CHAPTER TWO

PROJECT FORMATION

Basic components

· Generation and Screening of Project Ideas 

· Stimulating the Flow of Ideas

· Preliminary Screening

· Sources of Profitability of a Business

· Market and Demand Analysis

· Situational Analysis and Specification of Objectives

· Collection of Secondary Information

· Conduct Market Survey

· Demand Forecasting

· Technical Analysis

· Raw Materials Inputs and Supplies

· Product Mix

·  Plant Capacity

· Location and Site

· Machinery and Equipments

· Structure and Civil Works

·  Project Charts and Layouts

·   Work Schedule

·  Financial Analysis

· Means of Financing Projects

Generation and Screening of Project Ideas 

This Section shows the typical route for searching project ideas. Someone with specialized technical knowledge or marketing expertise or some other competence feels that she/he can offer a product or service which can cater to a presently unmet need. She/he can also serve a market where demand lead supply or extensively compete with similar products or services because of certain favorable features like better quality or lower prices. Finally she/he receives report from financial institutions and banks that approve his project and show readiness to finance it. 

Stimulating the Flow of Ideas

To stimulate the flow of ideas, the following are important.

· SWOT Analysis - SWOT is an acronym for strength, weaknesses, opportunities and threats. SWOT analysis represents a conscious, deliberate and systematic effort by an organization to identify opportunities that can be profitably exploited by it. Periodic SWOT analysis facilitates the generation of ideas. 

· Clear Articulation of objectives: The operational objectives of a firm may be one or more       of the following:

· cost reduction

· productivity improvement

· increase in capacity utilization

· improvement in contribution margin

· expansion into promising fields

A clear articulation and prioritization of objectives helps in briefing the efforts of employees and motivate them to think more imaginatively.

· Fostering a Conducive Climate - to tag the creativity of people and to harness their entrepreneurial urges, conducive organizational climate has to be fostered. Organizations successfully use feed back from employee to motivate them to think more creatively. 

Sources of Project Ideas

The following are some of the project ideas:

· Analyze the performance of existing industries. A study of existing industry in terms of their profitability and capacity utilization can indicate promising investment opportunities which are profitable and relatively risk free. An examination of capacity utilization of industries provides information regarding the potential for further investment. Such a study becomes more useful if it is done region wise, particularly for products which have high transportation costs so that your investment should be based on unutilized capacity, profitable and risk free opportunities. 

· Examine the input and output of various industries: An analysis of the input required for various industries may provide project ideas. Opportunities exist when:

(i) Materials, purchased parts, or supplies are presently being procured from distant sources create problems related with time lag, and transportation cost,  

(ii) Several firms produce internally some components/parts which can be supplied at a lower cost by a single manufacturer who can enjoy economies of scale. Similarly a study of the output of the existing industries may reveal opportunities for adding value through further processing of the main output by-product, as well as west products. Here you need to remember the word: "One person's trash can be another person's treasure".

· Review import and export: An analysis of import statistics for a period of five to seven years is helpful in understanding the trend of import of various goods and the potential for import substitution. Indigenously manufacturing of those products with the potential of substituting imported goods is advantageous for several reasons:

i. It improves the balance of payment situation

ii.  It generates employment 

iii. It provides a market for the supporting industries and services.

iv. An examination of export statistics can be used to learn about the export possibilities of various products. 

· Study plans and governmental guidelines: Government plays a very important role in the economy. It proposes investment in different sectors, provides useful pointers towards different opportunities. They indicate potential demand for goods and services required by different sectors.
E.g. - Guidelines to industries published by Ministry of Trade and Investment. 

· Looking at the suggestions of financial institutions and development agencies: In a bid to promote development of industries in their respective states, state financial corporation, static industrial development corporation, and other developmental bodies conduct studies, prepare feasibility reports, and offer suggestions to potential entrepreneurs. The suggestions of these agencies are helpful.

· Investigate local materials and resources: A search for project ideas may begin with an investigation into local resources and skills. Various ways of adding value to locally available materials may be examined. Similarly, the skills of local artisans may suggest products that may be profitable if produced and marketed. 
· Analyze economic and social trends: A study of economic and social trends is helpful in projecting demand for various goods and services (e.g. greatest awareness of saving deposit on the public side). Hence the demand for banks and small credit association become increased. In this case changing economic conditions and consumer preferences provide new business opportunities.

· Studying new technological developments: new model technological breakthroughs to develop new products need to be examined for profitable commercialization.

· Drawing clues from consumption abroad: entrepreneurs willing to take higher risks may identify projects for the manufacture of products or supplies of services which are new to the country but extensively used abroad. 
· Explore the possibility of reviving sick units: industrial sickness is common to a given country. Due to different financial classes, industries may be regarded as sick unit. These units are either closed or face the prospect of closure. A significant portion of sick units, however, can be nursed back to health by sound management, infusion of further capital, and provision of complementary inputs. Therefore, there is a fairly good opportunity for investment in the area.

· Identify unfulfilled psychological needs: for well established, multi-brand product groups, the question to be asked is not whether there is an opportunity to manufacture something to satisfy an actual physical need but whether there are certain psychological needs of the consumers which are presently unfulfilled. To find out whether such an opportunity exists, the technique of spectrum analysis is useful.

· Attend Trade fairs. National and international trade fairs provide an excellent opportunity to get to know about new products and developments.

Preliminary Screening

After generating project idea from different sources preliminary screening is required to eliminate ideas which are not promising. So, to screen out the profitable project idea, the following aspects may be looked into:

· Compatibility with the promoter

· Consistency with governmental priorities 

· Availability of inputs

· Adequacy of market

· Reasonableness of cost

· Acceptability of risk level

· Compatibility With the Entrepreneur
The idea must be compatible with the interest, personality, and resources of the entrepreneur.
· Consistency With Government Priorities

The project idea must be feasible given the national goals and governmental regulatory framework. Important questions to know compatibility are:

· Is the project consistent with national goals and priorities?
· Is there any environmental effect contrary to governmental regulations? 
· Can the foreign exchange requirement of the project be easily accommodated? etc.

· Availability of Inputs

The resources and inputs required for the project must be reasonably assured. To assess this, the following questions need to be answered:

· Are the capital requirements of the project with in manageable limits?

· Can the technical know - how required for the project be obtained?

· Are the raw materials required for the project available domestically at a reasonable cost?

· Adequacy of the Market

The size of the present market must fit the prospect of adequate sales volume. Further, there should be a potential for growth and a reasonable return on investment. To judge the adequacy of the market, the following factors have to be examined:

· Total present domestic market.

· Competitors and their market shares.

· Export markets.

· Analyze price profile of the product such as competitive product.

· Sales and distribution system.

· Projected increase in consumption.

· Barriers to the entry of new units.

· Economic, social and demographic trends favorable to increased consumption. 

· Patent protection.

· Reasonableness of cost

The cost structure of the proposed project must be enabling to realize an acceptable profit with a price. The following points should be reminded in this regard:

· Cost of material inputs

· Labor costs

· Factory overheads

· General administration costs 

· Selling and distribution costs

· Service costs

· Economies of scale

· Acceptability of Risk Level

The desirability of a project is critically dependent on the risk characterizing it. 
The risk elements of the project should be taken into consideration while designing the new profitable projects.

 Sources of Profitability of a Business

After selecting promising project ideas, profitability of the project should be defined. This is shown in terms of positive net present value (NPV). Positive NPV is defined as positive return from the difference between discounted income and cost of a certain project.

One of the sources of positive NPV is imperfection in the real markets, which leads to entry barriers. There are six main entry barriers that results in positive NPV:

· Economies of scale - means that an increase in the scale of production, marketing, or distribution results in a decline of the cost per unit. So that the more strong the economies of scale, the greater will be the cost advantage of the existing firms. In order to exploit the economies of scale, new entrant needs large capital requirement; as such the higher will be barrier to entry.

· Product Differentiation - A firm can create an entry barrier by successfully differentiating its products from those of its rivals. 

· Cost advantages - If a firm can enjoy cost advantage than its competitor, it can be reasonably assured of earning superior returns. Cost advantage may be stem from accumulated experience, monopolistic access to low cost materials; a favorable location, more effective cost control, and the like.

· Marketing Reach - it means an effective market penetrating mechanisms. A penetrating market reach is an important source of competitive advantage. 

· Technological Edge - Technological superiority enables a firm to enjoy excellent returns.

· Government Policy - a government policy which shelters a firm from competition enables it to earn superior returns. Such policies as restructure licensing, import restrictions, high tariff walls, environmental controls, and special tax relief create entry barriers; (partial or absolute).

Market and Demand Analysis

An important step in project analysis is estimating the potential size of the market for the product proposed to be manufactured (or service planned to be offered) and get an idea about the market share that is likely to be captured. 
Steps in market and demand analysis and their inter-relation.

Market and demand analysis is an important but difficult part in project analysis. It goes through the steps:

· Situational analysis and specification of objectives
· Collection of primary and secondary data
· Demand forecasting and 
· Marketing planning.

a. Situational Analysis and Specification of Objectives

In order to get the relationship between the product and its market, the project analyst may informally talk to customers, competitors, middlemen and others in the industry. Whenever possible we may look at the experience of the company to learn about the preferences and purchasing power of customers, actions and strategies of competitors, and practices of the middlemen.

If situational analysis generates enough data to measure the market and get reliable information regarding projected demand and revenues, a formal study need not be carried out. But in most cases a formal study for market and demand is warranted.

While you are conducting the study of market and demand analysis, you may take into consideration the following questions:

· Who are the buyers of the proposed product?

· What is the total current demand for the proposed product?

· How is the demand distributed geographically and how strong it is?

· What is the elasticity of demand for the product of different size?

· What price will the customers be willing to pay for the improved product? 

· How can potential customers be convinced about the superiority of the new product?

· What channels of distribution are most suited for the product?












Figure 2.1: steps in market and demand analysis and their inter-relation
b. Collection of Information

In under taking market and demand analysis, information is obtained from secondary and/or primary sources.
· Secondary Information

Secondary information is information that has been gathered from some other context. 

· General Source of Secondary Information

Important sources of secondary information useful for market and demand analysis in Ethiopia are:

1. Census of Ethiopia: Once in ten year the Ethiopian Central Statistics office publicizes information regarding population, demographic characteristics, household size and composition, and maps.

2. National sample survey report: These report presents information on various economic and social aspects like pattern of consumption, distribution of house holds by the size of consumer expenditure, distribution of industries, and characteristics of economically active populations.

3. Economic survey: An annual publication of the Ministry of Trade and Industry provides the latest data of industrial production, whole sale price, consumer price, exports, agricultural production, national income, etc.

4. Annual survey of industry: An annual publication of the Central Statistics Office provides information on various aspects of industry: number of units and state wise distribution, average number of working days, employment, materials consumption, quantity of products etc.

5. Industry potential survey: Trade and Industry Minister publish industry potential survey for several industrial technologies.

Evaluation of Secondary Information

While secondary information is available economically and readily its reliability, accuracy and relevance for the purpose under consideration must be carefully examined:

· Who gathered the information? What was the objective?

· When was the information gathered? When was it published?

· What was the target population?

· How was the sample chosen?

· How representative was the sample?

· How satisfactory was the process of information gathered?

· What was the degree of sampling bias?

· Primary information-Conduct Market Survey

Secondary information should be supplemented by primary information gathered through market survey, specific to the project being appraised.

The market survey could be census survey or sample survey. In census survey, the entire population will be covered. But in actual cases market survey is made through sample survey. In sample survey a sample of the population is contacted or observed and relevant information is gathered.

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

· Total demand and rate of growth of demand

· Demand in different segments of the market

· Income and price elasticity of demand

· Motives of buying

· Purchasing plans and intentions

· Satisfaction with existing products 

· Unsatisfied needs

· Attitude towards various products

· Distributive trade practice and preferences

· Socio-economic characteristics of buyers
· Steps in Sample Survey

Typically, a sample survey consists of the following steps: 

1. Define the target population: target population may be divided into various segments which may have differing characteristics.

2. Select the sampling scheme and sample size: There are several sampling schemes; simple random sampling, sequential sampling, stratified sampling etc. The greater the size of your sample the more the degree of reliability.

3. Develop the questionnaires: The questionnaire is the principal instrument to collect information from the sample of respondents. Since the quality of the questionnaire has an important bearing on the results of the market survey, developing the questionnaire requires a thorough understanding of the product/service and its usage, imagination and insights into human behavior, and familiarity with tools of descriptive and inferential statistics.  

4. Recruit and train field investigators: This must be planned well since it is time - consuming. Investigators involved in industry and trade market survey need intimate knowledge of the product and technical background particularly for products based on sophisticated technologies. 

5. Obtain information as per the questionnaire from the sample of respondents: Respondents may be interviewed personally, through telephone, or by mail for obtaining information. Personal interviews ensure a high rate of responses.

6. Scrutinize the information Gathered: Information gathered should be thoroughly scrutinized to eliminate data which is internally inconsistent. Sometimes data inconsistency may be revealed only after some analysis. 

7. Analyze and interpret the information: Information gathered from the survey needs to be analyzed and interpreted with care and imagination. After tabulating it as per a plan of analysis, suitable statistical investigation may be conducted whenever possible and necessary.

Demand Forecasting

After gathering information about various aspects of the market and demand from primary and secondary sources, an attempt may be made to estimate future demand. A wide range of forecasting methods is available to the market analyst. These may be divided into three categories.

1. Qualitative Method;

2. Time - Serious Projection Methods, and

3. Causal Method.

1. Qualitative Method

These methods depend essentially on the expert's judgment to translate qualitative information into quantitative estimates. The important quality methods are as follows:

a. Jury of executive opinion method: very popular in practice, this method calls for the pooling of views of a group of executives on expected future sales and combining them into a sales estimate. 

b. Delphi Method: this method involves converting the views of a group of experts, who do not interact face to face, into a forecast through an interactive process.

2. Time Serious Projection Methods

The important time serous methods are as follows:

· Trend projection: method is very popular in practice; it involves extrapolating the past trend on to the future. It involves:
i) Determining the trend of consumption by analyzing past consumption statistics; and

ii) Projecting future consumption by extrapolating the trend.

· Exponential smoothing method: forecasts are modified in light of observed errors.

· Moving average method: According to this method, the forecast for the next period represents a simple arithmetic average or a weighted arithmetic average of the last few observations.

· Others

Technical Analysis

The technical analysis of a project tells how technically feasible a project is with respect to materials inputs and utilities, product mix, plant capacity, location site, machinery and equipment, structure and civil work, project chart and layouts and work schedule.

Therefore technical analysis includes: 
· Materials inputs and utilities
It includes the requirement of:

·  raw materials

· processed industrial materials and components

· auxiliary materials and factory supplies, and 

· utilities
· Product mix
It refers to variations in size and quality aimed at satisfying a broad range of customers. Variation in quality can enable a company to expand its market and enjoy higher profitability.

·  Plant Capacity

Plant capacity refers to a volume or number of units that can be manufactured during a given period. Several factors have a bearing on the capacity decision.

· Technological requirement

· Input constraints

· Investment costs

· Market conditions

· Resource of the firm

· Governmental policy

The following two capacity terms are used:
· Feasible normal capacity. This capacity is achievable under normal working conditions, taking in to account not only the installed equipment and technical conditions of the plant, such as normal stoppages, down time, holidays, maintenance tool changes, desired shift patterns and indivisibilities of major machines to be combined, but also the management system applied. Thus, the feasible normal capacity is the number of units produced during one year under the above conditions. This capacity should correspond to the sales derived from the outline of the marketing concept; 

·  Nominal maximum capacity. The normal capacity is the technically feasible capacity, which frequently corresponds to the installed capacity as guaranteed by the supplier of the plant. A higher capacity-nominal maximum capacity-may be achieved, but this would entail overtime, excessive consumption of factory supplies, utilities, spare parts and wear-and-tear parts, as well as disproportionate production cost increases.

·  Location and Site

Location refers to a fairly broad area like a city, and industrial zone, or a costal area; site refers to a specific piece of land where the project would be set up.

The choice of location is influenced by the following considerations: 
· Proximity to Raw Materials and Market

In terms of the basic location model, the optimal location is one where the total cost is minimized. This generally implies that:

· A resource based project like a cement factory or still mill should be located close to the source of basic materials;

· A product based on imported materials may be located near the port; and 

· A project manufacturing a perishable product should be close to the center of consumption.
· Availability of Infrastructure

Availability of electric power, transportation, water, and communications should be carefully assessed before a location decision is made. 
· Government Polices

Government policies have a bearing on location. In the case of public sectors projects, location is directly decided by the government. There are also some private sector projects on which government makes subsidies.

·  Machinery and Equipments

The requirements of machineries and equipments are dependent on production technology and plant capacity and are influenced by the type of project. To determine the kinds of machinery and equipment required for manufacturing industry, the following procedure may be followed:

(i) Estimate the appropriate level of production overtime;

(ii) Define the various machining and other operations.

(iii) Calculate the machine hours required for each type of operation.

(iv) Select machineries and equipments required for each function.

·  Structure and Civil Works

 This includes:

i. site preparation and development;

ii. buildings and structures; and

iii. out door works

·  Project Charts and Layouts

Once data is available on the principal dimensions of the project market size, plant capacity, production technology, machinery and equipments, building and civil works, conditions obtaining at plant site and supply of inputs to the project layout and chart may be prepared. These define the scope of the project and provide the basis for detailed supervision. The plant layout and basic engineering should these comprise charts and drawings, including several features added to those prepared for the preliminary layouts. These include: 

· Functional layouts related to site conditions and indicating the position of principal structures and buildings, roads railways and other transport facilities, various facilities and utility and services facilities, and areas for future expansion.

· Location of main production units, including: loading areas, electrical outlets and instrumentation;

· Material flow diagrams showing the flow of materials, utilities and emission as well as intermediate and final products;

· Production line diagram, defining various stages of production, indicating location, and space requirements, etc;

· Final physical layout for transport, utility lines, consumption, linkages, and communication facilities.
·   Work Schedule

Work schedule reflects the plan of work concerning installation as well as initial operation. 

Purpose of the schedule is:

· To anticipate problems likely to arise during the installation phase and suggest possible means for coping up with them.

· To establish the phasing of investments taking into account the availability of finances.

· To develop a plan of operation covering the initial periods

Financial Analysis

Financial Analysis tells a project's worthiness. It analyzes how a project is financially feasible; how the returns exceed its costs.

To judge a project from the financial angle, we need information about the following:

· Cost of project

· Means of financing

· Estimates of sales and production

· Cost of production

· Working capital requirement and its financing

· Estimates of working results

· Break even points

· Projected cash flow statements

· Projected balance sheets.

2.1.1   Cost of Project

Conceptually, the cost of project represents the total of all items of outlay associated with a project which are supported by long term funds. It is the sum of the outlays discussed below:

I. Land and Site Development - includes

· Basic costs of land including conveyance and other related charges

· Premium payable on lease hold and conveyance charges.

· Cost of leveling and development.

· Cost of laying approach roads and internal roads.

· Cost of gates

· Cost of tube wells
II.   Building and Civil Works

It depends on the kind of structures required which are dictated largely by the requirements of the manufacturing process. It covers costs like:

· Buildings for main plants and equipments

· Buildings for auxiliary services like steam supply workshop laboratory, water supply etc.

· Warehouses and open yard facilities

· Quarter for essential staffs

· Garages

· Swears, drainage, etc.
III.  Plant and Machinery
The cost of plant and machinery is based on the latest available quotation adjusted. It includes the most significant component of project cost, consists of the following:

· Cost of imported machinery

· Cost of indigenous machinery

· Cost of stores and spares

· Foundation and installation charge.

Figure .Project Financial Projections

IV.  Technical Know - how and Engineering Fees

While the amount payable for obtaining technical know-how and engineering services for setting up the project is a component of project cost, the royalty payable annually, which is typically a percentage of sales, is an operating expense taken into account in the preparation of projected profitability statements

V.  Miscellaneous Fixed Assets

Fixed asset and machinery which are not part of the direct manufacturing process may be referred to as miscellaneous fixed assets. Expense incurred for procurement or use of patents, licenses, trade marks, copyrights, etc may also be included.

VI.   Preliminary and Capital Issue Expense

Expenses incurred for identifying the project, conducting the market survey, preparing the feasibility report, drafting the memorandum and article of association and incorporating the company are referred to as preliminary expense.

VII.  Pre - Operative Expense
 In every project certain expenditures due for example to acquisition or generation of assets are incurred prior to the commercial production. These expenditures which have to be capitalized include a number of items originating during a various stages of project preparation and implementation. The following are some example of pre-operative costs:

· establishment expense

· rent, and taxes

· traveling expense

· interest and commitment expense

VIII. Provision of Contingencies

A provision made to provide for certain unforeseen expenses and price increases over and above the normal inflation rate.
IX.  Production Costs

It is essential to make realistic forecasts of production and manufacturing cost for a project proposal in order to determine the future viability of the project. One of the major deficiencies encountered in the pre-investment studies is the inaccuracy of production cost estimates. This frequently leads to unexpected losses which, if reinforced by low capacity utilization caused by wrong sales forecasts may quickly push a nascent establishment out of operation. The analysis of cost structure and identification of cost items, as well as critical comparisons with the projects, are proper means of improving the reliability of and accuracy of cost projections and predictions of financial feasibility of investments. 

Means of Financing a Project

The allocation of financial resources to project constitutes an obvious and basic prerequisite for investment decisions, for project formulation and pre-investment analysis and for determining the cost of capital (without which the decision to accept or reject a project on the basis of the NPV and IRR cannot be made). A feasibility study would serve little purpose if it was not backed by a reasonable assurance that resources were available for project if the conclusion of the study proved positive and satisfactory. A preliminary assessment of the financing possibility should already have been made in most cases before a feasibility study is undertaken. This is especially true if the project opportunity or pre-feasibility study has previously been performed, as such a study would indicate the order of magnitude of the required capital outlay. A feasibility study should only be made if the financing prospects to the extents indicated by such study can be defined fairly and clearly. 
A project can be financed from at least two kinds of capital source 
i. Share capital - two types:

· Equity capital: 
This represents contribution made by the owner of the business.
In some projects, equity capital can cover not only the initial capital but also the net working capital requirements. This generally occurs in situations where institutional capital is scarce and available only at high cost. 

· Preferred capital
They usually carry a dividend at least partly independent from profit, without and with only limited, voting rights. They represent the contribution made by preference shareholders and dividend paid on. It is fixed.

ii. Debts capital- rose from creditors. It includes:
· Term loan: provided by financial institutions and commercial bank’s credit facilities.

· Debenture capital: similar to that of the promissory note, which is a promise to pay some day in the future, debentures are instruments for raising debts capital, Such as issuing bond, which is long term financing.

· Deferred credit: often suppliers of plant and machinery offer a deferred credit facility under which payment for the purchase of plant and machinery can be made over along period of time. 

· Incentive source: some organization either government or non government, may provide funds for specific projects; most of the time a government gives incentives for public sector projects.

· Miscellaneous sources - include other indirect sources such as leasing.
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