care projects, well-tested approaches to
the particular circumstances in the region may be lacking. It ofien takes longer than expected to case
institutional bottlenscks and o develop the services necessary 1o provide new technologies and to persuade
beneficiaries to adopt them. But in most cases, solations are worked out eventually. Technical problems
tend to he less intractable than financial or managerial ones.

5. PROJECT ANALYSIS
The various dimensions of project work are considered throughout the scveral stages of project life !

) cycle. hath separatcly and in relation to each other, and in varying degrees of detail. Thus. a multidimen- |
sionai project analysis is 2 vital exzreise that should be carried out o prepare the Jetailed project report !':'

) (DPR). —_— ’ '
—— j

5.1  TECHNICALANALYSIS

Of the various dimenstions, technical analysis is one of the important dimensions of project analysis.
Among the issues of technical design are size, location, timing, and choice of a technology package. We
have already cinphasised the need to select a technology appropriate to the local needs and circum- stances
and the requirements of the project. “Appropriatencss™ is, however, a relative concept. It generally means
that the technology should be determined inrelation @ the objectives of the project, to the impact on intended
beneficiaries. and to local conditions, including the availability and cost of capital, rav materials and labour,
the sizc of markets, and the preseat and petential capacity for planning and implementadon.

Numerous tradeo(fs are implicit in these considerations; for example, the technology may have 19
be reduced in complexity to fit the capabilitics of local institutions or the socio- cultura! traditions of the
beneficiarics. Ths range of choice is very wide, from sophisticated high technology for long- distasce
telecommunications 1o a labour-intensive approach for maintenance of rural roads, schools, and (ertiary
irmigation canals.

o Techaical analysis also provides an opportunity to consider how a country cza take best advantage
of its invastment plan, policy framework, 2nd deveiopment projects to build a capacity 1o use science and

< techaclogy effectively throughout the <conomy. Both trained people and institutinns capabic of utilising
' _Aheir shalis are reguired. 1o the carly stazes of a country's development, the emiphasis should be on building
lucal capasity to import technology from abroad knowledgeably and to adapt it to locz! conditions. At later
stages . the arphusis smﬁ'&-vdf_pmm of local technology and its integration with imported
technoiogy, a7l to the encouragement of local rescarch and innovation. ‘

——— e ———— e, ————————
52 ECONOMICANALYSIS . e

The fundamental issue in cconomic analysis is how to allocate scarce resources among rnany
compcting uses. [t secks to determine rot only whether a project can be expected to provide a satisfactory
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~ return 1o the cconomy. but alsy whether there is an alternative way of achieving tie same objectives that
would oifer a higher return. The analysis entails a comparison ol costs and benelits with and without the
project, hotiv discounted to present values, through the use oi analytical techniques that by now are highly
refined - though no more accurate than the underlying data. The central concept of ‘cconomic analysis is
that resources should be valued in terms of their opportunity cost (o the cconomty h their best alternative
usc; this is applicable 10 all econamic sysems, whcllicrmarkeFonicned;centrally planned, or mixed
SOOROIIG. || e we AL e i 3 )
Most lending institutions use cost-benefit analysis to assess the projccts they help finance; this
analysis is applicd in one form or another 1o fund prajects from public resources. Private industriul
enterprises also use cest-benefit analysis for major investments. It can be a powerful tool, if done properly, |
‘or guiding invesunen: choices, '
Cost-benelit analvsis encounters some practical problems, among them: how to definc the situation
“with™ and “without™ the project (which should not be confused with the situation “before™ and “afier’ the
project); how to deal with sunk costs incurred before the analysis (the answer may be to ignore or disregard
them): how to cstablish the shadow prices (i.c.. opportunily costs) for labour and capital when market prices

arc distorted for various reasons: and how to deal with nonquanti- fiable beacfits. For mostof these problenis : !
of definition or measurement, reasonable approaches can be found that arc consistent with the reliability
of the available data. The results of the analysis can be presented as a measurc of net present valee, as an i
internal rate of return, or as a cost-benefit ratio; cach has its particular uscs.

All types of projects are not amenable to cost-bencfit analysis; itis not customarily used, for example. |
in evaluating health or education projects. Nor does it have the same mcaning in different sectors. In power
and water works, for example. where prices are fixed hy the State gavernment rather than fixed by the market 1

place. the cconomic rate of return is a minimum estimate, more indicative of the apprapriateness of the regu-
lated tarifts than of the real return to the cconomy. Cost- henefit analysis. therefore., is not very wselul in
comparing the merits or relative ranking of projects in different sectors. Much depends on the common
sense, judgement. and ingenuity uf the analyst. Intuition and bias arc alsa very likely 1o play a part. These
caveats notwithstanding. cconomic evalugiion can intraduce rationality into the decisionmaking process.
wdentily und measure risks. and avoid some of the more serious mistakes that can occur even in the bast laid
invesunent plans. : '

5.3 . FINANCIALANALYSIS
Financial analysix issues zrise in the coursc of project design in scveral ways. The nios: important |
universal coacra, 2pplicable w all types of projects, is that there be funds sufficien: (o the project completion »
as well as operaie and mainin it subsequently. This sounds 6hvous. bul several development projects have
been started without adequate consi- deration of the future availability of funds. This is parti- cuiarly truc
tor education projects. in which recurrent costs for teachers® salarics may quickly exceed the capital costs
cl the facilities; or for projects i irizaticn, roads, health, water supply, and other infrastructure, is which
facilities once completed may dateriorate rapidly for want of adequate mainte- naacc. - (
A second financiai concem is to recover zn appropriate poriion of the costs from the beneliciarics

Or users. A cost recovery policy has three scparate but related objectives: !
(2} Economic efficizncy: The resourcss provided under & project are used mos: cfficicatly when
p they are priced in accordance with thcir marginal or opportunity cost. The 2xtent to which (
ctlicicacy piices can be applicd, however, varics widcly from scctor to sector.
(M Tncorae distribution: In the interests ol equity, the prices or other charges levied to recover costs | ; !
should take into ac- count differences in income icvels (as affected by the project) and inability ] ‘

19 pay. B e

<1 Revenue generation: Governments. being in short of resou- recs, need to generate revenue from , A

|

!
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=l nrajects. In addition. revenwue caming enterprises need to be made or kept financially viable.
I rural 2nd urban developrent, walicr supply, and other projects are to be replicated on the scale
\/ . mecessany 10 reach the large numbcers of potential beneficiarics, a substantial contribution from

—_—

w : A sl ,‘;)Hf I

At |




. - W w 1 L et Pt B Al ! 148
e e v e ve 9V e'we o9

Study Note- 2

2.13 Vi

the initial beneficiarics will often have to be secured.
Difficult tradcoffs may be required among these, sometimes conflicting. objectives. Cost recovery
Jor basic services can be an explosive political issue. This fact, together with administrative considcrations,
will determine what can be accom- plished and how quickly. Two important cules to follow are that new
or increased levies should be rclated to benelits as they materialisc and imposed in smail but regular
increments. and that similar situations should be treated similarly to avoid the appearance of discrimination.
The financial viability of revenuc-carning enterprises - electric and water utilitics, public and private
industrics, railways, telecommunications, and so on - can be translated into three subsidiary abjectives or
tests of performance. :
(a) Will the enterprisc have sufficient revenuc L0 carn a reasonable returm: on its invested capital?
As part of the test of “reasonableness™, will it be able to generate cnough funds internally from
its operations to make a satisfactory contribution to its future capital requirements?

(b) Will the capital structure of the enterprisc cnable it to meet all of its capital obligations. i'nr_:luding %

the service of its debt, in a timely mannce?
(c) Will there be adequate liquidity. that is, sufficicnt working capital to cover all current
operational requirements? ' :

Einphasising financial Viability is an important means of enforcing discipline on an enterprisc and
encouraging cfficient management and use of resources. There is always some scope for improving financ 1al
performance by faising operating standards and reducing wastc. Achieving financial viability will ulti-
mately throw issuzs of tari(f policy into bold relief. In many cascs, increascs in prices - olica substantial
- will be necessary ta reach the financial objectives. Toraise the price of abasic productor service that figures
prominently in the cost of living requires political ceurage. But not 10 raisc the pricc may, in the long run,
have even mere adverse cconomic. and therefore political, conscquences. During an inflationary period,
governments are especially reluctant to increase the cost of basic goods and services. Thisis understandable,
hut failure to raise prices may alsn have an inflationary impact if the government must borrow ta cover the
deficits., . :

- One means of casing the burcaucratic and political pain of raising the price of public services is 10
adjust prices in small increments and at regular intervals. Another way is to make price increases automatic

or quasi-auiomauc, as when [uclcosts arc passed on to users through cquivalentincreases in electricity prices

without the need for government approval cach time.

54 SOCIALANALYSIS .

Social analysis dea's with the impact of projects on peopie, Its rale is to consider the suitability for
the propased project design for the peopic it is intended ta serve, (o make proposals for improving the “fit”
hetween the two. and o fashion strategies for project implementation that caa be expesied toth to win and
hold people’s support and to achieve project goals by inducing changes in social aitudes anu behaviour,
Some projects - in such ficlds as rural development, cducation, and nealth - are clearly oricated toward
people. Infrastructure projects, such as nawer, communications, transportation ¢ic., are less so, but even

these may have 1o deal effectively with people, as workers or coasumers, in ordes 10 achicve their objectives.
A project that runs counter (0 or ignores the waditions, values, and social organisation of the intended beneli-

-

siarics, or that iz based on objectives which they do not share, has little prespect Ui SUCTCss.
Social analysis, a relatively new dimension in project analysis, focuses cn four principzal arcas:
{a) Ths sociocultural and demcgraphic characteristics of the project poputation
(b) The way in which the project population is orgarised to carry out productive activities -

DN

(c¢) The project’'s cultural acceptability, including its capacity for both wdapiing 10 peopic 5

behaviour and perccived nceds and for bringing about changes in ihem.

(d) The strategy necessary to clicit commitment from the pioject population 22 to ensure their

sustained participation throughout the project cy<le.

Predicting social behaviour is even more uncertaia than forecasting financizl o1 cconomic perfor-

mance. Project planners have 6ften madé enduly optimistic assemptions about lecal peugle’z intcrestin and
o |
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need for a project, the economic and social incentives for them o parlicipate, and the ratc at vhich change

in their social condition can be brought about. Social analysts with professional training and broad
expericnce can improve the projections, but more importantly, thcy can make a significant coatribution to
a project’s success by helping to design effective erganisations and approaches to achieve desirable changes
in social behaviour.

Social analysis of projects has frequently failed to take adequatc account of the particular interests
and needs of women. Despite the fact that they constitute roughly half the population, women have reaped
far less than their share of the benefifs of development. Womcen tend to have less schooling than men, their
mobility is constrained by cconomic and social consideratins, and they often facc legal barriers to their
ownership of assets or access to credit. Yet women play a key role in the devclopment process, both as
producers and consumcrs. They provide most of the agriculwral labour used in production, harvesting,
storage, and marketing. Further, the central position of women in family lifc profound!ly influences attitudes
and decisions on education, nutrition, health, and family size. Thus, even if women never enter the formal
labour markel. ensuring that they receive adequate cducation may be onc of the best investments that can
be made.

Non-recognition of the role of women when projects are dcmgncd and |mplcmcnled is noi only
incquitable but also retards the pace of cconomic growth. Decisions concerning the use of technalagics and
the provision of the wide range of services must be inade with full regard to women's nceds and constraints:

otherwise procjct benefits will be reduced and the position of women made even worsc. In many ways,

wamen are the largest under-utilised resource for develop- ment.

S.5. INSTITUTIONALANALYSIS ]
Institutional analysis. in recent times, has become one of thc important dimensions of project
analysis. The outcome of development projects depends on the quality of the institutions responsible for

themn. Yet institutions, especially in developing countrics, suffer from an acute shortage of eapericnced - ¢

managars and staff, an excess cf untrained staff, overstrained services and facilitics. low wages and salaries
inadequate data and information systems. and zn inimical policy environment. There are no stzndard
solutions and few readily translerable modcls of institu-tions cither from developed or developing countrics.
Insti- tuticnal developmentis a lengthy process of experiment and adaptation, subject to many reverses when
political or cconomic fortunes change. But, when strong institutions have been forged, they have playcd
a key role in development.

~ Theoverall policy eavirormentaffects the performance not only of projects butalsoof the institutions
responsible for them. If managers of thesc institutions are compelled to spend time and effort counteracting
the impact of government economic policies, such as critical shortage of foreign cxchange, they cannet build
long-term capacity cffeciively. Institutional problems multiply rapidly when government poh"u:‘: scriously
disiort the ecoaomic environment or when government regulations irnposc extrancous ru‘utrcmc-uv. \uth
as the employment of staff in excess of requircmeats for political or social reasons.

Institutional problems have been compounded as moie complcx development objectives h.—w-., bzen
assigned to projects. Executing multicomponent projects or projects focused on alleviating poverty or
upgrading sccial services has placed heavy demands on institutions. Knowledge of the cconomic, social,
and behavioura! characteristics of small farmers, urban sc{uat‘.cn';, or disadvantaged tribal people is stili
rudimentary. Understasnding of the management and institutional techniques for dealing with such prodects
i also at an carly stage. : '

Institwlions in the public sector present a particular change, both becasss of e i:'::;xx:;.-x::
and because of the many problems they charcteristically confront. A compre- hensive refocm of the pub!
adminisiration - however badly necded - is a very ambitious undertaking . A few have successfully Tﬂ.J
out such a reform in the face of the strong resistance that these efforts gencraic. While careful diagnosis
of the problems of the public service is a necessary first step in cstablishing an uverall stracyy for change.
implementing the stratcgy will almost invariably call for a sclective appreach. The best results have been
achicved by concentrating on a few of the more critical problcms The problems to be tackicd fr\l are those
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that seciously constrain the performance of the public adinini- stration and that are within its capacity to°
solve: in addition, it should be possible 1o mobilise and maintain public support for the clfort.

There are a number of Ceatral Government and State Government undertakings and the performance
of many of these undertekings has been far from satisfactory. Secrious concern has been growing about the
need to increase their efficiencey. reducc their deficits that burden the public budget, and avoid political
interference in their affairs. Given the preponderance of public enterprises in the country’s cconomy,
reforming them has repercussions going far beyond improved project performance. Since 1991, the
governiment, infact, is beginning to devote considerable offort to limiting the spread of public enterpriscs
and to transferring ownership of some of these enterpriscs (o the private sector. The legitimate demands
on the public sector are very large, and the capacity for public management is among the scarcest of
development resources. This capacity should, thercfore, be reserved for use where it is most needed and
most likely to be efficacious; government should exercise great caution in deciding which fields arc
appropriate for public ownership. -

For those agricultural and institutional public undertakings carrying out processing, manufacturing,
or marketing operations that private producers and traders can do cfficiently, the simplc answer may be to
abolish them. For other state underiakings, reducing the number of staff, rationalising their structures, and
recruiting and promoting staff on the hasis of compclcnc'c are some of the mesures necded; in-short, what
is needed is downsizing or smartsizing of the enterpeise. Policy reformsare being tricd to impreve the “rules
of the game™ under which the enterprises operate. This rcform has two objectives: to give public enterprises
greater authority and autonomy to carry out their activitics in accordance with broad goals and specific
performance targets agreed on with results, while improving the flow of information to government about
their performance. ' S Al o

A widespread weakness of development inslilulions..paniculérly but not exclusively in the public .

“<ector. is the shartage of Gualified managers at the middlc and unperechelons and of experienced specialists

«teh as technical and finance professionals. In the long rur, the cducational suystem in all its forms - from
primary cducation through Universities, vocational schools, und management institutes - must provide the

colution. In the shor run, assistance  from consultants or non-resident [ndians with high icchaical and -

manageriai talents can be sought. However, care should be taken to see that it does notdelay the development.
of local technical and managerial skills. Whatever the source  of mmanagement, greater attention o
oiganisationz | questions and improved management, accounting, and inforination sysicms and procedures

can enhance cffectiveness. Coatinuity of management is important, and frequent changes for political

reasons arc highly lisruptive. _ :

Onc fruitful approach to strengihening management in the puhiic service is through i:nhrovcd
incentives. Salary 2nd other financia! incentives for officials in public service cannol normaily match those
in the privaic sector, but disparitics can be narrowed. In particular cascs, clements of the financial package
other than pay can also be improved wvithout disturbing prevailing standards in thc public ssrvice.
Establishing “super-grades” outside the normal sustem may be a way (o meet special needs. while making
lateral entry and cxil casier can cncourage managers o view public service as a natural siage in a carcer.

Programs for training managers and stafl deserves greater attention. The potential contribution of -

such programs is very large, but expericnce shows that tco often they tave livtle effect. Trzining programs
cannot be added on to projects at the iast moment, but must be carefully planncd in advance and properly
executed. Sufficient re- sources must be provided and skilied raimers recruited. As a generai fuic, the closcr
training is 1o the work place in which it will used. the mare effective it is likely ta he.

5.6 ENVIRONMENTALANALYSIS

{is now widely recognised that covirnamental 2naly<is ¥ necessary foca country o ensure the sound

management and usc of its natural resources as an imegral part of its strategy for economic growth.

Desertification defores- wion, sal crrs o, avercapuosiation of such rencwable resources as fisheries, and”
air and water pollution arc lowering the camying Capacity of the cnviroament. Usually the poor arc

disproportionately affccted by eavironmental degradation. The objective of environmental rnnnz(gcmcn:

s
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is o achieve a balance of human demands on the natural resource base and the ability of that resource basc
to meet these demands on a sustainable basis in the interests of future generations as well as those alive today.

With careful cavironmental management, the pace of economic and social progress need not be
slowed. In environmental work, the “ounce of prevention'is alinost always more important and less costly
than the*‘pound of cure™. Sometimes remedial action may not be screened to detect those with a potentially
harmfuyl impact on the environment, Most environmental problems, if properly anticipated, can be dealt
with at relatively small cost - usually less than five percent of total project cost. Analysis of trade offs between
different design features and their cavironmental costs and benefits should be a routine part of project work;
the anaiysis is complicated, however, by the fact that the standard time-discounting methodology gives
insufficient weight to environmental costs and benefits becausc of their long-term nature.

5.7.- LOGISTICS

Maraging the logistics process is an important aspect of project implementation. Delays in acquiring
the necessary goods and works are likely to-be compounded into further dclays and increased costs for the
project as a whole. Logistics is, therefore, a process to be carcfully planned, organised and managcd the
more so since the number of ways things can go wrong sometimes appears endless.

Logistics management must scrve three objectives. The firstis to help ensure the cfficient cxecution
- of the project by acquiring materials and cquipment with the optimal combinaiion of quality, price. and
delivery time. The sccond is to promote such national goals as the development of indigenous industry, the
balanced regional development of industry or the support of small-scale enterpriscs. The third is to comply
with the procurement regulations of any cxternal {ending institutions helping to finance the project.

There arc a wide varicty of types and methods of logistics. The one whick is most appropriatedepends
on the size and nature of the procjet, the parzicular materials or cquipment to be procured, and the regulations

of lending agencics. For large projects. international competitive bidding is gencrally the best way of”

ensuring cfficient logistics, sateguarding against waste or corruption, and satisfying the interest of lending
agencics thatall yualified linms be permuied to bid. Local competitive bidding is mors anpropriate for snil;-
scale procurerent of materials.and equipment in which forcign finns wiil not be interested; che gEcs in
procedure may be necessary (o ensure effccive compctition among local firms. :

Obtaining cansuiting services raiscs different issues. First, there is the question of need. Most of the _
scrvices for which consultants might be recruited can, in principle, be provided by local staff of the proicct

organisation if they arc competent. expericuced, and available. When such in-house capacity doss not exist
and cannot be put in place by additional training soon cnough 1o meet the demands of the project, the next
best choice is theuse of local consulting firms. Establishing a iocal consulting industry is desirable beth
o provide some cempetition (o stimulate project staff and to supply more. specialised skills or expert

services. When local services are not available, consulting firms from other regions may be explored: This -
has the duzl advantages of better know ledge and understanding of comparable local corditions and relatively

low costs. There will remain, Hiowever, some projects - especially the largs complex projects rzguiring high

level of icchnical krowledge - for which only expatriate consultants from developed countries are suitable.

joint ventures between local and toreign cousulunz llrms 1fcntcrcd into voluntarily, are oftza a good w. ay
oi developing local capacity.
When a satisfacicry relationship with a consulting firm dn:ady exists. it may be cminently sensible

w continue 1L Wnen no such rclanon_slup cxists, or when for other reasons itis desirable to invite propasals

fram 3 short Het of copsulting fimms, the salection provess should ensurc that price considerations arc
subocdinsted (€'a concerm with guality, '.’}z'- cost of consulting services is usually oaly a smail {raction of

total project costs, but the ct.ajmr ofthc work pcrfmnu] can h.avc on :mnact ‘on the ﬁrm.i pm;cct outof all

proportion to the cost.
&, DETAILED PROJECT K209 (DPRJ

The preparation of the detailed project report (DPR) is the final and most important stage of lhc pre-
investment phasc of the project. [tis on the basis of the DPK. the Project Investments Board and the Cabinct . |
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Committee an Economic Affairs give their clearance for the project. The preparation of DPR is undertaken
only alter the investment decision is madc on the basis of the technical. cconomic, and financial feasibility
stidies, so that the expensive cfforts involved in the preparation of DPR arc rot wasted. Process designs,
layout drawings and construction data arc absolutely necessary for the preparation of DPR. Generally,
completion of the DPR is expected 1o be completed within a year after the investment decision based on
feasibility study. This will cnable the carly impleméntation of the project, without rendering the cost
estimates to be affected by higher incidence of inflation. ' : '

The vutline and the content of DPR is the same as the technocconomic teasibility report. All the vital
aspects of location and site costs, process/icchnnlogy. market demand, plant capacity, product revenue,
production casts, profita- bility, cconomic benefits. etc., must be covered in rauch greater detail in the DPR.
The basic difference between the feasibility study report and DPR is the level of accuracy and degree of
detail, To preparc the DPR from a technio- economic fcasibility study report, we have to:

(i) breakdown all project componzats, time-phasc and schedule them with morc d=tailed and
accurate cost estimates, deviations from the feasibility study report with cxplanations, giving
the improved basis for assumptions and calculations,

(ii} develop baselines for controlling time and cost during the implementation of the project, and

(i) be prepared withall the technical and resource requirements to implement the project. Theitems
1o be cavered in DPR are:

(a) Deviations from feasibility study

(b) Drawing.\:

(¢c) Physical topographical information

(d) Rates - the basis for various cost estimates .

(e) Water and Power Supply - guarantees from Power Boards/local authority

(1 Eatimates relating o land. site development. main plant structures, auxiliary plant

ctructures, administrative and other buildings. roads and paved areas. railway sidings,

water supply, effluznt disposai. storm water drainace. paower supply. const- ruction plant
and cquipmient, compound wal!/ fencing, plant luyou'{ and eguipmeat, machinery. sparcs,
foundation, erection, <lectrificaton, material handling cquipmeat ic.

(g) General - import duty rates, freight and handling, insurancc, and contingencics.

(ht  Asscssment of werking capital requirements with duc consideration of inventory and
credit policics consistent with marketing nctiwork proposcd. '

Development of ancillary indusirics is an additional critcrion meriting the clezrance of DPR for ncw

projccts and cxpansion ol existing facilitics. The requircments in this regard arc: -

(a} Ali DPRs must indicate the parts. components, €tC., with approximate annual quantitics
proposed to be procurzed from ancillary industries around the project. for use in construction,
aperation and maintenance :

{(b) When applying for indusicial licence or letter of intent, where applicatle. tne iterms proposed
to be procured from anciliary industries arcund the project must bz stated :

(¢) Before finalising forcign cellaboration agreements, consideration should be given to items
obtainable from ancillary industrics ‘ ) '

{dy Proiect proposals from public sector undenakins must provide for encouraging the sclting up
of ancillary units in srrall-scale sector -

tey  The agreements for forcign collaboration must provide for cxtension of technical know-how
10 ancillary units ' s i

(N Public scctor enterpriscs should assist entreprencurs in the anciallary sector in securing land
for setting up units. With most enterpriscs adopting ‘just-in-time’ concept, Sven private sector |
projects face the problem of sourcing through ancillarics an¢ cxtend techizizal, material, and
quality assurance facilitics to these suppliers. For cxampls, even Maruti Udyog Ltd., took more
(han two ycarcs 1o develop supplicrs te the satisfaction of its collaborators, Suzuki of Japan. The
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DPR must indicate the gestation period of the project, to serve as a guideline and a y..rd:.uck ‘
to measurc the pecformance of the project.
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ANNEXURE 1
PRE-FEASIBILITY STUDY - AN OUTLINE

Executive summary - a synoptic review of ali the essenual findings of each chapter.
2. Praject background and history

(a) Project sponsor(s);

(b) Project hostory:

(c) Cost of studics and/or mvc:.tr'auons .zlrcady performed.
3. Murket and plant capacity;

fa) Demand and market

' 1) The estimated cxisting size and capacities of tie industry. (specifiying market

leaders), its past growth, the estimated future growth (specifiying major programmes
of development), the local dispersal of industry, its major problems zand prospects,
general quality of goods; J
i1)  Past imports and their future trends, volume a.d prices:
1i1)  The rolc of the industry in the national economy and the national policies, prioritics
and targeis related or 1ssigned to the industry:
iv) The approximate preseni size of demand, its past growth, major determinants and
indicators;
(b) Sales forecast and markeling

1)  Anticipated compeliticn for the project from existing and potential local and foreign
producers and supplies;
11) Localisation of markei(s);
i1} Sales programms;
iv) Estimated annual sales revenues from products and by p:oducls (iecalfforc 20y v)
Estimated annual costs of sales promotion and markcltn £:
Production programme (approximatc)
i)  Products;

i1) By-products
ili) Wastes (estimated annu21 cost of waslc-duspovl)
(d) Determination of plant capzcity

i)  Feasibic normal plant capacity; * - - 14
i)

(c)
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Quantitative rclationship between sales, plant capacity and material mpu!s
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Material iaputs (approximaic input requirciments, their present and potential

and a rough estimate of annual costs of local and forcign material inputs).

grpren,
NG

(a) Raw materials;
(b) Processed industrial materials;
(c) Components;
(d) Auxiliary matcrials;
(e) Factory supplics;
(N Udlities, especizlly power.
Location and site (presclection, including, if appropriate. an estimaic of the Cont v
Project enginecring:
(a) Preliminary determination of scope of project;
(b) Technology(ics) and cquiprnznt
i) Technologics and processcs that can be adopted, given in relatica e
ii) Rough estimate of costs of local and foreign technology;
iii) Rough layout of proposed ejuipment (major components),
a. Production equipment;
b. Auxiliary equipment;
c. Service cquipment;
d. Spare parts, wear and tcar parts, (0ols;
iv) Rough estimate of investment cost of equipment (local/forcign), classiz:
{c) Civil engineering works
i)  Rough layout of civil enginecring works, arrangement of buildinz2s. »
of construction materials to be used:
a. Site preparation and development;
b. Buildings and special civil works;
c. Outdoor works;
ii) Rough estimate of investment cost of civil cngineering wutis
classified as above.
Plant organization and overhead costs:
(a) Rough organization layout
i) Produciion;
ii) Sales; z
1i1) Administration;
iv) Management;
(b) Estimated overhead costs i) Factory; ii) Administrative: iii) Financial,
Manpower:
(a) Estimated manpower requirements, broxen down into labour and s
categorics of skills (local/foreign);
{b) Estimated annual manpower costs, classificd as abave, including overies
salarics.
Implementation -scheduling:
{a) Proposed rough implementation time schedule:
(b} Estimated implementation costs given the implementation programris.
Financial and economic evaluation:
(a) Total investment costs
i) Rough estimate of working capiial rcqu:r;.mcms
ii) Estimated fixed asscts;
iii) Total investment costs, obtained by summing the csum:w.d ne
(b) Project financing
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i) Proposed capital structure and proposed fi nancmb (localfforeign);

i) Interest;

(c) Production cost (summary of cstimated p: oduc.uon costs, ciassn fied b, tixed and variable
costs);

(4) Financial evaluation based on above estimated values
i) Pay-off period;

ii) Simple rate of return;
iii) Break-cven point;
1v) Internal rate of return;
v) Net Present Value
vi) Cost-benefit ratio
(¢) National economic cvaluation

i) Preliminary tests:
a. Project exchange rate;
b. Effective protection;

i) Approximate cost-benefit analysis, using estimated weights and shadow prices (forcign
exchange, labour, capital);

it1) Economic industriui diversification;

iv) Estimate of cinployment-creation effect;

v)  Estimate of forcign exchange savings.

L

ANNEXUREZ'
TECHNOECONGMIC FEASIBILITY STUDY : CONTENT -

I Exccutive summary
Il Project background and history
[l  Marketand plan: Lapacuy Demand and market study Sales and marketing Production progranunc
Plant capacity
IV Material inputs Materials ard inputs Supply programine
V  Location and sitc Location Plant sitc and local conditions Environmeatal impact
V1  Project engincering Layout and physical coverage of project Tochno!cmy and equipment Civii
eagineering :
VII  Plant organisation and overhcad costs Plant mgamsauun Ovcthcad Costs : |
VI  Manpower Labour Staff )
IX Project implementation LR
X Financizl and economic cvaluatien Total investment cutiay Project financing P(Jducuon cost
Commereial profitability National economic evatuztion

ANNEXURE 3

EXECUTIVE SU’\M-\PX
Project background and history
State:
Name and address of project promater Proiect oricatation: market or raw matcrial arieatcd
Market Oricntation: domestic or export Ceonomic and industrial policics suppocing the proicct
Froject background
‘Market and plant capacity

e s, S a4 &
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List annual data on:
Demiand
i’rojected sales

Production programime
Plant capacity
Materials and inputs
Describe general availability of:
Raw muterials
Auxiliary materials
Factory supplicx
Utilitics
List annual supply requircinents of material inputs
Locaiion and site
Describe location and stale plnat site
Project engineering !
Describe layout and scope of the project
State technology finally selected
Summarize equipmeat sclected
Describe required civil engincering works
Plant organization and overhead costs
Manpower
State selected type and size of labour force
State selected type and size of statf
implemertation scheduling
" Duration of plunt erectien and installition
Duration of prajection start-up and running-in period
Financial and cconomic cvaluation

—~
—
—
-
—_—
-
-
-
.
od
od
-

Total mvestment costs
List major investment data in loca! and foreign exchange 2¢ nceded, 1or
Iand and sile preparation '

+ Civl engincering works
+ techrology and equipiment
+ pre-production capital costs + warking capital

= total investment costs
Project financing {assumed)
Sources of financing

-

-

~

-

. y
» Impact of cos: of financing and debt servicing on
J

»

»

4

-

-

)

)

Projcct proposals
Public pelicy and regatations on financing
Finanzinz institutions
Required finencial statements
rinanciai ratios
Woral poadietiza ae mmyncfysteda = operg {2t f2asils nommal Sapacityy

List anrual G2tz for
Factory costs
+ admmstralive overhecads
+ sales and dictshenionn oocs

= eperaling costs

Study Note
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{inancial costs
depreciation

+

total production or manufacturing costs
Financial evaluation '
 Net present value
Inierna! rate of retum
Pay-back period
Simple rate of retum
Break-cven analysis Sensitivity analysis
National ecoiomic evaluation .
Apprzisc the project proposal from the national economic point of view
Conclusions '
Mazjor advantages of project
Major drawbacks of project
Chances of implementing the project '

ANNEXURE 4
PROJECT BACKGROUND AND HISTORY

Preject background
Describe the project idea List the major project parameters that served as the guiding principles
during the nreparation of the study: product and productmix, plant capacity and location, market
or raw material orientation of project, imple- mentation sciicdule and otrers Quiline the
cconomic, industrial, financial, social and other related policics Show diticreni geographicul
levels, such as international, reginal, national, arca and local Hizhlight the czomamic, sectoral
and subscctoral project coverage

Proiect promoter and/or initiator
Name(s) and address(es)
Financial possibilitics ki
Rolc within the project
Other relevant information

Project history
Historical development of the project (dates of essential cvents in project history) Studics and
investigations already perfomed (title, author, completion date, ordering party) Conclusions
arrived at, and decisions taken, from these fenner studies and investigaticn< for {urther use
within this study

Feasibility study
Author, titie
Ordening pany

Cost of preparatory studics and related investigations {provided that they form pert of the project’s

pre-produclion CXPCnscs, 1.c. ey are 12 be tome Dy the pruians end ok hs S Farliss)
Pre-investment studies

Opportunity studies

Pre-feasibility studics

Feasibility study

Partial swdies

Experts, consultant and engincaring fees
Preparatory investigations, such as:
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Land surveys

Quantity surverys (quantification ol building materials)
Quality (iaboratory) tests

Other investigativiis and (ests

ANNEXURE 5
MARKET AND PLANT CAPACITY

Demand and market study
Data and altemative projection methods List and describe data ncodod for the demand and
market study List and describe possible alternative inethods of data evaluation and determina-
tion of present and futurc demand Sclect a method of data evaluation and state reasons for
sclection Detail the methods of data evaluation and demand determination 1o be uscd for the
project under consideration
Determination of demand and market size [or products (by-products)
Evaluate data and present final results showing:
The size and comnposition of present effective demand (total and by sugmtﬂ') The demand
projections for the market (total and by segment) for the lifetime of the project The cstimated
market penetration by products
Sales ferecast and marketing of products and by-products
Data and alternatives Describe data required in addition to the results of the demand market
study Describe possible alternative sales and :narketing programmes
Selection of sales programmes and marketing strategy State reasons for selection of sales programme
* Detail the sales progranime
‘ Presentation of the programime (descriptively, using tables. graphs and maps as appropriate to
show development throughout the life of the project)
Siute rcasons for selecting ol marketing strategy
Detai! the marketing strategy
*  Presentation of marketing strategy Product pricing Promational ciforts dunnu the pre-produc
tion and production stages Organizational sct-up of distribution and sales Commissions or
discournts on sales After-sales facilitics .1nd services
Estimate of sales revenues 47
Estimate annual sales revenues based on l!u. sules progeemine and the marketing strategy
Estimatc of sales and distribution costs
Estimate of sales costs
Estimare of distribution costs
Production programme’
Daia und alternatives -
Descnbe the datarequired o setup a pwduumn programime D::.scrlbc possible alternative
produétion programmcs When preparing the production programme, keep in mind among
oties o b
¢ Anticipated sules
¥ M SOMge feyurenents
* Expected wastage
* Parcnscters of plant capaciy
“ Aitei-sales requireinenis
* Reserves Juc 10 operationzl reasuns
Sclection of peaduchoa nrogramme

o
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State reasons for selection Describe in detail the production programime For cach product
(and by-product):
Quality specifications
Quantitics produced annually
Time schedule of produclmn (start-up, trial runs, full capacity producticn)
For emissions such as: - :
Wastes and cffluents (1o be treated or not) dust. fumss, noise ete. quality of cinmissions
Quantities of emissions
Time schedule 3
Means of treatment
Estimate costs of emmissions disposal
Treatment (as far as not covered under equipment and civil works)
Disposal in dumps and/or sewage system =
Compensation payments to neighbours for’damage caused by cmissions
Plant capacity
Dzt2 and alternatives
Describe data for the determination of plant capacity (feasible normal as oppused Lo nominal
maximum capacity)
List possible altcmatives on piant capacity
Determination of feasible normal plant capacity
Sclect and describe in detail the feasible normal plant capacity
tate reasons for sclection
Describe nominal maxiinum capacity
Thic selection of the feasible normal plant capacity should be based on :
* Parameters of the production programme
* Parameters of minimum cconomic equipment size
Plant capacity should be determined as feasible normal capacity for
* The entirc plant
* The main departments (semi-finished products)

ANNEXURE 6 | - |
MATERIALS AND INPUTS

Characteristics of materials and inputs
Maictiais and inpuis should be classified into:
Raw materials (unprocessed and semi-processed) Processed industria! matenals (intermedi-
ates) Manufaciures (sub- a:.:cmoucs) Auxiliary materials Factory supplies Utilitics
Data and aliernative
Describe data for the sclection of malcrials and inputs List all required materials and inputs and
show alternatives
Sclection and description of maisrials and inouts
Sclect atid desaribe in detaii the chosen materiuls and inputs Siate reasons for selection Describe |
muteriale and inl-\.u_»:: statiny :
Quaiitative propertics
Sourcces, supplics _
* Availability (schedule) i
* Uinif costs ’ il

£

34
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Supply programme
Fundamental data and alicrnatives

Stuedv Nate- 2

Describe {undamental data for the preparation ol the supply programme Preparc supply
programme, show alternatives
When setting up the supply programme, consider the:
* Producltin programme
Availability of supplics
Characteristics ol supplics
Technology and equipment
Losses of raw material inputs duc Lo transport and storage
Losses of semi-finished and finished products duc to processing, distribution and storage
Replacements due 1o warranty scrvices
Local conditions
Sclection of the supply programme
Select and describe in detail the optimum supply programme
State reascns for selection
Describe supply programme, stating for cach input:
“ Quaniitative supply programme
* Sources of supply
* Timcly delivery (schedule) .
* Storage mcasurcs and capacities (if necessary) .
Cost estimate
Estimate annual costs of materials and inputs:
* Raw materiais
Processed industrial materials
Munulactures
Auxiliary materials

=

-

=

-

* Factory supplies
= Utlitics
ANNEXURE 7
LOCATION AND SITE
[.ocation

Data and alternatives
Describe the fundimnental data and requircinents on the locations for plant operation List
possible locations, describe and show them on maps of appropriate scale
Choice of location
Sclect and describe in detail the chosen optitnum lcation
State reasons for sclection
Describe location, state:
~ Country
* Geographical location
= District
* Town s ow
[For the choice of location, the following aspecis, among others, should be taken into consideration:
* Putlic policies

Matcna! versus markel oricntation
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+ | ocal conditions: infrastructure and socio-ecconomic environment
Site
Data and alternatives
Describe fundamental data and rcqu:rcmcnts on site for plant erection and operation List
possible site alternatives, describe and show thcm on maps of appmpr:atc scale
Site slection
Select and describe in detail the chosen optimum site State reasons for selection
Describe site, state:
* Lacation {town. street, number ete.)
= Geographical and geodctical conditions
* Use maps of appropriate scale, showing
Orientation :
Boundaries
Neighbours
Contour lincs :
Roads and other traffic connections Utility connections, next points of tic-in Existing
obstacles and structures Underground conditions
* Existing rights of way, casecments ctc.
For the selection of the plant site, the foliowing aspects, among others, should be taken into
consideration:
* Cost of land o
* Local conditions: infrastructure and socio-economic environment
* Public policics versus private interests
* Site preparation and development
* Site Propertics and conditions
Cost estimate Investiment cost, such as:
* Land
* el
* Legal expenscs
* Payments to neighbours
* Rights of way (onc time paymcents)
Eroduction cost, such as annual payments for:
* Rights of way
* Easements
¢ Rents = .
L.ocal conditions -
List and describe local conditions
Climate }
Site and ierrain
Transpout facilities
Water supply
Power supply
Waste disposal
Manpower
Fiscal and legal regulations
Cosntruction, erection and maintenance facilitics
Living conditions :
A general check-list of local conditions is anncxed to lhc notes on mls chapter

4|
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Environmental impacts

Cescribe cnvironmental impacts (o be expected because of crection and operation of plant on
Papulation {incrcasc of ecmployment cic.) Infrastructure (development ol trafiic nctwork, public
utilitics etc.) Ecology (water, air. soil, plants, animals etc.) Landscape

ANNEXURE 38
PROJECT ENGINEERING

Project layouts
Data and altetnatives .
State the data required for the preparation ol project layouts, such as:
¢ Production programme
* Supply Programme
“ Technology
= Equipment
* Civil works
“ Local conditions
Preparc and describe altecnative project layouts
Sclection of layouts
Sclect and describe in detail optimum layouts, state the reasons for the selection, show the
selccted lavouts by appropriate drawings
Scope of project ‘
Data and alternatives
State the data required 1o define the scope of the project
Preparc and describe alternatives
Sclection of the scope of the praiect
Sclect and describe in detzil the optimum scope ef the project
Statc rcasons ior the sclection _
Use physical iayoul drawings (e show the scopc of project and preject components
Number and list the project components required (o serve as bases tor furlicr engineering and |
cosl esiimates |
Technology(ics)
Data and altcrnatives . 3
State the data required for the technologics 1o be uszd '
Dexceribe alternative technologies
Selection of technology )
Sclect and describe in detail the optimum technalagics
When sclecting the technoloagics the following aspects should be consider=d:
* The nature of the technologies required (c.g. fahour  versus capital intensity. non-

obsolescence)
* Sources
* Mecans Of 3CGUISIUDAT HICASING PLIThase, wuni vanlurs
* Cost

State thr rcasons for the szicciion Desoribe the izl iechncion., s
specilfication
Cost cstumate
[nvestmeni costs
Lurp sum paymenls é =
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* Organizational layout

© Swrategics and objectives of management for administering and  operating the factory,
marketing the products ete.

b

Skill requirements and level of training of stalf
Availability of statf, local/foreign

S lection of stalt
Scleet and deserihe in deteil the manning table for staff
State reusons {or selection
Describe in detaii the seiected aliernative
* Show structere (orsanization)
* Prepare detziled manning table
Cost estimate ’
Estimatc annual cast of local and (orzign statf

ANNEXURE - 11
IMPLEMENTATION SCHEDULING

Data and activitics
State fundamental data for project implementation Elaborate implCI:ncnI:tliOn programme and
time schedule and show alternatives, considering:

Estublishinent of projest implementation managament Arrangements for technology
supply Detailed engincering of equinment, tendering, evalvation of bids, awards of
contracts Detailed plannine ol ¢ivil works, tendering, evaluation ol bids, awards ol
contracts Arcanyscments for financing
Construction peiod;
* Purchasc of Lland
* Supervision. co-ordination. esting aed ks aser of equipment aod civil wadio
Butid-up o adicinisteation, recruitinent ?.u.“rdll'llll}_ of stalland t2beur Ammanzements o
sepplics Asrangements for marketing Extablishment ef contacts with public 2uthoritics
for timely approval of licences, contracts ete. Preliminary and capitzl issuc capenses

Selection ol project implementation progrianme and lime schedule
Select and deseribe in detail the optimum “mplementation programime snd time scheidule
list activities and siomw their sequence in bar diageans and/or networks State reesons for
selection =

Cost estimate of project implementation
[nvestment (lard. techaology. civil works, plunt and Lquupmcnt} and producticen costs
(materia! and labour inputs and overhead costs) are exploined and estimaied i e
preceding chapters. AN cost components are collectied in the following chegier with the
abjective of detemiining their timing: this will be based on the implementation schedule
decided upon in the present chapter. For activitics that occur during th: invesiment phase
up 1o the moment when the project beoames aperational, cost estimates have s e made
for the activitics mentioned under “Data and activities™ above.

a0 A A
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il ANNEXURE - 12
FINANCIAL AND ECONOMIC EVALUATION

Total investment costs
Calculate the total investment costs by summarizing all investment componcents. Project the
annual investment cxpenditures. '

Project {inancing
Describe and justify assumed or actual sources of.(inance Prepare cash-flow table for financial
planning Estimate annual financial costs and insert total.

Total production costs
Calculate total production costs by summarizing ali cost items. Project production costs.
Estimate unit costs

FFinancial cvaluation

Compute commercial profitability critcria
Net present value

| Internal rate of return

Pay-back period
Simple rate of rcturn
Break-cven analysis
Scasitivity analysis
National cconomic cvaluation i
Preliminary tests . ’ :
Progect exchange rate
Loiedtive tate ol pudcctien
Casi-henefit analysis. When applying the UNIDO methad of cconamic project evaluation, estimate:
" Direcy benetits o aggrepate consumplion
Lirzlt Costs 1o aggregite consumption
Indirect beacefits and costs 1o aggregate consumplicn
Redistribution of income
To apply the UNIGO mcthod, calculate:
Shadow price of lebour Shadow price of forcign éxchanye Shadow price of invesunent
Esuinate social rate of discount ‘ '
w price oi loreign exchange Shadow price of investment

GLOSSARY “-—" <
Study Note 2 6‘{/),\_

Detaied Frolaut Report . It simitar e she fzasibiiity study, but with more accurate datz and infonnation;

the neozreee znd review of the peojest is anchored on detailed project report. _

Economic acalysis @ It irvolves tho allecztion of resources among compeling projects and (0 delermine
) | returne from the investment are adequate. and whether any other clternz2tives can give

Eavironmental analvaiss Thic is undertaken 10 cnsure the sound management and vse of its natural
resources anc o minimise the ill effects, if any, resulting from the project on environment.
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SPECIFIC ACTIVITIES OF FEASIBILITY ANALYSES

Technical
Feasibiliry

Anolysis

Market
Feasibility

Anolysis

1
Analysis of ‘
§

Crucia! technical
specilications

Design
Ourcbiliny
Reliebiley
Product soiery
Sizndardization

Enginccnng
requirements

Machines

Tools

Insteements

Work llow

Product development
Blueprints

Models

Frototypes

Frodier esting ——

Clanat Iocotion

Desircoie churaciers.
tics ¢ plont site (pres-
imity 12 suppliers, ces-

tomers!, environmenio!

tegulctions

FIGURE

|
|

s i i e B

tAarke! potentiol

Identification of poten-
lio! customers and’
their Jominant chorac-
teristics [e.g.. cge,
income level, bv.rying

hebits)

Potential market share
(os affected by com-
oetlitive situotion)

Potentiol soles volume
Sales price projections
tAarket testing
Selection of test
Actual morket test
Analysis of market

Moarketing planning
issucs

Prelerred chonnels
of distribution,
impaoc! of pramo-
ey —-

reguires distribetion

sene el |

11.3 KEY ARFAS FOR ASSESSING THI
z =
Wil s Sehused e R oo

Technical—F easitiiny LY. 2D
.ok o e s S IR i
T E—e Market—Determination of "‘j',_lw | paterminzua © :l
i ponartynilies 200 fiav S0 peasiility o '1
tew- R it = Sl ok saTe
R Financial—Anzlysis of financial— ! pianned foze Vaniun2|
Venture faacibility and reSOUICES i :
Idea DASE N S smi g e (
emarisnti=mal —Ana. Y32 ? g -3
—— ,)?,.,w:..w c;r.;b'&'l:!!i‘-‘ 2t ;-—;g';o‘.\.."m
Tﬂf—‘ e 0
. 1 tha competiien —= 7 7
: .+ Competkiva—Analysis AN CATE
r'
k=

Financial
Feasibility Organitational Competitive
Analysis Capabilities Analysis
Required financial Personnel Existing competitors
resources for: requirements ; ; )
Size, finoncial
Fixed assets chuired_skill levels resources, morket
ond other personal entrenchment

s ; Sk
Curren: cysels chorocteristics of

potential empioyess
Marncgerial

requirements

Potenticl reaction of
competitors 1o new-
comer by mecas of
price culting, aggres-
sive cdvertising, intro-
duction of new proc-
ucts, and other
actions

Necessary working
ccpital

Avoilable financial

resources Detesmination of indi-

Required borrowing vidual responsitilities

Determination of
required orgonizo-

tione! relaticashizs

Poteaticl sources for
funds Porential new

: competitors
Cost of barrowing o g :
Potential organizo-

d tioncl developmant

Repoyment conditions

Operation cos! Competitive caalysis
onolysis

Fized costs

Voricble costs

Projected cosh flow

Projected profitability
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PROJECT FORMULATION

e 12.1 Meaning of Project Report e 12.2 Significance of Project R~port @ 12.3 Contents
of a Project Report @ 12.4 Formulation of a Project Report e 12.5 Planning Commission’s
Guidelines for Formulating a Project Report e 12.6 Specimen of a Project Report e
12.7 Network Analysis » 12.8 Common Errors in Project Formulation e 12.9 Let Us
Sum Up e Assessment Questions

LEARNING OBJECTIVES
On completion of this chapter, you should be able to:
e Define a project or business plan.
Appreciate the significance of project.
List the contents of a project report.
Discuss the formulation of a project.
Describe the network analysis involved in project formulation.

Enumerate the common errors committed in formulating a project report of a small
enterprise.

We know from available literature on development of entrepreneurship what do

entrepreneurs do but relatively little about how do they do it. We are making a beginning
from this chapter onwards to make you know how do entrepreneurs make their enterprises
as running concern. We also krow when intelligent people start on a long trip, they always
make plans. They decide, for example, where they are going and how they plan to get
there. Generally longer the trip, more they plan. Small entrepreneurs also need to draw
the business plans because right from the conception of a busiress idea upto production
involves numerous decisions to be taken. Formulation of project report/business plan is
one of the first corner stones to be laid down in setting up an enterprise. This chapter is
devoted to make you know what is and how to make a right project report or the business
plan as it is SOmetlmc'-: calied.

121 MEANING OF FKOJECT REPORT

Webster New 20th Century Dictionary defines a project as a scheme, design, a proposal
of something intended or devised. In simple words, project report or business plan is a
written statement of what an entrepreneur proposes to take up. It is a kind of guide frost
or course of action what the entrepreneur hopes to achieve in his business and how is he
going to achieve it. In other words, project report serves like a kind of big road map to
reach the destination determined by the entrepreneur. Thus, a project report can best be
defined as a well evolved course of action devised to achieve the specified objective within
a specified period of time. So to say, it is an‘operating document.

12.2 SIGNIFICANCE OF PROJECT REPORT
An objective without a plan is a dream. The preparation of a project report is of great
significance for an entrepreneur. The project report serves the two essential functions:
First and most important, the project report is like a road map. It describes the direction

<6




the enterprise is going in, what its goals are, where it wants to be, and how it is going
to get there. It also enables an entreprencur to know that he is proceeding in the right
direction. Some hold the view that without well spelled out goals and operational
methods /tactics, most businesses flounder on the rocks of hard times.'

The second function of the project report is to attract lenders and investors. Although,
it is not mandatory for the small enterprises to prepare project reports, yet it is useful and
beneficial for them to prepare the project reports for various reasons. The preparation of
project report is beneficial for those smal! enterprises which apply for financial assistance
from the financial institutions and the commercial banks. It is on the basis of project report
that the financial institutions make appraisal if the enterprise requires financial assistance
or not. If yes, how much. Similarly, other organisations which provide various assistance
such as work shed, raw material, seed/margin money, etc. are equally interested in
knowing the economic soundness of the pioposal. In most cases, the quality of the firm'’s
project report weighs heavily in the decision to lend or invest funds.?

12.3 CONTENTS OF A PROJECT REPOKT

Having gone through the significance of project report, it is now clear that there is no
substitute for a well-prepared business plan or project report and also there are no short-
cuts to preparing it. The more concrete and complete the business plan, the more likely
it is to earn the respect of outsiders and their support in making and running an enterprise.
Therefore, the project report needs to be prepared with great care and consideration. A
good project report should contain the following contents:

1. General Information: Information on product profile and product details.

2. Promoter: His/her educational qualification, work experience, project related
experience.

3. Location: Exact location of the project, lease or freehold, locational advantages.

4. Land and Building: Land area, construction area, type of construction, cost of
construction, detailed plan and estimate along with plant layout. -

5. Plant and Machinery: Details of machinery iequired, capacity, cuppliers, cost, various
alternatives available, cost of miscellaneous assets.

6. Production Process: Description of production process, process chart, technical know -
how, tecluiology alternatives available, production programme.

7. Utilities: Water, power, steam, compressed air requirements, cost estimates, sources
of utilities. '

8. Transport and Communication: Mode, pos<ibility of getting, costs.

9. Raw Material: List of raw material required by quality and quantity, sources of
procurement, cost of raw material, tie-up arrangements, if any, for procurement of raw
material, alternative raw material, if any.

10. Manpower: Manpowe. requirement by skilled and semi-skilled, sources of manpower
supply, cost of procurement, requirement for training and its cost.

11. Products: Product mix, estimated sales, distribuiion channels, competitions and their
capacities, proauct standard, input-output ratio, product substitute.

12. Market: End-users of preduct, distribution of market as local, national, international;
trade practices, sales promotion devices, proposed market research.

1. Dan Steinhoff and John F. Burgess: Small Business Management Fundamentals, McGraw-Hill Book
Co.. Singapore, 1989, p. 37.

2. Thomas W. Zimmerer and Norman M. Scarborough: Essentials of Small Business Management,
Macmillan College Publishing Company, New York, 1994, p. 246.




13. Requirement of Working Capital: Working capita! required, sources of working
capital, need for collateral security, nature and extent of credit facilities offered and
available.

14. Requirement of Funds: Break-up of project cost in terms of costs of land, building,
machinery, miscellaneous assets, preliminary expenses, contingencies and margin money
for working capital, arrangements for meeting the cost of setting up of the project.

15. Cost of Production and Profitability of first ten years.

16. Break-LEven Analysis (Refer to 12.4).
- 17. Schedule of Implementation (Refer to 12.4).

124 FORMULATION OF A PROJECT REPORT

Normally, small-scale enterprises do not include sophisticated technique which is used
for preparing project reports of large-scale enterprises. Within the small-scale enterprises
t0o, all the information may not be homogeneous for all units. In fact, what and how much
information will be given in the project report depends upon the size of the unit as well
as nature of the production. A general set of information given in any project report is listed
by Vinod Gupta® in his study on “Formulation of a Project Report”. We are reproducing it
here.

Project formulation devides the process of project development into eight distinct and
sequential stages. These stages are:
1. General Information.
Project Description.
Market Potential.
Capital Costs and Scurces of Finance.
Assessment of Working Capital Requirements.
Other Financial Aspects.
Economic and Social Variables.
Project Implementation.

Tne nature of information to be collected under each one of thege stages has been given
below.

—
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General Information
The information of general nature given in the project report include the following:
: Bio-data of Promoter: Name and address of entrepreneur; the qualifications, experience
and other capabilities of the entrepreneur; if these are partners, state these characteristics
; of all the partners individually.
| Industry Profile: A reference of analysis of industry to which the project belongs, e.g.,
past performance; present status, its organisation, its prcblems etc.
d Constitution and Organisation: The constitution and organisational structure of the
( enterprise; in case of partnership firm, its registration with the Registrar of Firms;
application for getting Registration Certificate from the Directorate of Industries/District
Industry Centre.
Product Details: Product utility, product range; product design; advantages to be

7§

5 ofiered by the product over its substitutes, if any

‘: 3

L 3. Vinod Gupta: Formulation of a Project Report, National Institute for-Entrepreneurship and Small -
g Business Development (NIESBUD), New Delhi. :
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Project Description

A brief description of the project covering the following aspects is given in the project
report.

Site: Location of enterprise; owned or leasehold land; industrial area; No Objection
Certificate from the Municipal Authorities if the enterprise location falls in the residential
area.

Physical Infrastructure: Availability of the following items of infrastructure should be
mentioned in the project report: .

() Raw Material: Requirement of raw materiai, whether mland or imported, sources
of raw material supply.

(ii) Skilled Labour: Availability of skilled labour in the area, arrangements for training
labourers in various skills.

Utilities: These include:

(i) Power: Requirement for power, load sanctioned, availability of power.

(ii) Fuel: Requir>ment for fuel items such as coal, coke, oil or gas, state of their

availability.

(iii) Water: The sources and quality of water should be clearly stated in the project

report.

Pollution Control—The aspects like scope of dumps, sewage system and sewage
treatment plant should be clearly stated in case of industries producing emissions.

Cemmunication System—Availability of communication facilities, e.g., telephone, telex
etc. should be stated in the project report.

Transport Facilities—Requirements for transport, mode of transport, potential means
of transport, distances to be covered, bottlenecks etc., should be stated in the business plan.

Other Common Facilities—Availability of common facilities like machine shops,
welding shops and electrical repair shops etc. should be stated in the report.

Production Precess—A mention should be made for precess involved in production and
period of conversion from raw material into finished goods.

Machinery and Equipment—A complete list of items of inachinery and equipments
required indicating their size, type, cost and sources of their supply should be enclosed
with the project report.

-Capacity of the Plant—The installed licensed capacity of the plant along with the shifts
should also be mentioned in the project report.

Technology Seiected—The selection of technology, arrangements made for acquiring
it should be mentioned in the business plan.

Research and Development—A mention should be made in the project report regarding

proposec. research and development activities to be undertaken in future.
Market Potential

While preparing a projact report, the following aspects relating to market potential of
the product should be stated in the report-

(1) Demand and Supply Position—State the total expected demand for the product and
present supply position. This should also be mentioned how much of the gap will
be filled up by the proposed unit.

(i1) Expected Price—An expected price of the product to be realised should be mentioned
in the project report.

Marketing Strategy—Arrangements made for selling the product should be clearly
stated in the project report.

After-Sales Service—Depending upcn the nature of the produci, provisions made for
after-sales service should normally be stated in the project report.



Transportation—Requirement for transportation means indicating whether public
transport or entrepencur’s own transport should be mentioned in the project report.

Capital Costs and Sources of Finance

An estimate of the various components of capital items like land and buildings, plant
and machinery, installation costs, preliminary expenses, margin for working capital should
be given in the project report. The present probable sources of finance should also be stated
in the project report. The sources should indicate the owner’s funds together with funds
raised from financial institutions and banks.

Assessment of Working Capital Requirements

The requirement for working capital and iis sources of supply should be carefully and
clearly mentioned in the project report. It is always better to prepare working capital -
requirements in the prescribed formats designed by limits of requirement. It will minimise
objections from the banker’s side.

Other Financial Aspects
In order to adjudge the profitability of the project to be set up, a projected Profit and
Loss Account indicating likely sales revenue, cost of production, allied cost and profit
-should be prepared. A projected Balance Sheet and Cash Flow Statement should also be
prepared to indicate the financial position and requirements at various stages of the project.
In addition to above, the Break-Even Analysis should also be presented in the project
report. Break-even point is the level of production/sales where the industrial enterprise
shall earn neither profit nor incur loss. In fact, it will just break even. Break-even level
“indicates the gestation period and the likely moratorium required for repayment of loas.
Break-even point (BEP) is calculated as follows:

BEP = i x 100
S-V
where, F = Fixed Cost y
S = Sales Projected
V = Variable Costs

Thus, the break-even point so calculated will indicate at what percentage of sales, the
enterprise will break even.

Economic and Social Variables

In view of the social responsibility of business, the abatement costs, i.e., the costs for
controlling the environmental damage should be stated in the project. Arrangement made
for treating the effluents and emissions should also be mentioned in the report.

Besides, the socio-economic benefits expected to accrue from the project should also be
stated in the report itself. Following are the examples of socio-eceonomic benefits-

(i) Employment Generation.

(i1) Import Substitution.

(i1i) Ancillanisation.

(iv) Exports.

(v) Local Resource Utilization.

(vi) Development of the Area.
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Project Implementation

Last but no means the least, every entrepreneur should draw an implementation scheme
or a time-table for his project to ensure the timely completion of all activities involved in
setting up an enterprise. Timely implementation is important because if there is a delay,
it causes, among other things, a project cost overrun. In India, delays in project
impiementation has become a common feature. Delay in project implementation jeopardises
the financial viability of the project, on the one hand, and props up the entrepreneur to
drop the idea to set up an enterprise, on the other. Hence, there is a need to draw up an
implementation schedule for the project and then to adhere to it.

Following is a simplified implementation schedule for a small project.

An Illustrative Implementation Schedule
Tasks \_ Months 1|2 |3]4a]s[e]7]8]9]10[nn]12]13]14

Formulation of Project Report
Application for Term-Loan
Term-Loan Sanction
Possession of Land
Construction of Building
Getting Power and Water
Placing Order for Machinery
Receipt and Installation

of iMachinery

9. Manpower Recruitment

10. Trial Production

11. Commencement of Commercial
Production

The above schedule can be broken up into scores of specific tasks involved in setting
up the enterprise. Project Evaluation and Review Technique (PERT) and Critical Path
Method (CPM) can also be used to get better insights into all activities related to
implementation of the project. PERT and CPM analyses are discussed later in this chapter
under Network Analysis.

12.5 PLANNING COMMISSION’S GUIDELINES FOR FORMULATING A PROJECT
REPORT

In order to process investment proposals and arrive at investment decisions, the
Planning Commission of India has also issued some guidelines for preparing /formulating
realistic industrial projects. So far as feasibility report is concerned, it lies in between the
project formulating stage and the appraisal and sanction stage. The project formulation
stage involves the identification of investment options by the enterprise and in consultation
with the Admunistrative Ministry, the Planning Commissior. and other concerned authorities.

kealising the usefulness of these guidelines, we now are presenting these guidelines in
a summarised manner. -

1. General Information: The feasibility report should include an analysis of the
industry o which the project belongs. It should deal wi‘h the past performance of the
industry. The description of the type of industry should also be given, i.e., the priority
of the industry, increase in production, role of the public sector, allocation of investment
of funds, choice of technique, etc. This shouid also cortain information about the
enterprise submitting the feasibility report.




I T e Tl T -— Bl -

2. Preliminary Analysis of Alternatives: This should contain present data on the gap
between demand and supply for the outputs which are to be produced, data on the capacity
that would be available from the projects that are in production or underimplementation
at the time the report is prepared, a complete list of all existing plants in the industry, giving
their capacity and level of production actually attained, a list of all projects for which letters
of intents/lincenses have been issued and a list of proposed projects. All options that are
technically feasible should be considered at this preliminary stage. The location of the
project as well as its implications should also be looked into. An account of the foreign
exchange requirement should also be taken. The profitability of different options should
also be given. The rate of return on investment should be calculated and presented in the
report. Alternative cost calculations vis-a-vis return should be presented.

3. Project Description: The feasibility should provide a brief description of the
technology / process chosen for the project. Information relevant to determining optimality
of the locations chosen should also be included. To assist in the assessment of the
environmental effects of a project, every feasibility report must present the information
on specific points, i.e., population, water, air, land, flora and fauna, effects arising out of
project’s pollutior, other environmental discretions etc. The repor: should contain a list
of the operational requirements of the plant, requirements of water and power, requirements
of personnel, organisational structure envisaged, transport costs, activity-wise phasing of

- construction and factors affecting it.

4. Marketing Plan: It should contain the following items:

Data on the marketing plan.

Demand and prospective supply in each of the areas to be served.

The method and data used for main estimates of don.estic supply and selection of the
market areas should be presented. Estimates of the degree of price sensitivity should be
presented.

It should contain an analysis of past trends in prices.

5. Capital Requirements and Costs: The estimates should be reasonably complete and
properly estimated. Information on all items of costs should be careful'y collected and
presented.

6. Operating Requirements and Cests: Operating costs are essentially those costs which
are incurred after the commencement of commercial production. Information about all
items of operating cost should be collected; operating costs relate to the cost of raw
materials and intermediates, fuel, utilities, labour, repair and maintenance, selling expenses
and other expenses.

7. Financial Analysis: The purpose of this analysis is to present some measures to assess
the financial viability of the project. A proforma Balance Sheet for the project data should
be presenteda. Depreciation should be allowed for on the basis of specified by the Bureau
of Public Enterprises. Foreign exchange requirements should be cieared by the Department
of Economic Affairs. The feasibility report should take into account income-tax rebates for
priority industries, incentives for backward areas, accelcrated depreciation, etc. The
sensitivity analysis should also be presented. The report must analyse the sensitivity of
the rate of return of change in the level and pattern of product prices.

8. Economic Analysis: Social profitability analysis needs some adjustment in the data
relating to the costs and returns to the enterprise. One important type of investment
involves a correction in input and costs, to reflect the true vaiue of foreign exchange, labour
and capital. The enterprise should try to assess the impact of its operations on foreign trade.
Indirect costs and benefits should also be included in the report. If they cannot be
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quantified, they should be analysed and their importance emphasised.

4. Miscellaneous Aspects: The preceding three areas are deemed appropriate to almost
every new small enterprise. Notwithstanding, depending upon the size of the operation
and peculiarities cf a particular project, other items may be considered important to be
applied out in the project report. To mention, probable use of minicomputers or other
electronic data processing services, cash flow statements, method of accounting etc., may
be of great use in some small enterprises.

12.6 SPECIMEN OF A PROJECT REPORT

Look at the following Illustrative Project Report of a manufacturing unit, it will help
you understand how to prepare a Project Report or Business Plan.

Project Profile for Manufacturing Unit.......c.cccooeevneee.

A. PRODUCT DESCRIPTION

B. PRODUCTION AND GENERAL EVALUATION OF PROSPECTS:

C. MARKET ASPECTS
1. Users:
2. Sales Channels & Methods:
3. Geographical Extent of Market:
4. Competitive Situation:
(a) Domestic Market
(b)  Export Market
5. Market needed for plant described:
D. I'RODUCTION REQUIREMENTS Rs.
Salient Features
- 1. Annual Capacity (One/Two/Three-Shift Operation)
2. Capital Requirements
Land & Buildings on rent (Mention value, if owned)
Equipment, furniture and fittings
Working capital '
Total capital which the entrepreneur would need for the whole project provided he
uses agencies planncd by the Government for financial accommodation as discussed
in the book '
(i) Own
(ii) Borrowings
4. Expected net profit per annum
E. CAPITAL REQUIREMENTS
1. Fixed assets & working capital
(a) Land(...sq. metres) and
Building(....sq. metres) on rent i Rs.
at Rs. ..per annum
(b) Equipments:
(i) Production Equipment (List down in an appendix, giving values, etc., of -
each machine separately)
(ii) Other Tools & Equipment

(F8]

(iii) Fumniture and Fittings

{(Contd.)
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(c) Working Capital
[This would be calculated keeping in view the periods in which capital on an average
in various forms, i.e. manufactured goods, semi-manufactured goods, raw mateiial etc., would
remain locked up. Often you may calculate it at 3 months’ requirement level, unless the
situation (line of industry) warrants otherwise] '

Total

II. Raw Material & Allied Supplies (Annual)
Description Qty. Rate Annual
’ Rs. Requireinents

Power, Fuel & Water
Maintenance & Allied Supplies
Other Supplies

Total

III. Manpower (Annual)
Description No. Rate Annual
(Rs.) Cost

per month Rs.

Manager

Foreman

Supervisors

Skilled Workers

Semi-Skilled Workers

Unskilled Workers

Office Staff

Others

Total

IV. Other Costs (Annual) ST

(a)  Depreciation on equipment, furniture & fittings ...annum

(b) Interest on capital (fixed and working ....per annum on average)

(¢)  Administrative Costs

(d)  Sales cost {Including Sales Commission, Advertisement, etc)

(e)  Provision for discount, bad debts and miscellaneous contingencies

(f)  Training costs

FE. TOTAL ANNUAL COSTS, SALES REVENUE AND NET PROFITS
(a) Annual Costs
(i) Rent for Land & Buildings
(11) Raw Materials & Allied Supplies
(iii) Manpower
(iv) Other Costs : .
(b) Annual Sales Revenue Total
(c) Expected Annual Net Profit (b-a) say
(d) % Profit on Own Capital .
(e) % Profit on Total Annual Sales Turnover
(f) % on Total Investment

* Adapted from S.S. Khanka: Entrepreneurship in Small-Scale Industries, Himalaya Publishing House,

New Delhi, 1990, pp. 152-55.




12.7 NETWORK ANALYSIS

What is a network? A network is a set of symbols connected with each other with a
sequential relationship with cach step making the completion of a project/event. As
discussed earlier, a business plan or project involves various activities to be undertaken
to convert it .nto an enterprise. Delays in the completion of activities cause, among other
things, cost overruns. Hence, there is a need for deciding the sequential order of all
activities of the project so as to accomplish the project economically in the minimum
available time with the limited resources. This is also called “project scheduling”. A number
of network techniques have been developed for project scheduling. Some of them are:

1. Programme Evaluation and Review Technique (PERT)

2. Critical Path Method (CPM)

3. Graphical Evaluation and Review Technique (GERT)

4. Workshop Analysis Scheduling Programme (WAST)

5. Line of Balance (LOB)

However, PERT and CPM are the two techniques the most commonly used in project

management. These are, therefore, discussed in detail.

Programme Evaluation and Review Technique (PERT)

PERT was first developed as a Management Aid for completing Polaris Ballistic Missile
Project in USA in October 1958. It worked well in expediting the completion of the project
from 7 years to 5 years. Since then, PERT has become very popular technique used for
project planning and control. In nutshell, it schedules the sequence of activities to be
completed in order to accomplish the project within a short period of time. It helps reduce
both the time and cost of the project. :

Steps Involved in PERT: The following steps are involved in PERT technique:

1. The activities involved in the project are drawn up in a sequential relationship to show

what activity follows what.

2. The time required for completing each activity of the project is estimated and noted
on network.

The critical activities of the project are determined.
The variability of the project duration and probability of the project completion in
a given time period are calculated. '

The above steps can be illustrated with the heip of the following example.

The Managing Director of XYZ Ltd. is interested in getting his Operating Budget
prepared. The project is aecomposed into the following activities:

9%}

949

Job Job Description Activity Time Required
Indentification

A Forecasting of Sales 1-2 10 Days

B Sales Pricing 2-4 8 Days

C Production Scheduling 2-3 9 Days

D Cost Determination 3-4 7 Days

E Preparation of Budget 4-5 12 Days
Total ’ 36 Days

This is presented on Figure 12.1

Advantages of PERT: PERT technique bears the following advantages:
1. It determines the expected time required for completing each activity.
2. It helps complete the project within a given period of time.
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Fig. 12.1 : PERT Networking

3. It helps management handle uncertainties involved in the project and thus, reduce

the risk element in the project.

It enables management to make optimum allocation of limited resources.

It presses for the right action, at the right point and at the right time in the

organ‘sation.

Limitations of PERT: PERT suffers from the following limitations:

1. PERT network is mainly based on time estimates required for each activity. On
account of wrong time estimates, the network is bound to become highly unrealistic.

2. This technique also does not consider the resources required at different stages of the
project. ,

3. For effective control of a project by using PERT technique requires frequent updating '
and revising the PERT calculations. But, this proves quite a costly alfair for the
organisation. : o

ol

Critical Path Method (CPM)

The Critical Path Method (CPM) was first developed in USA by the E.I. Duport
Nemours & Co. in 1956 for doing periodic overhauling and maintenance of a chemical
plant. It resulted in reducing the shut-down pericd from 130 hours to 90 hours and saving
the company $ 1 million. The CPM differentiates between planning and scheduling of the
project. While planning refers to determination of activities to be accomplished, scheduling
refers to the introduction of time schedule for each activity of the project. The duration
of different activities in CPM are deterministic. There is a precise kncwn time that each
activity in the prcject will take. '

Let us illustrate the CPM technique with an example of a research project. The following
activities are identified in the project:

Job 1 Job Description Activity Time required
Identification

A Preparation of dealer questionnaire 1-2 10 Days
B Preparation of consumer questionnaire 14 10 Days
C Dealer Survey 2-3 20 Days
D .Consumer Survey ' 4-5 . 60 Days
E Processing and interpretation of Dealer data 3-6 10 Days
F Processing and intérpretaticn of consumer

survey data 5-6 30 Days




Now, with the data given in the >xample, the following diagram can be drawn up:

20 Days
C

Fig. 12.2: Critical Path

Advantages of CPM: The important advantages of CPM technique are:
- 1. It helps in ascertaining the time schedule of activities having sequential relationship.

2. It makes control easier for the management.

3. It identifies the most critical elements in the project. Thus, the management is kept

" alert and prepared to pay due attention to the critical activities of the project.

4. It makes better and detailed planning possible.

Limitations of CPM: The main limitations of the CPM are:

1. CPM operates on the assumption that there is a precise known time that each activity
in the project will take. But, it may not be true in real practico.

2. CPM time estimates are not based on statistical analysis.

3. It cannot be used as a controlling device for the simple reason that any change
introduced will change the entire structure of network. In other words, CPM cannot
be used as a dynamic controlling device.

Differences between PERT and CPM
Though both PERT and CPM developed in mid-fifties and are used as Management Aids

in project manzgement, there are certain differences between them. These are listed in the
following Table 12.1.

TABLE 12.1 : Differences between PERT and CPM

PERT crPM

1. Its origin is military. Its origin is industry.

2. It is an event-oriented appioach. It is an activity oriented approach.

3. It allows uncertainty. It does not allow uncertainty.

4. It is a probabilistic model. It is a deterministic model.

5. It is time-based. It is cost-based.

6. It does not demarcate between’ It marks critical activities.
critical and non-critical activities.

7. It averages time. It does not average time.

8. It is suitable when high precision is It is suitable when reasonable precision is
required in time estimates, e.g. defence required, e.g. civil construction projects,
projects. industrial expansion schemes et
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128 COMMON ERRORS IN PROJECT FORMULATION

Project formulation is as important is not so easy. However, the entrepreneurs often
make errors while formulating project reports and business plans. Here, we are highlighting
the errors widely noticed in project formulation:

1. Product Selection—It is noticed that some entrepreneurs commit mistakes by
selecting a wrong product for their enterprises. They select the product without giving due
attention to product related other aspects such as size of the product markets, its future
demand, competitive position, lifecycle, availability of required labour, raw material and
technology. Hence, when you are selecting a product, take a comprehensive view.

2. Capacity Utilization Estimates—The entrepreneurs usually make over-optimistic
estimates of capacity utilization. Their estimates are based on a completely false premises.
The estimates are made in complete disregard of present-enterprise performance, prevailing
market conditions, competitive atmosphere, the technical snags, etwc. A business plan
formulated as such falls prey to financial jugglery. Hence, avoid such temptations while
estimating capacity utilization for your enterprise. :

3. Market Study—Product production is ultimately meant for eventual sale. Hence,
market study of the product assumes importance. Market study continues to be a grey area.
But, there are some entrepreneurs who pass by this component of their business plan
completely. Based on their nebulous ideas and scanty and scattered information on demand
and supply of their proposed product, they conclude that market is just there waiting to
be tapped. This is a wrong attitudinal block. Avoid it.

4. Technology Selection—The requirement for technology differs from product to
product depending upon the nature of products. Swayed by the reported profit margins,
the entrepreneurs sometimes plan for a technclogy not possible to set up within limited
financial resources. Thus, in the absence of technological feasibility, enterprise is fore-
doomied to failure. Hence, make sure your technological feasibility. -

5. Location Selection: The entrepreneur often makes two types of errors while selecting
location for their enterprises. First, they are completely swayed by the Government offer
of financial incentives and concessions to establish industries in a particular location. This
becomes their sole and overriding concern completety disregarding other factors like
market proximity, availability of raw materials, manpower and infrastructural facilities.
Second, the entrepreneurs select a lccation for their enterprises merely because it is their
home town or they own ancestral land there which is, however, not an appropriate location.
Make sure you do not fall prey to such temptations. :

6. Selection of Ownership Form: Many enterprises fail merely because the ownership
form of enterprises is not suitable. Hence, select a suitable form of ownership taking a
comprehensive view of the factors affecting the selection of a fcrm of ownerskip.

12.9 LET US SUM UP :

The project report/business plan is a blue-print of all those activities that an
entrepreneur proposes to engage in. it is not only a guideirost for business activities,
Lut also an essential exercise for developing cost and benefit estimates, resources
planning and feasibility testing of the proposed business activity. The project report
is required for purposes of obtaining funds from the financial institutions and
commercial banks. The project report for an entrepreneur ic what a guide map is for
a traveller. In order to complete the project within a stipulated period and cost, all
activities involved in the project are scheduled in a sequential relationship called
‘networking’ or ‘scheduling’ of activities. The common errors made by the entrepre-
neurs while formulating project reports/business plans are also highlighted.
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PROJECT APPRAISAL

e 13.1 Concept of Project Appraisal e 13.2 Methods of Project Appraisal e 13.3 Let
Us Sum Up e Assessment Questions

LEARNING OBJECTIVES
On completion of this chapter, you should be able to:
e Definc the term “project appraisal’.
e Discuss the methods of project appraisal of proposed small scale enterprises.

Itis a well established fact that every industrial project involves risk. There are certain ways
and means to reduce risk involved in it. Projoct appraisal is one of them. This chapter deals
with the concept and methods of pro;ect appraisal.

13.1 CONCEPT OF PROJECT APPRAISAL

Simply speaking, project appraisal means the assessment of a project. Project appraisal is
made for both proposed and excuted projects. In case of former, project appraisal is
- called ‘ex-ante analysis’ and in case of latter ‘post-ante analysis’. Here, project appraisal
relates to a proposed project.

Project appraisal is a costs and benefits analysis of different aspects of proposed project
with an objective to adjudge its viability. A project involves employment of scarce
resources. An entrepreneur needs to appraise various alternative projects before allocating
the scarce resources for the best project. Thus, project appraisal helps select the best project
among available alternative projects. For appraising a project, its economic, financial,
technical, market, managerial and social aspects are analysed. Financial institutions do
project appraisal to assess its credit-worthiness before extending finance to a project. For
a financial institution, project appraisal is a process whereby a leading financial institution
makes an independent and objective assessment of the various aspects of an investment
proposition for arriving at a financial decision and is aimed at determining the viability -
of a project and sometimes, also in modifying its scope and content so as to improve its
viability. However, sometimes project appraisal and project evaluation are used inter-
changeably.

13.2 METHODS OF PROJECT APPRAISAL
- Appraisal of a proposed project includes the following analyses:
1. Economic Analysis
2. Financial Analysis'
3. Market Analysis
4. Technical Feasibility
Managerial Competence
These are discussed in turn.

vk

Economic Analysis
Under economic analysis, the aspects highlighted include requirements for raw



material, level of capacity utilization, anticipated sales, anticipated expenses and the
probable profits. It is said that a business shouid have always a volume of profit cleariy
in view which will govern other economic variables like sales, purchases, expenses and
alike. It will have to be calculated how much sales would be necessary to earn the targeted
profit. Undoubtedly, demand for the product will be estimated for anticipating sales
volume. Therefore, demand for the product needs to be carefully spelled out as it is, to

a great extent, deciding factor of feasibility of the project concern. How to estimate demand
for the project is discussed later in the chapter.
In addition to above, the location of the enter

prise decided after considering a gamut
of points also needs to be mentioned in the

project. The Government pclicies in this regard
should be taken into consideration. The Government offers specific incentives and

concessions for setting up industries in notified backward areas. Therefore, it has to be
ascertained whether the proposed enterprise comes under this category or not and whether
the Government has already decided any specific location for this kind of enterprise.

Financial Analysis

Finance is one of the most im
only that facilitates an entrepreneur to bring together the labour of one, machine of another
and raw material of yet another to combine them to produce goods. In order to adjudge
the financial viability of the project, the following aspects need to be carefully analysed:

1. Assessment of the financial requirements both—fixed capital and working capital—
need to be properly made. You night be knowing that fixed capital normally called ‘fixed
assets’ are those tangibie and material facilities which purchased once are used again and
2gain. Land and buildings, plants and machinery are the familiar examples of fixed assets/
capital. The requirement for fixed assets/capital will vary from enterprise to enterprise
depending upon the type of operation, scale of operation and time when the investment
is made. But, while assessing the fixed capitai requirements, all items relating to the asset
like the cost of the asset, architect and engineer’s fees, electrification and installation
charges (which normally come to 10 per cent of the value of machinery), depreciation, pre-
operation expenses of trial runs, etc., should be duly taken into consideratior}. Similarly,
if any expense is to be incurred in remodelling, repair and additions of buildings should
also be highlighted in the project report. _ =

- In accounting, working capital means excess of current assets over current liabilities.

Current assets refer to those assets which can be converted into cash within a period of
one week. Current liabilities refer to those obligations which can be payable within a period
of one week. In short, working capital is that amount of funds which is needeffl in day
today’s business operations. In other words, it is like a circulating money c.hgmgmg fro:'n
cash to inventories and from inventoriés to receivables and again converted into cash. This
circle goes on and on. Thus, working capital serves as a lubricant for any enterpris?, be
it large or small. Therefore, the requirements of working capital should be clearl){ provided
for. Inadequacy of working capital may not only adversely affect the operation of the
enterprise but also bring the enterprise to a grinding halt. _ £

What constitute working capital and what factors decide working capital requirements
are discussed in detail in Chapter 21.

The activity level of an enterprise expressed as capacity utilization needs to be well
spelled out. However, the enterprise sometimes fails to achieve the targeted I(-avel of
clapacity due to various business vicissitudes like unforeseen shortage of raw material, un-
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expected disruption in power supply, inability to penetrate the market mechanism, etc.
Then, a question arises to what extent an enterprise should continue its production to meet
all its obligations/liabilities. ‘Break-even analysis’ gives an answer to it. In brief, break-
even analysis indicates the level of production at which there is neither profit nor loss in
the enterprise. This level of production is, accordingly, called ‘break-even level’. Break-even
analysis is already discussed in Chapter 11.

Market Analysis

Before the production actually starts, the entrepreneur needs to anticipate the possible
market for the product. He/she has to anticipate who will be the possible customers for
his product and where and when his product will be sold. This is because production
has no value for the producer unless it is sold. It is said that if the proof of pudding lies
in eating, the proof of all production lies in marketing/consumption. In fact, the potential
of the market constitutes the determinant of probable rewards from entrepreneurial
career.

Thus, knowing the anticipated market for the product to be produced becomes an
important element in every business plan. The various methods used to anticipate the
potential market, what is named in ‘Management, Economics’ as ‘demand forecasting’,
range from the naive to sophisticated ones. The commonly used methods to estimate the
demand for a product are as follows:

1. Opinion Polling Method: In this method, the opinions of the ultimate users, i.e.
customers of the product is estimated. This may be attempted with the help of either a
complete survey of all customers (called, complete enumeration) or by selecting a few
consuming units out of the relevant population (called, sample survey). Let us discuss these
in some details.

(a) Complete Enumeration Survey: In this survey, all the probable customers of the product
are approached and their probable demands for the product are estimated and then
summed. Estimating sales under this method is very simple. It is obtained by simply
adding the probable demands of all customers. An example should make it clear.

Suppose, there are total N customers of X product and cverybody will demand for D
numbers of it. Then, the total anticipated demand will be: .

' N
2l
- i=1

Though the principle merit of this method is that it obtains the first-hand and unbiased
mformahon yet it is beset with some disadvantages also. For example, to approach a large
nuinber of customers scattered all over market becomes tedious, costly and cumbersormne.
Added to this, the consumers themselves may not divulge their purchase plans due to the
reasons like their personal as well commercial/business privacies.

(b) Saple Survey: Under this method, only some number of consumers out of their
total pcpulation is approached and data on their probable demands for the product during
the forecast period are collected and summed. The total demand of sampie customers is
finally bicwn 1p to generate the total demand for the product. Let we explain it with an
example.

Imagine, there are 1000 customers of a product spread over the market. Qut of these,
50 are selected for survey using stratified method. Now, if the estimated demand of these

1.5.S. Khanka: Marketing of Small Industry Products, Prabar:dh, July-September 1996, Vol. 17, No.63,

pp- 20-24.
+1
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sample customers is D, i.e., it refers to 1 2 3 4......50, the total demand for the entire group
of customers will be
50

Z”f D; =nD; + 1,0, + n3D5....n50D5,

where 1, is the number of customers in group i, and B AR, ... n_. = 1000.

But, if all the 1000 customers of the group are alike, then the selection may be done on
a random basis and total demand for the group will be: a

1000
(DI+D2+D3+D4""" Ds) -

No doubt, survey method is less costly and tedious than the complete enumeration
method.

(c) Sales Experience Method: Under this method, a sample market is surveyed before the
new product is offered for sale. The results of the market surveyed are then projected to
the universe in order to anticipate the total demand for the product.

In principle, the survey market should be the (rue represeniative of the national market
which is not always true. Suppose, if Bombay is selected as a sample market, it may not
be a true representative of a small place, say Silchar simply because the characteristic
features of Bombay are altogether different from those of a small town like Silchar. Again,
if we select Agra as a sample market, sales in Agra would be influenced by the size of
the floating tourists population throughout the year.

(d) Vicarious Method: Under the vicarious method, the consumers of the product are
not approached directly but indirectly through scme dealers who have a feel of their
customers. The dealers’ opinions about the customers’ opinion are elicited. Being based
on dealers’ opinions, the method is bound to suffer from the bias on the part of the dealers.
Then, the results derived are likely to be unrealistic. However, these hang-ups are not
avoidable. R,

2. Life Cycle Segmentation Analysis: It is well established that like 2 man, every
product has its own life span. In practicz, a product sells siowly in the beginning. Backed
by sales promotion strategies over period, its sales pick up. In the due course of time, the
peak sale is reached. After that point, the sales begins to decline. After some time, the
product loses its demand and dies. This is natural death of a product. Thus, every
product passes through its “life cycle’. This is precisely the reason why firms go for new
products one after another to keep the firm alive.

Based on above, the product life cycle has been divided into the following five stages:
. Introduction
. Growth
. Maturity
. Saturation
. Decline

The sales of the product varies from stage to stage and fcllows S~shaj::ed curve as shown
in Figure 13.1. '
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Fig. 13.1: Product Life-Cycle

Considering the above five stages of a product life cycle, the sales at different stages
can be anticipated.

Technical Feasibility :

While making project appraisal, the technical feasibility of the project also needs to be
taken into consideration. In the simplest sense, technical feasibility implies to mean the
adequacy of the proposed plant and equipment to produce the product within the
prescribed norms. As regards know-how, it denctes the avaiiability or otherwise of a fund
of knewledge to man the proposed plants and machinery. It should be ensured whether
that know-how is available with the entrepreneur or is to be procured from elsewhere. In
the latter case, arrangement made to procure it should be clearly checked up. If project
requires any collaboration, then, the terms and conditions of the collaboration should also
be spelt out comprehensively and carefully. In case of foreign technical collaboration, one
needs to be aware of the legal provisions in force from time to time specifying the list of
products for which only such collaboration is allowed under specific terms and conditions.
The entrepreneur, therefore, contemplating for foreign coilaboration should check these
legal provisions with reference.to their projects. ’

While assessing the technical feasibility of the project, the following inputs covered in
the project should also be taken into consideration:

(i) Availability of land and site.

(ii) Availability of other inputs like water, power, transport, communication facilities.

" (iii) Availability of servicing facilities like machine shops, electric repair shop, etc.

(iv) Coping-with anti-pollution law.

(v) “Availability of work force as per required skill and arrangements proposed for
training-in-plant and outside.

(vi) Availability of required raw material as per quantity and quality.

Management Competence

' Management ability or competence plays an important role in making an enterprise a
success or otherwise. Strictly speaking, in the absence of managerial competence, the
projects which are otherwise feasible may fzil. On the contrary, even 2 poor project may
become a successful one with good managerial ability. Hence, while doing project
appraisal, the managerial competence or talent of the promoter should be taken into




consideration. Research studies report that most of the enterprises fall sick because of lack
of managerial competence or mismanagement.? This is more so in case of small-scale
enterprises where the proprietor is all in all, i.e., owner and manager. Due to his one-man
show, he may be jack of all but master of none.

13.3 LET US SUM UP

Assessing the viability or feasibility of a proposed project is called “project appraisal’
or ‘ex-ante analysis’. While adjudging the viability of a project, aspects such as
economic, financial, marketing, technological, managerial, etc. are taken into consid-
eration. Project 2ppraisal helps an entrepreneur in selecting the best one among the
alternative projects. '

o
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MARKET STUDY - NEED, ADVANTAGES & LIMITATIONS :

You need to check for yourself the market prospects of the product selecte

by you before you launch a venture. You should rely merely upon intuition o:

hearsay to assess the market prospects. A comprehensive market study T8

must. tne specific advantages of such a study are

a) It enabies you to evaluate viebility of an enterprise by arriving at :
year Lo year estimate of sales.

b) It makes 1t possible for you to estimate scale and utilisation c1
installed capacity with reference to the proposed enterprise.

&) You can judge whether the proposed capacity is on the higher side or
lower-side.

d) It provides a preliminary input for marketing strategy and prog.: ammwe
formulation for the enterprise. (A market programme is a set ofF
decisions requirred in respect of various market related issues. It
influences market performance of an enterrrise)

Market

study 1s usually focussed on gfoss market demand-present and future.
It typically highlights the gap, between expected market demand and supply in
respect of a given product. Such a gap could be positive (demand exceeds
supply) and therefore favourable. The gap could alsc be negative. A
favourable gap in itself does not guarantee market success for an enterprise.

Market success is an outcome of favourable demand supply gap as well as

effective market programme.

MARKET SURVEY — PRIMARY RESEARCH : A THREE STAGE TASK :

Market study is essentially a three-stage task. these tasks are :

x Determination of information neads
* Information gathering
»

Analysis of collected information and reaching consilusions.




MARKET DEMAND : A SIX ELEMENT CONCEPT :

Market demand 1s a six-element concept. Market demand for a product 1s the

total veolume that will be bought by a defined customer group in definec

georgraphical are in a defined time period in a defined environment. Let us

explain these elements. -

i) PRODUCT  : :
Market demand Dre—suéposes a careful definition of the product or
product class. To take up the earlier example or ACT, the promoter o7
collapsible tube must decide whether the relevant market study 1s
aluminium collagsible tube or all tube market. The decision dJdepends
upon how you perceive the opportunity for entering & chosen (substitute
or alternative or competlting) market or losing to such adjacent
products.

17) VOLUME :
The market demand can be measured in terms of sither volume of business
or value in terms of money or both. Volume is useful measure when the
product 1s homogeneous. You do not have to collect historical sales for
price level changes, 1f you use volume However, 1f the product lacks
homogeneity, you aré forced to use monetary unit. In the context of
market studies, i1t is useful to generate a physical volume estimate of
sales as also to arrive at trends in such volume, over the years to
come.

117) CUSTOMER GROUP :
The demand may be measured for the whole market or for various customer
groups or segments secarately. For_example, you may analyse furniture
demsnd for house-hold and institutional (offices, shops, hotels,

hospitals, etc.) segments s~parately. You may decide not to count upon

demand from specific segments on account of product iimitations or
organisational constraints. Technology, manpowser, si111, location,
managerial capability, state of organisational development and

financial resources vis-a-vis customer profile in individual segments

674



decide what segment you ﬁust cater to or stay away from. A producer or
electronic instruments may choose not to sell to defence establishment
in view of its stringent quality standards, till he can reach sugh
standard of quality in his unit.
T} GEOGRAPHICAL AREA :

Market demand shou?dg be measured with reference to & well-definec
geographical area. New entrepreneurs often do not have organisationai
resources to sell on a nation-wide scale. There are proeucts which have
to be marketed only within a certain radius from the location of the

unit, e.g. corrugated box, industrial gas, collapsible tubes or prefac

structures.

v) TIME PERIOD :
The market demand must be forecasted for a specified time period. It is
customary, for the purpose of a market study, to estimate demand for 5
or 8 or 10 years for commencement of production.

vi) MARKET ENVORONMENT -
Harket demand estimates for an enterprise is subject to a given socio-

economic environmentl Radical policy changes or cultural upheavals will

upset the demand estimates.

&%



Major headings Information needed

1. Demand Product, uses, the consumers, acitual consumption
likely consumption in future and export prospect.

2. Supply Production capacity, actual production,
capacity utrlisation, imports and iikely
future capacity

3. Distribution Channels of distribution involved, the cost of
distribution and the mode of transport

- . - - - - '
4. Pricing Domestic and international price trends.
control on prices, duties and taxes.

MANUFACTURERS
Industrial Consumear Cigarettes, Textiles
goods durables tooth paste etc.
Distributors
Wholesellers Wholesellers
Retaiiers Retailers Retailers
Users/Consumers Consumers Corisumers Consumers




EXPORT MARKET STUDY :

The concept and techniques wunderlying export-market study are

essentially not different from those outlined earlier for evaluating

domestic market. Segmentation, EDS, market survey and demand—

forecasting methods relevant for domestic market study are equally

vsefui or export market assessment.

EXPORT MARKET ENVIRONMENT :

The international market, however, is marked by a complex &nd wuncertain
environment. An enterprise must understand the environment concerning
potential-importing countries. The major ingredients of export—-specific

environment are explained below :

17 LEGAL FRAMEWORK

Based on the economic philosophy level of economic deveiopment,

different countries have different laws. Thaese laws pertain to

restriction on imports blanket ban on import, imports against export-

performance, country-wise quotas for import, tariffs on imports and so

on. Then, there are Taws pertaining to currency, tex—-structure,

shipping and product specifications, etc. These laws should be kept 1n

view when examining a market opportunity.

33 INTER-NATION RELATIONSHIP

There exist agreements between nations which favour imports from

specified nations. There are, on the other hand, countries which do not

trade with each other. There are embargoes and sanctions.

171) CULTURE

There are cultural

influences which permeate business transactions.

Some

cultures support matter of fact, quick to the point style while

others promote a subtle, don’t-no style. Haggling is customary in

so0ma
countries and rate in others. :
1v) ADMINISTRATIVE/COMMERCIAL INFRASTRUCTURE -
Shipping, custom—handling, clearing and forwarding service,
communications, legal institutions all these are real needs n
i1 "
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v)

vi)

\.
international business. It may be difficult to export to a country
which shipping lines reseni because ships have to wait long to get =
berth on account of port ‘congestion or where custom handlinc

authorities are particuiarly uncooperative.
POLITICO-MILITARY SITUATION -
An enterprise normally .avoids selling to & country which 1s piagued Uy

political instability or military action. (There can be exceptions

where fierce international competition prevails or domestic market 13
saturated). In fact, there can be regions which receive a scanty riow
of international goods because' it is characterized by strife.
Alternatively, enterprise sell to such countries at a higher or

through re-exporting countries.
Some obstaclies to Export Market Study.

The export market study entails difficulties which are elucidated

below:—

The market survey. involving field-work, is too expensive and time
consuming “networking” (identilying information sources and tapping
these through personal contacts 1is difficult) MWritten communication
does not bring forth adequate response (there is the language barrier
as well) If a field-survey is undertaken, it is not easy to get co-

operation from firms and authroties in foreign countries,

An enterprise is forced to rely on published reports. Trtere are

countries where even such exercise as population—-census are not

undertaken.

There is dearth of good market research agencies.



Marketing ts so basic that it cannot be considered a
scparate function. . . . It is the whele business seen
[rom the point of view ef its final result, that is, from
the customer’s point of wiew.

FPZTER DRUCKER

As human history moves toward the year 2000, with its 2we-inspiring problems
and opportunitics, the subject of marketing is attracting increzsing attention
from companies, institutions, and nations. Marketing has evolved from its early
origins in distribution and selling into a comprehcusive philosaphy for rclatin
any organization dynamicallv to its markew. Marketing is 2 cornerstone of
policy and prictice in such giant concerns as General Eleciniz, Frocuier &
Gamble, Szars, and IBM. Largc and small business firms evrnavhere 2re hegin-
ning to appreciate the difference between sc[iing and marketing and are orga-
nizing to do the iauer '\onpru‘it orgam..ﬁuuns sach as muscuny, UrITersvics,
chu-‘cht_s, and government dgencies are séeing marketing #s 2 new way of lock-
ing at their relations with their publics. Developing nations are ex ammmg
marketing principles to sec how their domestic distributior, s¥stern can be imi-
proved and how they can compete more effectively in world narkets. Socialist
natisns are bcgmmng o study how they could use marksting research, advcr-
{Nr‘g, and pricing to mcrcas._. their cflectiveness in planning znd distributin
their goods.

The intensifying interest in marketing is paradoxical because while iazr-
keting is onc of man’s ncwest action disciplines, it is also onc of the world’s
oldest professions. From the time of simple barter through the siage ol 2 mong;
cconomy to today'’s modern compiex markeitng systan, exchenges hzve been taking

=
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Tasks and philosopives

_\ place. But marketing—the study of exchange processes and relationships—madc

I its formal appcarance only in the carly part of the twentieth century out of

of marketing management iqucstions and issues neglected by its mother science, economics.

MARKETING

<

In this short time, marketing has achieved rthe image of society’s savior
, g ha e nag
in the minds of many, and society’s corrupter in the minds of cthers. Market-
ing’s good deeds have been described in various ways: '

Aggrossive imarketing policics and practices have been largely responsible for the
high material standard of living in America. Today through mass low-os® mar-
keting we ¢njoy products which were once considered luxuries and which are
still so classificd in many foreign countrics.?

Advertising ncurishes the consuming power of mea. It creates wants for 2 deiter
standard of living. It sets up before a2 man the goal of a better home, Letter cloth-
ing, better food for himself and his family. It spurs individual cxertion and greater
production. It brings wgether in fertile union those things which otherwise would
not have met.?

Others take a dimmer view of marketing’s contribution to society:

For the past 6,000 years the field of marketing has been thought of as made up
of fast-buck artists, con-men, whecler-dealers, and shoddy-goods distributors,
Too many of us have been “taken™ by the tout or con-man; and all of us at times
have been prodded into buying all sorts of “things™ we really did not need, and
which we found later on we did not even want.?

What docs a2 man need—really need? A few pounds of food each day, heat and
shelter, six feet to lic down in—and some form of working acuvity that will yield
a sense of accomplishment. That's all—in a material sense. And we know it. But
we are brainwashed by our economis system antil we end up 1a 2 tomb beneath
a pyramid of time payments, mnortgages, preposterous gacyutry, playtiings that
divert our attention from the sheer idiocy of the charade?®

wodifferent views

It is clear that various social commentators b
on the meaning and social worth ¢f marketing. This icacs us to the major
purpose of the dirst chapter. The purpose is 1o datine the raicre o rmurciung,
the tasks of marketing manazement. and alternziive pil s of marketing
management.

Various definitions of marketing have appcared through

[t has been described by one persor or anather as 2 business activity; as 2 groep
of relatzd business activities: as a trade phenomencu; as 2 frame of mind; as a
coordinative, integretive function in palicy making; a< 3 ssisc of Dusiness pur-

"Wilitam J. Stauton, Fundamentals of Marketing (New York. McGraw Ml Book Comnpany,

1964), pp. 4-5.
2Sir Winston Churchili.
IR N a2 N. Tatiner, “Wowa Twu Want Your

Jourazi of Marketirg, January 1957, ¢. 1.
Stecling Hayden, Wanderer {New Yok Alfrad 3 Keo-f -0 55
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- posc; as an cconomic process; as a structure of institutions; as the process of

Tasks and philosophies cxchanging or transferring ownership of products; as a process of concentration,
¢f marketing management cqualization, and dispersion; as the crcation of time, place, and possession utili-
tics; as a process of dzmand and supply adjustment; and as many other things.®

All of these definitions provide useful but partial perspestives on the
nature of marketing. We would like to propose a definition of marketing that is
rooted in the logic of human nature and hehavior, Our definition is:

! Marketing is human activity directed at satisfying nceds and wants through
« . exchange processes.

Aumaa needs aa¢ waals  The starting point for the discipline of marketing lies in human needs énd wants.
Mankind nceds food, air, water, clothing, and shelter to survive. Bayond this,
people have a strong desire for recreation, education, and other services. Thev
have strong preferences for particular versions of basic goods ,\nd services.

Whatever the case, there is no doubt that modern man's needs and wants
are staggering. In one year, in the United States alone, Americans purchased
67 billion cggs, 250 million chickens, 5.5 million hair dryers, 133 billion domes-
tic air travel passenger miles, and over 20 million 'ectures by colleze Englisk
professors. These consumer goods and services led o a derived demand for more
fundamental inputs such as 150 million tons of steel and 3.7 billion tons of
cotton. These are a few of the wants and needs that get expressed in 2 31.3 tril-
lion economy.

Products The existeace of human needs and wants gives rise to the concept of producrs.

] Qur definition of product is:

A product is something that is viewed as capable of sadsfying a wuat.

A want describes a state of felt deprivation in a person. This deprivation pro-
duces discomfort and a wish 1o act to relicve this discomfort. The want energizes
the persan --puts bim into an active state--and gives him direction. The person
will percerve certain things outside of himscll that would satisfy his want These
thungs can be calicd producis. They take on value to the individual Hecanse
of their capacity 1o satisiv his wants.

It is imporcant not to himit our concept of product 1o physical objects.
The key thing about a product is the service that it renders. A physica! good 15
simpiy a physical means of packaging a service. A tube of lipstick is nos bought

for its ewn sake but rather in the hape of producing beauty. A drilt bit is not
bought fur its own sake but rather to produce a needed hole. A producs is reaily
nothing mors than a 100l for solving a problem.

Anytning capable of readering a zcivice, that is, satisfying 2 need, can
Lo called a product. Ui includes frersans, places, erganizatrons, and 1isgs. Con-
stners make a decision among different entertainers to watch on selevision.
ditferent places 1o go on a vacation, different organizations o contibute 1o,
and different ideas to support. These are alternative products from the point
of view of a consumer. If the term praduct seems unnatural 2t times. e may

Markesi=g € o Fohe Oy Siaze Universite, A Statemient of Marketing ¢riiosoghv.”
Jearnal op Modenng, lanuasy 155, - 43
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substituic the term resource or offering. All of these terms describe something of

value to someonc.

The fact that man has needs and wants and there are products capable of satis-
fying them is necessary but not sufficient to define marketing. Marketing exists
when man decides to satisfy his necds and wants in a certain way that we shall
call exchange. Exchange is onc of four alternative options available to man to
obtain a product capable of satisfying a particular need he has.

His first option is se/f-production. A hungry man can rclieve his hunger
through his own cfforts at hunting, fishing, or fruit gathering. He does not have
to interact with anyone else. In this case there is no market and no marketing.

Fis sccond option is coercion. The bungry man cau forcibly take food from
another person or steal it. He offers no benefit to the other party excspt the
chance not to be harmed.

His third option is supplication. The hungry man can approach someone
and plead for food as a gesturc of charity. He has nothing tangible to offer
except his gratitude. :

His fourth option is exchange. Thz hungry man can approach someone
who has food and ofier'some resource in exchange for the food. He may offer
moncy, somc good, or some service of value to the owner.

Marketing centers on the last approach, that of exchange, to the acquisi-
tion of products to satisfy iuman wants and needs. Excharge requires the fol-
lowing conditions:

I There arc two parties.
Each party has something that may be of value to the other.

(%]

Each party is capable of communication and delivery.
4 Each party is frec to accept or reject the offer,

If these conditions exist, there is a potential for exchange. Whetner exchange
actually takes place depends upon whether the two parties cau find tams of
exchange that leave them both better off (or at least not worsz off) than before
the exchanee. This is the sense in which exchange is described as a value-
creating process, that is, au act of free exchange normally increases the value
felt by both parties.

The concept of exchange leads naturally ints the concept of 2 market, Our
deanition of market is:

A marlket is an z2rena for p:)icmial cxchanges.

An example will illusirate this concept. Suppose an 2rtist spende threce
weeks creating a beautiful sculpture. He has in mind a pariicular price. The
question he faces is whetlier there is anyone who will exchange this amount of
moncy for the sculpture. If there is at least one such person, we can say there 1s
2 markat. The size af the market will vary with the price. The artist may ask for so
high a price that there will be no market for his srulpture. As he brings the
price down, normally the market size increases because more people can afford
the sculpture. The size of the market depends upon the nu mber of persons who
have both £1Y 2z interest in the object and {2) 2 willingness te offer the resources

required to abrain it
6
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Tasks and philosophies
of marketing management

Marksting

Wherever therc is a potential for trade, there is a market. The term
“market" is often used in conjunction with some qualifying term that describes
a human need or product type or demograpkic group or geographical location fin cxample
of a need market is the relaxation market, which exists because people are willing
to exchange moncy for lessens on yoga, transcendental meditation, and bio-
feedback control. An example of a product marke: is the shoe market, so defined
because people are willing to exchange money for objccts called shoes. An
cxample of a demographic market is the youth market, so defined because young
pcople passess purchasing power that they are willing to exchange for such
products as cducation, bikinis, motorcycles, and stercophonic equipment. An
example of a geagraphic marke! is the French market, so defined because French
citizens arc a locus of potential wansactions for a wide varicty of goods
and services.

The concep? of a2 market also covers exchanges of resources not necessarily
involving meney. The political candidate offers promises of good government
10 a water market in exchange for their votes. The lobbyist offers services (o a
legislative market in exchangs for votes for his cause. A university cultivates the
mass-media market when it wines and dines editors in exchange for more and
better publicity. A muséum cultivates the donor market when it offers special
privileges to contributors in exchange for their financial support.

The concept of markets finally brings us full circle to the concept of marketing.
Marketing means working with markets, which in turn means attempting to
actualize potential exchanges for the purpose of satisfying human needs and wants.
Thus we return to our definition of marketing as human activity directed al satisfying
needs and wants through exchange processes.

MARKETING MANAGEMENT

Coping with exchange processes calls for a considerable amount of work and
skill. Individuels become fairly adroit at buying to meet their houschold needs
Occasionally, they also undertake sclling—selling their car, selling persona
services. Organizations are more professional in handling exchange processcs.
They must attract resources from one set of markets, convert them into useful
products, and trade them in another set of markets. Waole nations also plan and
manage excnange relations with others. They search for mutually beneficial
trade relations and exchanges with other natiens. in this book we will primariily
take the perspective of orgenizational marketing rather than that of personal or
national marketing.

Our position is that marketing managemert takes place when at least one
party to a potential exchange gives thought te his objectives and means of
achiceving desired responses from other parties. Our formal dzfinition of mar-
keting management is:

. Afarketing manggzement is tl:e analysis, planning, implementation, and
control of prorrams designed to bring about desired exchia.ges with targe:
markets for the purpose of achicving organizational ubjectives. Tt relics
acavily on designing the organization’s offering in terms cf the target

market's nceds and desires and using cffective pricing, communication,

and distribution to inform, mctivate, and service the market.

6
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Although various managers in a company deal with 1aarkets of different
types, marketing management s historically identificd with the specialized
job of dealing with the customer market for the final products of the firm. We
shall adopt this same convention, although everything that we shall say about
marketing principles applics with equal force to all market managers.

Formal marketing work is carricd out in companies by sales managers,
salesmen, advertising managers, marketing resecarch managers, customer service
managers, product managers, and the marketing vice-president. Each of these
job positipns goes along with well-defined missions and responsibilitics. Many
of these job positions center around the management of a particular marketing
resource such as advertising, sales foree, or marketing research. On the other
hand, product managers, market managers, and the marketing vice-president
manage programs. Ther job is to arolvze, plan, ané implenent programs that will
produce a desired level of transcctions wiih specified target markets.

The popular image of the marketing manager is that of someone whose task
is primarily to stimulaic demand for the company’s products. However, this
is too limited 2 view of the range of markering tasks carricd out by marketing
managers. AMarketing management is the task of regulating the leved, timing, and character
of demand in a way that will help the organization ackiese its objectives. Simply put,
marketing management is demand management.

The organization forms an idea of a desired level of transactions with a mar-
ket. Atany point in time, the actual demand level may be below, equal to, or above
the desired demend level. This leads to the eight distinguishable demand states
listed in Table 1-1. The marketing task and the formal name of each task 1s
shown next to cach demand state.

Conversional marketing Conversional mark~ting grows out of the state
of negative demand. Negative demand s 6 state in whick oll or mosi of the important
segments of the potential market dislike the product or service and tn foct might concetvably
pay a price to avoid it.

Negative demand, far from being a rare condition, applies to many prod-
ucts and services. Vegetarians feel negative demand for micats of all kinds.
Numerous Americans feel negative demand for kidneys and sweetbreads. Peoole

Table 1-1
The basic marketing tasks

Demand state Marketing task
I. Negative demand Disabusz demand Convers:onal marketing
1. No demand * Crezte demand Stimulauonai marketing
III. Latent demand Deveiop demand DNevelapmental marketing
IV. Faltering demand . Revitalize demand Remarkeiing
V. Irregular demand Synchronize demand  Synchromarketing
V1. Full demand Maintain demand Maintznznes marketing
VI Overfuell demuand Reduce demand Demarketing
VIIL. Unwholesornz demand  Destroy demand Counterrnarketing ;




MARKETING-MANAGEMENT PHILOSOPHIES

ihe produc! corcepl

e p

We have described marketing management as the conscious effort to achieve
desired exchange outcomes with target markets. Now the question arises, What
is the philosophy that guides these marketing efforts? What is the relative
weight given to serving the interests of the organization, the customers, and society?
Very often these conflict. It is desirable that marketing activitics be carried out
under @ cicar concept of responsive and responsible marketing.

There arc four alternative concepts under which business and other orga-
nizations can conduct their marketing activity.

The product concept is the oldest concept guiding producers.

The product concept is a managciacn! orientation that assumes that con-
/ sumers will respond favorably to good products that arc reasonably priced

\/ and that little company marketing effort is required to achieve satisfactory

sales and profits,
The implicit premises of the product covicept arc:
Ll

I The company should coucentrate its atteation on the task of producing good
products that are fairly priced.

2 Consumers arc interested in buying products rather than solving particular
problems.

3 Consumers know the availeble competing brands.

4 Consumers choosc among competing brands on the basis of their quality in
relation to their price.

The best-knowr example of the product concept is the manufacture- who
built a better mousetrap.” He followed Emerson’s advice: “Ifaman . . makes
a better mousetrap . . . the world will beat a path to his door.” But 0 his
surprise, he found few customers panting at his daor. People do na: aura-
matically lcarn about new and improved products, believe that they are really
superior, or show a willingness to pay a higher price. The inventor of 2 Letter
mousetrap will get nowhere unless he takes positive steps to design. packace,
and price his nzw pruduct attractively, place it intw convenicnt distribution
ckannels, bring it 10 thz attention of persons concerned with rodznt prooiems,
and convince them that it has supecrior qualities.

Comparies can be found in all ficids that tend to operate on 2 product
concept. Railroad management was so sure that it k:ad a superior forr. of trans-
portation that it underserved the customers and overlooked the emerging ch
lenge of the airlines, buses, trucks, and automobiles. The story is 12id

{fice-file manufaciurer who comolained 9 his sales manaeger thad dis fileg
should be selling better. “Our files are the best in the world. They can be
dropped from a four-story building and not be damaged.™ “Yes," zgrecd his

'Sce *So We Muadz a Better Mousctrap,” The Pretigen:’s Forum, Fuii 1852 -oo. T5-00
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sales manager, “but our customers aren’t planning to push their files out of
four-story buildings.”

Nonprofit organizations also frequently exhibit a product orientation.

Opera companices assumnc that the public will want the standard fare of Mozary,
Verdi, and Puccini year after year. Colleges and universitics assume that hign
school graduates will continue to want their product. Churches, police depart-
ments, the post office, and many other nonprofit organizations feel thar they
arc offering the public the right product and that the public should be grate{ul.
QObviously, this concentration on the purity and inmutability of the product
eventually gets these organizations into decp trouble, as many are finding out.

The selling concept is a second hallowed way in which producers have sought
to guide their exchange activity.

The implicit premises of the sciling concept are:

i - T

The selitng concept is « management orientation that assumes that con-
sumers will normally not buy enough of the company’s producis unless
they arc appreached with a substantial sclling and promotion effort.

The main task of the company is to get sufficient sales for its prodects.
Consumiers will not normally buy enough on their own.

The consumers can be induced to buy through various sales-stimulating devices.
The customers will probably buy again, and even if they don't, there are many
other consumers out there,

Companics practicing the selling concept typically assume their goods are

“sold, not bought.” For example, insurance salesmen hold thai people do not
feel a strong need for insurance and do not beat a path to their door: therefore,
it is necessary to aggressively search out potential customers 2nd hard-szi! them
on the benefits of insurance. The same philosophy guides the thinking of ency-
clopedia and bible companies, land developers, and home repair contractors.

A prime practitioner of the selling concept is the Amencan autamabile

industry. From the moment the customer walks 1o the showien, :ad
salesmen wi!' put on an act for the customer. wlich inctudes “peyching him

out,’
as an excellent car. If the customer likes the flau moded |
there is another customer about to buy it and that he should therefore mak- up
his mind as fast as possible. If the customer balks at the price (which is aru-
ficialiy high to begin with), the salesman savs he will talk 10 the manager o get
a special conicession only for him, "Uhe customer waits ten nuinuies and the siles:
man rciurns with “the boss doz:n’t like it but I get him tc 2gree.” The atinis
“work up the customer™ so that he is readv 10 sign then and there 11 e walks !
out of the showroom without buying, he may be lost [arever,

in its hard-driving form where customer satisfaction 5 consideicc secandary o

“exaggerating, baitiag, and occasionally Iving.® Thic new mocc s Sosciived !

ol et s R DR SR LY |

Obviocusiy, there are great risks in practicing the selling conzrpt, evpmcindly

- '.""".:.—!‘."' f - ]

getting the sale. it would scem 1o be a practice thas wanldl 5080 the =

“See Il'-'fil'lj, Ren, Kudy's Rea Wagun: Coremmniciioan Satepies i Lonre= e Coreens i Clenvizvr,

IL.: Sceis, Foresnian & Coampeanv, 19171



14 this seller; he would eventually find no more customers who would trust him.
Tasks and philosophies For the sclling concept to work for an extended period of time, the following
of markeiing managemen!  circumstances would have to be present:

da L3 pD
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Many of the customers come in knowing that the dealers are hard sellers and
feel they can handle the situation.

Customers who are dissatisfied soon forget their dissatisfaction.

Dissatisfied customens do not talk very much to other custaomers.

Dissatisficd cusiviuers probabiy will not complain to consumer organizations.

There arc a great number ef potentizl customers out there; the company does
not have 1o depend upon repeat business.

Although we have used business organizations to illustraie the sclling

concept, it is frequently practiced by nonprofit organizations as well. A perfect
example is the political party seeking votes for its candidate. Having chosen
a candidate on whatever grounds, it is stuck with him and must vigorously scll
him to the voters as a fantastic person for the job.® The candidate and his sup-
porters stomp through voting precincts from carly morning to late ~vening

: chaking h~nds, kissing babies, mceting power brokers, making breczy speeches.
Countless dollars are spent on radio and television advertising, posters, leaflets,
and so on. Any flaws in the man arc shielded from the public because the aim
is to get.the sale, not worry about postpurchase satisfaction. After he is clected,
the new official continues o take a sales-criented view toward.the citizens. There
is little measuremen: of what the public wants and a lot of selling effort to get
the public to accept policies that a few want.

The markeling concepl The marketing concept is a rather new idea in the history of exchange
relations 0

The marketing concept is a management orientation that holds that the
key task of the organization is to determine the nceds, wants, and valucs
of a target market and to adapt the organization to delivering the desired
satisfuctions more eticctively and cfliciently than its competitors.

The vnderiving premises of the marketing concept are:

The organization cenizeives of its mission in terms of satisfving a defined set of
wznts of a deflined greup of cusiomers.

Thic organization recognizes that satisfying wants requires an active program of
marketing research to learn of these wants.

The organization recognizes that ail customer-imipinging company activities
must be placed under integrated murketing control.

o Afurketing T neustd w
el T L.,
R sl

9Sce Joseph McGinness. The Sclting o the Presidenl (New York: Trident Prass, 190%)

Wice Joha B. McKiterick, “What Is the Marketing Managen.ent Concept?™ The Frontiers
« tChicagy: Amcrican Murcketing Association, 19371 pp. 71-82;
3 Prilosozhy as 2 Way of Business Life,” The Markeating Conceptr fts

e

Beeen, g

Meaning 13 Munagemen!, Mark=ting Serics, No. 99 (New York: American Management Association,
18677 nn 3-3 Al <es the ftatement by 2 formier president of Pillsbury: Robert J. Reith, “The
Marketing Revolution ™ Jeuaz! of Mabeozp January 1960 pp 5214
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Market and Demand Analysis

n most cases, the first step in project analysis is to estimate the potential size of the

market for the product proposed to be manufactured (or service planned to be offered)
and get an idea about the market share that is likeiy to be captured. Put differently, market
and demand analysis is concerned with two broad issues: What is the likely aggregate de-
mand for the product/service? What share of the market will the proposed project enjoy?

These are very important, yet difficult, questions in project analysis. Inteiligent and
meaningful answers to them call for an in-depth siudy and assessment of various factors
like patterns of consumption growth, income and price elasticity of demand, composition

-of market, nature of competition, availability of substitutes, reach of distribution channels,

so on and so forth. Yet, in many cases preject feasibility studies seem to make a short shrift
of market and demand analysis. It is not uncommon to find cursory statements like “the
market is attractive” or “the demand is expected to exceed supply” as substitutes for a
thorough market and demand analysis in project evaluation exercises.

Given the importance of market and demand analysis, it should be carried out in an
orderly and systematic manner. The key steps involved in market and demand analysis
are depicted in Exhibit 4.1. This chapter discusses these steps. It is organised into seven
sections as follows:

-« Situational analysis and specification of objectives
+» Collection of seccndary information

» Conduct of market survey

e Characterisation of the market

e Demand forecasting

e Uncertainties in demand forecasting

* Market planning

Qf




@ 4.1 SITUATIONAL ANALYSIS AND SPECIFICATION OF OBJECTIVES

In order to get a “feel” of the relationship between the product and its market, the project
analyst may informaiiy talk to customers, competitors, middlemen, and others in the in-
dustry. Wherever possible, he may look at the expericnce of the company to learn about
the preferences and purchasing power of customers, actions and strategies of competitors,
and practices of the middlemen.

If such a situational analysis generates enough data to measure the market and get a reli-
able handle over projected demand and revenues, a formal study need not be carried out,.
particularly when cost and time considerations so suggest. In most cases, of course, a for-
mal study of the market and demand is warranted. To carry out such a study, it is neces-
sary to spell out its objectives clearly and comprehensively. Often this means that the intui-
tive and informal goals that guide situational analysis need to be expanded and articulated
with greater clarity. A helpful approach to spell out objectives is to structure them in the
form of questions. Of course, in doing so, always bear in mind how the information gener-
ated will be relevant in forecasting the overall market demand and in assessing the share
of the market that the project will capture. This will ensure that questions not relevant to
the market and demand analysis will not be asked unnecessarily.

To illustrate, suppose that a small but technologically competent firm has developed an
improved air cooler based on a new principle that appears to offer several advantages
cver the conventional air cooler. The chief executive of the firm needs information about

Exhibit 4.1 Key Steps in Market azxd Demand Analysis and their Inter-relationships
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where and how to market the new air cooler. The objectives of the market and demand
analysis in this case may be to answer the following questions:

e Who are the buyers of air coolers?

« What is the total current demand for air coolers? _

e How is the demand distributed temporally (paticin of sales over the vear) and
geographically?

¢ What is the break-up of demand for air coolers of different sizes?

« What price will the customers be willing to pay for the improved air cooler?

« How can potential customers be convinced about the superiority of the new cooler?

« What price and warranty will ensure its acceptance?

« What channels of distribution are most suited for the air cooler? What trade margins
will induce distributors to carry it?

« What are the prospects of iramediate sales?

4.2 COLLECTION OF SECONDARY INFORMATION

In order to answer the questions listed while delineating the objectives of the market
study, information may be obtained from secondary and/or primary sources. Secondary

~ information is information that has been gathered in some other context and is already

available. Primary information, on the other hand, represents information that is collected
for the first time to meet the specific purpose on hand. Secondary information provides the
base and the starting point for the market and demand analysis. It indicates what is known
and often provides leads and cues for gathering primarv information required for further
analysis. This section looks at secondary information and the following at primary infor-

mation.

- &l General Sources of Secondary Information

The important sources cf secondary information useful {or market and demand analysis in
India are mentioned below:

Census of India A decennial publication of the Government of India, it provides, mler alia,
information on population, demographic characteristics, household size and composition,
and maps.

National Sample Survey Reports issued from time to time by the Cabinet Secretariat,
Government of India, ihese reports present information on various economic and social
aspects like patterns of consumption, distribution of households by the size of consumer
expenditure, distribution of industries, and characteristics of the economically. active popu-
lation. The information presented in these reports is obtained from a nationally repre-
sentative sample by the interview method.



Plan Reports Issued by the Pianning Commission usually at the beginning, middle and
end of the five-ycar plans, these reports and documents provide a weaith of information
on plan proposals, physical and financial targets, actual outlays, accomplishments, etc.

Statistical Abstract of the Indian Union An annual publication of the Central Statistical Or-
ganisation, it provides, inter alia, demographic information, estimates of national income,
and agricultural and industrial statistics.

India Year Book An annual publication of the Ministry of Information and Broadcasting,
it provides a wide range of information on economic and other aspects.

Statistical Year Book An annual publication of the United Nations, it provides world sta-
tistics relating to various aspects like population, demography, gross domestic publication,
industrial production, international trade, etc.

Economic Survey An annual publication of the Ministry of Finance, it provides the latest
data on industrial production, wholesale prices, consumer prices, exports, agricultural pro-
duction, national income, etc.

Guidelines to Industries This is an annual publication of the Ministry of Industrial Develop-
ment.

Annual Survey of Industries An annual publication of the Central Statistical Organisation, it
contains information on various aspects of industry: number of units and statewise distri-

bution, average number of working days, employment, materials consumption, quantity -

of products, etc.

Annual Reports of the Development Wing, Ministry of Commerce and Industry An annual
publication, it gives a detailed review of industries under the purview of the wing. It also
providcs information about new item. manufactured for the first time in India and the list
of protected industries.

Annual Bulletin of Statistics of Exports and Imports  An annual publication of the Ministry of
Commerce, it provides data on imports and exports for a very large number of items and
as per international classification.

Techno-Economic Surveys The National Council of Applied Economic Research has con-
ducted and published techno-economic surveys for various states.

Industry Potential Surveys The Industrial Development Bank of India in consortium with

other financial institutions has conducted and published industrial potential surveys for .

several backward areas.

The Stock Exchange Directory This duectory, published by the Bombay Stock Exchange,
provides a ten-year picture of performance and financial statements for all listed compa-
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nies and other important companies. It contains very valuable information for comparative
analysis. It is periodically updated.

Monthly Studies of Production of Selected Industries A monthly publication of the Central
Statistical Organisation, it provides all-India data on production, number of units installed,
capacity, state-wise break-up, stock level, etc., for several selected industrics.

Monthly Bulletin of Reserve Barik of India This provides information on production indices,
prices, balance of payment position, exchange rates, etc.

Publications of Advertising Agencies The leading advertising agencies like Clarion, McCann
and Thompson have published test markets, marketing rating indices of towns of India,
consumer index of markets, and other studies which throw valuable light on [ndian mar-
1

Kets.

Other Publications Amony other publications, a mention may be made of the following:

. {i) Weekly bulletin of Industrial Licences, Import Licences and Export Licences {published

by the Government of India); (ii) Studies of the State Trading Corporation; (iii) Commod-
ity reports and other studies of the Indian Institute of Foreign Trade; (iv) Studies and
reports of export promotion councils and commodity boards; and (v) Annual Report on
Currency and Finance (issued by the Reserve Bank of India).

B Industry Specific Sources of Secondary Information

The important industry-specific sources of secondary information are given in Exhibit 4.2. |

E Evaluation of Secondary information

While secondary information is available economically and readily (provided the market
analyst is able to locate it), its reliability, accuracy, and relevance for the purpose under
consideration must be carefully examined. The market analyst should seek to know:

e Who gathered the information? What was the objective?

e When was the informaticn gathered? When was it published?

¢ How representative was the period for which the information was gathered?

* Have the terms in the study been carefully and unambiguously defined?

e What was the target popuiation?

e How was the sample chosen?

e How representative was the sample?

e How satisfactory was the process of information gathering?

¢+ What was the degree of sampling bias and non-response bias n the information
gathered?

 What was the degree of misrepresentation by respondents?
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w Exhibit 4.2 Some Im;ortant Industry-Specific Sources of Secondary Intormation

Inclusin

<

Automaobilos

i Chemicals tincluding
i Fertilisers, Druas and
" Pharmaceuticals

|

|

|

|

' Electrical and
| Electronics

i

i

Industrial Machinery

| Metallurgical

it

Publisher

Annu Reports of
\ssactation of Indian
Atomobile Manuwtacturers
\uromaolyle Ancillary
lecfustrviYearlyi

Fortiliser Statistics

Annual Reports of
Organisation of
Pharmaceutical Producers
or India

Indian Drugs and
Pharmaceutical Industries
Chemical Age of India

Annual Electric Power
Survey of India

Annual Report of Indian
Electrical Manufacturers
Association

Electric India
(Fortnightly)

Electronic Digest

El ‘ctronics Iniormation
and Planning Monthiy)

Build Machine-Build India
Textile Machinery

Accessories and S.oores Journal
Annual Report of Indian
Machine Tool

Manutaclurers Association

Iron and Steel Control
Bulletin(Quarterly)
Steel Furnace iMonthly)

Anniual Reports of Steel
Wire Manufacturers
Association of India

Indian Automobile Manufacturers
Association, Army and Navy Bldg.,
Mahatma Gandhi Road, Mumbai 23
All India Automobiie and Ancillary
Inclustries Association, 80, Dr Annie

Besant Road, Mumbai 18 1
Fertiliser Association of India, JN |
University, New Delhi 57 |

Organisation of Pharmaceutical
Producers of India, Cook's Building,
DN Road, Mumbai 1 '

Chary Publications, 188, Bharucha

Marg, Mumbai 43

Technical Press Publications,

5 Convent Street, Mumbai 1

Central Electricity Authority,

Government of India g

Indian Electrical Manufacturers

Association, Hakad Chambers,

Dr A. Besart Road, Mumbai 18

Indian Electrical Manufacturers

Associaiion, Hakad Chambers,

Dr A. Besant Road, Mumbai 18

All India Radio and Clectronics

Association, Sukh Sagar, NS Patkar

Marg, Mumbai 7

Information, Planning and Analysis
Group of Electronics Commission,

New Delhi

Directorate General of Tecknical

Development, Chary Publications,

138, Bharucha Marg, Mumbai 43

Indian Machine Too! Manu?acturers

Association, 82 Jolly Maker

“hambers, No. 2, 225 Nariman Point,

Mumbai 21

Ministry of Steel and Mines

Steel Furnace Association of India,
3/D, Vandana, 11 Tolstoy Marg,
New Delhi 1

Steel Wire Manufacturers
Association of India, 6 N. Subhas

Road, Kolkata 1
S o S ey el . g ...-.....___....».:
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Textiles

Other Industries

Minerals and rMeials
Review

Annual Reports of Steel
Re-roliing Mills
Association

Indian Textile Bulletin
Silk and Rayon Inaustries
of India

Waol and Woollens of
India

Man-made Fibres
Synthetic Fibres

Jute Chronicle

Monthly Summary of jute

and Gunny Statistics

Annual Repaorts of Indian
Cotton Mills Federation

Cement

Glass Udyog

Hotel Guide-India

Indian Packaging
Directory
Packaging India

" (Quarterly)

Rubber India

Statistics of Marine
Products Exports
Yearbook of Fishery Statistics

Asian Industry and Information

Services (P) Ltd., Kolkata
Steel Re-rolling Mills Association,
C-50, Anand Niketan, New Delhi 23

Textile Commissioner, Bombay
Silk and Art Silk Mills Research
Association, Dr A. Besant Road,

“Mumbai 18 ,

indian Woollen mills Federation,
Churchgate Chambers, 4 New
Marine Lines, Mumbai 20

Association of Man-made Fibre
Industry, 78 Veer

Nariman Road, Mumbai 20
Association of Synthetic Fibre
industry, Raj Mahal, 84 Veer Nariman
Road, Mumbai 20

Indian jute Mills Association,

Roval Exchange, 9 N Subhas

Road, Kolkata 1

Indian Jute Mills Association,

Royal Exchange, 9 N Subhas

Road, Kolkata 1

Indian Cotton Mills Federaticn,

34, P.D. Mello Road, Wadi Bunde,
Mumbai 9

Cement Manufacturers Association,
Express Building, Opp. Churchgate
Rly Station, Mumbai 20

All India Glass Manufacturers
Federation 812, ND House,
Barakhamba Road,

New Delhi 1

Federation of Hotel and Restaurant
Association of India, 503/56, Nehru
Place, New Delhi 24

indian Institute of Packaging, E-2,
Marol Industiial Estate, Mumbai 93
Indian Institute of ®ackaging, E-2,
Marol Industrial Estate, Mumbai 93
All India Rubber Industries '
Associataion, Navjivan Socicly
Building, Lamington Road, Mumbai 8
Marine Products Export Development
Authority, M.Gandhi Road, Cochin 16
FAO, United Nations Organisation
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* How accurately was the information edited, tabulated, and analysed?
« Was statistical analysis properly applied?

BX 43 CONDUCT OF MARKET SURVEY

Secondary information, though useful, often does not provide a comprehensive basis for
market and demand analysis. It needs to be supplemented with primary information gath-
ered through a market survey, specific to the project being appraiscd.

The market survey may be a census survey or a sample survey. In a census survey, the
entire pepulation is covered. (The word “population’ is used here in a particular sense. It
refers to the totality of all units under consideration in a specific study. Examples: All
industries using milling machines, all readers of the Economic Times) Census surveys are
employed principally for intermediate goods and investment goods when such goods are -
used by a small number of firms. In other cases a census survey is prohibitively costly and
may also be infeasible. For example, it would be inordinately expensive—in fact almost

impossible—to cover every user of Lifebuoy or every person in the income bracket Rs
10,000—15,000. '

Due to the above mentioned limitations of the census survey, the market survey, in
practice, is typically a sample survey. In such a survey a sample of population is contacted or
observed and relevant information is gathered. On the basis of such information, infer-

ences about the population may be drawn.

The information sought in a market survey may relate to one or more of the following:

+ Total demand and rate of growth of deinand
* Demand in different segments of the market
* Income and price elasticities of demand

* Motives for buying

¢ Purchasing plans and intentions

* Satisfaction with existing products

e Unsatisfied needs

¢ Attitudes toward various products

* Distributive trade practices and preferences

* Socio-economic characteristics of buyers

&l Steps in a Sample Survey

Typicaily, a sample survey consists of the following steps:

Define the Target Population In defining the target population the important terms shc:uld
be carefully and unambiguously defined. The target populaticn may be divided into
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various segments which may have differing characteristics. For example, all television
owneis may be divided into three to four income brackets.

Select the Sampling Scheme and Sample Size There are several sampling schemes: simple
random sampling, cluster sampling, sequential sampling, stratified sampling, systematic
sampling, and non-probability sampling. Each scheme has its advantages and limitations.
The sample size, other things being equal, has a bearing on the reliability of the estimates—
the larger the sample size, the greater the reliability.

Develop the Questionnaire The questionnaire is the principal instrument for cliciting in-
formation from the sample of respondents. The effectiveness of the questionnaire as a
device for eliciting the desired information depends on its length, the types of questions,
and the wording of the questions. Developing the questionnaire requires a thorough un-
derstanding of the product/service and its usage, imagination, insights into human behav-
iour, appreciation of subtle linguistic nuances, and familiarity with the tools of descriptive
and inferential statistics to be used later for analysis. It also requires knowledge of psy-
chological scaling techniques if the same are employed for obtaining information relating
to attitudes, motivations, and psychological traits. Industry and trade markei surveys, in
comparison to consumer surveys, generally involve more technical and specialised ques-
tions. '

Since the quality of the questionnaire has an important bearing on the results of the
market survey, the questionnaire should be tried out in a pilot survey and modified in the
light of probiems/difficulties noted.

Recruit and Train the Field Investigators Recruiting and training of field investigators must
be planned well since it can be time consuming. Great care must be taken in recruiting the
right kind of investigators and imparting the proper kind of training to them. Investiga-
tors involved in industry and trade .narket surveys need intimate knowledge of the prod-
uct and technical background, particularly for products based on sophisticated technolo-
gies,

Obtain Information as per the Questionnaire from the Sample of Respondents
Respondents may be interviewed personally, telephonically, or by mail for obtaining in-
formation. Personal interviews ensure a high rate cf response. They are, however, expen-
sive and likely to result in biased responses because of the presence of the interviewer.
Mail surveys by snail mail or e-mail are economical and evoke fairly candid responses. The
response rate, however, is often low. Telephonic interviews, common in western coun-
tries, have very limited applicabilitv in India because telephone tariffs are high and tel-
ephone connections few.

Scrutinise the Information Gathered Information gathercd should be thoroughly sciuti-
nised to eliminate data which i< iniernally inconsistent and which is of dubious validity.
For example, a respondent with a high income and large family may say thati he lives in a
one room tenement. Such information, probably inaccurate, should be deleted. Sometimes
data inconsistencies may be revealed only after some analysis.




Analyse and Interpret the Information Information gathered in the survey needs to be
analysed and interpreted with care and imagination. After tabulating it as per a plan of
analysis, suitable statistical investigation may be conducted, wherever possible and neces-
sary. For purposcs of statistical analysis, a variety of methods are available. These may be
divided into two broad categories: parametric methods and non-parametric methods.
Parametric methods assume that the variable or attribute under study conforms to some

known distribution. Non-paramelric methods do not presuppose any particular distribu-
tion. '

Results of the data based on the sample survey will have to be extrapoiated to the target
population. For this purpose, appropriate inflationary factors, based on the ratio of the
size of the target population to the size of the sample studies, will have to be used.

The statistical analysis of data should be directed by a person who has a good back-
ground in statistics as well as economics.

It may be emphasised that the results of the market survey can be vitiated by: {i) non-
representativeness of the sample, (ii) imprecision and inadequacies in the questions, (iii)

failure of the respondents to comprehend the questicns, (iv) deliberate distortions in the

answers given by the respondents, (v) inept handling of the interviews by the investiga-
tors, (vi) cheating on the part of the investigators, (vii) slip-shod scrutiny of data, and (viii)
incorrect and inappropriate analysis and interpretation of data.

EEf Some Problems

A market researcher in India has to contend with the following problems:

Heterogeneity of the Country Since it °s impossible to cover all the states in an all India
survey, the country has to be divided into broad territories going beyond the state
boundaries. However, the heterogeneity of the country makes the task difficult. Presently,
the research agencies divide the country in a way they think is appropriate. This causes
problems in comparing the findings of different research agencies. i

Multiplicity of Languages Related to the above difficulty is the problem of multiplicity of
languages confronted by a research agency interested in conducting an all India survey.

Design of Questionnaire Scaling techniques, commonly recommended in marketing re-
search literature, involve a 5-point scale or a 7-point scale. Such refined scales are not
easily amenable to translation in regional languages. More important, they are often not
comprehensible to a vast majority of respondents who may lack the education and sophis-
tication to understand them. Hence when refined scaling techniques are used, answers

tend to be erratic and inconsistent. It is perhaps desirable to rely more on operi-ended

questions and less on pre-coded questions on definite scales.




k=H 4.4 CHARACTERISATION OF THE MARKET

Based on the information gathered from secondary sources and through the market sur-
vey, the market for the product/service may be described in terms of the foliowing:

Effective demand in the past and present
Breakdown of demand

Price

Methods of distribution and sales promotion
e Consumers _

Supply and competition

¢ Government policy

Effective Demand in the Past and Present

To gauge the effective demand in the past and present, the starting point typically is ap-
parent consumption which is defined as:

Production + Imports — Exports — Changes in stock level

The figure of apparent consumption has to be adjusted for consumption of the product
by the producers and the effect of abnormal factors. The consumption series, after such
adjustments, may be obtained for several years.

In a competitive market, effective demand and apparent consuaption are equal. How-
ever, in most of the developing countries, where competitive markets do not exist for a
variety of products due to exchange restrictions and controls on production and distribu-
tion, the figure of apparent consumption may have to be adjusted for market imperfec-
tions. Admittedly, this is often a difficult task.

[l Breakdown of Demand

To get a deeper insight into the nature of demand, the aggregate (total) market demand
may be broken down into demand for different segments of the market. Market segments
may be defined by (i) nature of product, (ii) consumer group, and (iii) gecgraphical divi-
sion.

Nature of Product One generic name often subsumes many different products: steel covers
sections, rolled produc's, and various semi-finished products; commercial vehicles, cover
trucks and buses of various capacities; so on and so forth.

Consumer Groups Consumers of a product may be divided into industrial consumers and
domestic consumess. Industrial consumers may be sub-divided ind-stry-wise. Domestic
consumers may be further divided into different income groups.

Geographical Division A geographical breakdowr of consumers is helpful, particularly for
. products which have a small value-to-weight relationship and for products which require
regular. efficient after-sales service.

2/



Why is scgmental analysis required? Segmental information is helpful because the na-
ture of demand tends to vary from one segment to another. The demand from consumers
in high income brackets may not be sensitive to price variations whereas the demand from
consumers in low income brackets may be very sensitive to price variations and different
marketing strategies may be appropriate for different market segments. '

B2 Price

Price statistics must be gathered along with statistics pertaining to physical quantities. It
may be helpful to distinguish the following types of prices: (i) manufacturer’s price quoted
as FOB (free on board) price or CIF (cost, insurance, and freight) price, (ii) landed price for
imported goods, (iii) average wholesale price, and (iv) average retail price.

Bl Methods of Distribution and Saies Promotion

The method of distribution may vary with the nature of the product. Capital goods, indus-
trial raw materials or intermediates, and consumer products tend to have different distri-
bution channels. Likewise, methods used for sales promotion (adveriising, discounts, gift
schemes, etc.) may vary from product to product.

The methods of distribution and sales promotion employed presently and their ration-

ale must be specified. Such a study may explain certain patterns of consumption and high-
light the difficulties that may be encountered in marketing the proposed products.

E Consumers

Age Preferences
Sex : Intentions
Income Habits
Profession Attitudes
Residence Responses

Social background

Supply and Competition

It is necessary to know the existing sources of supply and whether they are foreign or
domestic. For domestic sources of supply, information along the following lines may be
gathered: location, present production capacity, planned expansion, capacity utilisation
level, bottlenecks in production, and cost structure.
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Competition from substitutes and near-substitutes should be specified because almost
any product may be replaced by some other product as a result of relative changes in price,
quality, availability, promotional effort, and so on.

Government Policy

The role of the government in influencing the demand and market for a product may be
significant. Governmental plans, policies, and legislations, which have a bearing on the
market and demand of the product under examination should be spelt out. These are
reflected in: production targets in national plans, import and export trade controls, import
duties, export incentives, excise duties, sales tax, industrial licensing, preferential pur-
chases, credit controls, financial regulations, and subsidies/penalties of various kinds.

BE& 4.5 DEMAND FORECASTING

After gathering information about various aspects of the market and demand from pri-
mary and secondary sources, an attempt may be made to estimate future demand. A wide
range of forecasting methods is available to the market analyst. These may be classified in
three categories as shown in Exhibit 4.3. The methods listed in this exhibit are described in
some detail below:

Exhibit4.3 Methods of Demand Forecasting

I Qualitative Methods These methods rely essentially on the judgment of experts to translate
qualitative information into quantitative estimates. The important qualitative methods are:
 Jury of executive methcd
« Delphi metiod
Ii Time Series Projection Methods These methods generate forecasts on the basis of an analysis
of the historical time series. The important time series projection methods are:
» Trend projection methcd
* Exponential smoothing method
* Moving average method
Il Causal Methods More analytical than the preceding methods, causal methods seek to
develep forecasts on the basis of cause—effect relationships specified in an explicit, quantitative
manner. The important causal methods are-
¢ Chain ratio method
« Consumption level method
¢ End use method
« Leading indicator method

» Econometiicmethod 0o A

' Jury of Executive Opinion Method

This method, which is very popular in practice, involves soliciting the opinions of a group
of managers on expected future sales and combining thom into a sales estimate.
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The adventages of this method are: (i) It is an expeditious method for developing a de-
mand forecast. (ii) It permits a variety of factors like economic climate, competitive envi-
ronment, consumer preferences, technological developments, and so on, to be included in
the subjective estimates provided by the experts. (iii) It has immense appeal to managers
who tend to prefer their judgment to mechanistic forecasting procedures.

The disadvantages of this method are: (i) The biases underlying subjective estimates can-
not be unearthed casily. (i1) The reliability .of this technique is questionable.

El Delphi Method

This method is used for eliciting the opinions of a group of experts with the help of a mail
survey. The steps involved in this method are:

1. A group of experts is sent a questionnaire by mail and asked to express their views.

2. The responses received from the experts are summarised without disclosing the
identity of the experts, and sent back to the experts, along with a questionnaire
meant to probe further the reasons for the extreme views expressed in the first
round.

3. The process may be continued for one or more rounds till a reasonable agreement
emerges in the view of the experts.

Delphi method appeals to many orgznisations for the. following reasons: (i) It is intelli-
gible to users. (ii) It seems to be more accurate and less expensive than the traditionai face-
to-face group meetings.

While the Delphi method is appealing, there are certain questions marks: What is the -

va'ue of the expert opinion? What is the contribution of additional rounds and feedback *o
accuracy?

Ezl Trend Projection Method

The trend projection method involves (a) determining the trend of consumption by analys-
ing past consumption statistics, and (b) projecting future consumption by extrapclating the
trend.

When the trend projection method is used, the most commonly employed relationship is
the linear relationship. :
Y,=a+bT _ (4.1)
where Y, = demand for year ¢
T = time variable
a = intercept of the relationship
b = slope of the relationship
To estimate the parameters a and b of the linear relationship, the least squares method is

used. To illustrate the use of this method, the following demand data for a product will be #
used as shown in Exhibit 4.4.
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Exhi_bit 4.4 Demand Data

Year Demand Year Demand |
1988 10 1995 20 i
1989 13 1996 22 ’
1990 14 1997 23 ?
1991 17 1998 22 ’
1992 18 1999 "24
1993 _ 18 2000 24

25

| 1994 19 2001
| "

For purposes of linear trend analysis, it is convenient to change the time axis as shown in
Exhibit 4.5.

Exhibit4.5 Changein Time Axis

Actual Year Year for Analysis Actual Year Year for Analysis
1988 0 1995 7
1989 1 1996 by
1990 2 1997 9
1991 3 1998 10
1992 q 1999 il
{ 1993 <] 2000 12
\ 1294 6 2001 13
W

According to the least squares method, the linear relationship is chosen in such a man-
ner that the sum of the squared deviations of the observations from the line is minimised.
The parameters, @ and b, of the linear relationship are estimated with the help of the fol-
lowing equations: 2

17 in thousand units.
2. The equations for a and b are derived as follows. The sum cf the squared deviations is
S(Y-a-bT)? (1)
To minimise this with respect to @ and b, the partial derivatives of this sum with respect toa and b
are set equal to zero. This gives:

J 2
— I(Y=-a=-bT)*=-22(Y-a-bT)=0 (2)
da
2 T(Y bT)2= 2 TE(Y bTY=0 (3)
L e—- -a-0 = - -1 =0 =
dab
From the above equations we get the following:
_Y=%(a+bT) (4)
LTY = X(aT + bT?) (5)

Solving these two equations, referred to as normal equations, we get the values of @ and b given in
Egns (4.2) and (4.3).

A




XTY -uTY
WL wulid (4.2)
XTI =nl

a=Y -bT (4.3)
The calculation of a and b, for our example, is shown in Exhibit 4.6. The least squares linc
is shown in Exhibit 4.7. ¢

The advantages of the least squares method are: (i) It uses all the observations. (ii) The
straight lire is derived by an objective, statistical procedure. (iii) A measure of goodness of
fit is available.

The limitations of the least squares method are: (i) The method is somewhat more com-
plicated than the methods discussed earlier. (ii) The results of such an analysis are valid
only when certain conditions are satisfied.

B Exhibit 4.6 Calculations in the Least Square Method

T Y I Tt
0 10 0 0
1 13 13 1
2 14 28 4
3 17 51 9 l
4 18 72 16
5 18 90 25
6 19 114 36
7 20 140 49
8 22 176 64
9 23 207 81
10 22 220 100
1 24 264 121

} 12 24 288 i44

i 13 25 325 169

T =91 TY =269 TTY =1998 $T7%=819
T =6.5Y =19.21
|
LTY -nTY 1998-1748.5
b= e = =1.097
XT*—nT 819 - 5915

a=Y -bT =1921-1.097 x 6.5 =12.08
where T = time
Y = demand

| n = number of observations
| T =meanof T
Y = meanof Y
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