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Describe the meaning and concept of a business plan.
Explain the need and purpose of preparing a business plan.
Describe the stakeholders who are addressed through a business plan.
Describe what information is required to prepare a business plan.
Sections / Components of a Business Plan
Explain why entrepreneurs have to go for project financing.
Identify the major sources of financing available to first generation entrepreneurs.
Know and understand the difference between equity funding and debt financing
Know the difference between a business angel and a venture investor.
Explain why an initial public offering (IPO) is an important milestone in an
entrepreneurial venture.
Explain the advantages of leasing for an entrepreneurial venture.
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1.0

INTRODUCTION

Planning is essential for the success of any undertaking. Planning comprises of goals
and decisions for the future of the enterprise or venture. There are a number of factors
1

which must be addressed and answered critically when an entrepreneur plans to start
a business. These are:
1. Realistic Goals- goals should be Specific, Measurable and framed within
finite time parameter.
2. Commitment – The proposed venture must be understood and supported from
all who are involved in it like partners, consultant, employees and team
members, and family.
3. Milestones – Since it is necessary to have finite time parameter, all the sub
goals should be set for continuous evaluation at specific time points.
4. Flexibility – Obstacles should be anticipated and evaluated in advance and
alternate strategy in such contingency.
Thus for any entrepreneur planning to start a business, writing a business plan is a
helpful way to obtain clarity on the business goals and how to reach them.
Comprehensive Business Plan is the result of discussions and reflections on the
direction of the venture. Business plans are considered a mandatory step for
entrepreneurs seeking funding from venture capitalists or banks.
1.1

DEFINITIONS

1. Business plan – A business plan is a written document that gives details of all
aspects the proposed venture, it describes the current status, expected
requirements and projected results of the new venture.
2. Executive Summary – An executive summary is a short document or section of a
document, produced for business purposes, that summarizes a longer report or
proposal or a group of related reports in such a way that readers can rapidly
become acquainted with a large body of material without having to read it all.
3. Proforma Balance Sheet- Proforma means projected, thus proforma balance
sheet projects what the financial condition of the project will be at a particular
time in the future.
4. Cash Flow statement - In financial accounting, a cash flow statement, also
known as statement of cash flows, is a financial statement that shows how
changes in balance sheet accounts and income affect cash and cash equivalents,
and breaks the analysis down to operating, investing and financing activities.
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5. Profit and Loss Account - A profit and loss statement (P&L) is a financial
statement that summarizes the revenues, costs and expenses incurred during a
specific period of time, usually a fiscal quarter or year.
6. Break Even Point Analysis-The break-even analysis lets you determine what
you need to sell, monthly or annually, to cover your costs of doing business—
your break-even point. The break-even analysis table calculates a break-even
point based on fixed costs, variable costs per unit of sales, and revenue per unit of
sales.
7. Milestone Schedule - It is a step by step approach to illustrating accomplishments
on the project on a piecemeal basis.
8. Project Financing –
9. Family/Friends Financing - Money, usually in the form a loan, that a business
owner gets from either family members or friends in order to help finance their
startup or growing business.
10. Angel Investment
11. Venture Capital (VC) - is funding provided, in exchange of equity, by private
investors (the venture capitalists) or specialized financial institutions (venture
capital firms) in a startup enterprise that offers the probability of profit along with
the possibility of loss.
12. Debt financing- means borrowing money and not giving up ownership. Debt
financing often comes with strict conditions in addition to having to pay interest
and principal at specified dates.
13. Equity financing - is the method of raising capital by selling company stock to
investors. In return for the investment, the shareholders receive ownership
interests in the company.
1.2

NEED AND BENEFITS OF A BUSINESS PLAN

The entire business planning process compels the entrepreneur to analyze all aspects
of the venture in order to be able to prepare an effective strategy that is able to deal
with all the challenges and uncertainties that arise in the course of establishing the
venture. Thus a good business plan helps in avoiding a venture from failure or doom.
It is important for the entrepreneurs to be involved themselves when the business plan
is being developed.
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Need for a good business plan:







1.3

The time, effort and discipline required to formulate a business plan compels the
entrepreneur to evaluate all the aspects of the venture critically
To set the quantifiable goals for the ventures.
To act as a blueprint of the proposed venture.
To get overview of the Competitive, economic and financial analyses related to
the venture
To put in black and white the assumptions made while planning the venture
To act as a communication tool with all the stakeholders like financial institutes,
other financial sources and government.
FOR WHOM SHOULD THE BUSINESS PLAN BE PREPARED

Majority of investors agree that only a well conceived and well developed Business
Plan can gather support for financing. A business plan should present simple yet clear
picture of the new venture with complete accuracy.
It is therefore important to understand the audience for whom the business plan is
written. All the people who have an interest in your business venture represent
different audiences for your business plan.
1. Active venture capitalists – venture capitalist who are looking actively for
opportunities of investment see many business plans and reject or select them
depending on the initial attention that the plan can draw. It‗s essential, that the plan
make the right impression fast. A good summary and explanation of the basic
business concept is essential.
2. Bankers- they tend to be more formal than venture capitalists and more concerned
with financial strength than with exciting concepts and impressive resumes. For these
readers, plan should include extra attention to balance sheets and cash-flow
statements.
3. Prospective Partners –want to know not only about the details of the venture but
their standing and role and authority in the venture. So plan presented to them should
deal with the ownership structure and clearly list matters of control and
accountability.
4. Suppliers - have a lot of interest in any new venture. They look at the market and
financial aspects to ensure that new venture will succeed and they will get timely
payments. They are interested in knowing the growth prospects.
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5. Strategic partners– provide specific benefit like technology, distribution,
complementary customer sets, etc. which is critical for the success of the venture. So
they stress on aspect of operation.
Thus a primary business plan sometimes has to be customized to suit the need of the
audience group. It means adding additional information to the plan foe the target
audience being addressed. In doing so the entrepreneur should not present different
figures to different groups.
1.4

VARIOUS COMPONENTS OF A BUSINESS PLAN

A detailed business plan usually has EIGHT sections. Ideal recommended length of a
plan is 50 pages, although it may vary depending on the type and scale of the project.
Outline of a Business Plan
Section I: Executive Summary
Section II: Business Description
A.
B.
C.
D.

General Description of the Business
Industry background
Goals of the Business
Uniqueness of the business / Product / Service

Section III: Marketing
A.
1.
2.
3.
4.

Research and Analysis
Identified Target Market
Market Size & Trends
Competition
Estimated Market Share

B.
1.
2.
3.

Marketing Plan
Market Strategy- Sales and Distribution
Pricing
Advertising and Promotion

Section IV: Operations
A.
1.
2.
3.

Identify Location
Advantages
Zoning
Taxes
5

B. Proximity to Suppliers
C. Logistics Details
Section V: Management
A.
B.
C.

Management Team- Key Personnel
Legal Structure-equity agreements, employment agreements, ownership
Board of Directors, Advisors and Consultants

Section VI: Financial
A.
1.
2.
3.
4.

Financial Forecast
Cash Flow
Profit and Loss
Break-even Analysis
Cost Controls

Section VII: Critical Risk
A. Potential Challenges
B. Obstacles and Risks
C. Alternative Course of Action
Section VIII: Milestone Schedule
A. Timing and Objectives
B. Deadlines
C. Relationship of Events
Appendix
I. The Executive Summary – Majority of the audiences (bankers, venture capitalist,
investors) who read the business plan, would first like to see the summary of the plan
that features the important aspects or parts. Such a summary is written to give them
an overview of the business plan. The executive summary is often the most important
part of your business plan. Found at the front of the document, it is the first - and
might be the only - part to be read. Your plan might be placed into a 'worth
considering' or 'discard' pile by lenders or investors based on this section alone. The
executive summary is a synopsis of the key points of your entire plan. It should
include highlights from each section of the rest of the document. Its purpose is to
explain the basics of your business in a way that both informs and interests the reader.
If, after reading the executive summary, an investor or manager understands what the
business is about and is keen to know more, it has done its job.
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It should be concise - no longer than two pages at most - and interesting. You should
write this section of your plan after you have completed the rest. The executive
summary is:
o A brief description of the business and its products. It's a synopsis of the entire
plan.
o An extended table of contents. This makes for very dull reading. You should
ensure it shows the highlights of the plan, rather than restating the details the plan
contains.
o While the executive summary should excite the reader enough to read the entire
plan, it should not hype the concept which can undermine the plan's credibility.
II. Business Description – first step is the identification of the name of the venture.
This section presents
o Industry background by elaborating on the current status of the industry, growth
trends seen in the past and expected future trends.
o It is to necessary to discuss important developments that have the potential to
effect the plans positively or negatively.
o The new venture should be discussed in full details along with proposed or
anticipated potential.
o Description of all key terms, functional specifications, relevant drawings and
photographs should be provided.
o Potential as well as unique advantage that the new venture possesses over the
existing competitors should be discussed in detail.
III. Marketing Segment – In this section entrepreneur must convince the investors
about the existence of the market and sufficient demand in the identified market. It
has to be exhibited that Sales projections can be achieved and competitors can be
beaten. It is a difficult section, yet one of the most critical sections of the business
plan since it forms the basis of financial projections and operation planning.
Following aspects of marketing should be addressed with care while preparing this
section :
o How the product or service will be positioned in the market place?
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o Who are the target customers? Includes details of customers who have shown an
interest in the proposed product or service and explain the plan to attract new
customers.
o What is the pricing policy? Will there be different pricing for different group of
customers i.e. business buyers, retail buyers, online buyers etc.?
o What will be the promotion plan for new product or service?
o What are the identified sales process methods, e.g. direct marketing, advertising,
PR, email, e-sales, social marketing?
o What channels of distribution will the business use? Which partners will be
needed in distribution channels?
o What are the proposed sales plan?
IV. Operations Segment - It starts with the discussion on the location of the new
venture. It should present the cost data associated with the operations.
Appropriateness of the chosen site is decided in terms of












Suitability for construction of the plant as per specifications
zoning specification
availability of power and water
availability of skilled and unskilled labor at reasonable rates
community support
proximity to suppliers and target market
transport facilities from and to the plant
cost of transportation
repair and maintenance of equipment, office assets and vehicles
warehouse and offices
local taxes

V. Management Segment –There key personnel associated with the new venture,
their position and responsibilities, experience and qualification for the role assigned
are presented. This section also outlines the role of the entrepreneur in the project.
Details of any other experts who would be associated with the project in the capacity
of advisors, consultants or board members should also be provided. In short the
reader should be able to understand




Organizational structure
Management team and its key personnel
Experience and technical capabilities of the key personnel
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Ownership structure of the new venture
Identity of the board of directors
Outside consultants and advisors.

VI. Financial Segment - this segment should demonstrate the potential viability of
the venture. There is need to provide a set of financial forecast for the proposed
venture. This will include:






capital requirement through external funding
the security being offered to the lenders
repayment plan for the borrowings
sources of revenue and income
personal finances of the entrepreneur

Cash-flow statements–for a new venture this may be the most important document
since it sets forth the amount and timing of expected cash inflows and outflows. The
cash balance and monthly cash flow patterns for at least the first 12 to 18 months are
necessary. The aim is to show that the business will have enough working capital to
survive. It should be constructed with care and due diligence. Given the level of
projected sales and capital expenditures in a specified period, the cash flow forecast
will highlight the need and time for additional financing, peak requirement of
working capital . Based on this financing decisions can be taken
Profit and loss forecast - a statement of the trading position of the business it shows
the level of profit expected to be made and the costs of providing goods and services
along with the overheads.
Break Even Analysis – This is representation of the level of sales required to cover
all the costs. This includes costs that vary with the level of production as well as the
costs that do not change with production level.
VII. Critical Risk Segment –All potential risks and threats are identified and spelled
out in this section. It is good practice to show that all risks to the new venture have
been reviewed. Risks can include:








unfavorable trends in the industry
change in manufacturing costs
competitor action
commercial issues - sales, prices, deliveries
operations - IT, technology or production failure
staff - skills, availability and costs
acts of God - fire or flood
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VIII. Milestone Schedule Segment –
It provides the investor and other audiences with the time table of various activities to
be accomplished. It is important to show that realistic time frames have been planned
diligently. It is a step by step approach to illustrating accomplishments on the project
on a piecemeal basis. Milestones can be represented as quarterly, monthly or
fortnightly basis and are coordinated with the following activities :
o Incorporation of the venture










1.5

Product / service design and development
Completion of prototype
Hiring of key personnel employees
Appointment of channel partners
Promotion and display of product
Sales projections
Production and operations scheduling
Receipt of first order
Time of first delivery
Time of first accounts receivable
CHARACTERISTICS OF A GOOD BUSINESS PLAN

1. It should have clear, unambiguous and realistic Financial Projections. They
should be in a standard format and presented clearly.
2. Detailed Market Research reflecting the market knowledge of the entrepreneur
3. Detailed Competitor Research. To be able to deal with them effectively.
4. Strong management team who exhibit the potential of carrying the project to
success.
5. A crisp Executive Summary with a statement of what the company is seeking
(goals, a business loan, an equity investment, etc.), clear description of the
market, the company's management and products and financial projections.
6. A good business plan should provide proof of Vision of the entrepreneur to the
audiences
7. Well Written plan which is interesting to read, and well-organized.
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8. Keep the Plan Short. Fewer than 50 pages is a good goal.
It should clearly explain the intentions, goals, need for financing, kind of financing
best suited, and how the bank or investor would be repaid
1.6

FINANCING ENTREPRENEURIAL VENTURE:
AN INTRODUCTION

Most of the new entrepreneurs believe that arranging the initial capital for their new
venture is the main hurdle in starting any business. Entrepreneurs planning to start a
new venture are invariably faced with the question of finding the start up capital for
the business. If they are aware of various sources of funding the venture through the
Government Schemes or private sector then the stress of starting a new venture would
reduce considerably. Therefore for entrepreneurs who are thinking of beginning a
new venture it is extremely important to understand various sources of capital. Not
finding an appropriate source or combination of sources may leave them frustrated
and demotivated.
There are different sources of finances, it is important to get the right financial mix
for any new venture in order to ensure timely, cost effective and hassle free finances.
1.7

NEED FOR STARTUP FUNDING

Any venture to be started from scratch requires investment of capital. The capital has
to be made available at regular interval during the entire cycle of project planning,
commissioning and initial operations .As a new entrepreneur, a young person seldom
has his/her own capital reserves from which the project can be financed. Even if the
family, friends and relatives give support to start the business it is rarely sufficient to
fulfill all the requirements. In such cases after some time the sparse reserves dry up
and the venture is doomed to failure due to inadequacy of finances.
Hence every new entrepreneur apart from deploying personal sources should look for
outside sources for funding the new venture. Use of external sources serves following
broad purposes:
1. Preserving one‗s own resources for contingency
2. Larger capital requirement which cannot be met by personal reserves
3. To ensure timely availability of funds, once the terms and conditions of financing
are finalized
4. The cost of capital is less as compared to opportunity cost of personal funds
11

1.8

TYPES AND SOURCES OF FINANCING FOR START-UPS

Financing is needed to start a business and lead it towards profitability. There are
several sources to consider when looking for start-up financing. Today the variety of
financing options available for new ventures or startups is larger as compared to a
decade ago. However every source of financing is bundled with certain obligations
that the entrepreneur has to understand and fulfill before raising capital from that
source.
Following are the major sources of start up funding available in the entrepreneurial
ecosystem today:
1.
2.
3.
4.
5.
6.

Personal Finances
Borrowings from family and friends
Angel investors
Venture capitalist
Debt financing
Equity financing

There are both advantages and disadvantages associated with each of the source
mentioned above. An entrepreneur with the help of financial expert has to weigh the
pros and cons of each source and finalise the Financing Mix suitable for the proposed
new venture. We will study the details of every source with the associated advantages
and disadvantages, but first thing that the entrepreneur needs to answer is ―How
much money does he need for the start up and when would this be needed?‖The
financial needs of a business will vary according to the type and size of the business.
For example, processing businesses are usually capital intensive, requiring large
amounts of capital. Retail businesses usually require less capital.
1. Personal Finances
When the entrepreneur(s) reach into their own savings and other assets to provide the
startup funding for their new venture it is said to be funded through Personal
Finances. It is generally employed in the initial phases of the business, where
entrepreneur can quickly start the business. If an individual is starting the business at
later stage in life there is a possibility of reasonable accumulated reserves which can
be put to use in the new enterprise. In majority cases when young entrepreneurs
deploy personal finances, then they bootstrap (work with little/no pay, build the
product themselves instead of hiring) to finance the company.
Advantages of using personal finances
o Acquisition cost and time are minimized
o Entrepreneur keeps control on the business
o Display commitment to other prospective investors
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o Low startup costs which does not require large capital
o As the founder, lend the money to the startup to earn returns at later stage

Disadvantages of using personal finances
o Personal finances may not be sufficient to let the business sail smoothly through
first few uncertain phases
o Risk of losing all the personal savings
o Putting personal and family‗s future at risk in case of accrued losses
o Some assets, such as EPF accounts, are safe from creditors and bankruptcy courts;
placing such assets at risk may not be good
2.
Borrowings from Family and Friends
Family and friends are important sources for financing startups in India and the world
over. Many successful ventures raise their first capital from family and friends. It is
also considered to be one of the easiest and quickest methods for obtaining startup
finance, generally takes not more than two months to complete the process and all the
formalities. But well meaning, but inexperienced, new entrepreneurs often end up
treating their friends and family investors unfairly. Over valuation, unfounded
enthusiasm, improper planning and inadequate legal formalities may result in losses
to the family and relative lenders. On the other hand such friends and relatives may
resort to interference in the business as a right since they have lent money. Thus after
initial funding, entrepreneur should be quick to return the borrowed amount and
resort to more formal means of funding for the long run.
Advantages and disadvantages of borrowing from friends and relatives are largely the
same as enumerated in case of personal finances. But there is a checklist of
precautions that an entrepreneur should take while borrowing from this source:
o
o
o
o
o
o

Ask for a specific amount to meet a specific milestone
Offer a formal agreement at the time of borrowing
Let them see your own investment and commitment.
Build a prototype first on your own time and money.
Communicate the plan and the risks up front.
Tie re-payments to revenue growth in the startup.

3. Angel Investors
Angel investments are usually the earliest equity investments made in startup
companies in exchange for an equity ownership interest. This is anywhere between
10% to 30% stake in the venture. Angel investors are almost always wealthy
individuals who form a network in the startup investment ecosystem. Often these
networks are based on regional, industry, or academic affiliation. Angel investors are
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often former entrepreneurs themselves, who enjoy working with startup companies at
the earliest stages of business formation.
An angel investor would like to see an executive summary a presentation, a prototype
or working model of the proposed product or service and the early adopters or
customers. If satisfied with these they study the business plan in detail and go through
several rounds of meetings with the entrepreneur to understand quality, passion,
commitment, and integrity of the founders, the market opportunity being addressed
and any early evidence of obtaining traction toward the plan, interesting technology
or intellectual property involved, appropriateness of valuation and the viability of
raising additional funds.
Advantages of Angel Investors
o Being successful entrepreneurs themselves, they bring expert advise for the
entrepreneur without any additional fee
o They are geography or sector specific investors
o More permissive in nature
o Prefer startups at early stage and seek smaller deals
o They are usually part of a network which is useful in case of requirement of
additional funds
Disadvantages of Angel Investors
o They lend little or no follow on money
o They insist on a say in the management of the company
o Since agreements are largely informal and less comprehensive they may turn the
founder out of the company.
o They are generally region specific hence do not have a national image to leverage
4. Venture Capital Start up or growth equity capital or loan capital provided by private investors (the
venture capitalists) or specialized financial institutions (development finance houses
or venture capital firms). Also called risk capital.
Venture capital is a type of funding for a new or growing business. It usually comes
from venture capital firms that specialize in building high risk financial portfolios.
With venture capital, the venture capital firm gives funding to the startup company in
exchange for equity in the startup. This is most commonly found in high growth
technology industries like biotech and software.
A person who deals in venture capital is a venture capitalist, and usually works for a
venture capital firm.
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Read more: http://www.businessdictionary.com/definition/venture-capital.html The
first step for any business looking for venture capital is to submit a business plan,
either to a venture capital firm, or to an angel investor. If interested in the proposal,
the firm or the investor must then perform due diligence, which includes a thorough
investigation of the business model, products, management and operating history,
among other things. Once due diligence has been completed, the firm or the investor
will pledge an investment in exchange for equity in the company. The firm or
investor then takes an active role in the funded company. Because capital is typically
provided in rounds, the firm or investor actively ensures the venture is meeting
certain milestones before receiving another round of capital. The investor then exits
the company after a period of time, typically 4 to 6 years after the initial investment,
through a merger, acquisition or initial public offering (IPO)
Advantages of Venture Capital
o Since VC funding is not a loan scheme, there is no repay schedule.
o VCs have consultants and professionals on their staff with knowledge of specific
markets. These experts help the business to avoid many of the pitfalls usually
associated with start-ups.
o Since VCs will hold a percentage of equity in the business they have a say in the
management compensating for the inexperience of the new entrepreneur
o VCs often provide HR support to hire right talent who can manage various
functions in the company.
o Because VC firms are under strict supervision by regulatory bodies, there are very
few or no unscrupulous VCs.
o VC firms are very easy to locate because they are documented in business
directories.
Disadvantages of Venture Capital
o Some VC firms require higher ROI which can amount to e as much 60 percent of
the equity. That makes VC the owner of the company..
o Usually, VC firms will want to add a member of their team company‗s
management team which can create internal problems.
o All key decisions have to be informed to the VC who have the power to override
such decisions.
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o VC firms usually refuse to sign a non-disclosure agreement this can put your
ideas at risk.
o Venture capitalists take very long to decide whether to invest in your business or
not since they are looking for big profits.
o Most VC firms release funds in stages with an eye on the expansion this approach
may not be suitable for company‗s funding plans and cause disruptions
o Usually, VC firms want their investment back within three to five years. For a
business with longer gestation VC funding may not be suitable.
5.
Debt Financing
Many entrepreneurs discover that Debt financing is essential for a new Venture. Short
term borrowing for one year or less is required for working capital; this is then repaid
from the sales proceeds. At the same time long term debt is used to finance purchase
of assets like property, equipment or machinery. Here the purchased assets serve as
collateral for the loans. This long term debt can be term loan of one to five years or
long term loans maturing after five years.
Commercial banks, Insurance companies, and non banking financial companies are
the most common source of debt financing. They usually forward loans secured by
assets, receivables and inventories. They require collateral against the loan forwarded
consisting of stocks, machinery, equipment, real estate etc. A systematic repayment
plan of accrued interest along with the principal is set in the terms and condition of
the loan disbursal.
To secure loans from these institutions entrepreneur has to submit the business plan
and answer the following questions:
o
o
o
o
o

What does he plan to do with the money?
How much money is needed?
When is the money required?
For what duration is the money required?
How does the entrepreneur propose to return the money and pay the interest
charges at regular interval?

Advantages of Debt Financing
o No relinquishment of ownership
o More borrowing allows for greater return on equity
o Borrowing cost is low during periods of low interest rates,
Disadvantages of Debt Financing
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o
o
o
o

Regular interest payments are required
Cash flow can come under duress due to payback commitment
Heavy use of debt can inhibit growth and development
Non-payment of interest and principal can result in account being termed as NPA

6. Equity Financing
As opposed to the debt financing, equity transfers the risk from the entrepreneur to
the investor. Equity financing is money invested in a venture with no legal obligation
for the entrepreneur to repay the principal amount or the interest on it. Here
repayment is not required but sharing of the ownership and profits with the funding
source is mandatory. Thus it is deemed to be safer than the debt financing. Yet
entrepreneur should take conscious and educated decision about sharing the
ownership in return of the funding. Here entrepreneurs raise money by selling
Common or preferred stock to the investors.
Equity can be raised through Public Stock Offerings or by Private Placements, but
both are governed by the Securities Exchange Board of India (SEBI), and must meet
the stringent regulations laid by SEBI. The entire process can be difficult, expensive
and time consuming. But successful stock offering can help a new and fledgling
venture to raise a great deal of money.
Advantages of Equity Financing
o With equity financing, there is no loan to repay thus there is lesser financial
burden on the business.
o Since there isn‗t monthly payment to the financing institution, entrepreneur can
channel more money into growing the business.
o If the entrepreneur does not have a credit standing due to poor history or lack of a
financial track record—equity can be preferable or more suitable than debt
financing.
o With equity financing, partnerships can be formed—informal with more
knowledgeable or experienced individuals to bring benefits to the business.
Disadvantages of Equity Finding
o Share profit with the investors , thereby reducing the liquidity of the business
o The price to pay for equity financing and all of its potential advantages is that
entrepreneur has to share control of the company.
o Sharing ownership can result in potential conflicts with others could lead to some
tension and even conflict if there are differences in vision.
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o There is a possibility of hostile takeover by others.
Government Schemes
Though the small and medium enterprises are the backbone of Indian economy, as an
entrepreneur starting a new venture in these sectors, most owners face a lot of
problem due to the non-availability of timely and adequate credit at the reasonable
rate of interest. In addition, arranging collateral security or third party guarantee is the
tough proposition for them. The financing constraints are due to a number of reasons,
including stringent policies, legal/regulatory framework, institutional weaknesses, and
lack of reliable credit information. A business loan provided under a government
scheme or program is always favorable due to its lower interest rates. Besides,
government loan schemes help to fulfill day-to-day business funding requirements. In
India, both state and central government have framed various policies and schemes to
cater to the financial requirement of small businesses across the country. Many public
sector banks like State Bank of India (SBI), Andhra Bank, Canara Bank, Allahabad
Bank and Bank of Baroda offer various financial schemes to small business owners.
These schemes help the entrepreneurs obtain financial products and services
according to their business requirements.
LIST OF GOVERNMENT LOAN SCHEMES FOR SMALL BUSINESS IN
INDIA
1. The Credit Guarantee Fund Scheme for Micro and Small Enterprises
The Credit Guarantee Fund Scheme for Micro and Small Enterprises (CGMSE) was
launched by the Government of India to provide collateral-free credit to Indian
MSMEs. Both the existing and the new enterprises are eligible for the scheme. The
Ministry of Micro, Small and Medium Enterprises and Small Industries Development
Bank of India (SIDBI) established a trust named Credit Guarantee Fund Trust for
Micro and Small Enterprises (CGTMSE) to implement the scheme.
The scheme provides credit facilities in the form of term loans and working capital
facility of up to Rs. 100 lakh per borrowing unit. The amount is contributed by the
Government and SIDBI in the ratio of 4:1, respectively. The scheme also offers
rehabilitation assistance to sick units covered under the guarantee scheme. To know
more about the scheme, click here.
2. Credit Link Capital Subsidy Scheme for Technology Upgradation
Upgradation of the process as well as the corresponding plant and machinery is
important to help SMEs reduce the cost of production and remain price competitive in
the global market. To help SMEs flourish in international trade markets, the Ministry
of Small Scale Industries (SSI) runs a scheme for technology upgradations of Small
Scale Industries. Known as the Credit Linked Capital Subsidy Scheme (CLCSS), it
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aims at facilitating technology upgradations by providing an upfront capital subsidy
of 15% (limited to maximum Rs.15 lakhs) to SSI units for credit availed by them for
the modernisation of their plant and machinery. All sole proprietorship, partnership
firms, cooperative, private and public limited companies are eligible for this scheme.
Since the inception of this scheme, more than 28,287 units have availed subsidy of
Rs.1619.32 crore. To know more about the scheme, click here.
3. Small Industries Development Bank of India (SIDBI)
Small Industries Development Bank of India (SIDBI) started its small business
funding programs way back in 1990. Established by an act of Parliament, SIDBI is
now one of the most illustrious names among the government financial institutions.
This loan has played an active role in the promotion and development of the small
business industry. Various schemes provided by SIDBI are enlisted below:
Direct Assistance Scheme
Indirect Assistance Scheme
Promotional and Development Activities
National Equity Fund, Scheme
Technology Development and Modernization Fund Scheme
Single Window Scheme
Mahila Udyam Nidhi (MUN)
Scheme and Equipment Finance Scheme
Integrated Development of Leather Sector Scheme (IDLSS)
FPTUFS – Scheme for Food Processing Industries
4. National Small Industries Corporation Limited (NSIC)
National Small Industries Corporation Limited (NSIC) came into effect in the year
1999 with an objective of encouraging the small scale industries in the country. The
prime feature of NSIC is to import machines on hire-purchase terms. It lay emphasis
on supplying and distributing both indigenous and imported raw material as well as
on exporting the products of small business units. Besides, it also creates awareness
of advancements occurring in the field of small scale industries. To know more about
the scheme, click here.
5. National Bank for Agriculture and Rural Development (NABARD)
National Bank for Agriculture and Rural Development or NABARD came into
existence mainly for promoting agriculture-based rural business enterprises.
NABARD mostly offers financial assistance to small scale industries viz; cottage and
village industry.
6. Market Development Assistance Scheme for MSMEs
To help Indian manufacturing SMEs gain traction in the international markets, the
Market Development Assistance Scheme for MSMEs offers funding for participation
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in international trade fairs and exhibitions under MSME India stall. It also offers
funding for sector-specific market studies by industry associations, export promotion
councils, and FIEO. This scheme offers reimbursement of 75% of a one-time
registration fee and 75% of annual fees (recurring) paid to GSI by SMEs for the first
three years for the bar code.
7. Technology and Quality Upgradation Support to Micro, Small and Medium
Enterprises
This scheme aims at sensitizing the manufacturing MSME sector to use energy
efficient technologies and manufacturing processes in order to reduce production cost
and emissions of harmful gasses. The scheme also aims to improve the product
quality of MSMEs to encourage them towards becoming globally competitive. For
this, the Government of India provides financial support to the extent of 75% of the
actual expenditure to help to manufacture MSMEs buy energy efficient technologies
for production. To know more about the scheme, click here.
8. Mini Tools Room and Training Centre Scheme
To assist state governments set up Mini Tool Room and Training Centres, the
Government of India provides financial assistance in the form of one-time grant-inaid. The financial aid equals to 90% of the cost of machinery/equipment (maximum
to Rs. 9 crores) in case new Mini Tool Room has to be created and 75% of the cost
(maximum to Rs. 7.50 crore) in case an existing room has to be upgraded. The main
objective of this scheme is to develop more tool room facilities in order to provide
technological support to the MSMEs and training facility in tool manufacturing and
tool design to create a workforce of skilled workers, supervisors, engineers/designers,
etc.
Both government and public sector banks play significant roles in funding the small
scale and rural business industries in India. According to the industry and specific
funding requirement entrepreneur should choose the right Government loan schemes
for their business.
1.9

LET US SUM UP

Every entrepreneur aspiring to start a new venture should devote time and efforts to
create a business plan. Business Plan is useful in a number of ways:
o Defines the objective and focus of the venture
o Presents systematic analysis of all information and data available or gathered by
the entrepreneur
o It is a tool to showcase the project to different audiences
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o It gives detailed description of all the internal and external elements involved in
starting a new business
o Business plan can reveal or uncover the omissions or weaknesses in the planning
process
o It acts as a guideline for short term and long term decision making
A good business plan is essential for the success of the business. It should be well
researched and well presented. All the elements and segments of the business plan
should be connected to each other. No section should be prepared in isolation.
A business plan is seen by many different group of audiences, every group looks for
information pertinent to their area. Thus the primary business plan should be fortified
with extra information that is of relevance to the audience group it is being presented
to. But this should not change the forecast and financial numbers, they should remain
same in all versions.
Project financing or startup funding helps an entrepreneur to arrange for capital
required to start and operationalize the new business venture. Both government and
non-government sources are available to finance the venture of a new entrepreneur.
Lack of awareness of these sources and the procedure to obtain funding from them
makes an entrepreneur face trouble in obtaining finances. It is therefore important to
study these sources and the associated advantages & disadvantages in detail to chalk
out the right funding mix.
A well prepared Business plan always helps in obtaining startup funding for the new
entrepreneur. It should be remembered that at different stages of a venture
entrepreneur may have to deploy different sources of finance. Personal finances,
family and friends, angel investors, Venture capital, debt, equity and Government
schemes are major sources of finance.
1.10
o
o
o
o
o
o
o
o
o

KEY TERMS

Business plan
Executive Summary
Marketing Segment
Operational Segment
Financial Plan
Project Financing
Startup funding
Personal sources of Funding
Angel Investment
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o
o
o
o
o

Venture Capital
Debt and equity funding
Government schemes
Commercial Banks
Bootstrapping

1.11

SELF-ASSESSMENT QUESTIONS

1. What do you mean by a ‗business plan‗? Why is it considered important?
2. A standard business plan has got eight components/sections. Explain.
3. For whom should the business plan be prepared?
1.12

FURTHER READINGS

1. Naresh K. Malhotra, Fundamentals of Marketing Research, Pearson Education,
Asia.
2. Paul E. Green & Donald S. Tull, Research for Marketing Decisions. PHI Learning
Private Limited, New Delhi, 2009
3. Donald R. Cooper & Schindler, Marketing Research: Concepts & Cases, Tata
McGraw-Hill Publishing Company Limited, New Delhi.
4. S.C. Gupta, Marketing Research, Excel Books India.
1.13

MODEL QUESTIONS

1. Identify the benefits of a business plan to the entrepreneur in launching a new
venture.
2. What are the most important characteristics of a good business plan?
3. Mention the various sources of financing for start-up business.
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UNIT 2: MARKET FEASIBILITY, TECHNICAL FEASIBILITY
AND FINANCIAL FEASIBILITY
Learning Objectives:
After completion of the unit you should be able to:






Explain what a feasibility analysis is and why it‗s important.
Discuss the proper time to complete a feasibility analysis when developing an
entrepreneurial project.
Describe the purpose of market feasibility analysis and the two primary issues to
consider in this area.
Explain the steps undertaken to assess the technical feasibility of the proposed
project.
Explain the importance of financial feasibility analysis and list the most critical
issues to consider in this area.

Structure
2.0
2.1
2.2
2.3
2.4
2.5
2.6
2.7
2.8
2.9
2.10
2.11
2.12

Introduction
Definitions
The concept of feasibility Study
Why new ventures fail?
Fundamentals of a feasibility analysis
Market feasibility
Financial feasibility
Technical feasibility
Let‗s sum up
Key Terms
Self Assessment questions
Further Readings
Model Questions

2.0

INTRODUCTION

A feasibility assessment often referred to as a feasibility analysis or a feasibility
study, can be broadly defined as a preliminary evaluation of your business idea to see
if it's worth pursuing. A feasibility study involves gathering, analyzing and evaluating
information with the purpose of answering the question: "Should I go into this
business?" (www.liraz.com). Most feasibility studies represent the first look at the
enterprise in the business planning process. If the project is deemed feasible, much of
the information gained during the feasibility study phase is used in developing the
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business plan itself. It is a detailed process of investigation and measurement in
several areas to assess whether the project at hand will meet your expectations.
Planning is one of the most important parts of running a business, no matter whether
it is a large multinational corporation trying to plan an expansion or a small business
launching an exciting new product. It is easy to start a project, but without careful
planning it is like setting off on a journey to an unknown destination without a
roadmap. You might manage to make it to your destination eventually, but don't be
surprised if you get really lost on the way! As a small business owner it is very
tempting to neglect planning altogether, especially if you are the only person in the
company. After all, planning can be a time-consuming process and for small business
owners time spent planning is likely to be time when they are not earning any money.
But the benefits of good planning will far outweigh any temporary loss of earnings.
The great thing about a business plan is that it can provide a reference point for you to
return to at any point during the project. Just looking at a plan and seeing how far you
have come is a great motivational tool. It can help you determine whether you have
drifted too far away from your original vision and allow you to get back on track once
again. Writing a business plan will also help you to think more analytically than ever
before about your industry and the role of your business within it. It will help you to
see correlations between the different parts of your business e.g. how decreasing the
cost of a particular process will affect your overall profit margin. The value of a
business plan simply cannot be overstated. Putting ideas and concepts down on paper
is invaluable and the act of researching and compiling data about your competitors
and the market will prove to be very useful in the years to come.
Before starting a small business, it is helpful to incorporate a different perspective
which is beyond simply developing an idea and putting it to work. Take for example,
a proposed project for a small business in the form of a bed and breakfast. It could be
said that the problem, in this case, would be a lack of lodging in a certain
geographical area. The solution to this problem would be the idea of developing a bed
and breakfast in this area to create more lodging opportunities. Feasibility would
cover the necessity for the bed and breakfast, practicability, profitability/return on
investment (ROI), and personal competence. Based on these topics, a decision can be
made regarding the justifiability of the investment. The necessity of the project is the
demand in the market indicating the possibility of the project's utilization.
Practicability would mean that development of such a project is technically practical.
Profitability is the level where the project will meet all of its operating expenses, debt
servicing, depreciation and tax, and earn profit. Granted, the factor or returns on
investments tested for feasibility will vary depending on the proposed small business
idea, but they will all aid in arriving at the same conclusion; Will it work or not?
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2.1

DEFINITIONS

Feasibility Analysis - An analysis and evaluation of a proposed project to determine
if it is technically feasible, is feasible within the estimated cost, and will be profitable.
Market Feasibility Study– It determines the depth and condition of a particular real
estate market and its ability to support a particular development. The key concern of a
market feasibility study for multifamily development is a project's ultimate
marketability
Financial Feasibility - A study to determine the financial viability of a venture on
whether the borrowed capital and expected cash flow, are sufficient to complete the
project and to cover annual debt service requirements. If revenues cover the costs of
the project, then the project is viable.
Technical Feasibility or Operational feasibility - is a measure of how well a
proposed system solves the problems, and takes advantage of the opportunities
identified during scope definition and how it satisfies the requirements identified in
the requirements analysis phase of system development.
Test marketing- is an experiment conducted in a the test market, comprising of
actual stores and real-life buying situations, without the buyers knowing they are
participating in an evaluation exercise. It simulates all the components of the
proposed market-mix to ascertain consumer reaction.
Pricing policy refers to the way a company sets the prices of its services and products
basing on their value, demand, cost of production and the market competition.
Undercapitalization- When a company does not have sufficient capital to conduct
normal business operations and pay creditors. This can occur when the company is
not generating enough cash flow or is unable to access forms of financing such as
debt or equity.
Break-even point (BEP) Analysis - break-even level represents the sales amount, in
either unit (quantity) or revenue (sales) term, which is required to cover total costs,
consisting of both fixed and variable costs to the company. Total profit at the breakeven point is zero.
2.2

CONCEPT OF FEASIBILITY STUDY
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A feasibility Study, often referred to as a feasibility analysis or a feasibility
Assessment, can be broadly defined as a preliminary evaluation of a business idea to
see if it‗s worth pursuing. A feasibility study involves three distinct parts for
answering the question, ―Should this business idea be pursued or not?
 Gathering of information related to the identified business
 Analysis of the gathered information and data
 Evaluation of results
Most feasibility studies represent the first look at the enterprise in the business
planning process. If the project is deemed feasible, much of the information gained
during the feasibility study phase is used in developing the business plan itself. It is a
detailed process of investigation and measurement in several areas to assess whether
the project at hand will meet the entrepreneur‗s expectations.
Three parts of Feasibility Analysis translate into the following actionable steps, Think
about the problem that this idea may be solving. Think of it as a science experiment
involving the following components:
1. Define the idea for a small business
2. List the critical aspects for success of this idea (technological, financial, market
related, manpower related)
3. Gather Information to find answers to these aspects
4. Conclusion (Should one go into business or not?)
Common feasibility factors tested in most small business feasibility assessments
include the following:








Personal Feasibility
Market Feasibility
Financial Feasibility
Economic Feasibility
Technical Feasibility
Location Feasibility
Legal Feasibility

Feasibility assessments will provide a series of checks and balances to determine the
viability of a small business proposal, covering all or at least some of areas listed
above.
Be aware of the myths that surround feasibility studies. For instance, many believe
that there are no negative feasibility studies. This is not true. Studies have been and
will continue to be done in the future where projects are determined to be unfeasible
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as a result of insufficient demand, poor site location in relation to the market
generators, or insufficient income generation. It is important to be aware of the fact
that a feasibility study can produce negative results so that an entrepreneur does not
take emotional decisions. To an untrained eye all feasibility studies may look alike;
this is because there is a structure in which the study should be performed. Otherwise
when studied in depth each feasibility report is unique and throws light on factors
which are relevant to the given business idea.
2.3

WHY NEW VENTURES FAIL?

Entrepreneurial success is not the result of a single person‗s efforts. There is always a
team involved. The team is made up of other investors, working partners, employees,
vendors, and clients. All play an important part in the success of the enterprise.
Although other people are involved, there is a tendency to believe that they play far
less important roles and are easily replaced. At the end of the day, success or failure
of the enterprise will be largely attributed to the entrepreneur.
Because of limited resources, high levels of uncertainty and inexperienced
management and employees, new ventures suffer from a very high rate of mortalitymuch higher than that of larger, well-established firms. There are a number of reasons
for failure of a new venture, which are discussed below. Usually, there is a
combination of reasons rather than one single reason.
1. Lack of Experienced Management:
One of the main problems faced by new enterprises is that the management team is
usually very new to this role. The entrepreneur and his/her top management usually
have no prior record of being in charge of the fortunes of a whole company. Even in
some rare cases, when the management has some individuals who have led a
company in the past, they are now faced with a new situation where the company
itself has no previous track record. It is a very different kind of situation.
2. Few Trained or Experienced Manpower:
Shortage of skilled and experienced manpower is faced by new ventures, which
represent a riskier job opportunity. Most people prefer to work with a wellestablished organization employing hundreds of employees and having a stable track
record. New ventures are also reluctant to use manpower for and to invest in training.
Lack of experienced and skilled manpower can lead to a general drop in productivity
and quality of output. The absence of quality manpower is particularly felt during a
crisis.
3. Poor Financial Management:
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Operational issues keep an entrepreneur busy and as a result, financial management is
likely to get neglected. Often, the entrepreneur may find the technicalities of
accounting and finance intimidating and avoid looking deep into it. Common errors in
financial management can be bad receivables management, unproductive
investments, and poor budgeting decisions.
4. Rapid Growth:
Sudden unplanned growth is not always a desirable situation. Higher growth will
mean greater stress on production facilities, manpower, and marketing channels.
Sometimes, these will not be designed to cater to the rise in volumes and might need
further capital investments. It will lead to a stage of continuous fire-fighting and
ultimately, many things may not keep pace with the growth. Most commonly, the
organization may run out of money.
5. Lack of Business Linkages:
Existing working relationships with vendors, customers, and others is a huge
advantage to established businesses. A new venture will have to forge new
relationships and work hard at strengthening them before coming to an equal footing
with the entrenched players. Such business linkages help in smooth conduct of
business and are invaluable at times of distress.
6. Weak Marketing Efforts:
Entrepreneurial firms are very reluctant to spend on marketing efforts. Investing in a
marketing campaign is not going to give you assured returns and the link between the
marketing expenditure and the sales is not very easy to establish. An investment of
Rs. X in raw material will give you a very tangible Y kg of output but a similar
investment of Rs. X in a newspaper insert will not give you a sale of Y units, which
you can demonstratively tie into the newspaper insert.
7. Lack of Information:
Even in this era of free-flowing information, the quality of information available to
large corporations is far superior to that available to new small entrepreneurial
ventures. There is a cost to information and small ventures may not be able to invest
so much in getting the high-quality information. For example, before entering a new
market, the new venture may send some salespersons to interview some customers,
shopkeepers, and wholesalers. On the other hand, the large corporation may engage
the services of a market-research firm and carry out a thorough investigation of the
potential and the problems of the new market.
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8. Incorrect Pricing:
An entrepreneur does not pull the pricing out of thin air, but it may not be very
rigorously thought-out either. The price is most likely close to that of the competition
and takes care of costs leaving a modest or seemingly generous margin. There are
many sophisticated pricing policies a new venture can adopt, taking into account its
cost structure, nature of demand, and extent of competition. The entrepreneur can
introduce new innovative pricing systems too. For example, Deccan Airways
revolutionized airline pricing in India by introducing low-priced seats and yield
management techniques are being used by low-cost earners in Europe and the USA.
9. Improper Inventory Control:
Improper inventory control can lead to myriad problems. Production can be halted
due to insufficient inventory, whereas excess inventory can lead to wastages and
damages. In case of perishable goods, high inventory can lead to expiration of stock.
In high-tech industries or industries influenced by fads, goods become obsolete very
soon. Inflated valuation of inventory can give a very wrong picture of the financial
position of the firm.
10. Short-term Outlook:
A number of small new ventures face huge problems on a regular basis. In the early
days of a firm, these problems can threaten the very existence of the venture. In such
circumstances, the management and employees of the venture focus on surviving the
immediate crisis and the long-term vision and strategy of the firm are soon forgotten.
If this continues for long, the danger is that long-term plans are discarded as
impractical or irrelevant. Ultimately, the firm acquires a shape very different from
what was originally envisaged by the entrepreneur.
Every year large amounts are spent on starting new businesses. A small percentage of
new enterprises succeed, many of these vanish within a year or two of establishment.
The studies on reasons of high incidences of failure among new ventures, reveal that
majority of the reasons of failure are well within the control of the entrepreneur. Lack
of prior assessment of the challenge results in the inability of the entrepreneur to
address the problem when it surfaces. It is a clear indication that either feasibility
analysis is not carried out before operationalising the idea or the results of the
feasibility analysis have not been studied well.
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Reasons for failure of new ventures can be categorized as follows:
1.
o
o
o
o
o
o
o

Product / Market problems
Poor timing resulting in premature launch of the product/ service
Delayed entry in highly competitive market
Poor product design
Inappropriate distribution strategy
High dependence on small niche market
Wrong assessment of the completion
Wrong estimation of demand

2. Financial Difficulties
o Problem in obtaining financing after initially deploying personal finances
o Initial undercapitalization resulting in inadequate working capital and cash flow
problems
o Assuming large debt too early
o Problems with the Angel investors or Venture capitalist
o Funds not released by VC in response to missed milestones
3. Managerial Problems
o Inappropriate inexperienced people hired
o Costly hiring
o Hiring and responsibility allocation on the basis of personal relationship rather
than experience and qualification
o Bootstrapping due to lack of funding
o Retention and employee morale issues
o Interference by VC or other investors
o Ineffective leadership
4.
o
o
o
o
o
o
o
5.
o
o
o
o

Production / operations Problems
Inadequate and irregular supply of raw material
Quality control issues
Lack of warehousing and storage
Non availability of skilled and unskilled labor
Water and power shortages
Plant located in undeveloped zone
Shipping and transport challenges
General macroeconomic and regulatory problems
Poor economy or recession
Change in government policies
Inflation
Liberalization of imports bringing cheaper substitutes
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2.4

FUNDAMENTALS OF FEASIBILITY ANALYSIS

To avoid any failure or setback, entrepreneur should undertake the critical task of
conducting a non-biased analysis and evaluation to assess the feasibility or viability
of the product/service idea before getting off ground. Entrepreneurs should subject
their ideas to ruthless scrutiny in order to discover smallest of flaw in their business
plan. In the event of being overlooked or brushed aside as irrelevant, these flaws can
prove to be fatal.
Many important evaluation-related question and be ready to look at the results with
detachment and objectivity. The flaws revealed by such analysis should be corrected
and if they are intrinsic to the idea then the venture should be shelved. Being
protective and defensive at this stage may turn out to be a costly mistake. Some
evaluation related questions are listed below:
1. Is the idea/product or service unique and capable of giving significant
advantage over the existing competitors? Can it be patented or
copyrighted?
2. Has the prototype been developed and tested by independent testers? Have
the weak points been corrected? Will the product/service stand in the
market and draw attention of the customer? Will the customer pay her
hard earned money for the product/service?
3. Has it been tested in the market or at the trade fairs? What were the
reactions of the target test audiences?
4. Is the product/service easily understood by the customer, investors,
bankers, lawyers, accountants and insurance agencies?
5. What are the identified target market and its size? Who is servicing it
currently? How different and better is your product/service offering?
6. What is the rate of growth of the identified market? How will the market
be serviced? What are the proposed promotion plans?
7. How will the product be made? What will be the cost of production? What
is the breakeven point?
8. What will be the pricing policy? What are the profit margins envisaged?
9. Does the venture have necessary talent in all the areas to operate the
business?
10. Is the economic environment and government policy conducive to support
business?

TECHNICAL
FEASIBILITY

Table A: Specific Activities of Feasibility Analyses
MARKET
FINANCIAL
ANALYSIS
OF
FEASIBILITY
FEASIBILITY ORGANIZATIONAL
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ANALYSIS
ANALYSIS
ANALYSIS
Crucial technical Market
potential Required
specifications
Identification
financial
resources
Design Durability Potential
market Financing
of
Share (as affected Current assets
by
competitive
situation)
Standardization
Potential
sales Necessary
Engineering
volume
working Capital
requirements
Machines Tools Sales
price Available
Instruments
projections
financial
Resources
Work flow
Market testing
Required
borrowing
product
Selection of test
Potential
development
sources
for
Blueprints
funds
Models
Actual market test
Cost
of
Prototypes
borrowing
Product
testing Analysis of market Repayment
Lab testing Field
conditions
testing
Plant location
Marketing
Operation cost
Planning issues
Desirable
Preferred channels Variable costs
characteristics of of distributions
plant
site
(proximity
to
suppliers,
customers),
environmental
regulations
Impact
of Projected cash
promotional efforts flow
Required
Projected
distribution points profitability
(warehouses)
Packaging
considerations
Price
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CAPABILITIES
Personnel requirements

Managerial
Requirements

Determination
Of
individual
Responsibilities
Determination
Of
required
Organization
Structure
Organizational relational
Potential Organizational
Development
Competitive analysis

differentiation

2.5

MARKET FEASIBILITY

A market feasibility study determines the depth and condition of a particular real
estate market and its ability to support a particular development. The key concern of a
market feasibility study for multifamily development is a project's ultimate
marketability.
Assembling and analyzing relevant information about the marketability of a new
venture are vital for judging its potential success. A market feasibility assessment
asks questions such as: Does anyone want this product or service? Does the product
or service have any features that would persuade someone to choose it ahead of
currently available products? You need to test your product or service in the market
that you choose to target. Often times, especially with small businesses, markets are
very dynamic with unforeseen changes such as the addition of new businesses in the
same field, or a downturn in the local economy. Even changes in transportation
patterns can have a devastating effect on a small business' future operating
performance (Stephen, 1996).
Most market feasibility assessments look at three major areas on the basis of which
the product or service is launched:
1. Investigating the total market potential and identifying customers (or
users) for the goods or service
2. Analyzing the extent to which the enterprise might exploit this potential
market
3. Using market analysis to determine the opportunities and risks associated
with the venture.
To address these, a variety of informational sources must be found and used. For a
market feasibility analysis, general sources would include the following:
General economic trends: various economic indicators such as new orders, housing
starts, inventories, and consumer spending
Market data: customers, customer demand patterns (for example, seasonal
variations in demand, government regulations affecting demand)
Pricing data: range of prices for the same, complementary, and substitute products;
base; and discount structures
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Competitive data: major competitors and their competitive strength
Entrepreneur should look at all these aspects of the marketing environment, and then
perform assess his opportunity. A good idea does not automatically ensure success.
There is need to take advantage of the opportunities that are present in the operating
environment.
Primary task of marketing feasibility is to reveal these opportunities and threats in the
environment. There is no business that has no competitors; there will always be both
direct and indirect competitors. The direct competitors will be satisfying customers
with a product or service similar to yours. Indirect competitors will be satisfying
customers with products or services which can act as substitute.
A good start to market feasibility is the well-known SWOT analysis which helps
match the organization‗s internal resources and its external environment.
2.6

FINANCE FEASIBILITY

Finance problems affect a wide variety of small businesses every year in countries all
around the world. It is a known fact that financial challenges are the biggest obstacles
that haunt the entrepreneurs. For any entrepreneur to engage in a new investment
project, the project has to be financially viable. Invested capital must show the
potential to generate an economic return at least equal to that available from other
similarly risky investments. In other words the return on investment needs to be equal
or higher. Reasons to conduct a financial feasibility study:








Gives focus to the project and explore alternatives
Identifies reasons not to proceed with the project;
Enhances the probability of success by addressing and mitigating problem areas
early
Provides quality information for decision making
Provides documentation that the business venture was thoroughly Investigated
Helps in securing funding from lending institutions and other monetary Sources
Helps to attract equity investment.

Financial feasibility analysis is usually done during the project planning process and
the results indicate how the project will perform under a specific set of assumptions
regarding technology, market conditions and financial aspects. Determining early that
a business idea is not financially feasible can prevent loss of money and waste of
valuable time. If the results of the analysis show that the proposed project does not
meet the return on investment requirements of the investor, the business idea is
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discarded. It is therefore very important to regularly update the analysis and verify
that, given the change in environment the project is financially feasible.
Hofstrand and Holz-Claus suggest using the following outline while conducting
financial feasibility analysis:
i. Estimate the total capital requirements – seed capital, capital for facilities
and equipment, working capital, start-up capital, contingency capital, etc.
ii. Estimate equity and credit needs - identify equity sources and capital
availability, identifies credit sources, assess expected financing requirements,
and establish debt to equity levels.
iii. Budget expected costs and returns of various alternatives – estimate
expected cost and revenue, the profit margin and expected net profit, the sales
or usage needed to break-even, the returns under various production, price and
sales levels.
The financial feasibility analysis of a project should provide the following
information to the entrepreneur and the potential investors:
1. Full details of the assets to be financed
2. The liquidity status of these assets
3. Rate of conversion to cash i.e. how easily can the various assets be converted to
cash?
4. Project's funding potential and repayment terms.
5. Sensitivity in the repayments capability with respect to Time delay, slowdown of
sales, large increase in cost and adverse economic conditions.
2.7

TECHNICAL FEASIBILITY

Technical Feasibility or Operational feasibility is a measure of how well a
proposed system solves the problems, and takes advantage of the opportunities
identified during scope definition and how it satisfies the requirements identified in
the requirements analysis phase of system development.
Technical feasibility answers the following question: Can a product be made, or if it
is a service, can it be delivered using currently available technology? To prove the
technical feasibility of a small business idea, it is necessary to first have a clear
description of the product or service range to be offered and how it would be
produced or delivered? . It is possible that the entrepreneur has a great idea for a
small business and at the same time, has no background in the particular field to
which that small business applies. Technical feasibility analysis establishes the
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technical credibility of the proposed idea. This is especially important in case of
innovations or inventions which have not been produced earlier.
In case small business idea which involves something that needs to be manufactured,
the project should proceed cautiously until there is some confidence that the product
can actually be produced and have the appropriate performance. Innovations
involving service products can fail for similar reasons.
In case of a service the evaluation should not be on the basis for the technical
feasibility alone, it should be proven that the delivery can be replicated. Those
employees will be able to deliver the service effectively. It is therefore important to
evaluate the feasibility of training the manpower in case of services.
A great way to answer most of the questions pertaining to technical feasibility is to
develop a prototype. Reducing an idea to a small model is critical. It proves the
concept is workable and helps the entrepreneur to make improvements in function or
design that never considered being necessary. It is far better and cheaper to find out
about miscalculations while developing a model for a small business idea rather than
the product failing in the market after launch. The technical feasibility is often
performed by a consultant, if the idea involves a great deal of new technology or any
type of complex organization.
The evaluation of a new-venture idea can never be complete without assessing the
technical requirements, for producing or delivering the service that will satisfy the
expectations of potential customers. Most important of these are:
1.
2.
3.
4.
5.
6.
7.
8.
9.
2.8

Functional design of the product/service and attractiveness in appearance
Availability of technology to produce the product or service the costumer
Suitability of scaling up the technology to commercial production levels
Availability of machines and equipment to support the technology for commercial
purposes
Availability of skilled manpower to operate the technology or the ease of training
new people
Ease and cost of maintenance
Availability of durable and suitable raw material at optimum cost of procurement
Standardization through elimination of unnecessary variety
Safety norms vis-à-vis product as well as production procedure
LET’S SUM-UP

Most feasibility studies represent the first look at the enterprise in the business
planning process. If the project is deemed feasible, much of the information gained
during the feasibility study phase is used in developing the business plan itself. It is a
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detailed process of investigation and measurement in several areas to assess whether
the project at hand will meet your expectations.
Common feasibility factors tested in most small business feasibility assessments
include the following:








Personal Feasibility
Market Feasibility
Financial Feasibility
Economic Feasibility
Technical Feasibility
Location Feasibility
Legal Feasibility

Feasibility assessments will provide a series of checks and balances to determine the
viability of a small business proposal, covering all or at least some of areas listed
above.
2.9

KEY TERMS

Feasibility Study
Market feasibility
Test Market
Market Share
Pricing
Competitors
Suppliers
Distribution Channel
Advertising and promotion
Financial feasibility Study
Total Capital Requirement
Borrowed capital
Budget
Revenue
Break even Analysis
Viability
Technical feasibility
Prototype
Model
Replicability of service
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2.10 SELF ASSESSMENT QUESTIONS
1. What do you mean by the term ‗feasibility study‗?
2. Identify the reasons for which new ventures fail.
2.11 FURTHER READINGS
1. Naresh K. Malhotra, Fundamentals of Marketing Research, Pearson Education,
Asia.
2. Paul E. Green & Donald S. Tull, Research for Marketing Decisions. PHI Learning
Private Limited, New Delhi, 2009
3. Donald R. Cooper & Schindler, Marketing Research: Concepts & Cases, Tata
McGraw-Hill Publishing Company Limited, New Delhi.
4. S.C. Gupta, Marketing Research, Excel Books India.
2.12

MODEL QUESTIONS

1. A good start to market feasibility is SWOT analysis which helps match the
organization‗s internal resources and its external environment‖. Explain.
2. Why technical feasibility is considered important along with economic
feasibility?
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UNIT 3

PROJECT REPORT PREPARATION

Learning Objectives:
After completion of the unit you should be able to:






Understand the meaning of a Project Report
Understand the significance of a Project Report
Know the features of a good Project Report
Know and list the content of a Project Report
Understand the common pitfalls or errors made while preparing a project report

Structure
3.0
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8
3.9
3.10
3.11
3.12
3.13

Introduction
Definitions
Understanding the concept of Project Report and DPR
Importance of DPR for a business venture
For whom is a DPR made?
Features of a good project report
Format of detailed project report for a new business
DPR – Description of Various Segments
Common errors made while preparing a DPR
Let‗s Sum-up
Key Terms
Self Assessment questions
Further Readings
Model Questions

3.0

INTRODUCTION

After a positive outcome of Feasibility Study (Marketing, Financial and Technical)
and subject to affirmative response from the investors the proposed project moves
into the second phase of the life cycle of a new venture. Detailed Project Report
(DPR) is the outcome of the Design Phase of the second phase of any new venture.
All aspects of a project viz., location and layout of the project, specification of plant
and machinery, environmental impact, operational planning, marketing and
commercial aspects, financial aspects, HR planning and socio economic aspects are
presented in complete details in the Project Report.
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3.1

DEFINITION

Startup Company is an entrepreneurial venture which is typically a newly emerged,
fast-growing business that aims to meet a marketplace need by developing or offering
an innovative product, process or service.
Project Life Cycle refers to a series of activities which are necessary to fulfill project
goals or objectives. This is known as a four-phase life cycle and the phases are
usually referred to as Project Initiation, Project Planning or design, Project Execution
and Project Closure.
Detailed Project Report – is the final appraisal report on the proposed new venture,
it is the blue print for execution and operation. It enumerates the programme
schedule, roles and responsibilities, all activities to be carried out, resources
requirement, associated risks and mitigation measures for the venture.
Promoter – is the one who conceives an idea for setting-up a particular business at a
given place and performs various formalities required for starting a company?
Investor - An individual or an organization which commits money in a venture
proposed by other individuals (s) or institutions with the expectation of financial
return.
Marketing Plan is a business document written for the purpose of describing the
current market position of a business and its future marketing strategy for the period
of one to five years .
Demand Forecasting-is the process of predicting the future demand for the firm‗s
product or service in the identified market under both controllable and noncontrollable factors.
Market share- represents the percentage of an industry or market's total sales that is
earned by a particular company over a specified time period.
Gantt chart - is a type of bar chart, devised by Henry Gantt in the 1910s, that
illustrates a project schedule, showing the start and finish dates of the terminal
elements and summary elements of a project.
Project Schedule - It is the tool that communicates what work needs to be
performed, which resources of the organization will perform the work and the
timeframes in which that work needs to be performed, it also reflects all of the work
associated with delivering the project on time.
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Environmental Impact Assessment (EIA)- is a process of evaluating likely
beneficial and adverse impacts of a proposed project or development on the
environment by, taking into account inter-related socio-economic, cultural and
human-health implications or effects.
Human Resources Planning- is a process that identifies current and future human
resources needs for an organization to achieve its goals.
Vendor Management- is a discipline that enables organizations to control costs,
drive service excellence and mitigates risks to gain increased value from their vendors
throughout the project life cycle, it involves identification, selection, appointment and
termination of the vendors as required for optimizing the performance of the project.
3.2

UNDERSTANDING THE CONCEPT OF PROJECT REPORT

Business Plan helps an entrepreneur to firm up the fuzzy concept that he has for
starting or setting up a new venture. It also acts as a visiting card to approach
different groups of audiences (investors, lawyers. Accountant, customers, prospective
partners etc.) to showcase the concept. The Feasibility Analysis study helps in
knowing the viability of the project from different perspectives (Marketing, Financial,
Technical, Legal etc.). Feasibility report helps the investors in taking affirmative or
negative decision about investment.
After being assured of the viability f the project and of raising the required capital to
set up the venture, an entrepreneur has to carry out detailed planning of actual design,
execution, and operationalization of the new venture. Detailed Project Report (DPR)
is nothing but a very elaborate plan of the venture. It enumerates the program me
schedule, roles and responsibilities, all activities to be carried out, resources
requirement, associated risks and mitigation measures for the venture.
Detailed plan is the blue print of what needs to be done to convert the project idea of
the entrepreneur into a successful business enterprise. Hence it is laid out in great
details in black and white so that everybody involved in the execution and operations
of the project refer to it while carrying out their designated activity. The black and
white compiled detailed plan of the new project is the Project Report. It is the single
most important document in the life cycle of the project. Since it incorporated all the
aspects of the project in great detail it is referred to as the Detailed Project Report
(DPR).
3.3

IMPORTANCE OF A DPR FOR A NEW VENTURE
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The importance of DPR can never be overemphasized. It provides guidelines for
timely and efficient execution of the project. DPR is the reference point for answers
while executing the project. Success of the new venture depends on the accuracy of
plan laid out in the DPR Hence a. DPR contains plans that are supposed to make a
project successful so that all Critical questions asked at the end of execution have
affirmative answers. These questions used for the assessment of any project are:
1. Was the project completed on time
2. Was the project completed within the cost projections made at the planning stage
3. Does the final quality of product/rendered service conform to the expectation of
the target customer
4. Does the level of production meet the breakeven point is the product / service
profitable
5. Whether the gestation period of the project is well within the planned period.
From the parameters contained in the critical questions above it is easy to assess the
importance of the DPR.
1. It takes a relook at the financial planning in much greater details incorporating the
system for monitoring and control of financial progress of the project.
2. It covers the marketing strategy and demand forecasts. This is done to ensure that
marketing activities result in gaining the planned market share in stipulated time.
3. DPR contains the description of the plant / facility so that it is able to deliver the
required quality and quantity of product/service to the target market.
4. DPR provides specifications of
collaborations, plant, and machinery.

choice

of

technology,

technological

5. Location of the plant and all associated considerations (proximity to suppliers to
market, power-water-labor availability, regulatory framework, warehousing
support, logistics etc.) are dealt in detail.
6. Since project depend on raw materials for production, DPR presents the statistics
of materials requirement at different levels of output, so that shortages or
overstocking can be avoided.
7. Key human skills required for the smooth execution of project from commission
to operation are presented in the DPR.
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The company seeking financial assistance for implementation of its business idea is
required to prepare a Project Report covering certain important aspects of the project
as detailed below:










Promoters background/experience
Product with capacity to be built up and processes involved
Project location
Cost of the Project and Means of financing thereof
Availability of utilities
Technical arrangements
Market Prospects and Selling arrangements
Environmental aspects
Profitability projections and Cash flows for the entire repayment period of
financial assistance

Spreadsheets formats attached with this document will help you prepare a Detailed
Project Report for your Bank. You may omit the manufacturing related information in
case you are applying for a non-manufacturing project.
Since the appraisal of the Project involves evaluation of the Project in the following
areas, your company/you would be required to submit certain documents/information
in the matter.
Management Evaluation


Memorandum and Articles of Association : Object, authorised and paid-up share
capital, promoter‗s contribution, borrowing powers, list of directors on the Board,
terms of appointment of directors



Your company as the Promoter : Corporate plan of the Company, projects
promoted/implemented/under implementation, Bankers' report on dealings and
repayment of past loan assistance, details of group companies, operations, balance
sheet and profit & loss account of the promoter company



New Promoters : Educational background, any industrial experience, family
background, sources of income, details of personal properties, banker's reference,
income tax/ wealth tax returns



Management and Organisation set up: Broad composition of the Board, details of
full time directors and their responsibilities, details of Chief executive and
functional executives including qualification, experience, organisation set-up for
existing company and during project implementation for new company.
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Technical Feasibility


Technology and manufacturing process : Proven/new technology, basis of
selection of technology, competing technologies, performance data of plants
based on the technology, details of licensor of technology, process flow chart and
description



Location of the Project : Locational advantage, availability of raw material and
other utilities, infrastructure facilities, availability of labour, environmental
aspects



Plant and Machinery : List of machinery & equipment, details of suppliers,
competitive quotations, technical & commercial evaluation of major equipment



Raw material, Utilities and Manpower: Details of raw materials and suppliers,
electricity and water supply, basis of manpower estimates, details of manpower
eg. managerial, supervisory, skilled/unskilled, training needs



Contracts : Agreement with contractors detailing on know-how, engineering,
procurement, construction, financial soundness and experience of contractors



Project monitoring and implementation : Mode of implementation, details of
monitoring team, detailed schedule of implementation.

Environmental Aspects: Air, Water and Soil Pollution, list of pollutants / Hazardous
substances, their safety, handling and disposal arrangements, compliance with
national and International Standards, Clearances and No objection certificates
required and obtained etc.
Commercial Viability





Existing and potential market demand and supply for the proposed product in
respect of volume and pattern
Share of the proposed product of the company in the total market through
marketing strategy
Selling price of the product and export potential, if any.
Buy-back arrangements, if any.

Financial Appraisal
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Cost of the Project: This includes the cost of land & site development, building,
plant & machinery, technical know-how & engineering fees, miscellaneous fixed
assets, preliminary & preoperative expenses, contingencies, margin money for
working capital. Your company is expected to submit realistic estimates and
reasonableness of the cost of the project will be examined with reference to
various factors such as implementation period, inflation, various agreements,
quotations etc.



Means of Financing: Means of financing shall have to conform to proper mix of
share capital and debt. This includes share capital, unsecured loans from
Promoters/associates, internal accruals, term loans, Government subsidy/grant.
Reasonableness of Promoters' contribution in the form of equity and interest-free
unsecured loans, if any, is ascertained in view of commitment to the Project.



Profitability Projections: Past records of financial performance of Your company
will be examined. Your company needs to submit profitability estimates, cash
flow and projected balance sheet for the project and for the Company as a whole.
Based on the projections, various financial ratios such as Debt -Equity ratio,
Current ratio, Fixed asset coverage ratio, Gross profit, Operating profit, Net profit
ratios, Internal rate of return(over the economic life of the project), Debt Service
Coverage ratio, Earning per share, Dividend payable etc. would be worked out to
ascertain financial soundness of your Project.

Economic Viability




3.4

Your company will have to take real value of input as against the value accounted
in financial analysis for the purpose of economic evaluation of the project.
Your company should carry out social cost benefit analysis as a measure of the
costs and benefits of the project to Society and the Economy.
Economic analysis is therefore aimed at inherent strength of the Project to
withstand international competition on its own.
FOR WHOM IS A DPR MADE?

A Detailed Project Report is necessary to firm up the necessary permissions,
agreement with outside parties, capital cost, financial viability of the project, the
financing pattern, project facilities, marketing strategy, Human resource planning and
completion schedule of the proposed venture.
Therefore a DPR is not made for any specific stakeholder. It is a common document
that is referred by many institutions and individuals in varying capacities at different
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points in time during the lifecycle of the project. DPR is generally seen and used by
following :
1. The Promoting Entrepreneur And Partners– as primary investors and risk
takers they should be aware of smallest of details of the project. Project report
serves as a point of reference for the owners while communicating with other
stakeholders directly or indirectly involved in the project.
2. Bankers and other Investors – Financial institutions and investors agree to
provide the capital by studying the business plan, feasibility report and
discussions with the entrepreneur, but disbursement of the capital takes place only
after the DPR is presented to them.
3. Government and its Regulatory Bodies – A business, depending on its nature,
requires many approvals and licenses from the Government and its regulatory
Bodies. DPR has to be submitted to obtain proper permissions to operate in the
market.
4. Key Personnel of the Venture – an entrepreneur requires team of experienced
key personnel in every department for project execution. DPR acts as a road map
for these managers to remain on track.
5. Technology Providers–if the production requires sophisticated technology then
DPR is the primary tool for agreements with the vendors of technology and
machinery.
6. Service Providers- during the execution stage and later in the life cycle of the
project professional services are required by the business from lawyers,
Accountants, Experts, Consultants etc. They all are addressed through the DPR.
3.5

FEATURES OF A GOOD PROJECT REPORT

Every year a large number of project reports are prepared, each report has specific
purpose or objective that it is expected to serve. Some of them are intended to
document the progress of some activities, feasibility reports, investment decision
support document, some of the reports are for monitoring purposes, some are
evaluation reports. A DPR on the other hand serves all these purposes. Therefore only
a diligently developed DPR will do justice to its purpose in a new venture scenario.
Some of the features that make a DPR effective are :
1. Reader Friendly – Readers are various stakeholders who receive the DPR for
various reasons, if DPR is reader-friendly, it is likely to be read, remembered and
acted upon.
46

2. Simple and unambiguous Language – DPR, primarily is an information tool,
therefore language should not be flowery and confusing. Repetition and
redundancy should be avoided at all cost in a DPR.
3. Organized and Well Structured – A well organized report where it is easy to
locate relevant information without wasting time or any hassle. The Index of the
report should list smallest of detail included in the report.
4. It Should Be Factual: Every report should be based on well researched
projections, facts, verified information, and valid proofs as applicable to different
sections. There should be no attempt to fudge the findings, analysis results or
facts as the case may be.
5. Measurable Results or Outcome Oriented– DPR should clearly point to the
final outcome of every section (Marketing, Finance, Operations, Environmental,
HR etc.) so that the users and stakeholders can easily evaluate the progress at any
time.
6. Prepared Timely – It should be available to the concerned stakeholder
(Government, Bank, Financial Institution, Investor, Technology Partner, Vendor,
Service Provider) at the stipulated time.
DPR should not be just an enlarged version of the Business plan and feasibility report
presented earlier, it should take a relook at the figures presented earlier in light of
various terms and conditions laid down by the investors and others.
3.6

FORMAT OF A DPR FOR NEW BUSINESS

Contents of Detailed Project Report
Cover Page
Index
1. General Information
1.1 Name
1.2 Constitution & Sector
1.3 Location
1.4 Nature of Industry and Product
1.5 Promoters and their contribution
1.6 Cost of Project and means of finance
2.

Promoter’s Details
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3.
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8
3.9

Marketing Planning
Demand Forecasting
Target Market Decision
Market Share Estimation
Marketing Strategy
Marketing Mix
Product Launch Strategy
Marketing Schedule
Marketing Organization
Nontraditional channels of Distribution

4.
4.2
4.3
4.4
4.5

Technical Arrangements 4.1 Choice of Technology
Technology Collaboration
Equipment& Process Technology Details
Layout of the Project
Plant& Equipment Specification

5. Production Process
5.1 Location of the Project
5.2 Capacity Planning
5.3 Operations Planning
5.4 Material Requirements
5.5 Input-Output Decisions
5.6 Quality parameters
5.7 Operations Costing
5.8 Plant organization & Personnel
5.9 Vendor Management
5.10 Transportation & Storage
5.11 Plant Safety
6.
6.1
6.2
6.3

Environmental Aspects
Base Level environmental Parameters
Impact on Air, Water & Soil
Laws and Compliance

7.
7.1
7.2
7.3
7.4
7.5
7.6

Schedule of Implementation
Phases of the Project
Deliverables in Each Phase
Major Activity of Each Deliverable
Key Milestones
Responsibility Allocation
Gantt Chart for Project Scheduling
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8.
8.1
8.2
8.3
8.4
8.5
8.6
8.7

Financial Aspects of the Project
Cost Projection
Revenue Projections
Working Capital Requirement
Interest Components
Phased Requirement of Funds
Pre-operative & Preliminary Expenses
Projected Tax Calculations

9.
9.1
9.2
9.3
9.4

Means of Finance
Internal Sources of Funds
Promoter‗s Funds
External Sources of Fund
Provision for Contingency

10. Profitability Estimates and Appraisals
10.1 Assumptions
10.2 Projected Income Statement
10.3 Projected Balance Sheet
10.4 Projected Cash Flow Statement
10.5 Appraisal based on Profitability statement
11. Human Resources Planning
11.1 Key Personnel Requirement
11.2 Hiring or Contractual Arrangement
11.3 Training
12.
13.

Socio -Economic Considerations
Appendices

13.1. Estimates of cost of production
13.2. Calculation of depreciation
13.3. Calculation of working capital and margin money for working capital
13.4. Repayment/Interest Schedule of term loan and bank finance
13.5. Calculation of tax
13.6. Coverage ratios
3.7
I.

DPR – DESCRIPTION OF VARIOUS SEGMENTS
General Information
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The information provided in this section, as the title indicates, general in nature.
Name of the industrial concern , the proposed Constitution of the company (for e.g.
whether it is public or private limited), specific sector in which the product/service
fall, general description of the industry, its current status in terms of revenue and
installed production capacity, name of the promoters and their contribution to the
proposed project are given in this section.
This section also includes the total estimated cost of the venture and very briefly
dwells on the means of financing identified or agreed upon for the project.
II.

Promoter’s Details

The business and family background of the promoter(s) are mainly discussed under
this heading. Their previous business experience and performance, if any, will be
explained here. The auditor(s) report of the previous business and the reason for
closure will also be clarified. Whether, the proposed venture is related with existing
business and will help them do better, will also be noted here.
III. Marketing Planning
Starting point, or the stage of conception of any idea in the mind of an entrepreneur,
is invariably a ‗felt need waiting to be satisfied. Logically therefore, the very first
step in the design of project is to establish that the need really exists and understand
the nature of this need. This is the process of Demand Forecasting, which validates
the requirement of proposed product/service in the real market and by real customers.
Market Planning Section is the soul of any DPR since all the projections are based on
the perceived need of the proposed product/service in the market. Demand forecasting
reveals the total demand of the product/service under consideration, however this
broad figure is not sufficient to plan the new venture. It is necessary to identify who
are the current suppliers in the market and what part of total demand is being
met/serviced by them. This would indicate probable market share that the new
venture is likely to capture.
It is important to broadly decide the marketing mix with which the company will
enter the identified target market. Once the possible market share is figured out, it is
important to design marketing strategies, promotion plan, communication strategy ,
channels of distribution, sales strategy and pricing strategy to capture this market
share in the defined target market.
DPR should give adequate focus on the required structure of the Marketing
organization, so that there is no time lag between production and first sales.
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IV. Technical Arrangements
First decision is to make or buy the product, following this details of technical
infrastructure required to start the project start emerging. Whether the promoters have
any foreign collaboration(s) for the project will be explained here. The cost of buying
or installing technical infrastructure and whether it is cost effective, will be clarified
under this heading.

V. Production Process
DPR has to consider the design or layout issues of the plant with respect to its
location. Location decision are governed by variety of parameters : proximity to the
raw material suppliers or the finished goods market, availability of vital inputs like
power and water, availability of manpower for the production plant, and
environmental laws in the area. This section explains in detail, the technical process
proposed to be employed, requirement of all the materials in the process of
production and what is the balance of material that the company will have to maintain
at a given level of production. Enclose copy of the process flow chart with material
balance, utilities and process parameters.
For the material balance and labor requirements to be planned effectively, capacity of
the plant, phase wise production schedule of least 3 quarters have to be projected.
Quality and safety parameters are to be set here.
Identification of vendors for various purposes, warehousing facilities for finished
goods and dispatch methods are studied for their advantages and disadvantage to
make prudent choice.
VI. Environmental Aspect
The impact of discharging effluents of the production process in the environment, as
well as, precautions that have to be taken will be dealt with, in this area of the report
Furnish details of the nature of atmospheric, soil and water pollution. Indicate
whether necessary permissions for the disposal of effluents have been obtained
Enclose copy of approval from concerned authorities
VII. Schedule of Implementation
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This section describe the phase bound plan of how design engineering, erection,
installation and commissioning of the project will be carried out. This should also
present all the phases on a Gantt Chart so that overlapping of activities can be seen
clearly.
The section is important because it lists the milestones of the project which are
always linked to disbursement of funds from the investors or lending institutions. If
there is an inaccuracy in the scheduling plan it will reflect adversely on all other
aspects of the project.
VIII. Financial Aspects of the Project
The detailed break up of all costs related with the project, has to be listed, here this
would include Land, Site development , Buildings and other civil works , Plant and
machinery , Technical know how fees ,Expenses on technicians ,Miscellaneous Fixed
Assets (MFA) ,Preliminary expenses, Preoperative expenses , Provision for
contingencies , Margin money for working capital .
Revenue projections are made based on sales forecasts for determining the
profitability of the venture. Here the other deduction like taxes, depreciation, various
fees etc, are also projected and taken in to account to know the fund flow likelihood
of the project.
IX. Means of Finance
The break up and sources of funds for the project are discussed Equity of the
Promoters, Venture or Angel investor contribution, Debt / Equity from Financial
Institutions, Public holdings, Preferred Shares , Subsidy (if any), Term loans,
Debentures ,Unsecured loans and deposits ,Deferred payments , Internal accruals,
Bank borrowings and any other means deployed to finance the project .
X.

Profitability Estimates and Appraisals

DPR provides projections for The Profit and loss Statement, Balance Sheet and Fund
Flow Statement. These help in evaluation of the profitability and viability of the
proposed venture. This section is called the Acid test of DPR.
XI. Human Resources Planning
DPR gives a snapshot of the organizational structure of the venture. With this in hand
a preliminary Manpower plan is drawn up in a phase-wise manner. Qualification,
experience and expertise of manpower to be hired over a period if time is decided.
Here training requirement of frontline staff is also chalked out.
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XII. Socio-economic Considerations
Till recently very less attention was paid to the socio-economic consideration. But
with the need for developing sustainable businesses has become widely recognized in
the industry, social and economic impact of the proposed project in the immediate
surroundings and community need to be assessed. It is important since support /
hostility of the local community may prove to be the deciding factor in the success or
failure of the new venture. It is emphasized that a new venture should have provisions
to plough back the advantages to the local community. It should bring prosperity to
the surrounding areas and not adversely affect it.

XIII.

Appendices

All worksheets of detailed calculations, flowcharts, projections etc are to be included
here. Checklist is provided in the structure of DPR.
3.8

COMMON ERRORS MADE WHILE PREPARING DPR

Before dwelling into the mistakes that render a DPR ineffective, it is important to
know and discuss some more relevant points. A question often presented in front of
the entrepreneur is ―Who prepares a DPR? By now it is clear that expertise in a
number of fields is required to compile various aspects of a new venture into a
meaningful DPR. A number of decision presented in the DPR are mutually related.
For example Sales projection is directly related to the production planning, which in
turn depends on plant getting operational and availability of manpower and raw
material.
Similarly phasing of finance and project milestones are intertwined.
The stipulated quality of service cannot be achieved without training plan to the new
workforce.
Thus DPR preparation is a complex task, which requires deployment of expertise
from different fields. There are highly specialized Agencies who undertake the work
of DPR preparation for their clients. The general procedure for engaging the services
of such agencies is:




Look for an agency that has expertise in the same sector
Evaluate the earlier work done by them
Check for the credibility in the market
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Enter into a contractual agreement with the agency / consultant
Provide all inputs to the agency and explain the concept in detail
Decide the time and deadline for completing the DPR
Keep a watch on the progress of the consultant while the necessary studies are
being conducted
Thoroughly evaluate the draft submitted by the agency add, delete or modify as
the need be
See that all the modifications are incorporated in the final DPR

While the process outlined above may appear one of common sense and extremely
simple, here is where most of mistakes occur which cost the entrepreneur dear. Such
common mistakes are listed below :
1. Entrepreneur decides to prepare the DPR on his/her own with some help from
friends to save the expenses. It may seem to be a good bet since it is (s)he who
understands the concept best. But that is where the expertise ends. The
entrepreneur does not have knowledge and experience of numerous other things.
2. If entrepreneur involves him(her)self fulltime in preparing the DPR, the more
important tasks like liaison with investors and regulatory agency, refining the
prototype etc. are neglected. The project is likely to get delayed in such cases.
3. Borrowing or copying DPR of some other project similar in nature to save time
and money. Every new project is unique in its circumstances hence this may result
in doom.
4. Appointing the Consultancy firm or individual on hunch or hearsay without due
diligence in the field.
5. Not signing a legally binding agreement with the agency or individual. This
should include strict timeline and resulting penalty clause for non compliance.
6. Not having confidentiality clause in the agreement. An entrepreneur shares his/her
life time dream with the consultant. The idea has to be protected against any
breach.
7. Not sharing all the details of the proposed project with the Consultants. This will
weaken the foundation on which entire DPR would be constructed.
8. Resorting to false facts and figures or window dressing the DPR to make it
attractive to certain section of stakeholders.
9. Not presenting the realistic and true picture ,
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As per the statutory compliances are concerned, finally it is the responsibility of the
entrepreneur to see that a good DPR is prepared and presented. The owner and his
appointed manager should have appropriate mechanism to keep check on the quality
of work.
LET’S SUM UP

3.9

Detailed Project Report (DPR) is a very elaborate plan for the execution and
evaluation of the new venture proposed by an entrepreneur and approved by some
investors for funding. DPR provides details of resource requirement, plant location
and layout, manufacturing process and technology choice, set of various activities to
be performed simultaneously, roles and responsibilities if people and agencies
involved in the project, marketing plan , demand forecasts, environmental impact
assessment etc.
With such elaborate and complex requirements, the task of preparing the DPR is
generally entrusted to a specialized agency or an individual. But the final
responsibility of the project always rests with the owner or the entrepreneur; hence
they have to keep a watch on the quality of work being carried out by the hired
agency. Owners should pose questions from time to time to the agency, these are


Sources of critical data and information



Extent to which vision of the owners and the proposed strategies of the
management are reflected in the DPR. If there is a change, is it well justified and
substantiated with evidence?



What is the methodology followed for analysis of the gathered information and
data



Have applicable rules/Government Norms/ policies/ statutory compliances being
taken into account while suggesting any plan.



Have potential challenges, bottlenecks and problems been identified for every
section separately rather than presenting as a single item.

3.10




KEY TERMS

Project or Startup Venture
Project Life Cycle
Project Report
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Detailed Project Report
Promoters
Cost of project
Means of Finance
Investors
Market Planning
Demand Forecasting
Market Share estimation
Marketing Strategy
Material flow
Input Output decisions
Technology Collaboration
Plant location
Plant Layout
Gantt Chart
Project Scheduling
Milestones
Environment Impact Assessment
Vendor Management
HR Planning
Consultant

3.11 SELF ASSESSMENT QUESTIONS
1.
2.
3.
4.
5.
6.

What is the significance of planning in the life cycle of the Project?
Describe what is a DPR?
Why is DPR important in execution and evaluation of any project?
What are the major segments of ant DPR for a new project or Venture?
Why is it not advisable for the entrepreneurs to prepare the DPR themselves?
Who are the major audiences of any DPR? How does the perspective of a banker
differ from that of a government official while reading a DPR?

3.12

FURTHER READINGS

1. Various guidelines and material issued by Ministry of MSME, Government of
India
2. Learning material on Projects from National Institute of Micro, Small and
Medium Enterprise Hyderabad
3. National Institute of Entrepreneurship and Small Business Development, Noida –
NCR, Document on preparation of Project report
4. Guidelines of Startup India Initiative
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5. IDBI Publication on Project Financing.
3.13

Model Questions

1. Decisions which are made while designing and planning a new venture have
major implication on the entire life cycle of the project. Do you agree / disagree
with this statement? Justify
2. All projects should be made to meet the needs of the customers in the market
should all other functions of a project align themselves to the Market Planning?
3. Give the format in which DPR should be prepared and presented.
4. All the stakeholders look at the DPR from different perspective. Should different
DPRs be prepared for every group? Why/ why not
5. What are the characteristics of a good DPR? What are most common pitfalls that
can plague a DPR? How can these be avoided?
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Project Formulation and

UNIT 4 PROJECT APPRAISAL

Management

Learning Objectives:
After completion of the unit, you will be able to:
1. Understand the concept of Project:
2. Differentiate between Project and Programme:
3. Explain the criteria for appraisal of a Project:
4. Discuss various techniques of Project Appraisal
Structure
4.0
4.1
4.2
4.3
4.4
4.5
4.6
4.7

Introduction
Projects: Meaning and Concept
Difference Between a Project and a Programme
Criterion for Project Appraisal
Project Appraisal Techniques
Let Us Sum Up
References and Selected Readings
Check Your Progress – Possible Answers

4.0

INTRODUCTION

In the previous unit you have read about project formulation. This unit deals with the
project appraisal techniques. Projects often provide the base for sustainable
development intervention. Project appraisal is a generic term that refers to the process
of assessing, in a structured way, the case for proceeding with a project or proposal. It
often involves comparing various options, using economic appraisal or some other
decision analysis technique. A good appraisal justifies spending money on a project. It
is an important tool in decision making and lays the foundation for delivery and
evaluation. Appraisal asks fundamental questions about whether funding is required
and whether a project offers good value for money. It can give confidence that public
money is being put to good use, and help identify other funding to support a project.
4.1

PROJECTS: MEANING AND CONCEPT

What are Projects?
Projects are the cutting edge of development. Projects are an investment activity in
which financial resources are expended to create capital assets that produce benefits
over an extended period of time.
UNIDO defines a project as a proposal for an investment to create and develop
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certain facilities in order to increase the production of goods/services in a community
during a certain period of time.
The Chartered Management Institute define a project as ―an activity that has a
beginning and an end which is carried out to achieve a particular purpose to a set
quality within given time constraints and cost limits‖.
A project may be defined as an activity for which money will be spent in an
expectation of returns and which logically seems to lend itself to planning financing
and implementation as a unit. It is the smallest operational element prepared and
implemented as a separate entity in a national plan of programmes of development.
A project is also defined as a proposal for an investment to create, expand and
develop certain facilities in order to increase the production of goods and services in a
community during a certain period of time. Furthermore, for evaluation purposes, a
project is a unit of investment, which can be distinguished technically, commercially
and economically from other investments.
4.2

DIFFERENCE BETWEEN A PROJECT AND A PROGRAMME

Many people are uncertain about the difference between a project and a
programme. A project is a temporary entity established to deliver specific (often
tangible) outputs in line with predefined time, cost and quality constraints. Whereas, a
program is a portfolio comprising of multiple projects that are managed and coordinated
as one unit with the objective of achieving (often intangible) outcomes and benefits
for the organization. Table 3.1 summarizes the main areas of differences between a
project and a programme.
Table 2.1: Difference between Project and a Programme
Parameter
Objectives

Scope

Project

Programme

Outputs
are
tangible;
relatively easy to describe,
define
and
measure;
tending towards objective.

Outcomes are often intangible; difficult
to quantify; benefits often based on
changes to organizational culture and
behaviours;
introducing
new
capabilities into the organization;
tending towards subjective.
Strictly limited; tightly Not tightly defined or bounded; likely
defined; not subject to to change during the life cycle of the
change during the life of the program.
project.
59

Duration

Risk profile

Nature of the
problem

Relatively short term;
typically three to six
months.
Project risk is relatively
easy to identify and
manage.
The
project
failure would result in
relatively limited impact on
the organization relative
to programme risk.
Clearly defined.

Nature of the
solution

A
relatively
number
of
solutions.

limited
potential

Stakeholders

A
relatively
number
of
solutions.

limited
potential

Relationship to
environment

Environment within which
the project takes place is
understood and relatively
stable.

Resources

Resources to deliver the
project can be reasonably
estimated in advance.

4.3

Relatively long term typically eighteen
months to three years.
Program risk is more complex and
potentially the impact on the
organization if a risk materializes will
be greater relative to project risk.
Programme failure could result in
material financial, reputational or
operational loss.
Ill-defined; often disagreement between
key stakeholders on the nature and
definition of the problem.
A significant number of potential
solutions with disagreement between
stakeholders as to the preferred
solution.
A significant number of potential
solutions with disagreement between
stakeholders as to the preferred
solution.
Environment
is
dynamic;
and
programme objectives need to be
managed in the context of the changing
environment
within
which
the
organization operates.
Resources are constrained and limited;
there is competition for resources
between projects.

CRITERION FOR PROJECT APPRAISAL

After a project has been prepared, it is generally appropriate for a critical review or an
independent appraisal to be conducted. This provides an opportunity to reexamine
every aspect of the project plan to assess whether the proposal is appropriate and
sound before large sums are committed. The appraisal process builds on the project
plan, but it may involve new information if the specialists on the appraisal team feel
that some of the data are questionable or some of the assumptions faulty. If the
appraisal team concludes that the project plan is sound, the investment may proceed.
But if the appraisal team finds serious flaws, it may be necessary for the analyst to alter
the project plan or to develop a new plan altogether.
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If a project is to be financed by an international lending institution such as the World
Bank or by a bilateral assistance agency, such an external lender will probably want a
rather careful appraisal even if it has been closely associated with earlier steps in the
project cycle. The World Bank, for example, routinely sends a separate mission to
appraise proposed projects for which one of its member governments intends to borrow.
The preparation of a project entails consideration of many aspects. The major aspects
to be considered during the appraisal of the project are:
1.
2.
3.
4.
5.
6.
7.
8.
9.

Technical
Institutional
Organizational
Managerial
Social
Commercial
Financial
Economic
Sustainability

Let us now discuss each of these criterions of project appraisal.
1)
Technical Aspect
The technical aspect of any project considers the technical feasibility of any project. It
concerns with the technical aspect of a project form both input supply side and output
delivery side. For example if you want to take up a metro project in a urban region,
you may have to examine the soil type of the region for pillar strength, urban
population to be benefited, availability of land, route etc. Such information can be
collected through surveys.
2)
Institutional Aspect
The institutional aspect of a project deals with the framework within which the
project will have to operate. A complete knowledge of the institutional aspect helps
identifying the components of institutional framework that will have a bearing on the
project. Some of the elements that constitute the institutional framework include
government institutions, project authority, corporate bodies, land systems, banking
and credit institutions, religious customs, practices and social mores. There is a need
to understand the administrative system of the region where the project has to be
undertaken.
3)
Organizational Aspect
Here the term organization refers to the structure if the body that would undertake the
task of project execution. The proposed organization must have the capacity to carry
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out the assignments given to it. Some of the basic principles to be followed include:
1. There must be clear lines of authority running from top to bottom of the
organization and the chain of command should be clear.
2. The responsibilities of each authority should be clearly defined in writing.
3. The decision making power should be placed as near as possible to the scene of
action.
4. The number of levels of authority should be kept at minimum.
5. The organization should be kept as simple as possible and should be flexible to
adjust to changing conditions.
4)
Management Aspect
The main task of management is to implement the project objectives within the
framework of organizational structure. For good management, a clear definition of
functions and activities are required. There is also a need for allocating
responsibilities to various agencies for various project activities. A suitable
mechanism for coordination of the activities of participating agencies should also be
developed. Besides, proper staffing also comes under the purview of the management.
5)
Social Aspect
It is very important to assess the social patterns, customs, culture, traditions and habits
of the clientele. Various aspects like changes in living standards, material welfare,
income distribution etc. In selecting some projects, weights are assigned for income
distribution so that the projects which benefit the lower income group are benefitted.
The adverse effect of the project on particular group is also examined. Preserving the
environment and wildlife habitats is given high priority.
6)
Commercial Aspect
The commercial aspects of a project involves the arrangements of marketing the output
produced by the project and ensuring supply of inputs needed for the project to
operate. There is a need to assess the effective demand of the project output and the
prices that may prevail under the demand and supply situations. The analyst also
needs to cautiously evaluate the impact of product supply on the price of the product
and the viability of the project under such changed price situation.
7)
Financial Aspect
Decisions about undertaking any project depend a lot on financial analysis of a
project. As there could be many beneficiaries/participating agencies of any project,
there is a need for separate financial analysis each.
8) Economic Aspect
The economic aspect is very important to be taken into consideration while
appraising a project proposal. If it is a developmental project aims at improving the
quality of life of the people in the project area, then what will be its economic impact
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in terms of raising income and standard of living of the people is essential.
9) Sustainability Aspect
Donor agencies are emphasising on the sustainability of the project after the
intervention is withdrawn from the project area. While appraising the project proposal
the reviewer must see that adequate attention has been given to the sustainability of
the project by enquiring several questions i.e. How will the project to be sustained
after the project activities are withdrawn? Who will sustain it, both financially and
technically? and What endeavour has been made by the proposer while proposing the
project? and so on.

Check Your Progress 1
Note:

a) Write your answer in about 50 words.
b) Check your answer with possible answers given at the end of the unit

1. What are projects? How do they help in development?
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
2. Describe with an example the technical aspects to be considered while preparing a
project?
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
.......................................................................................................................
4.4

PROJECT APPRAISAL TECHNIQUES

Project appraisal is the effort of calculating a project‘s viability. Appraisal involves a
careful checking of the basic data, assumptions and methodology used in project
preparation, an in-depth review of the work plan, cost estimates and proposed
financing, an assessment of the project‘s organizational and management aspects, and
finally the viability of project. The project appraisal criteria can be divided under two
heads:
1) Non-Discounting Technique
 Urgency
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 Payback Period
 Accounting Rate of Return
 Debt Service Coverage Ratio (DSCR)
2)





Discounting Criteria Technique
Net Present Value (NPV)
Internal Rate of Return (IRR)
Benefit Cost Ratio (BCR)
Annual Capital Charge

Now we will discuss the techniques in detail

4.4.1 Non-Discounting Techniques
i) Urgency
According to this criterion, the projects that are more urgent get preference over those
that are less urgent. However, one of the problems in using this criterion is to judge
the urgency of any project. The decision taken may be subject to the personal bias of
the decision maker. In view of this limitation, it should not be used for investment
decision making.
ii) Payback Period
In simple terms, the payback period is the length of time required to recover the initial
cash outlay on the project. If the cash inflows are constant, then the payback period is
calculated by dividing the initial outlay by the annual cash inflow. For example, a
project which has an initial cash outlay of Rs 10,00,000 and a constant annual cash
inflow of Rs 2,00,000 has a payback period of : 10,00,000/ 2,00,000 = 5 years.
If the cash flow is not constant, e.g. if a project involves a cash outlay of 6,00,000 and
generates cash inflow of Rs 1,00,000, Rs 1,50,000, Rs 1,50,000 and Rs 2,00,000 in
the first, second, third and the forth years respectively, its payback period is four
years because the sum of cash inflow during four years is equal to the total outlay.
Decision making: According to the payback period criterion, the shorter the payback
period, the more desirable is the project. Firms using this criterion, generally specify
the maximum acceptable payback period.
Evaluation of this method:
 It is simple in concept and application.
 It favours those projects that generate substantial inflows in earlier years and
discriminate against projects that bring substantial cash flows only in later years.
 As this criterion emphasises on earlier cash flows, it may be a good criterion when
the firm is pressed with the problem of liquidity.
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 It fails to consider the time value of money thus violating the most basic principle
of financial analysis which says that cash flows occurring at different points of
time can be added or subtracted only after suitable compounding and discounting.
 Since payback period is the measure of a project‘s capital recovery, it may divert
attention from profitability.
In spite of the shortcoming of not using the time value of money, payback period is
used with advantage in apprising investments for the following reasons:
 The payback period may be considered roughly as the internal rate of return when
annual cash flow is constant and the life of the project fairly long.
 The payback period is somewhat akin to the breakeven point.
 The payback period also gives information about the rate at which the uncertainty
associated with the project is resolved. The shorter the payback period, the faster
the uncertainty associated with the project is resolved.
iii) Accounting Rate of Return
The accounting rate of return or the simple rate is the measure of profitability which
relates income to investment, both measured in accounting terms. As there are various
ways of measuring income and investment, there are a large number of measures for
accounting rate of return. The commonly used ones are given:

Decision making: The higher the accounting rate of return, the better the project.
Evaluation:
 It is simple to calculate.
 It is based on accounting information which is readily available.
 It considers benefits over the entire life of the project.
 Though the income data of the entire life of the project is required, one can work
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out accounting rate of return even if the complete income data is not available by
taking income from a typical year.
Disadvantages of accounting rate of return:
 It does not take into account the time value of money.
 There are numerous measured of accounting rate of return which can create
confusion.
iv)
Debt Service Coverage Ratio (DSCR)
The debt service coverage ratio is generally used to find the financial worthiness of
the projects which need long term financing. The formula is [net profit + interest (on
long term loan) + depreciation] / [interest (on long term loan) + principal loan].
Decision Making: Generally, the financial institutions regard a debt service coverage
ratio of 2 as satisfactory.
Drawback:
In DSCR, both the numerator and the denominator consist of a mixture of post tax
and pre tax figures (profit after tax in the numerator and loan repayment instalment in
the denominator are post tax figures and interest in both numerator and denominator
is pre tax figure). It is difficult to interpret a ratio that is based on a mixture of post
tax and pre tax figures.
4.4.2 Discounting Techniques
i) NPV
The difference between the present value of cash inflows and the present value of
cash outflows. NPV is used in capital budgeting to analyze the profitability of an
investment or project.
NPV analysis is sensitive to the reliability of future cash inflows that an investment or
project will yield.
The formula for NPV is:

Decision making:
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If the NPV of a prospective project is positive, it should be accepted. However, if
NPV is negative, the project should probably be rejected because cash flows will also
be negative.
Features of NPV:
 The NPV is based on the assumption that the intermediate cash inflows of the
project are re-invested at a rate of return equal to the firm‘s cost of capital.
 The NPV of a simple project decreases as the discount rate increases, the decrease
in NPV however is at a decreasing rate.
Merits of NPV
 It takes into account the time value of money.
 It considers the cash flow stream in its entirety.
 The NPV‘s of various projects can be added. The NPV of a scheme consisting of
two projects A and B will simply be the sum of NPV‘s of these projects
individually.
NPV (A+B) = NPV(A) + NPV(B).
To illustrate the calculation of net present value, consider a project which has the
following cash flow stream:
Year

Cash Flow

0
1

-10,00,000
2,00,000

2

2,00,000

3

3,00,000

4

3,00,000

5

3,50,000

The cost of capital k for the firm is 10 percent. The net present value of the proposal
is:

Since the decision rule associated with the net present value is to accept the project if
the net present value is positive and reject if it is negative, in this example, the
decision should be to reject the project.
ii)

IRR
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The discount rate often used in capital budgeting that makes the net present value of
all cash flows from a particular project equal to zero. Generally speaking, the higher a
project‘s internal rate of return, the more desirable it is to undertake the project. As
such, IRR can be used to rank several prospective projects a firm is considering.
Assuming all other factors are equal among the various projects, the project with the
highest IRR would probably be considered the best and undertaken first.
IRR is sometimes referred to as ―economic rate of return (ERR)‖. It is the discounted
rate in the equation:

In the internal rate of return, we set the net present value equal to zero and determine
the discount rate which would also be the internal rate of return.
E.g. Consider the cash flow of a project
Year

Cash Flow

0

-1,00,000

1

30,000

2

30,000

3

40,000

4

45,000

The internal rate of return is the value of r which satisfies the following condition.

The calculations of r consist of a process of trial and error. We try different values of
‗r‘ till we find that the right hand side of the above equation is equal to the left hand
side. By putting the value of ‗r‘ as 12 we get 1,07,773, for 14 it is 1,03,046, for 15 it
is 1,00,802 and for 16 it is 98,641. Since at 16 percent, the value is less than 1,00,000,
we conclude that the value of ‗r‘ lies between 15 % and 16%.
A 1 percent difference (between 15 and 16 percent) corresponds to a difference of
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2161 (1,00,802 – 98,641). The difference between the net present value at 15%
(1,00,802) and that at present target value (1,00,000) is (1,00,802 – 1,00,000) is
Rs.802. This difference will correspond to a percentage difference of 802/2131 =
0.37.
Adding this number to 15 percent we get the value as 15.37 percent.
You can think of IRR as the rate of growth a project is expected to generate. While
the actual rate of return that a given project ends up generating will often differ from
its estimated IRR rate, a project with a substantially higher IRR value than other
available options would still provide a much better chance of strong growth.
IRRs can also be compared against prevailing rates of return in the securities market.
If a firm can‘t find any projects with IRRs greater than the returns that can be
generated in the financial markets, it may simply choose to invest its retained
earnings into the market.
The discount rate often used in capital budgeting that makes the net present value of
all cash flows from a particular project equal to zero. Generally speaking, the higher a
project‘s internal rate of return, the more desirable it is to undertake the project. As
such, IRR can be used to rank several prospective projects a firm is considering.
Assuming all other factors are equal among the various projects, the project with the
highest IRR would probably be considered the best and undertaken first.
iii) Benefit-Cost Ratio (BCR)
A Benefit Cost Ratio is an indicator, used in the formal discipline of cost-benefit
analysis, that attempts to summarize the overall value for money of a project or
proposal. A BCR is the ratio of the benefits of a project or proposal, expressed in
monetary terms, relative to its costs, also expressed in monetary terms. All benefits
and costs should be expressed in discounted present values.
The benefit-cost ratio (BCR) represents the ratio of total benefits over total costs, both
discounted as appropriate. The formula for calculating BCR is:
BCR=

PV benefits
PV costs

where:
PV benefits = present value of benefits
PV cost = present value of costs
In other words, since the present value of costs is nothing but the initial investment,
the BCR may be defined as the ratio of present value of benefits to initial investment.
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To illustrate the calculation of this measure, let us consider a project which is being
evaluated by a firm that has a cost capital of 12 percent.
The initial investment in the project is Rs1,00,000.
Year

Benefits

Year 1

25,000

Year 2

40,000

Year 3

40,000

Year 4

50,000

The benefit cost ratio of this project will be

Decision making: If BCR is >1, the project should be accepted and would be
beneficial.
If BCR =1, we interpret it as being indifferent.
If BCR <1, the project should be rejected.
The BC ratio is preferable to NPV as this criterion measures per rupee of outlay and it
can discriminate between large and small investments.
Check Your Progress 2
Note: a) Write your answer in about 50 words.
b) Check your answer with possible answers given at the end of the unit
1) What are the advantages of payback period?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
2) What is Benefit Cost ratio? What is the decision making criteria while using BC
ratio?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
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…………………………………………………………………………………………
4.5

LET US SUM UP

In this unit we read about the meaning of projects. The unit also discusses the various
aspects to be considered while preparing the project. Many people are uncertain about
the difference between a project and a programme. In this unit we have discussed in
detail the difference between a project and a programme. The various criterion for
project appraisal, discounting and non-discounting techniques of project appraisal
have also been discussed.
4.6
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4.7

CHECKYOUR PROGRESS – POSSIBLE ANSWERS

Check Your Progress 1
1) Projects are the cutting edge of development. Projects are an investment activity in
which financial resources are expended to create capital assets that produce benefits
over an extended period of time.
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2) The technical aspect of any project considers the technical feasibility. It concerns
with the technical aspect of a project form both input supply side and output delivery
side. For example if you want to take up an agricultural project in a region, you may
have to examine the soil type of the region, water availability, crops grown, livestock
breed suitable for the area, pests prevalent in the area etc.
Check Your Progress 2
1)





2)

Payback period is used with advantage in apprising investments for the
following reasons:
The payback period may be considered roughly as the internal rate of return when
annual cash flow is constant and the life of the project fairly long
The payback period is somewhat akin to the breakeven point.
The payback period also gives information about the rate at which the uncertainty
associated with the project is resolved. The shorter the payback period, the faster
the uncertainty associated with the project is resolved.
A BCR is the ratio of the benefits of a project or proposal, expressed in
monetary terms, relative to its costs, also expressed in monetary terms. The
benefit-cost ratio (BCR) represents the ratio of total benefits over total costs,
both discounted as appropriate.
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