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CHAPTER  Two 	: ASPECTS OF PROJECT PREPARATION
& ANALYSIS
The project analyst must consider several aspects when carrying project analysis. The major aspects of project preparation and analysis are outlined below. Since project studies are a multi-disciplinary exercise, an exposure towards the different aspects of project studies is expedient.
In addition to practical expediency, financial and economic analysis will essentially depend upon the outcomes from the chapters on market, technical and human resource aspects of a project.

2.1 Need and Demand (Market) Analysis 
The primary task is to identify the need and estimate the nominal and effective demand of the envisaged product or service. This depends upon the nature of the particular product/service/ under consideration. If the product is a public good, or publicly provided private good, the task may be to undertake social and institutional need assessment.
A project consists of a time bound investment of capital with the intention of creating productive asset. It is expected that these assets will produce benefits over a time-span, which is much greater than that of the initial investment. However, if the demand for a product or service of a project is either greater or less than initially estimated then this can lead to the situation of under-design (where economies of scale are not maximized and the project’s outputs fail to satisfy demand) or over-design (where there is insufficient demand to justify investment of capital in the project whose facilities are underutilized) of the project. 
Economic theory postulates that consumers demand/need may be unsatisfied either the product/service does not exist or the supply of a product/service in the market is scarce (DD>SS) or the product/service in well established, multi-brand product market could not fulfill the psychological needs of consumers. The demand analysis discussed so far provides information about the current market situation (the size, the growth, aspiration, and buying behavior in the market under consideration); competitive situation (objectives, strategies, and strength of competitors); and distribution situation (distribution capabilities of the competitors). This is because market analysis is concerned primarily with the following questions. 



Market analysis is basically concerned with the following questions:
1. What is the product/service to which feasibility study is to be undertaken?
· What is the specific need which is the basis for the product/service?
· Are there alternative ways of satisfying the need?
· Have there been noticeable changes in the nature and structure of needs?
· Who should define the need and the corresponding product/service/? Marketers and or technologies or anyone else?
2. What would be the aggregate demand of the proposed product/service in future?
3. What would be the market share of the project under appraisal? What is the ongoing and competitive selling price?
4. Will the realization of the project affect the selling price(s) of the products/services? If yes what is the likely selling price? What is the implication of this price on the viability of the project?
5. What are the marketing strategies that enable the firm to enter into a market and capture adequate market size?
To answer the above questions the project analyst requires a wide variety of information and appropriate forecasting methods. The kinds of information required include the following.
1. Consumption trends in the past and the present consumption levels
2. Past and present supply positions
3. Production possibilities and constraints
4. Imports and exports
5. Structure and competition
6. Cost structure
7. Elasticity of demand
8. Consumer behavior, intentions, attitudes, preferences, and requirements
9. Distribution channels and marketing policies in use
10. Administrative, technical, and legal constraints.
The market analysis is also concerned with the arrangement for marketing the output to be produced and the arrangement for the supply of inputs needed to build and operate the project.
Therefore, in order to get a deeper insight for characterization of current market and guard against the possibility of both under and over-design of a project, it is necessary to forecast the future demand for the product/service based on information gathered about the various aspects of the market and demand from primary and secondary sources. Forecasting is distinct from projection, which is simply a future extrapolation of current data. The basis for forecasting is to examine data over an existing period of time (the observation period) in an attempt to identify trends, which can be projected into the future (the forecast period). 
METHODS OF DEMAND FORECASTING
1. Time Series Projection Methods: These techniques are based on the principle that analysis of the historical movement of such variables as demand or production provides a basis for the extrapolation of these variables into the future.
2.  Casual Methods/Models: Casual methods seek to develop forecasts on the basis of cause-effect relationship specified in an explicit quantitative manner. 
The demand forecasting methods is characterized by the inability to handle unquantifiable factors.
            Demand forecasting methods ignore:
· The influence of abnormal factors: Some of the information obtained from market survey and used to forecast future demand may be influenced by abnormal factors like war and natural calamities.
· Uncertainties in business environment: Macro environment in which business functions is characterized by numerous uncertainties. Some of the important sources of uncertainty are:
· Technological change: This is a very important factor but hard to predict its influence/effect on business prospects. A technological advancement may create a new product or enhance the innovativeness of competitors to deliver improved and up to date (fashionable) product or service, which performs the same function more efficiently and economically, thereby cutting into the market for the existing product.
· Shift in government policies: In countries where government regulation of economic activities is extensive the predictability of business environment will be difficult. Changes in government policy, which may be difficult to anticipate, could have a telling effect on the business environment: granting of licenses to new investors, particularly foreign companies may alter the market situation significantly; relaxation of interest rate, foreign exchange, price, and distribution controls may widen the market considerably and intensify competitiveness. 
· Development in the international scene: This may have a profound effect on investors in all sectors. The most classic example of recent times is the OPEC price hike in the seventh, which led to a near-stagnation of many industries and high unemployment for a decade in developed world and the adoption the WB and IMF initiated SAP in LDC in 1980’ and 1990’s.
2.2 Technical Analysis
This aspect may include the works of engineers, soil scientists and agronomists in case of, say, agricultural projects. The technical analysis is concerned with the projects inputs (supplies) and outputs of real goods and services and the technology of production and processing. Analysis of the technical and engineering aspects of a project needs to be done continually when a project is formulated. Technical analysis seeks to determine whether the prerequisites for the successful commissioning of the project have been considered and reasonably good choices have been made with respect to location, size, process, etc. This is crucial because the rest of the project analysis cannot be conducted without information from the technical study.

In general the technical analysis is primarily concerned with
1. Material inputs and utilities
2. Location and site
3. Manufacturing process/technology/ and engineering

 Materials and inputs
In the materials and inputs study part of the feasibility study, the experts assigned for the task have to:
· Identify the required types of inputs, their sources and brief assessment of alternative types of inputs, their relative merits in terms of quality of the product (and hence competitiveness in the market); and alternative sources of supply;
· Describe general availability of Raw materials, Auxiliary materials, Factory Supplies, and Utilities
·  List annual supply requirements of material inputs;
· Summarize availability of critical inputs and possible strategies of acquiring these inputs;
·  Determine the procurement period of each imported input, if any.
· Outline costs related to procurement and storage of inputs (stores, containers of required type; transport costs required e.g. forklifts etc.), and
· Identify the number of personnel required for this function giving due emphasis for quality of manpower

Location, Site and Environment
A feasibility study should determine the location and site suitable for an industrial project. The major variables that need to be taken into account when determining the location of a project involves the identification and analysis of:
· Access to raw material and the corresponding weight
·  Access to market and the corresponding weight
·  Access to basic infrastructure like power, water, communication, etc. and corresponding weights;
·  The implication on labor supply and issue of residence;
· Cultural considerations, etc.
Once the location of the project is decided, alternative sites have to be analyzed and the final selection made. This will require an evaluation of the characteristics of each site, and the following requirements and conditions are to be assessed:

· Ecological conditions on site (soil, site hazards, climate etc)
·  Environmental impact (restrictions, standards, guidelines)
· Socio-economic conditions (restrictions, incentives, requirements)
·  Local infrastructure at site locations
·  Strategic aspects (future expansion, supply and marketing policies)
· Cost of land
· Site preparation and development, requirements and costs
This task is followed by description of location and plant site selected, and the statement of significant costs.
                           Engineering and Technology
It is the task of the engineering to design the functional as well as the physical layout for the industrial plant necessary to produce the defined products (outputs), and to determine the corresponding investment expenditures as well as the costs arising during the operational phase. The scope of engineering also includes the plant site and all activities required to deliver both inputs and outputs and to provide the necessary ancillary infrastructure investments. The initial task and scope of engineering is to define the whole range of project activities and requirements, including production levels to be achieved under the technical, ecological, social and economic constraints.
The major concerning issues are:
· Plant capacity
·  Technology
·  Engineering; Plant lay out, Selection of machinery and equipment, Civil engineering,                     Infrastructure, development costs
·  Maintenance and Replacement Requirements
· Estimation of the overall total costs of the engineering and technology.


Institutional aspects

Institutions are the laws, rules regulations, customs, justice systems, religions and social pressures that encourage or constraint people in the quest to maximize their welfare. Institutional aspects clearly rely on project implementation. The socio cultural pattern and institutions of the project affects the:
· Working behavior of the society
· Land tenure
· Local committees like water, capital etc
· Local money rotational system
Social aspects

This aspect is more important to public projects. Project analysts are expected to examine the broader social implications of the proposed project. Sufficient attention should be given to the social soundness of a project. The major focus is related to:
· The attitude 
· The cultural factors 
· The political factors
·  Income distribution implications of the project,
·  Employment creation: income distribution could be related to employment creation.
·  Issues of balanced regional development
· The displacement impact of the project
· The gender implication of the adopted technology;

Project stakeholders are organizations or people (both internal and external) who are either involved actively in the project or whose interests are affected in some way (positively or negatively) by the project being implemented. 

Stakeholder analysis enables project planners to gain full understanding of the specific social conditions in which the project will be implemented. It also allows planners to judge the social impact of the project and the willingness of the various stakeholders to participate in project activities. 

The purposes of stakeholder analysis are:
1) To identify all stakeholders of the project.
2) To assess the interests (needs and expectations) of stakeholders and classify them either as primary (those who are affected directly by the project); secondary (those engaged as intermediaries in the delivery of project benefit); and external (those who are influenced by or have influence over the project without being directly affected by it). Because these needs should be managed, influenced, and balanced to ensure project success.
3) To determine the probable/potential impact/s of stakeholders’ interests (needs and expectations) in terms of project risk and viability. 
4) To prioritize the importance of these needs and expectations in terms achieving project objectives.
                                     Financial Analysis
 It is concerned with assessing the feasibility of a new project from the point of view of its financial results. The project’s direct benefits and costs are, therefore, calculated in pecuniary terms at the prevailing (expected) market prices. 
Issues which should be considered in this part are: 
· Estimating cost of project
· Means of financing the project
· Estimation of production and sales
· Cost of production
· Estimation of working capital requirement
· Cash flows in financial analysis
                           Cost of Project
The cost of project represents all cost items associated with a project. It is the sum of the outlays on the following items.
1. Land and Site Development: this includes costs related to basic cost of land, lease payment, cost of leveling and developing, cost of road (internal), etc. 
2. Buildings and Civil Works: such costs include cost of building for the main plant and equipments, building for auxiliary service (like workshop, laboratory, etc), warehouse 
3. Plant and Machinery: This is the most significant of locally produced machinery, cost of spares, foundation and installation charges.
4. Miscellaneous Fixed asset. This includes costs like furniture, office machinery and equipment, tools, vehicles, etc.
5. Preliminary expenses/pre-operative expenses. These are expenses incurred till the commencement of production. Rents, traveling expenses, insurance charges, mortgage expenses and interest on differed payments.
                           Project Financing (Means of Finance) 
The major sources of finance are:
1. Capital (Equity Financing): One way of financing projects is by issuing stocks (shares), i.e., equity. Equity financing is often used to cover the initial capital investment and/or to meet working capital requirements. Equity capital covers the initial capital investment and working capital requirements. 
2. Debt Financing: another way of financing the project is through external sources, i.e., debt financing. Some of such sources are, 
A) Loan Financing: In many countries it is relatively easy to get loans for a sound project. Thus, the analyst needs to identify such sources. 
B) Suppliers Credit: payment for the purchase of plants and machinery can be made over a period of time.
C) Debenture Capital: These are long term financial instruments issued by firms to raise funds..
3. Incentive Sources: The government and its agencies may provide financial support as an incentive to certain types of projects or for setting up industrial units in certain location. 
           Estimation of Sales and Production
The starting point for profitability projection is an estimation of production and sales. This helps to estimate potential revenue of the project. Issued to be considered are;
A) Do not assume high capacity utilization in the first year of operation. Because, even, for simple technology and with no technical problem, firms may face other constraints like, raw materials, limited power supply, marketing problem and other unexpected constraints. Thus, it is advisable to assume lower capacity utilization in the first year of operation. A reasonable assumption with respect to capacity utilization would be,
· 40-50% in the first year
· 50-80% in the second year of operation
· 80-90% year three and above.
B) Selling price considered should be realistic one. Consider the current price. 
                     The cost of Production
     The major components of cost of production 
A. Material cost: includes cost of raw materials such as seeds, chemicals, fertilizers and pesticides.
B. Utilities: Consists of power, water, and fuel are production cost components.
C. Labor: This is the cost of all manpower employed in the plant.
D. Overhead cost: The expense on repairs and maintenance, rent, taxes, insurance
E. Contingency allowances: are usually included as a regular part of a project cost.
Estimation of Working Capital Requirement
The working capital includes components like;
· Raw material requirement estimation
· Cost of utilities and other expenses like fuel, power, insurance, taxes, rent etc.
· Cost of maintenance
· Sales expenses etc.
                                 Cash Flows in Financial Analysis 
 Cash flow schedule is an important tool that shows the overall cash inflows (receipts) and outflows (expenses) of a project throughout its life.
The cash flow stream associated with a project may be divided into three basic components: 
· An initial investment:  represents the relevant cash flow when the project is set up (such as plant and machinery). 
· Operating cash inflows: are the cash inflows that arise from the operation of the project during its economic life.
· A terminal cash flow: is the relevant cash flow occurring at the end of the project life on account of liquidation of the project. 
      Economic analysis 
An economic analysis takes the broader perspective of society. This has various implications for calculating costs and benefits. First of all, all costs and benefits are taken into account, including externalities (costs and benefits that are attributable to the project but are borne or enjoyed by third parties) not involved in the project. Secondly, in calculating prices, it is not the market price of a cost or benefit is used but the so-called real price, or its value to society. These prices are also called shadow prices, opportunity costs, etc. For example, in calculating labor costs, the opportunity cost of this labor should be used. 
Economic analysis is especially important in environmental economics, because it focuses on the value of the environment to society or a wider group of stakeholders. It can often occur that the financial analysis turns out to be unprofitable, but the economic analysis turns out to be profitable. For example, a forest that is conserved without logging can be unprofitable for the owner; the forest has to be maintained but does not generate any direct revenues. But to the wider group of stakeholders, the benefits enjoyed by the forest – water provision, tourism, wildlife, biodiversity, scenic beauty, etc - may outweigh the costs. Similarly, maintaining soil fertility may not be profitable for an individual farm or group of farms, but it may be beneficial for the whole community or area. An economic cost benefit analysis may give researchers a bargaining tool to convince policy makers to invest in environmentally sound practices. Nevertheless, a positive economic analysis does not mean individual farms are profitable – so the practices involved may not be very attractive for the farmers to adopt, and may require subsidies from society to encourage the farmer to invest in such environmentally sound practices that lead to benefits that accrue to society and not just the farmer.
Ecological Analysis
In recent years, environmental concerns have assumed a great deal of significance. Ecological analysis should be done particularly for major projects, which have significant ecological implications like power plants and irrigation schemes, and environmental-polluting industries. 
The key questions raised in ecological analysis are: 
· What is the likely damage caused by the project to the environments? 
· What is the cost of restoration measures required to ensure that the damage to the environment is contained within acceptable limits?
[
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