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UNIT 1 PROJECT MANAGEMENT: AN
INTRODUCTION

1.1 Introduction

1.2 Objectives

1.3 Concept of Project

1.4  Essential of A Project

1.5  Project Classification

1.6  Feasibility Study

1.7 Project Management- Understanding the Fundamentals
1.8 Objectives of Project Management

1.9  Project Environment

1.10 Project Management Life Cycle Model
1.11 Project Management Tools

1.12  The Project Manager

1.13  Analysing the Uncertainty of a Project
1.14 Summary

1.15 Glossary

1.16 Reference/Bibliography

1.17  Suggested Readings

1.18 Terminal and Model Questions

1.1 INTRODUCTION

To understand Project Management, one should get through the world of 'project’ i.e., what
makes a real project. To apply project management techniques, one must have a project in hand
first. Essentially projects must combine specific components. Not essentially what a project
manager does in one company is same as what he does in another company. Anyone
responsible for completing a time bound task successfully in a cost-effective manner can be
called a project manager.
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1.2 OBJECTIVES

After reading this unit, you will be able to;

e Know the concept of Project and its classification.

e Understand the Project Environment.

¢ Identify Objectives of Project Management.

e Assess the stages of Project Management Life Cycle Model.

1.3 CONCEPT OF PROJECT

To understand how a project is conceived one has to look upon the idea which must be
technically realistic, economically practical, politically suitable and socially acceptable. A
project, therefore is not always has a physical objective, or it is only the final result. It is an
ongoing continuous process whether it is subjective to construct a water dam or merely
complete an election. It is initiated to attain a mission, once that pre planned mission is achieved
within a defined time span, the project is completed. A Project can be defined as a time bound
sequence of unique and interrelated activities that are intended to achieve a common goal
within a defined budget fulfilling specific parameters.

According to the Project Management Institute, USA a project is "a one shot, time - limited,
goal-directed, major undertaking, requiring the commitment of varied skills and resources.”
Alternatively it also defines a project as "a combination of human and non- human resources
pooled together in a temporary organization to achieve a specific purpose.” Nevertheless, as
mentioned earlier the approach and activities to achieve that goal makes one project different
from another.

1.4 ESSENTIAL OF A PROJECT

One Goal- Project without an objective is aimless and incomplete. Once the goal is attained
the project comes t o0 a close.

Specified Time- To complete a project a fixed time limit must exist. A project is called
successful if it is completed within the time limit.

Single entity- A project is a single entity and is hand over to a responsibility centre.

Team exercise- Diverse field of experts are required to complete a set of tasks which is not
possible without a team work.

Life cycle- A project is gradually progressed through different life phases such as infancy,
growth, saturation and decay.

Exclusive activities- The set of activities is unique in itself for one single project. The time
limit, budget, speciality, resources etc are unique that makes a project.
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Successive standard - The complexity during the functioning a project cannot be anticipated.
The details of different stages of a project keeps on refining during the life of a project.

Customisation- The customer lay down various requirements changes and limited freedom
within which the projects should be executed.

Connected activities- Varied but inter-related set of contribution made by different resources
are the normal features of project that also makes it a bit complex.

Sub contract- A large and long cycled project requires the help of subcontractors. Subcontracts
is assigned keeping the size and other complexity of the projects the bigger and complex the
projects higher the extent of subcontracting.

Risk and uncertainty- Risk and uncertainty are two basic components that cannot be separated
with any business activity. The scale of risk and uncertainty will depend on how a project has
exceeded through different life cycle stages.

1.5 PROJECT CLASSIFICATION

Based on project objectives classification can be made of two broad groups

a) Industrial project and
b) Developmental Project

Project
[ I
Industrial
Developmental ‘
l Based on nature of work
Repetitive & Non Repetitive Repetitive & Non
Repetitive ‘ ‘
Based on completion time
Short term & Long term Short term & Long term
‘ Based on cost
Large & Small Large &
Small ‘ ‘
Based on level of Risk
High & low High &

low | |

Based on mode of operation
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build, build-operate-transfer build, build-operate-
transfer

Fig 1.1 Classification of Projects

Difference between Commercial/Industrial & Developmental Projects

Industrial Projects Developmental Projects
Limited scale Large scale
Normally private entrepreneurs hold the Moderate Government, Public Sectors,
ownership NGOs
Rate of return is high as compared to Moderate & low-rate profitability.
developmental bank
Stringent debt equity norms works on higher debt-equity norms
The source of funds are domestic stock Funds are borrowed from international
market and financial institution organizations such as world banks etc.
Repayments of funds are done in 5 to 10 Repayments duration may extend up to 20
years to 30 years

1.6 FEASIBILTY STUDY

A feasibility study finds out the possibilities of success or failure of a project. It is the initial
step before taking any step forward to start the proposed plan. A Feasibility study is made to
assess the practicality of the project. Feasibility study enables us to thoroughly understand all
the features of the project so that the project manager can become familiar with any possible
issues that may occur during the execution of the project. The study also estimates the funding
requirements, marketing strategies, that could help to convince investors/banks to get the
required investment.

A feasibility study evaluates a project’s chance of success. For a successful project following
five types of feasibility study are considered.

1. Legal Feasibility: One has to ensure the legal and ethical conformity in advance so that
any hassels can be avoided on the later stage. This may involve environmental issues, social
media laws etc.

2. Economic Feasibility: Economic feasibility analysis the return on investment of the total
capital employed in a project. This is a detailed cost to benefit evaluation that calculate
monetary value of each cost and benefit to determine the economic viability of the project.
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3. Technical Feasibility: Technical feasibility is a process to validate the technical
resources and capabilities. It is a study of the project’s input resources in term of fields, process,
etc. The technical feasibility study must necessarily support the financial story of the firm. It
helps the organization to determine the technical capabilities and whether the staff is suitable
enough to transform ideas into working system. The study also scrutinizes the requirements of
other hardware, software, of the proposed plan.

Operational Feasibility- Operational feasibility studies how well the operational
organizational needs can be fulfilled once the project is completed. It analysis the extent of
operational satisfaction organization has achieved after the completion.

Scheduling Feasibility- Scheduling feasibility studies determine the appropriate time that
is required to complete the proposed project. This is one of the most important feasibility
studies before a project is undertaken, since an inappropriate decision can lead to a failure or a
substantial increase in cost.

1.7 PROJECT MANAGEMENT- UNDERSTANDING THE
FUNDAMENTALS

The above-mentioned characteristics of a project involve meticulous approach to guarantee a
successful completion of a project. Establishment of each of this project is unique by itself and
all set of special efforts that makes it complete and successful may be termed as project
management. Success of a project depends on the fulfilment of the below parameters.

Projects completion
Completion within budget
Completion within decided time
Performance up to satisfaction

In other words, Project management consists of various interrelated activities which have
precedence relationship. The Project management Institute (PMI) defines project management
as follows: "The application of knowledge skill tools, and techniques to project activities to
meet the project requirements."

Project Management basically answer the following

The detailed description of business situation that is being dealt with.
Things to be done

A goal that is expected to be achieved

Execution of plans to attain the pre-set objectives

Recognition of the goals
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Performance evaluation and feedback of the project.

Hence, Project Management can be defined as a set of means, models, and structured approach
that utilizes the suitable client participation to deliver proper solution or fulfil client demands
that matches with expected incremental organizational value.

Project Management also play an important role in monitoring and controlling all the
inefficiencies of the project through synchronization of different activities combined with right
amount of capital, tools, other resources such as raw material, machine, human power etc. to
attain the pre-planned objectives with the desired quality standard. Based on the past
experience or standard set.

1.8 OBJECTIVES OF PROJECT MANAGEMENT

Project Management intend to plan, synchronize and control various related and diverse
activities of today’s modern industrial workplace. Project manager needs to foresee and explore
the unknown future uncertainties and difficulties as much as possible so that the planning,
organization and controlling and monitoring activities of a particular project is executed
successfully.

Four elementary objectives of project management are

Clear Goals- A Project Manager cannot afford vague objectives of a project. The more specific
the objectives, easier will be to achieve desired outcome.

Attaining quality performance- Since the concept of total quality management came into force,
maintaining quality in each and every task became the responsibility of all operational levels
rather than of quality control department.

Budget - There is very less scope of exceeding the financial budget of a project. the budgeting
process can be totally disturbed. There is always a risk of failure that may result in
discontinuation if funds fall short before the completion of project. Hence, a careful attention
is given to financial resources available with the project manager.

Duration to complete- Standard time is set to match with actual time taken to complete every
task. Proper feedback and improvement are made time to time to avoid further inefficiencies.
Any kind of delay can inflate the cost of the project and further disappoint the promoters of the
projects.

1.9 PROJECT ENVIRONMENT

Understanding project environment becomes very necessary if a project manager aims to
complete the project successfully without hassles. The project environment analysis is held at
the beginning of the project. Many Important factors needs to be considered within project
environment such as:

i.  Physical environment
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ii.  Cultural environment

iii.  Social environment

iv.  Political environment

v. International Environment

Dealing with people could become critical without understanding there cultural and social
diversity. Diversities of values, gesture, colours, language etc in different countries can be
sensitive to the success of the project. for example; calling by first name is a culture in America
whereas addressing by surname in European countries tends to be more formal irrespective of
their first business meeting or they know each other well. In simple words Europeans are more
formal than Americans. Likewise, the body language of Japanese people represents a lot about
their cultural values. Respect towards machines rather not only for living things but also for
non-living things in their culture is different than others. Even the meaning of same colours in
different countries is understood differently by people.

Protocol of conversation is different across the globe. Call waiting over phone is natural in
America but the same thing is considered impolite in Asian continent. The product packaging,
delivery etc can also displease the customer. People understand things differently one of the
common errors that can be made is the date format used in documents. for example; 5/3/2016
is understood as 3rd May while in other parts of the world it is 5th March. Obviously, such
errors can be misleading and can create unnecessary hassles in any project.

The diversity of practices and cultures and its impact on products can be lot more than what is
mentioned in this chapter i.e., it is beyond the scope of this chapter. One has to be global in
approach but act local in practice this is what most of the successful multinational companies
do to sustain and grow.

1.10 PROJECT MANAGEMENT LIFE CYCLE MODEL

Fundamental steps that project management consists of; are as follows

1. Conception and Initiation - The very first phase of project management starts with defining
the goals and approach at a broader level. Basically, in this introductory phase looked for the
viability, whether the chosen project can be undertaken or not. The financial and social cost
and benefits are carefully evaluated to see the feasibility of a given project.

2. Planning - This phase typically begins with setting clear and detailed goals. The planning
phase articulates the project's broad execution strategy. After identifying the project proposal,
a detailed scrutiny needs to be done.

3. Execution- This phase consists of setting up location facilities that involves
(i) Project and engineering design

(i1) Negotiations and contracting

(iii) Construction

(iv) Training and
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(v) Plant building

4. Performance review- Once the project is commissioned one is expected to get going with
the monitoring process. A periodical, but regular review of actual outcome with the standard
one shows the variation between the idealistic and the realistic performance. This measure can
also correct the differences that may occur between standard and actual. Secondly, a recorded
form helps in better decision making for future references.

5. Project Closure - Project manager is sometimes left with few tasks that needs to be finished
once the project is completed. Contractors and contracts of project related hired/leased
machines comes to an end. Final documents and deliverables are then stored at one place for
further use.

1.11 PROJECT MANAGEMENT TOOLS

Gantt Chart - Gantt chart is a popular technique to show activities/tasks displayed against
time. Each activity is represented by a Bar, the starting and end of bar reflect the start and end
date of a particular activity, and the length shows the duration of that activity. Gantt Chart is
prepared to reflect Project schedule. Tasks that are expected to be performed on the vertical
axis and time intervals on the horizontal axis are listed in it.

Critical Path Method (CPM) - Critical Path method is a tool to reflect a sequential activity
from start to the end of a project. Depending on the flow logic of a project one particular project
may have more than one critical project. Time taken in any activity of critical path reflect the
duration od project delivery. This is a sequential mathematical calculation of every schedule of
project activity.

Program Evaluation and Review Techniques- Developed in 1950s, For US. Navy
Polaris project is used to reduce time and cost required for a project. It is used to estimate the
time required to realistically complete the project. It is different from CPM in a way that three
different time estimates are calculated for the project such as; shortest possible time, most
probable time, and the longest amount of time every task would take in case things does not
functioned as planned.

Microsoft Project - It is the most widely used project management software. It helps to get
started quickly and execute project with ease.

Application service provider (ASP) software- It is a web hosted project management
software where a purchaser make a payment to host and maintain ASP .

Industry specific software - These software serves a specific industry or environment.
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1.12 THE PROJECT MANAGER

The project manager is responsible for the success or failure of a particular project. He is liable
to coordinate and synchronize, varied activities that are related to complete a project on time.
Not all project managers succeed in other words very few complete the project on time in India.
This may be perhaps due to his inability or exhausted bureaucratic system that exist in our
country. To be a project manager one does not need necessarily a management school degree,
rather an experienced one who has a long technical knowhow related to inventory, machine
etc. may turn out to be a better choice.

1.12.1 RESPONSIBILITIES OF PROJECT MANAGER
Roles and responsibilities of a project manager can be grouped as follows:

e Maintaining the integrity of project

e Building and development of project execution plan

e Setting targets developing procedures for attaining these targets.

e Negotiations for commitments

e Direction, coordination, & governance of interconnected activities
e Appointing contractors, sub-contractors and associated bodies.

e Human resource management

e Sustaining satisfaction level of consumer, & government.

e Documentation of entire activities.

1.12.2 PROJECT MANAGEMENT AS A PROFESSION

A realistic, calculated, and holistic approach is what makes a better project. The unique,
disciplined process of project management emphasis on results which is not possible with the
collective efforts of all related departments. Clear and frequent communication, regular
feedback, flexibility, adaptation to changing need makes a successful project management
approach. Adaptation to these attributes not only delivers good results for complex technical
projects, but also in daily activities. In today's world many organizations employ the tools of
project Management. Projects are a one -time effort. Every project has to be operated uniquely
and in a special order. The next step is together requirements. These requirements, resources
are those that are important to be identified to produce the scope of the project. Project manager
also analyse changes that can be made to the scope and the requirement, and further make
recommendations to the sponsor for the implementation of those changes.

1.12.3 PROJECT SELECTION

As project client s and management teams become more sophisticated, the focus of a project
organization is mainly on aspects such as how to choose the right projects and how to prioritize
them. Ineffective project selection is the most common reason for the failure of many projects.
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Ineffective project selection may result from ambiguity in the framing of objective, absence of
planning, and lack of team coordination. The project manager has to be very careful in selecting
a project. He should consider the objectives and policies of the organization, the availabilities
of resources and the selection of the right team to take up the project.

Project selection is a systematic process of choosing a project idea for implementation from
the available alternative project ideas. The project manager attempts to decide which idea to
choose, which technology to develop, and which methodology to follow in selecting a project.
It is true that project ideas may be generated accidently, but the selection of a project is not an
accidental process, it is a choice.

The project manager has to carefully prioritize all the available options and choose the best. A
wrong choice of a project may result in ineffective use of resources and project failure. This
chapter discusses the various numerical and non-numerical methods used by the management
of a firm in selecting a right project.

1.12.4 CRITERIA FOR PROJECT SELECTION MODELS

Management of change is essential for every firm to survive in the competitive environment.
Earlier, firms took up a project as a part of the strategy along with their actual operations.
Today, organizations are specializing in getting and executing the projects. Every project is
important for the firm and each firm and each project demands separate development and
implementation strategies.

It is the duty of a project manager to choose those projects that guarantee returns in the near
future. Proper project selection also determines the allocation of resources which is aimed at
ensuring better returns. A rational decision-making process is essential to choose the right
project.

Souder, a well-known author in the area of project management describes the criteria to be used
while choosing a project selection model. He suggested that the project selection model should
fulfil the following characteristics.

e Realism

e Capability

e Cost

o Flexibility

e Ease of use

e Easy Computerization

Realism

The model considered for selection of a project should consider all the relevant factors that
influence the decision of a project manager. The model should explicitly state the objectives of
the project manager and the firm in selecting a particular project. It should also consider the
risks (technical, cost, time and performance risks) that a project may encounter.
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Capability

The selection model that the project manager considers should be capable of providing the
optimum decision taking into consideration all the risks and constraints involved in the project.
The selection model should have the capability to evacuate future project proposals based on
the expected returns of each project without subjectivity.

Costs

The various costs incurred in obtaining the right selection model should be kept at minimum.
The costs associated with designing a selection model include data generation costs, data
processing and storage costs. The objective here is to identify the best selection model and
optimize the cost incurred to select the decision model based on the size of the project. Firms
should also ensure that the project costs do not exceed the benefits of the project.

Flexibility

The selected model should provide the desired results with the given conditions and taking into
account the firm’s interests. The model should be easy to modify or should be capable of
adjusting on its own to the changes in the firm’s environment.

Ease of use

The selection model should be convenient to implement and easy to communicate. The model
should be tested as to how best it can be used by existing employees without further
interpretation to take a decision.

Easy Computerization

The data should be computerized for easy storage and retrieval. Software packages like MS
excel, Lotus 1-2-3, Quatro Prp. Work like Decision support systems, assist the project manager
in data analysis and decision making.

4" |Check Your Progress- A

Q1. What do you mean by Project Management?
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Q2. What are the essential of a Project?

1.13 ANALYZING THE UNCERTAINITY OF A PROJECT

Although the firms try their best to come up with the best selection criterion, they rarely come
out with a single best solution. This is because of the uncertainty and risk involved in carrying
out the project. It is true that risk is inherent in every activity of the project and no project
manager can predict the behaviour and intensity of the risk. But the objective of the project
manager is to reduce the impact of the risk on key aspects such as project cost and project
schedule.

The result of a project activity largely depends on:

- What the project manager does and
- How the business environment affects the project?

Unit 1 Project Management: An Introduction Page 12 of 365



MS 403 Project Finance Uttarakhand Open University

The condition under which the decisions are made by the project manager can be classified into
three categories: risk, uncertainty, and certainty. Under risk conditions, the project manager
finds the chance of occurrence of different states of nature and payoff value of each state of
nature. The expected value is calculated as sum of the product of payoff value and the chance
of occurrence of the state of nature.

In case of uncertain conditions, the chance of occurrence of each state of nature is not known.
No standard procedures are developed to make a decision under these circumstances.
Therefore, the project manager assigns subjective probabilities to each state of nature to
calculate the expected values of the projects. Thus, the uncertain problem is converted into a
risk. In certain conditions, the project manager assumes only a single state of nature
(probability) and the expected project outcome becomes the expected value.

The project manager tries to reduce the uncertainty by preparing Performa documents that
estimate the profit and loss of the projects. Techniques like risk assessment, simulation analysis
and window-of-opportunity analysis provide useful information in dealing with uncertainty.

Risk Assessment

Risk assessment aims at measuring the level of uncertainty associated with the various
parameters considered by decision makers. Decision making becomes very difficult when risk
is couples with an amount of uncertainty. In such situations, the project manager carefully
estimates the probability distributions for all the investments made to calculate the likely
returns. The probability distribution for the expected rate of return is calculated by simulation
technique.

Simulation Analysis:

Simulation is a technique of imitating the behaviour of some situation or process (whether
economic, military, or mechanical) by means of a suitably analogous situation for the purpose
of studying the characteristics of the variables in the situation.

Window-of-opportunity Analysis:

A firm up a project to create a new process or a product only when it feels that there will be
reasonable return from the success of the project. In the initial stages of product development,
a project manager is not too sure of returns the new product or process can bring into the firm.
The only thing the project manager knows at this stage is that the project will be technically
viable.

According to this analysis, the project manager analyzes the current production process in
detail and notes down al the activities that would be improved by the added innovation.
Depending on this baseline data relating to the current process and its performance, the project
manager estimates the performance of the innovation as a fraction of the baseline system. This
makes the process of project selection easier for the project manager.

Unit 1 Project Management: An Introduction Page 13 of 365



MS 403 Project Finance Uttarakhand Open University

PROJECT PROPOSAL

Project proposal is the initial document that converts an idea or policy into details of a potential
project, including the outcome, outputs, major risks, costs, stakeholders and an estimate of the
resourcing and time required. It is prepared after a careful evaluation of several projects and
the factors influencing each project. A project proposal normally includes a summary
statement, cover letter, justification section, the technical description of the proposed work,
budget and key personnel involved in the project. Since the proposal is a letter aimed at
convincing the authority to commence the project, it should be prepared carefully. Sometimes
the management also asks the project manager to submit the project proposal in order to
examine the viability of the project. Preparation of an in-house project proposal does not
require much attention as the document is prepared to send it to the top management of the
firm. The document is produced only as formality and the top management normally accepts
it. This is because the objectives, strategies, financial constraints of the organization were
already taken care of while selecting the project. An in-house project proposal states the
resources requirements of the project team. Once the top management receives the proposal, it
decides whether the project proposal is to mention the project requirements.

In the case of an outside agency, external sponser of the government, the proposal should be
properly documented. It is also project manager’s responsibility to check if the outside
customer can pay for the project being proposed. During the 1980s several European
engineering companies initiated several projects in Irag, but payments were not made because
of the hostilities that broke out later. A proper project proposal plays a crucial role in getting
the Project approval.

The proposal document should be simple, precise and well structured. Generally, it starts with
an executive summary statement that describes the nature of the project being proposed, to the
concerned authority. This statement should nt be too technical to understand and it should
describe scope of the project. The summary statement is followed by a cover letter, which acts
as a key marketing document. A model project proposal/definition report is shown in Exhibit
1.1.

Exhibit 1.1

Project Definition Report

Project Project Name Project Manager Date
Definition
Activity Schedule Budget
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Source:Joseph W.Weiss and Report K. Wysochi, “5 phase Management, “Perseus Books, Cambridge Massachusetts, p.45.

Before sending the proposal to the outside funder/agency, the following questions have to be

answered.

- Which project are to be chosen?
- How to organize the proposal documentation process?
- What strategy to be used in setting the bidding price?
- How much time and costs can be spent for preparing a project. Every project proposal

deals with four issues, namely:
- Technical nature of the project
- Plan of implementation

- Plan of administration and logistics

- Description of the group

Technical Nature of the Project

The major subsystem of the project and the organization’s approach to each subsystem should
be noted down for complex projects. The techniques to meet the special technical requirements
of the client should be clearly in the project proposal.

Plan of implementation

This part of the project proposal provides the estimates of the schedule, costs, material used for
each major subsystem. Costs and time are then aggregated to estimate the total cost and
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duration of the project. Gantt Charts, Critical Path Method (CPM), Program Evaluation and
Review Technique (PERT) are used to present the plan of implementation for each major
subsystem. The major phases of the project and their estimated completion time are also
provided to check the phase of implementation.

Plan of Administration and Logistics

The proposal provides a detailed description of how all the needed equipment, and routing
facilities are arranged. It also describes the administration procedures of all the departments,
the method of transportation of raw materials, performance measurement of subcontractors,
conduction of internal and external audits, and quality checks. This section should also cover
in detail how change orders are to be handled.

Description of the Group

A detailed list of the key project employees, their qualification, their job descriptions and their
experience are provided in the description of the group’ section of the proposal. The proposal
should convince the outside agency or the sponsor that the project team is capable of executing
the project. In case of internal projects, names and designations of all project members is
enough.

1.14 SUMMARY

A project is a group of unique, inter-related activities that are planned and executed in a certain
sequence to create a unique product and/or service, within a specific timeframe, budget and the
client’s specifications. Some of the characteristics of the tasks that qualify to be a project are:
uniqueness, specifically of goal, sequence of activities, specified time and interrelatedness.
Projects are carried out under many resource constraints (time, cost, and material resources)
and their success depends on the ability of the project manager to manage these constraints
effectively. Project management is the application of knowledge, skills, tools and techniques
to project activities in order to meet or exceed stakeholder needs and expectations. A project
comprises of many stages with sub-projects interwoven and interlinked. A sound project will
definitely work towards economic development.

Project Management involves a process of first establishing a plan then implementing that plan
to accomplish the project objective. This planning effort includes clearly defining objective,
dividing and subdividing the project into major, “pieces” called work packages, defining the
specific activities that needs to be performed for each work package, graphically portraying the
activities in the form of a network diagram, estimating how long each activity will take to
complete, defining the types of resources and how many of each resources and how many of
each resource are needed for each activity, estimating the cost of each activity, and calculating
a project schedule and budget.

Unit 1 Project Management: An Introduction Page 16 of 365



MS 403 Project Finance Uttarakhand Open University

Taking the time to develop a well-thought-out plan is critical to the successful accomplishment
of any project. Once the project starts, project management involves monitoring the progress
to ensure that everything is going according to plan. The key to effective project control is
measuring actual progress and comparing it to planned progress on timely and regular basis
and taking corrective action immediately, if necessary.

The ultimate benefit of implementing project management technique is having a satisfied
customer — whether you are the customer of your own project or a business (contractor) being
paid by a customer to perform a project. Completing the full project scope in a quality manner,
on time and within budget provides a great feeling of satisfaction to everyone involved in the
project.

£ 1
=7
> <

Acceptance Sampling: It is the product quality control technique that monitors the
quality of a product after it has been produced.

1.15 GLOSSARY

Administrative Closure: It is a process of gathering project records, analysing the
reasons for the success and effectiveness of a project, and storing information for future
use.

Annuity Due: When cash flow occurs at the beginning of each period, the annuity is
known as an annuity due.

Annuity: A series of periodic flows of equal amounts that can be payments or receipts.

Average rate of return: Method used to measure the relationship between the average
annual profits earned by a project and the investments made in it. It is also known as
the accounting rate of return.

Activity: A unit of work performed during a project. An activity usually has a duration,
a cost, and resource requirements. Also called task.

Benefit cost ratio: It is the ratio of the future cash benefits ti the initial outflows. It is
also known as the profitability index.

Beta: A measure of the volatility or systematic risk of a security or a portfolio of
securities in comparision with all the other securities in the market (the other securities
in the market act as a benchmark against which the price of the security is measured).

Budget Cost of work Scheduled (BCWS): The sum of the approved cost estimates
(including any overhead allocation) for activities scheduled to be performed during a
given period.
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Budgeted cost of Work Performance (BCWP): The sum of the approved cost
estimates (including any overhead allocation) for activities completed during a given
period.

Baloon Payment: A final debt payment which is significantly greater than the previous
payments.

Communication Planning: It is the process of identifying the various information and
communication requirements of the different stakeholders of the project.

Compound interest: The amount of money earned on the principal amount and the
accumulated interest.

Capex: Long-term property , plant and equipment expenditures.

Configuration Management: It is a documenting procedure that is used to ensure that
description of the project product is accurate and complete.

Consumer Risk: This is the risk to the consumer (any firm or department that receives
an item from the producer) that arises because of the selection of a bad lot.

Contract Closure: It is process involving verification of the product along with
updating all the project documents with the final results and storing all project
information for future retrieval.

Contract Administration: It is a process of making surre that the vendor’s
performance satisfies the project needs mentioned in the contract.

Contract Files: They are a total set of indexed documents developed to include them
in the final project records.

Contract Negotiations: It is a process aimed at enhancing the clearity and ensuring
mutual consensus on the structural and procurement aspects mentioned in the contract
before signing the contract.

Control Chart: A control chart is a graphical representation of thr result of a process
over a period of time.

Cost Benefit Analysis: The economic and social justification for the project

Cost Budgeting: It a process of allocating the costs to individuals work items, based
on the cost estimates made.

Cost Estimating: Ot refers to identifying and evaluating various cost alternatives.

Cost of Capital: The minimum rate of return the firm must earn on its investments in
order to satisfy the various categories of investors who have made investments in the
form of shares, debentures, term loans, etc.

Cost of Debentures: The discount rate at which the present value of post tax interest
and principal repayments is equal to the net proceeds from the isuue of debentures.
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Cost of External Equity:The rate of return that the company must earn on the net funds
raised by it issues equity capital.

Cost Overruns: The extra costs incurred over the estimated costs are called costs
overruns.

Cost Risk: Risk of failing to complete the job within the allocated budget.

Cost Variance: Any difference between the estimated cost od an activity and the actual
cost of that activity.

Cost-Plus-Fixed-Fee (CPFF) Contract: In these contracts, the vendee bears all the
cost of the products or service and the vendor is paid a fixed fee for supplying products
or service.

Cost of Conformance: These are the costs that firms incur for the means employed to
achieve quality. They include cost of training , inspection, testing,auditing, etc.

Cost of Failure: Costs of failure are of two types: internal failure and external failure.
Internal failure costs result from defects that are discovered during the production of a
product or service and when the product is under the control of the firm. External failure
costs arise when a defect is discovered after the customer has received the product or
service.

Debt capacity: The potential of the cash flow of a business to fulfill debt requirements.
If the debt capacity of the project is higher than the debt criteria, the financial plan of
the project will be deemed feasible; otherwise the model would be rejected.

Debt-to-equity ratio: A debt-to - equity ratio for a company. The greater the ratio , the
greater the company's financial leverage.

Developmental agency: Financial institutions granting funding and buying shares in
companies that are main industrial players in developing countries (often joint ventures
promoted by resident sponsors in those countries).

Event: It is a time oriented reference point that signifies the start or end of an activity.
It is represented by a circle.

Environmental risk: Economic or administrative consequences of slow or catastrophic
environmental pollution.

Feasibility study: A document that clearly defines all aspects of a particular project
and allow thorough evaluation as to whether this can actually be achieved. The paper is
usually drawn up by the engineers and applies solely to the technological side of the
plan for project funding.

Final Acceptance Certificate (FAC): Document issued by an independent engineer
upon completion of the initial plant tests. The SPV is liable for the plant once the final
acceptance certificate is issued.
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Gantt chart: The graphical performance of a grid visualization system assisted by
software. This displays the timeline of tasks and the list of operations.

hedging agreement: Documentation on contracts that contribute to the possibility of
interest volatility, exchange rates or other economic factors.

IBRD: International Bank for Reconstruction and Development. Member of the World
Bank Group.

Inflation Risk: The risk of inflation is that inflation will undermine returns on
investment as purchasing power declines.

Joint venture: Agreement between enterprises establishing a new company with
partners providing resources.

League table: Lender and contractor rankings by debt, final approval or amount of
project finance loans or consultative mandates completed during the specified
timeframe.

Legal opinion: Conclusive statements during the financing phase, which confirm that
the main characteristics of the proposal are legally relevant.

Legal risk: The risk that a contract party cannot implement security arrangements,
enforce foreign decisions, choose the law, or refer disputes to arbitration.

Main contractor: Leads a consortium company which wins an application to design
and construct a particular plant on the basis of a key fixed-price contract.

Mixed Project: A project in which the unrecovered investment balance the life of the
project is greater than zero for some years while it is equal to or less than zero for other
years.

Negotiations: It is process of exchanging ideas or views with one another in order to
arrive at a consensus on a particular issue.

Payback period: It is the time period in which a firm can recover its investments made
in a project

Performance Reporting: It is the process of gathering and conveying all performance-
related information on resource utilization, and achievement of project goals.
Perpetuity: An annuity of an infinite duration

Pessimistic time: Pessimistic time is the maximum amount of time required to
complete an activity. This happens when the external environment is unfavourable.

PMIS: The project manager uses Project Management Information System (PMIS) in
order to gather, integrate and disseminate the information and outcomes of several
project processes.

Portfolio Risk: A measure of the variability of earning caused by the diversification
achieved by the firm in its operations and in its asset portfolio.
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Precedence Diagram Method (PDM): In this method, the network diagram is
constructed using nodes to represent the activities and connecting them with arrows to
represent the dependencies.

Primary Data: It is the data that is collected for a specific purpose and for the first
time.

Project Definition statement: It is similar to POS and it provides more detailed
information about the project as it is used as a reference point by the project team for
executing the project.

Project leader: An individual leading the project management process and facilitating
the team building process.

Project Management Processes: Processes that describe and organise project
activities.

Project Manager: An individual who is responsible and accountable for the project,
and has the authority that is needed to take the responsibility for the successful
completion of the project.

Quality circle: It is a group of employees, normally from a single department who
voluntarily meet periodically to discuss the quality issues in their department.

Scope Planning: It is the process of developing a scope statement as a basis for all
future decisions to be taken on the project.

Secondary Data: It is the data that is already available but might have been collected
for some other purpose or by some other institutions.

Total Float: This is the amount of time by which the completion of an activity can be
delayed beyond its expected earliest completion time without affecting the overall
project duration.
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> 1.18 TERMINAL QUESTIONS
4

Q1. Define Project.
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Q2. Define the term project objective and give some examples.
Q3. List some examples of resources that are used on a project.
Q4. What role does a customer have during a project cycle?
Q5. What aspect of a project might involve some degree of uncertainty? Why?
Q6. Define scope, schedule, cost and customer satisfaction. Why are these considered
to be constraints?
Q7. Why is it important to satisfy the customer?
Q8. List and describe the main phases of the project life cycle.
Q0. List and describe the steps required to develop a baseline plan.
Q10. Why must a manager monitor the progress of a project? What can be done if a
project is not proceeding according to plan?
Q11. List some benefits of using project management techniques.
Q12. Consider a project in which you are currently involved or in which you have
recently been involved.
Describe the objectives, scope , schedule, cost, and any assumption made.
Where are you in the project life cycle?
Does this project have a baseline plan? If yes, describe it. If not, create it.
Re you or is anyone else monitoring the progress of the project? If so, how? If
not, how could you do so?
e. Describe some unexpected circumstances that could jeopardize the success of
the project.
f. Describe the anticipated benefits of the project.
Q13. Give examples of situations in which a business might develop a request for
proposal.
Q14. Give examples of situations in which an individual might develop a request for
proposal.
Q15. What should be contained in a statement of work?
Q16. Why it is important for a business to try to quantify the expected benefits of
implementing a solution to a problem?
Q17. Why is it important to select the right project before you begin working?
Q18. Describe a situation in your life in which you performed needs identification.
Q19. Describe how a business selects which projects to work on when there are
numerous projects that could be done.
Q20. What are the various stages in the total project life Sycle? Make a flow chart to
explain the same.
Q21. Write a note on:
(1 Conceptualization
(i) Financial closure
(ili))  Formulation

o0 o

Q22. Discuss about the ‘overview’ of investment planning in an organization.

Q23. You are appointed as a consultant for a project. Advise to the management for the
factor to be considered while deciding a new investment in an organization.
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Q24. You have been appointed as a project consultant, please analyse reasons for delay
in the project as well as consequences of delays.

Q25. What are the lessons learnt from a project after the execution?

Q26. What do you understand by formulation in relation to investment decision
making? What are the factor related to formulation?

Q27. Please indicate the basic/data/information/basic criteria which are necessary for
formulation and cession making of projects.

Q28. How are investment proposal generated?

Q29. In formulation of investment proposals, data collection on various related aspect
is necessary. Elaborate.

Q30. A suitable location of project is most important for the successful completion and
operation of a project. Discuss and bring out all the related aspects.

Unit 1 Project Management: An Introduction Page 24 of 365



MS 403 Project Finance Uttarakhand Open University

UNIT 2 THE PROJECT FINANCE MARKETS

2.1 Introduction

2.2 Objectives

2.3 Project Finance Markets
24 Summary

25  Glossary

2.6 References/Bibliography
2.7  Suggested Readings

2.8  Terminal and Model Questions

2.1 INTRODUCTION

Project finance helps in the development of the very important sectors such as
telecommunication, oil and gas power, water supply management, mining, etc. which are very
important for the economic growth of countries. In Developed as well as developing markets,
project finance is a very important part of financing option for large and capital intensive
infrastructure projects.

There are abundant examples of infrastructure and engineering projects which required project
finance for making it happen. The examples of such big infrastructure and capital intensive
projects are the Hong Kong Zhuhai bridge, the Chad-Cameron oil pipeline, the Euro Tunnel,
the Petrozuata oil field, the Ichthys oil field and the list goes on. This unit focuses on private
sector debt market for project finance specially commercial banks, bond issues, subordinated
debt, lease finance and vendor finance.

2.2 OBJECTIVES

After reading this unit you will be able to understand the;

e Project finance markets
e The private-sector debt market for project finance.
e Public-Private Partnership model.
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2.3 PROJECT FINANCE MARKETS

The project finance is not a new concept. It dates back to the times of Romans and Greeks
when it was used to finance the imports and exports of goods via sea routes and share the risk
associated with them from storms and pirates. In the mid-eighteenth century, the project finance
was used to develop railroads and in 1930s it was used to explore oil fields and well drilling in
America. In the late nineteenth century, project finance gained access in European markets. In
19" century, the railways, electricity, water, gas, oil fields and telephone industries were
developed all over the world using project finance from the private sector.

The various types of projects which require project finance are:

e Construction

e Energy generation such as solar, wind, thermal and hydro power generation, power
transmission, etc.

e Public infrastructure such as roads, rail, airports, metro, seaports, etc.

e Telecommunication

e Manufacturing

e Education
e Hospitals
Table 2.1 : Global Project Finance Loans: By Region (1/1/2020-31/3/2020)
Region US $ (mil)
Americas 15288.4
Central America 707.8
South America 1750.8
North America 12814.8
Caribbean 15.0
EMEA 16740.8
Middle East 3190
Africa 1039.4
Eastern Europe 704.5
Western Europe 11806.9
Asia Pacific & Japan 18890.1
Australasia 3295.6
Southeast Asia 2154.7
North Asia 3157.4
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South Asia 49529
Japan 5329.5
Total 50919.2

Source: Project Finance Review, Q1 2020, www.refinitiv.com/dealsintelligence
Table 2.2: Global Project Finance Loans: By Sector (1/1/2020-31/3/2020)

Sector US $ (mil)
Power 33157.7
Oil & Gas 4821.3
Petrochemicals 3618.9
Transportation 2781
Industry 2223.8
Telecommunication 1475.2
Leisure & Property 1130.6
Water and Sewerage 1080.7
Mining 630
Total 50919.2

Source: Project Finance Review, Q1 2020, www.refinitiv.com/dealsintelligence

Table 2.1 depicts that in the first quarter of year 2020, there are project finance loan proceeds
around 50919.2 million US dollars, highest in the Asia Pacific and Japan region. From Table
2.2 it can be observed that maximum amount of project finance done is in power sector which

is 65 %.

In 20" century, project finance gained momentum. Though it has slowed down with the passing
years, but there is still need of project finance. Table 2.3 depicts the number of projects, number
of countries and total investment disbursement by International Finance Corporation, World

Bank Group from year 2016 to 2020.
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Table 2.3 - Financial Highlights of International Finance Corporation, World Bank
Group

Dollars in millions, for the years ended June 30

2020 2019 2018 2017 2016
Long-Term Investment Commitments
FOR IFC'S OWN ACCOUNT $11,135 $8.920 $11,629 $11,854 $11,117
Number of projects 282 269 366 342 344
Number of countries 67 65 74 75 78
MOBILIZATION? $10.826 410,206 $11,671 $7.461 47,739
Syndicated loans $4,989 $5.824 $7,745 $3475 $5.416
IFC initiatives & other $3.370 $2.857 $2,619 $2,207 $1.054
Asset Management Company (AMC) Funds $50 $388 $263 $531 $476
Advisory Mobilization? $2.417 $1,137 $1.044 $1.248 $793
TOTAL INVESTMENT COMMITMENTS $21.961 $19.126 $23,301 $19.316 $18,856
Investment Disbursements
For IFC's account $10,518 $9,074 $11,149 $10,355 $9.953
Syndicated loans $2,231 $2,510 $1,984 $2,248 $4,429
TOTAL INVESTMENT DISBURSEMENTS $12.749 $11.564 $13,133 $12,602 $14,382

Source: International Finance Corporation, World Bank Group

Private sector project finance debt is mainly provided by commercial banks and bond investors.
Commercial banks provide long-term loans to the project companies. Long-term investors such
as pension fund companies, insurance companies, etc. purchase bonds issued by project
companies. They are called bond investors. The other private sector project finance markets
include subordinated debt, lease finance, vendor finance which are explained in the subsequent
sections in this unit.

2.3.1 COMMERCIAL BANKS

The two main providers of private sector project finance debt are commercial banks and bond
investors. The large infrastructure projects are capital intensive and they need financing by
many lenders. In an international project, the lenders to the project will be from various
countries. Often a syndicate of lenders is formed. Commercial banks are the biggest lenders to
the project finance. They provide long-term loans to the project companies. Besides their
traditional role of providing finance, the commercial banks are also performing many other
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functions such as providing construction finance, working capital finance, advisory services,
intermediation to permanent long term fixed rate financing, risk management services like
commaodity, interest rate, currency, etc., foreign tax absorption, etc. A small group of arranging
banks from the host country of project arrange the project loan and sometimes underwrite some
or all portion of the loan. Many times they are the original signatories to the loan agreement
and therefore they take the risk that at a later stage they will be able to sell the loan. They are
also called Mandated Lead Arranger (MLA) as they lead a group on investors in a syndicated
loan and facilitate it for large project finance.

For financing a project in a particular country, generally the local banks are preferred as they
as aware of the local working conditions. Also the funding will be in local currency which will
avoid the foreign exchange risk. The banks need to have experience in project finance markets
in terms of capability to assess and measure project risks. In developed nations, local banks
generally finance the projects, but, sometimes foreign banks which are operating in the
concerned country through branch or subsidiary also finance the projects. But in developing
nations the situation is different. There may not be the long-term debt market or the domestic
banks might not have the experience in project finance. In such countries, public sector local
development banks finance the projects. In developing countries, international banking market
plays an important role in project finance. Few major banks act as a Lending Manager and put
together worldwide project finance transactions. They are also called Mandated Lead
Arrangers (MLA) or simply Lead Banks. They have their large project finance operations in
key locations worldwide. They will have at least on project finance office in America, one in
Europe, one in Asia and Australia and one in Middle East and Africa.

2.3.2 BOND ISSUES

The project company issues bonds to raise finance. These bonds are tradable debt instruments
against which the project companies agrees to repay the bond holder the amount of the bond
value along with interest. These bonds are for fixed tenure and the bond holder gets fixed
interest on the amount he has invested in these bonds. For those investors who want long-term
fixed-rate return but low risk, these bonds are a good option to invest in. Insurance and pension
fund companies are the major investors in these types of bonds.

These bonds are securities which can be traded financial markets. They are generally sold to
institutional investors by private placement who hold them in their portfolio till maturity.
Though the global project finance bond market is very small as compared to that of loan market,
there is significant growth in the bond market in the recent years. The bond issues are
concentrated in well-defined geographical areas. Western Europe, United States and Asia are
the largest market for the project finance bond issues.

2.3.3 SUBORDINATED DEBT

Subordinated debt is also called mezzanine debt or mezzanine financing. It has fixed rate, long
tenure and is an unsecured loan. Subordinated debt is used to fill the funding gap between the
senior debt (secured loans from banks and other financial institutions) and equity. It is ranked
below other senior securities or loans in terms of claims on assets or earning in capital stack.
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Capital stack is ranking of debt, loans or investors in terms of repayment. Subordinated debt is
also called junior debt and is ranked below all other unsubordinated debts and equity. That
means if a borrower company defaults or goes bankrupt then the creditors of subordinated debts
will be paid only after all the senior debt creditors are fully paid. This makes it riskier than the
other debts. Because of higher risk, it has higher interest rate than the unsubordinated or senior
debts. It is also called junior debt. It is considered as equity for computing debt to equity ratios.

Sometimes it is used for advances needed by investors, guarantors or sponsors to cover the
construction cost over runs or payments essential for maintaining debt to equity ratios or other
guaranteed payments. Subordinated debt provided by investors is treated similar to equity but
the investors do not get extra rights to recover the debt before senior lenders in case of default.
They can enforce their rights to recover debt only after the senior lenders are fully paid and
sufficient cash flow is available.

2.3.4 LEASE FINANCE

In big infrastructure projects, sometimes the company does not want to buy the heavy
machinery or equipments needed for the project. Rather it gets them on lease from the owner.
The owner is called lessor who provides finance for the equipment or machinery. The lessor
gives it on lease to the lessee. The lessee project company pays rental amount for using the
machinery or equipment. This way the project company does not need to buy these things by
paying a very high amount. The project company gets full control over the project not the full
ownership.

In project finance where heavy machinery and equipments are required, lease financing is a
very common form of financing. Sometimes the project company does not need the equipment
for longer time period, so instead of buying it, it becomes economical to get it on lease and pay
rental for that duration only. This will save the depreciation cost also. The lessor company gets
benefitted in terms of accelerated depreciation and associated tax where is offset against the
taxable revenue. The project company weighs the option of buying the equipment and getting
reduction is tax liability under depreciation head against the financing cost of the equipment.

In project finance, two types of lease financing structures are used. They are: 1) Leveraged
Lease and 2) Guaranteed Lease.

1) Leveraged Lease: It is also called synthetic lease. In this type of lease, the lease investor
called lessor provides finance for purchasing equipment and retains the tax benefits of
depreciation from this investment to shelter other tax liabilities. The ownership of the
equipment lies with the lessor. This type of financing is common in America and Japan.

2) Guaranteed Lease: Also known as tax or true lease, in this type of lease project
financing the lessee gets the tax benefits of depreciation and interest deduction. The
lessor provides 100 % finance for the purchase of equipment with the guaranty from
banks.
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" | Check Your Progress

Q1. Explain role of commercial banks in project finance.

2.3.5 VENDOR FINANCE

Sometimes the borrowing company is short of funds or unable to get credit or loan from the
financial institutions. In this situation, the company who is supplying machinery, equipment or
services for the project, provides loan to the borrowing company to buy these machinery,
equipment or services from it. This is called vendor financing.

Vendor financing is a form of loan offered by the supplier company of the machinery,
inventory, equipment or services needed for the project to the borrowing company. The
supplier company is called vendor. Generally, these loans are at higher interest rates than the
traditional financial institutions. Though there is a higher risk of defaults, but vendor get higher
interest rate, and creates a business for his inventory.

The borrowing company also gets benefitted in terms of credit, less initial outlay of funds, and
availability of machinery, equipment, inventory or services required for the projects. Also, the
company can utilize the bank finances at a later stage of the project. Vendor financing is of two
types: 1) Debt vendor financing and 2) Equity vendor financing.

In debt vendor financing the vendor provides the goods or services to the borrower at certain
agreed interest rate on the sale price. The borrower will repay the debt with interest. In equity
vendor financing, the vendor financing company provides goods or services to the borrowing
company in exchange of the stock or equity of the borrowing company and becomes the
shareholder in the borrower’s company.
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2.3.6 PUBLIC PRIVATE PARTNERSHIP (PPP) FINANCE

To finance, build/develop or operate public infrastructure projects such as airports, railroads,
highways, water and sewerage systems, power and energy generation, etc., government
collaborates with private companies. This type of long-term arrangement between public and
private sectors is called public- private partnership model. The various definitions of PPP are
given below:

“Public-Private Partnership is a long-term contractual arrangement between the government
and a private partner whereby the latter delivers and funds public services using a capital asset,
sharing the associated risks." - The Organisation for Economic Co-operation Development
(OECD)

"Public-Private Partnership is a partnership between a public sector entity (sponsoring
authority) and a private sector entity (a legal entity in which 51% or more of equity is with the
private partner/s) for the creation and/or management of infrastructure for public purpose for a
specified period of time (concession period) on commercial terms and in which the private
partner has been procured through a transparent and open procurement system.”- Government
of India.

As per Weimer and Vining, "A public-private partnership generally involves a private entity
financing, constructing, or managing a project in return for a promised stream of payments
directly from government or indirectly from users over the projected life of the project or some
other specified period of time".

In India, construction of highways is being done using PPP finance where the investing private
companies recover their investments through toll taxes for certain period of time. Once they
fully recover their investments, the management is fully handed over to the government. This
way the private companies get their funds invested in projects recovered and government gets
the world class infrastructure developed. The projects are partially funded by government and
remaining funds are raised by the private entities.

The Special-Purpose Vehicle (SPV) company or special purpose entity is created for financing,
construction, operation and maintenance of a project. The SPV assumes all the rights and
obligations and in return all the cash-flows are channelled through SPV. Ring-fencing type of
cash-flows are recorded in the balance sheet. Ring fencing is a practice of separating certain
assets and liabilities from creditors by creating a separate legal entity.

In PPP mode of project finance, the SPV gets control of the governance of the project. The
government does not need to raise the finance directly and hence not directly liable to any
lenders. So it is advantageous to both the entities i.e. public and private sector. With the help
of Innovation and Technology of private sector, government can create world class
infrastructure and improve the operational efficiency of providing public utilities and services.

Partnerships between private companies and governments provide advantages to both parties.
Private-sector technology and innovation, for example, can help improve the operational
efficiency of providing public services. The public sector, for its part, provides incentives for
the private sector to deliver projects on time and within budget. In addition, creating economic
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diversification makes the country more competitive in facilitating its infrastructure base and
boosting associated construction, equipment, support services, and other businesses.

There are certain risks faced by private entities when engaged in PPP mode. The risks are
construction risk in infrastructure projects such as railways, roads, etc., cost overruns, time
delays, technical defects, meeting safety standards, quality checks, etc. From public entity’s
point of view there is risk of monopoly by private entity, irregularities and non-transparencies
in cash-flows, not meeting the safety and quality standards.

2.4 SUMMARY

For the development of any country the infrastructure such as roads, airports, railway network,
hospitals, education sector, power and energy generation sector need to be developed. Not only
developing but also the developed countries spend hefty amount of funds on these sectors.
These are capital intensive projects. For that lot of fund is required. This fund is generated
through equity and debt. These capital intensive projects are financed through private as well
as public sector financing. The private sector project finance is mainly provided by commercial
banks and bond investors. The other sources are vendor finance, lease finance and subordinated
debt. In twentieth century the public-private partnership model gained momentum. The large
infrastructure projects are financed in PPP mode where the public services and utilities are
created by agreement between public sector and private sector.

s 25GLOSSARY

Mandated Lead Arranger (MLA) — The Mandated Lead Arranger is the bank who

leads a group of large project finance investors and facilitates a syndicate loan and also
undertakes the risk by underwriting it.

Ring fencing — It is a practice of separating certain assets and liabilities from creditors
by creating a separate legal entity.

Public-Private Partnership - Public-Private Partnership is a partnership between a
public sector entity and a private sector entity for the creation, operation and
management of infrastructure for public purpose for a specified period of time on
commercial terms and in which the private partner has been procured through a
transparent and open procurement system.
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2.8 TERMINAL QUESTIONS

Q1. How public-private partnership model creates win-win situation for both public
as well as private sector?

Q2. Explain lease project finance.

Q3. Why bond investors are important for project finance?

Q4. Explain subordinated debt.
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UNIT 3 ROLE OF ADVISORS IN PROJECT FINANCE
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3.3 Meaning and concept

3.4 Role of Financial Advisor

3.5 Alternative financial structures

3.6 Project requiring financial advisors
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3.11 Project Team Members

3.12 Selecting advisory Organizational Structure
3.13 Summary

3.14 Glossary

3.15 Reference

3.16 Suggested Reading

3.17 Terminal and Model Questions

3.1 INTRODUCTION

Assume an organization has put a project management framework in place. Its a highly
adaptive framework that embraces projects in all aspects. This framework adapts to every type
of project. Teams are beginning to use it. However, the management is not satisfied. The
expectation was that with everyone using a project management methodology, a higher
percentage of projects would be successfully completed. So far there has been no measurable
impact on project success. What can the management do?

One of the most important organizational contributions to the success of project management
has been to set up a project support office (PSO) where a consulting team provides advisory
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services such as legal, financial, technical, etc. These can become quite overwhelming for
someone who is not familiar with the concept and its practice.

3.2 OBJECTIVES

After reading this unit, you will be able to understand,;

e Role of Financial Advisor

e Alternative financial structures

e Project requiring financial advisors
e Portfolio of services

3.3 MEANING AND CONCEPT

Who are the advisors?

Considerable efforts are spent getting a methodology, designed, documented, and installed, but
somehow it had little impact on project success rates. In fact, it is big disappointment. Senior
management realizes that having a methodology is not sufficient. Sometime more is needed
and soon that something appeared: the advisors. The advisors create an opportunity to put an
organizational entity in place that ensured compliance. Project success would surely follow.
Indeed, advisors functions like an insurance policy to protect the adoption and spread of the
methodology.

It could be a temporary or a permanent organizational unit that provides a port-folio of services
to support project teams that are responsible for a specific portfolio of projects.

The entities providing advisory services typically are-

- Law firms usually experienced in public/administrative law matters as well as business,
financing and tax issues;

- financial advisory companies that may be (i) part of an international accounting and
advisory group/network, (ii) investment banks or (iii) smaller entities specializing in
PPP or public service management;

- technical firms that are often specialized by sector (transport, social infrastructure, etc.)
and

- Public entities, such as national or sectorial PPP units that have been tasked and staffed
to advice on projects.

Advisers will not only bring skills and practical experience to the project but also additional
capacity to face the unusual, intensive and non-recurrent workload that inevitably arises from
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implementing complex projects. The firms may otherwise be exposed to significant risks in
delivering the right project on the right terms.

If they are managed efficiently, advisers will work shoulder-to-shoulder with the authority, to
enable, foster and implement the best outcome for the project.

Finally, by appointing experienced and reputable advisers, the management of the company
will send a positive signal to PPP market stakeholders that its project is well-resourced and
deliverable effectively.

3.4 ROLE OF FINANCIAL ADVISORS

We have seen very rapid social and economic development in South East Asia in recent years;
this progress has brought vastly increased urbanization and all the problems associated with
growing urban centres - housing shortages, pollution, employment, congestion, inadequate
transportation and so on. On the other hand new techniques in the transportation area have
developed at a remarkable pace to relieve the problems posed by rapid shifts in social and
demographic patterns.

In the same period, we have also witnessed, with much help from inflation, dramatic even
astronomic, increases in the cost of transportation systems. With rising costs, much attention
has focused on the financing of such projects; thus, the importance attached to the role of the
financial advisor has also grown accordingly. Consequently, that very specialized function has
gained wide acceptance in the international financial community from both lending banks as
well as major borrowers.

Below are the different roles that advisor play for project financing

LENDERS AND FINANCIAL ADVISORS

All major projects, whether transport-related otherwise, have economic, social, political and
sometimes ecological consequences which usually fall outside the terms of reference of the
financial advisor. This is particularly true for example, in the case of a major airport
development where issues such as noise pollution, relocation of the neighbourhood community
and the need to construct additional infrastructure, are important and could have a very
significant impact on the overall financing strategy of the airport. Naturally the authority will
need to consider these issues and make decisions based on the advice received from all its
consultants. Developments may well proceed which are felt to be neither the cheapest nor the
most technologically advanced.
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Differences of opinion are likely between consultants and compromises are inevitable; it will
be up to the authority to resolve them as best it can. As regards the financial advisor, there is a
specific conflict of interest on which you need to focus your attention; that is the conflict of
interest which arises for a bank if it is acting both as financial advisor to a project developer
and also participating in the lending or, worst of all, leading the lending syndicate for the
project. The emergence of the independent financial advisor - and I stress the word independent
- has done much to allay the concerns of project developers.

The conflict of interest to which we are referring is that relating to the difference in aims of
the lender and financial advisor. In contemplating financing for a project, the lender's primary
concern is the structuring of the credit with the view to obtaining the best security arrangement.
Once he is satisfied with the credit risk, he then focuses his attention on pricing - the interest
spread and fees - which is appropriate for the risk involved and whether this pricing will get
him the business. In short, the lender tries to obtain the best security and the highest pricing the
Borrower will accept.

The financial advisor on the other hand is responsible only to the Project Developer. He acts
as an adjunct to the finance and treasury departments of the Project Developer. It is his
responsibility to structure the financing package in a manner which will result in finance being
available at an acceptable cost to the Project Developer and with minimal security being given.
To accomplish this, the financial advisor draws on his reservoir of experience in similar
projects and knowledge of how lending banks evaluate and structure credit. His remuneration
is normally on a time related basis; there could however be variations to this theme but it should
not be linked to the successful raising of the necessary finance, since it could put him on the
same side of the table as the lender. It is a great misconception to think that the financial
advisor's job is only to keep the lender's margin thin; large scale projects are complex,
particularly if several partners are involved. With rapid cost escalations and high interest rates,
the financial advisor could reduce the project's timetable significantly and his fees would be
minute when compared to the potential savings, which could run at $100,000 or even $1 million
a day depending on the scale and complexity of the project.

3.5 ALTERNATIVE FINANCIAL STRUCTURES

It is now appropriate to quickly discuss generally three basic project financing structures. The
first is Guaranteed Financing, which essentially means that the project developer (be it a
Government or a statutory board, a quasi government or a private sector project developer)
takes all the risks associated with the project by giving formal guarantees for all its borrowings.
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It is obviously the cheapest way of raising project finance; it is also the easiest. However, the
project developer may be constrained in adopting this method of financing. If it were a
Government, it may not wish to have its external borrowing capacity reduced when that
capacity is limited, or it may wish to reserve that capacity for higher priority projects.
Generally, the financial advisor would see it as part of its responsibility to assess the maximum
financial burden that the project developer could assume without in any way limiting its
financial flexibility.

The second type of financing structure is Full recourse non-guaranteed financing which
essentially means the project developer taking all the risks in connection with the project but
seeking to limit the need for formal guarantees.

This may be achieved by the project developer giving undertakings, such as assuring a specific
level of profitability or cash flow by way of price regulation, which could provide complete
security to lenders.

The third financing structure is the Limited Non-Recourse Financing which involves the
following essential features :

Q) Lenders would take certain commercial risks. In the case of a bridge or a toll road,
lenders could be prepared to take the risks of a minimum traffic usage being met
and thus taking comfort in the minimum revenue estimated to be collected being
sufficient to meet all outgoings and to service debt and principal repayments.

(i)  The project developer, which in the above case would be a government or state
authority, would not be expected to stand behind the financial obligations of the
project; if a default occurred, then such default would not affect the credit
worthiness of the Government or the State Authority.

(iii)  Since lenders would be taking commercial risks, they would expect to secure strong
convenants regarding the commercial operations of the project and would expect to
have rights of compensation in the event that political action prevented their being
repaid.

(iv)  Inorder to generate sufficient non recourse finance, commercial contracts between
users and project developers would have to be drawn so as to reduce as much as
possible the risks to lenders.

Limited non-recourse financing has obvious attractions; it reduces the risks assumed by the
project developer and increases its overall borrowing capacity. On the other hand, it could
involve limitations on the project developer's commercial and financial freedom; it would
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generally require a higher level of equity finance to be injected in the project than guaranteed
or full-recourse financing structures; and it would attract a higher interest rate reflecting the
higher risks borne by lenders.

3.6 PROJECTS REQUIRING FINANCIAL ADVISORS

We would now be tuning towards the area of project advisory work. Although this is principally
a transportation symposium, we feel it appropriate to review, very briefly, the types of projects
which could benefit from specialist independent financial advice, and the composition of
possible project developers.

PROPERTY PROJECTS

At the private sector end, the most obvious type of project that could benefit from an
independent financial advisor would be the large scale property development project.
Generally, such projects would tend to be full recourse financings with security inherent firstly
in the land; secondly, in the completed project; and finally in shareholder guarantees. Hotel
developments on the other hand could be structured on a less stringent security structure
provided the hotel management chain, if one were appointed, were prepared to be flexible in
its management fee arrangements.

INDUSTRIAL PROJECTS
Moving on from property financing, we have the large scale industrial projects. Here, some

form of Government participation is likely particularly in South East Asia. The type of
processing plant to be constructed (for example, pulp and paper mills, hydro or electric power
generating schemes, and mineral extraction projects) will tend to determine the ultimate
financing structure adopted. You will all agree that it would be easier to arrange a financing
proposal for a copper and zinc mining and smelting project than for a large scale flour mill
simply because copper and zinc are internationally traded, their prices easily monitored and
thus have greater marketability than flour.

ENERGY PROJECTS

Next we have the energy related projects such oil refineries, oil and gas collection systems and
petrochemical projects; here in South East Asia, you will find Government participation on a
significant scale in joint venture with one or more oil majors. Partly because of the scale of
such projects and partly because of their complexity, shareholders will be anxious to minimise
their risks, for example, by avoiding the need to provide full guarantees - thus the independent
financial advisor becomes essential.
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INFRASTRUCTURE PROJECTS
One step on from energy projects come major infrastructure schemes such as port facilities,

toll roads, bridges, power generating systems, railway systems and, of course, mass transit
systems. These projects are invariably, undertaken by Government departments or Government

statutory corporations. Notable exceptions are found in Hong Kong where the majority
ownership of utility companies are in private sector hands. In the transportation field, the best

known example is the tunnel linking Hong Kong Island to Kowloon, which was financed, built
and operated by The Cross Harbour Tunnel Company — a public company listed on the Hong

Kong Stock Exchange. In Hong Kong, where the private sector is so strong: Hong Kong
Telephone, Hong Kong Electric, China Light & Power, China Motor Bus, the Harbour Tunnel;
all of which are private sector companies; Hong Kong's Mass Transit Railway - the MTR -
remains firmly in Government hands as its operational losses continue to mount.

3.7 ESSENTIAL OF ADVISORY ROLE

The following text looks at each of the major components of the advisory role-
Temporary or Permanent Organizational Unit

Among the various advisory services, some are temporary structures and some are permanent.
That determination is made based on the types of projects that they support, as follow

Temporary: Services that are temporary are usually provided the administrative and other
supports need of a group of projects that are related by purpose or goal. When these projects
are completed, the advisors service is disbanded. A many government projects have Program
offices affiliated with them. They are generally long-term arrangements and involve million or
billions of currency of funding.

Permanent: Advisory services that are permanent provided a range of support services for
projects grouped by organizational unit, rather than goal or purpose.

3.8 PORTFOLIO OF SERVICES

Functions and grouped them into the six service areas as follows:

= Project Support

Report project status to upper management
Provide advice of upper management
Participate in strategic planning

Identify, select, and prioritize planning

O

o O O

Unit 3 Role of Advisors in Project Finance Page 42 of 365



MS 403 Project Finance Uttarakhand Open University

Manage archives of project documentation
Manage one or more portfolios
Manage one or more programs
Provide interface between management and customer
Allocate resources between projects
Implement and manage database of lessons learned
Implement and manage risk database

o Provide networking and environmental scanning
= Consulting and Mentoring

o Coordinate between projects
= Methods and Standards

o Develop and implement a standard methodology
Monitor and control project performance
Implement and operate a project information system
Develop and maintain a project scoreboard
Conduct project audits
Conduct post-project reviews

o Monitor and control performance
= Software Tools

o Provide a set of tools without an effort to standardize
= Training

o Develop competency of personnel, including training
= Project Managers

o Provide mentoring for project managers
Promote project management within organization
Execute specialized tasks for project financing
Recruit, select, evaluate, and determine salaries for project managers
Manage benefits

O O O O O 0O O O 0 0O O ©O

o O O O

These six groups define what the services offered by the fully functional advisory bodies of the
future. The full-service advisory service offers services aligned with the six major functions
listed above. They are briefly described in the following sections. Not every advisor will
provide all sic functions. Deciding on the services to be offered by an advisor is the
responsibility of senior management. But all six functions are included in the entire project
management process because they are critical to fully supporting the complex project
management.

Here is a brief description of the six purposes of an advisor. Unless otherwise stated these
services extend across all project types. As the advisor provides that support, there may be
differences by project type.

Project support: This function encompasses all of the administrative support services that an
advisor might offer to a program manager and the project teams. They are as follows:
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= Schedule updating and reporting

= Time sheet recording and maintenance
= Report production and distribution

= Report achieving

= Report consolidation and distribution
= Report notebook maintenance

This support services are an attempt on the part of the advisors to remove as much non-value-
added work from the project team as it can place it in the advisory services. This would help
the project team to focus on the work of the project and not burdened by so-called
“administrivia”.

More important, the advisors team will be much more knowledgeable about how to provide
these services because they will be very familiar with the tools and systems that support them.
Goal of the advisors is to provide these non-value added services at a lower cost than would be
incurred if done by the project team. More to the point, the advisors staff members who will
actually provide the service need minimal office skills, whereas the project team members’
skill set is not likely to include the skills appropriate to provide these services. Therefore, the
service will be provided by a less costly employee who is appropriately positioned and trained
for the assignment.

Apart from supporting project teams, the advisors also have an administrative role to play in
supporting project portfolio management. Some organizations allow budgeting for
administrative support that would be assigned to the project teams. Usually, the needed support
is calculated by taking some percentage (10-15 a common) of the total labor planned for the
project.

Consulting and Mentoring

Professional project consultants and trainers are available in the advisors profile to support the
consulting and mentoring needs of the project teams. In this capacity, they are a safe harbor for
both the project manager and team members. The advisors professional staffs, members are
available to project teams and project managers on an as-requested basis. They stand ready to
help with any specialized assistance. The following is a list of the consulting and mentoring
services they can supply:

= Proposal development support

= Facilitating requirements gathering meetings
= Facilitation of project planning sessions

= Risk assessment

= Project interventions

= Mentoring and coaching project managers

= Mentoring senior management

The professional consultants are the most experienced project managers. Their experience is
broad and deep. Because they have heard and seen most situations, nothing will surprise them.
They are qualified to help the project manager even in the most complex of circumstances.
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This includes preparing proposals, gathering and reporting weekly status information,
maintaining the project notebook, and assisting with the post-implementation audit.

The staff is uniquely positioned together and achieve best practices from around the company.
That makes them particularly valuable as resources of project teams. Those resources are made
available to team through the advisors professional consultants.

One of the valuable input in this regard, so facilitate to conduct the project planning session.
That relieves the project manager from the facilitation responsibility and enables that manager
to concentrate on the project plan itself. The advisors an concentrate or running a smooth
planning session.These advisors will have better planning, facilitation skills than the project
manager by virtue of the fact that he r she conducted far more planning sessions.

Acting as virtual expert that are out in the field running projects, but have particular areas of
expertise that they are willing to make available to others as needed. The advisors simply
become the clearinghouse and matchmaker for such services. With this setup, confidentiality
is critical.

Methods and standard: Methods and standards represent a service that every advisor must
provide. A good Return on Investment (ROI) will not happen without a standard methodology
and means monitoring and enforcing it. This includes such areas as project initiation, project
planning, project selection, project prioritization, Work breakdown Structure (BS) templates,
risk assessment, project documentation, reporting, software selection and training, post-
implementation audits, d dissemination of best practices.

The following list contains the services included in this function:

= Collaboratively developing project management processes
= Establishing, monitoring, and enforcing standards.
= Project selection for the portfolio.

= WABS construction

= Project network diagram development

= Maintenance of a tools and process library

= Bid preparation

= Risk preparation

= Risk assessment

= Status reporting

= Scope change management process

= Documentation

= Change orders

The establishment, monitoring, and enforcement of standards are major undertaking for newly
formed advisors. Perhaps more than any other task that advisors will perform, this one affects
the culture an operation of the organization.
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Project selection of the portfolio should extend all the way from recommending projects to the
portfolio for senior-management consideration to providing complete portfolio-management
support for senior management.

Risk assessment should be an area of constant attention by advisors. They have sight of all
projects and are in the best position to assemble a library of risk and mitigation strategies to be
shared across all projects. Lessons learned from other risk management efforts are valuable
lessons. Asking project managers contribute to such a library and to use its contents hen
planning new projects is wishful thinking. Someone must be in charge of this asset to make it
useful to others. The only place where such responsibility should be placed is up on advisors.

Software tools: Every advisory body be looking for productivity improvements. A teams
become dispersed, it’s essential that they remain productive. In this technology-crazed business
environment, one cannot let time and distance erect barriers to performance. The advisor is the
only organizational unit that can provide the support needed for the ever-changing set of tools
available on the market. It is responsible for soliciting, evaluating, lecturing and contracting
with vendors of these tools. The following list describes the software services that the
organization depends on the advisor to provide:

= Software evaluation

= Software selection

= Software acquisition and licensing

= Vendor negotiations

= Software training

= Software management and maintenance

The evaluation, selection, installation, support, and maintenance of all the software that
supports project work is part of the function.

Training: Training in project management has probably been around longer than any other
methodology an organization is likely to have. Unfortunately, senior management incorrectly
assumes that the solution to their high rate of project failure can be found by giving everyone
some training in project management. They are looking for that silver bullet, and this simply
isn’t one to be found. What has happened in many organizations is that several different project
management training courses have been taken by the professional staff. Accordingly, there is
no central approach that they follow as a result of their training. In a sense, everyone is still
doing his or her own thing. Some follow the approach they were taught, others do what they
have always done, and yet others teach themselves.

Hence, it becomes important that the advisors and the organization’s training department must
jointly assume the responsibility of designing and implementing a curriculum that is aligned
with the organization’s project management methodology. Furthermore, the advisor must
assume whatever responsibility the training department is unwilling or unable to assume.
Whatever the case, the job must be done. The following list describes the training services that
the advisors should be prepared to assist with:

= Project management basics
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= Advanced project management

= Project Management Professional (PMP certification exam preparation)
= Specialized topics

= Support of the training department

= Development of courses and course content

= Delivering courses

= Project management training vendor selection

When it comes to project management training, the relationship between the training
department and the advisor must be collaborative. The development of the project management
curriculum should involve both the curriculum development experts from the training
department and the subject matter expert from the advisory group. The curriculum can be
delivered either by the advisors or by the training department. If it is to be done by the training
department, then the curriculum design must have followed a facilitative design. That relieves
the training department from having to find trainers who have practical project management
expertise, which is difficult at best.

Staffing and Development: In the absence of a Human Resources Management System
(HRMS) administered out of an HR department, both project staffing and professional
development of project managers is often t responsibility of the advisors. This might be done
in collaboration with an HR department that administers an HRMS, but it must be done.
Staffing projects with qualified project manager and team members is critical and complex and
the HRMS must have the capability of providing that support.

Project Manager Resources: The final role of the advisors includes a number of human
resource services revolving around project managers. The following list is quite
comprehensive-it encompasses assessment, development, and deployment services:

= Human resource development

= |dentification and assessment of skills
= Selection of team members

= Assessment of project teams

= Professional development

= Career guidance and development

This function is delivered in one of the following manner:

In some cases, project managers will assign to the advisors. They then receive their project
assignment from the advisor.

The more common arrangement is for project managers to be assigned to a business or
functional unit. Even in this case, the advisor can still make project assignments and deliver
the human resource services listed under this function.

Here the advisors provides a resources to project managers for advice, suggestion, and career
guidance regardless of the organizational structure in which the advisors is hired/exists, the
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project manager does not have any other safe place to seek advice and counsel. The advisors
are ideally suited to this ole. A variety of human-resources functions are provided.

3.9 OTHER FUNCTIONS OF SPECIALIST FINANCIAL
ADVISOR

Tasks that fall traditionally to specialist financial advisor. In this role, the advisor would be
involved in:

Q) Reviewing in detail the project's economics and its sensitivity to changes in
operating variables;

(i) Exploring the potential sources of finance (from export credit agencies, commercial
banks and other institutional sources) for the entire cost of the project, including
cost over-runs, contingencies and working capital under various security structures

(iii)  Developing the optimal security structure best suited to the project authority
which will enable finance to be raised attain acceptable cost;

(iv)  Evaluating the credit strength of tenderers in order to assess their capability to
finance the
construction and meet cost over-runs; also, to assess the tenders and negotiate with
contractors on the terms and currency of payments;

(V) Securing in-principle commitments from export credit agencies on the terms of
subsidised finance to be provided,;

(vi)  Inviting bids on behalf of the project authority from preselected banks to provide
commercial finance on the basis of the optimal security structure devised;

(vii)  Studying the terms and the currencies in which finance should be raised to match
project cash flows; and

(viii) Negotiating final documentation with banks and export credit agencies up to
completion.

The financial advisor will work closely with the project authority in devising a financing
strategy for the alternatives which the project study has indicated are appropriate. The selected
strategy will need to be consistent with the authority's and the government's financial policies
as well as being acceptable to lending banks and export credit agencies. In this area there may
arise differences between the developer and the advisor; for example, the government may not
wish to give formal guarantees while the financial advisor may feel that the economics of the
project may not permit finance to be raised without such guarantees. The financial advisor must
know

and understand his client in order to be able to develop a security structure on which finance
can be raised and on terms his client can live with, given the policies and constraints under
which his client must operate.
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At the end of the day, the primary role of the financial advisor must be to ensure that the finance
is available without the project developer having to sell his soul - "if there is no money, there
IS no project”.

3.10 SIGNIFICANCE OF ADVISORS

There are at least four reasons why an organization would choose to hire advisors. They are as
follows

1. Asthe organization grows in the number and complexity of the projects in its portfolio,
it must adopt formal procedures for managing the volume and diversity of projects. To
do this, the organization establishes the procedures that are followed for initiating,
proposing, approving, and managing projects.

2. With increased volume comes a need for more qualified project managers. Those who
like to become advisors will need to be identified and trained. Those who already are
needs additional training to deal effectively with the increased project complexity. The
advisory group (hired or own employees) is the depository of the organization’s skills
inventory of current and developing project managers or experts in their areas. Because
managers using the advisors are aware of the types and complexity of current and
forthcoming projects, the advisors is the entity that is best prepared to identify the
training needs of project managers and their teams.

3. A lack of standards and policies leads to increased inefficiencies and compromises
productivity. The increasing failure rate of projects is testimony to that fact. Through
the establishment and enforcement of standards and practices, the advisors can have a
positive impact on efficiency and productivity.

4. The increased complexity and number of projects places a greater demand on resources.
It is no secret that the scarcity of information technology (IT) professionals has become
a barrier to project success. The same can be said about the need for more and better
qualified business analysts (BAs). By paying attention to the demand for skilled project
teams and the inventory of skilled team members, the advisors can maintain the proper
balance through training. That requires a close collaboration between the advisors and
HR regarding the training function.

3.11 PROJECT TEAM MEMBERS

Even when the advisor is responsible for assigning project managers, it is unlikely that they
will have that responsibility for team members. That rests with their functional manager.
However, advisors have a responsibility for maintaining the inventory of available skills and
competencies as an aid for staffing project teams for projects in the portfolio. These same
advisors will often have a training and professional development responsibility that may extend
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to team members as well. That would place some joint responsibility on the shoulders of the
project manager to assign team members according to their skill profiles and in line with their
professional development plans. This establishes a collaborative environment between a
functional manager, the advisor and the project managers to act in the best interests of the
individual.

4" [Check Your Progress- A

Q1. Discuss Projects Requiring Financial Advisors.

3.12 SELECTING ADVISORY ORGANIZATIONAL
STRUCTURE

Different organizations have taken various approaches to the structure and placement of the
advisors. Different forms are discussed in the following section

Virtual Vs Real

A virtual advisor performs all the functions like any other advisory body, except that its staff
is allocated to the business unit. These virtual members are available only when their services
are needed. They do not perform any routine functions. Other than a director and perhaps an
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administrative staff the virtual advisors does not have any other budgeted staff. Professional
staffs from the business units that are involved with projects have agreed to volunteer service
to the advisors on an as-needed basis. These individuals, who are generally project managers
themselves, agree to serve for some time and are then replaced. In any cases, they volunteer to
provide only a specified type of service or services.

A real advisor does have a budgeted staff of professional, which includes several senior-level
project managers. They perform, several routine functions, such as PMLC process
improvement programs, project reviews, training design, training delivery, and software
evaluation. The project reviews are a good way to coach other coach managers, monitor the
adoption of the methodology, and uncover best practices. Their strength will probably be that
they offer a healthy dose of project support services to project teams on an as requested basis.

Proactive Vs reactive

The proactive one aligns very closely with the real form of advisor, and the reactive advisors
align closely with the virtual advisors. The real form can be proactive because it has the staff
to take leadership roles in a variety of projects to improve project management processes and
practices. Conversely, the reactive advisor does not have a staff and does well to just respond
to requests for help from project managers and team members.

Its proactive role will extend to monitoring and compliance activities. Its reactive role will
extend to supporting project managers and team as and when needed.

Temporary Vs Permanent

Temporary forms of advisors are very short lived, as soon as their portfolio is complete, that
are disbanded. Or they may be very long lived and continuously add new projects to their
portfolio.

Program Vs Projects

A program is collection of related projects. The related projects always have some
dependencies between them, so there is a need for an oversight organization such as advisors.
Significant resource management problems will arise because of the inter-project
dependencies, and only oversight from the vantage point of an advisor can be effective in
resolving such difficulties.

Enterprise Vs Functional

At enterprise level, they must provide services to all disciplines. They are generally well funded
and well —staffed. They have visibility at the project portfolio level and at the senior
management level and may be involved in strategic roles.

At the functional level, they generally service the needs of a single discipline. They are
generally not as well funded or as well staffed as their enterprise-level counterpart.

Unit 3 Role of Advisors in Project Finance Page 51 of 365



MS 403 Project Finance Uttarakhand Open University

3.13 SUMMARY

The advisors serve the needs of a significant part of the enterprise- such as at the division or
business-unit level. The sole purpose of advisors is improving the processes and practices of
project management for the group of projects and project managers over whom it has a
stewardship responsibilities. The success of advisors appointment is measured against the
reduction in project failure for which the advisors is held directy responsible and accountable.
The advisors also need to have a good sense of the inventory of skills and competencies among
all potential members.That will enable them to advise and suggest technical approaches to the
project.

5= 314 GLOSSARY

Actual Finish Date — The point in time that works actually ended on a
scheduled activity. (Note: In some application areas, the schedule activity is
considered “finished” when work is “substantially complete”

Actual start date — The point in time that work actually started on a schedule
activity.

Acquire Project Team (Process) -The process of obtaining the human
resources needed to complete the project.

Activity Sequencing — The process of identifying and documenting
dependencies among schedule activities

Approved Change Request — A change request that has been processed
through the integrated change control process and approved. Contrast with
requested change.

Brainstorming — A general data gathering and creativity technique that can be
used to identify risks, ideas, or solution to issues by using a group of team
members or subjects-matter experts. Typically, a brainstorming session is
structured so that each participant’s ideas are recorded for later analysis.

Expansion Project: A project that is aimed at increasing the plant capacity of
the current product range.

HRMS - Human Resource Management System
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V.
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PMLC - Project Management Life Cycle
PSO - Project Support Office

Project buffer — A time buffer introduced at the end of the critical path by
extracting time from all the activities that lie on the critical path.

Project scheduling — The process of laying out all the actual activities of the
project in the time order in which they are to be performed, keeping in view the
logical sequence of the activities.

Post project audit — An evaluation of a project after its completion.

Replacement project — A project that is aimed at replacing some of the plant
and machinery that has been worn-out, with new plant and machinery of the
same capacity and specification.

Slack (of an event) — The difference between the latest finish time and earliest
start time of an event.

WBS (Work break down structure) — A process by which the whole project
is divided (i.e., broken down) into various sub-projects, the sub-projects into
various tasks, the tasks into various sub-tasks and finally the sub-tasks into work
packages.
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? 3.17 TERMINAL QUESTIONS

Q1. Explain the concept of advisors in project financing.

Q2. What are the various services that project advisor is expected to perform?

Q3. Why project advisor is required in any project?

Q4. Mention various project where advisors role is essestial.

Q5. What are the duties of specialist financial advisors?

Q6. Elaborate the different advisory organizational structure.

Q7. Explain in detail the role of financial advisor in the process of project management.

Q8. If you want to prevent a manager from making an investment, how do you ensure
they understand the risks?

Q9. How would a project manager check the accuracy of project financer work?

Q10. What methods/metrics do advisor use to evaluate a company’s performance?
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UNIT 4 PROJECT DEVELOPMENT  AND
MANAGEMENT

4.1 Introduction

4.2 Objectives

4.3 Project development

4.4 Cost Estimation and Project Management
4.5 Summary

4.6 Glossary

4.7 Answer to check your progress

4.8 References

4.9 Suggested Readings

4.10 Terminal Questions

4.1 INTRODUCTION

In the previous unit you have understood the role of advisors in the project financing. For the
investors or developers of the project with their expertise they bridge the gap between the
expected and the actual project. In this unit we will try to understand the different stages and
the development of the project before the project is commenced. Planning is to be made in
such a way that the project delivers the result as expected prior to the starting of the project.

As we know that the need of the day is large and sustainable infrastructure for the
development of the economy and nation as a whole. This requires commitment of funds for
long term in nature. Cost of failure of the project after the planning, development and
management of the projects can be very costly for the organizations and the investors. So, to
make this failure proof the investors wish to have a plan which can make certain the
estimation of the project at different stages and judge the course and success of the project as
it progresses.

The whole process goes through the various stages of idea generation, idea evaluation and
selection of the most profitable project idea for the investors based on the projected outcomes
in the future. Projects are selected based on different criterions depending on the time horizon
of the investors, availability of funds, future prospects of the project, market availability and
demand projections for the product in future, etc. These factors are incomplete without
consideration for the cost factors involved with the different stages of the project. The costs
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are dependent on various factors like inflation rate, interest rates and exchange risk prevailing
within the country and the international markets. At project development and management
stage the cost estimates help in deciding the source and implementation of the funds on the
projects. For this the estimates had to be reliable and justifiable based on the present market
conditions and the experiences and suggestions of the project advisors. Otherwise it would be
impossible to carry the financial appraisal, preparing the business plan, creating project
budget sheets and other detailed reports. It empowers the project managers to have a control
over the other cost factors like raw material, human resources, machines etc.

Primarily we will discuss it in length the generation and screening of project ideas, phases of
the projects and the cost estimation for having effective management of project. These factors
will help to ensure maintain and attain the objectives of the project while ensuring it to be
restricted as a planned activity based on different phases of the project.

4.2 OBJECTIVES

After reading this you would be able to understand:

e Understanding the idea generation and selection
e Understanding the phases of project
e How cost estimations are made for project management.

4.3 PROJECT DEVELOPMENT

Planning and evaluation of the different aspects of the project decides the success and returns
in future. This exercise is to be done with care and caution because it decides the growth rate
and direction of the whole organization in future. The ideas generated had to go through
severe testing mechanisms so that they get financial investments. In this direction the project
feasibility study is conducted first had before committing funds for the selected project idea.
The feasible project has to go through the detailed study to get into minute details. Details
like cost benefit analysis are given due weightage as it helps in estimating the cash flows in
future. The cash flows of future are depended on the various risk factors which are internal
and external in nature. These factors are considered and a discount factor is considered to
generate the required rate of return from the project . This make sure maximum returns
without increasing the risk during the economic years of the project.

The stages of project development primarily include:

e Idea Generation

e Screening of Ideas

Unit 4 Project Development and Management Page 56 of 365



MS 403 Project Finance Uttarakhand Open University

Cost Estimation

Selection of ldeas

Implementation of Idea

Evaluation and control

In the following part of the unit we will try to understand the various aspects of the project
idea generation, screening and different phases of the project financing. This requires
judicious understanding of the environmental conditions and the capabilities of the
organizations to develop concepts into realities. The business environment consists of
economic factors, government sector, technology, socio-demographic aspects, competitors
and the presence of buyers and suppliers.

For its internal capabilities the organizations go for SWOT analysis to understand realistically
the strengths and weaknesses so that the opportunities from the external environments can be
utilized better.

4.3.1 GENERATION OF PROJECT IDEAS

Implementing a successful idea leads to fruitful returns by the project in the future. But the
question comes, from where shall we get an idea which can be converted into a return
yielding investment of future. The traditional approach in this direction is the search for the
operational objectives behind such idea generations , can be like:

e Project should reduce the cost of product

e Project shall improve productivity

e Project shall have the capability to have efficiency and effectiveness for
capacity utilization

e Project shall support to meet the market demand

e Diversification into new businesses

e Modernization of the existing business through such project with
technological advancements

e Extension of the existing business through the new project with

e Auvailing tax benefits through projects

The other approach is SWOT analysis which ensures that the strategic plans, budgets and
operating plans are backed by the situational analysis. in realistic terms it makes the project
plans achievable. SWOT analysis stands for Strength, Weakness, Opportunities and Threat
analysis. Here the internal factors are the Strength and Weaknesses of the organization, while
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the Opportunities and Threats are posed to the organization by the external environment in
which the business exists.

Every organization considers the projects that:

e Increases the strength of the organization.

e Reduces the weaknesses of the organization

e Support organization in getting benefited from the opportunities from external
environment

e And accepting the project that helps in reducing the threats from the external
environment.

The most promising tools and framework that are defined to make strategic decision by the
investors are:

1. Porters Five Forces Model
2. SPACE model
3. Life Cycle Approach

1. Porters Five Forces Model: (See figure 4.1 Porters Five Forces Model)

In this model Prof. Michel E. Porter had made a perfect demarcation between the factors that
are accountable for the competitive advantage of the industry. So projects that support
industry in increasing the strength by having it equipped for better feature after analysing the
effecting five competitive forces:

i) Threats from new entrants

i) Threats from substitute products
iii) Rivalry amongst the existing firms
iv) Bargaining power of suppliers, and

V) Bargaining power of the buyers

i) Threats from new entrants: In an existing industry there are always threats from the new
contestant in the form of reduction in market share due to price wars, better marketing and
competitive and sometimes lower prices; offers to attract competitors’ customers,
technological advantage, products with added features, customer looking for a change can
have option to change.
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Existing industry firms tries to get rid or reduce this risk by attaining competitive advantages.
For this they form groups, have representation get heard by the governments to safeguard
their interests. Government as a major stakeholder ensures that the interest of the economy is
taken care of and betterment of the industry can take place. The industry tries to attain
competitive advantage by;

e Reducing this threat by having competitive advantage due to Economies of scale that
IS not possible for a new entrant to achieve in the initial years of entry.

e Having proprietary product disparity in the form of copyrights and patents.

e Strong brand identity available with the firm and its recognition by the customers and
the industry as a whole.

e Higher switching costs reduce the entry of the new competitors.

e Here switching cost refers to the cost associated with shifting from one product or
industry to other products or industries.

e Higher capital requirements for capital intensive industries like steel, cement, ores get
less competition from small investors due to long term funds blockage and cost of
capital.

e Less access to distribution channels distracts the new entrants to enter into the
industry

e Availability of absolute cost advantages with the firms reduces the margins for the
other competitors to offer product at such competitive prices.

e Stringent or restrictive policies of government stop new entrants for example in India
competition in space exploration and arms and ammunition is specifically with the
Indian government, so the government had powerful stake in this area.

i) Threats from substitute products: Substitute products sometime replace the existing
products and reduce their market share too. For example, refined oil was once an alternative
or substitute option for the vegetable oil, but it had now captured the major share of not only
vegetable oil but had been an alternative for the costly ghee or butter. So, to get rid of such
substitutes the firms try to have;

e A better price performance than the substitutes,
e Higher switching costs for such alternatives so that it becomes tough for them to have
many products in their portfolio to offer to the customers.

e Reducing buyer intention to try the substitute alternative

iii) Rivalry amongst the existing firms: Competition amongst the different firms of the
same industry takes place for increasing or retaining the existing market share. For this
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company uses price, quality, product features, patents and copyrights, services, etc to be
competitive in the market. Due to these reasons the profit margins get reduced and so does
the profitability. Hence it becomes tough for the new entrants to enter and get profitable.

The other reasons for rivalry amongst the industry player are:

e Rivalry is generally more for the industry with higher growth rate.

e Industries requiring higher investment in fixed costs.

e Industries having overcapacity and unutilized resources.

e Industries with existing product differences.

e With long term existence brand identification becomes an edge for the existing
companies.

e Some of the firms remain in the business due to higher switching costs and exit
barriers.

e Presence of diversity amongst the competitors allows space of the existing
competitors only .

e Companies acting as subsidiaries or ancillary units with corporate stakes had to
remain in the competition.

iv) Bargaining power of suppliers: If the suppliers increase the prices of the components of
the product then its prices will also increase. For firms with such suppliers lose their
competitive advantage to the other competitors. Dependency for such raw material on
suppliers hurts the profitability of the firm. Suppliers become get more bargaining powers
due to:

e Differentiation of inputs which are supplier by specific suppliers .

e Higher switching cost of suppliers and firms of the industry make the supplier more
attain more bargaining power .

e Less presence of substitute inputs for the firms.

e Association due to supplier concentration at the same place make them decide the
price and don’t allow them to lose their advantage to the buyer firms or industries .

e Presence of a few volume suppliers make them more important as they only can meet
the buyers demand and decide the price with strong monopoly.

e Cost and importance of raw material from specific suppliers for the total purchases by
the specific industry.

o If the suppliers are competent and motivated enough to go for forward integration and
start producing the same product make them have more bargaining power. While it
gets reduced if there is any threat of backward integration by firms in the industry to
break such monopoly or bargaining power of such suppliers
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v) Bargaining power of the buyers: In case of the buyers having union or association which
fights for the price and other interest of theirs , it make them attain more bargaining powers.
They can demand for better services, quality and related features from the products, which
effectively increase the cost and reduces the profit margins for the firm. Buyers bargaining
power reduces with the development of new and developing markets for the products of the
firm.

The primary reasons of buyers having more bargaining power is due to:

Buyers association or unions being more powerful than that of the firms or industries.
Buyers have high volume demand for the products of the firm .

Buyers switching costs is low than that of the firm switching costs makes it tougher for the
suppliers to take a competitive edge over the buyers .

Better equipped and informed buyer can use information and demand better.

Higher availability of substitute products for the buyers , etc

THREAT OF NEW
ENTRANTS

\ 4

BARGAINING POWER RIVALRY AMONGST
OF SUPPLIERS .| THE EXISTING FIRMS BARGAINING POWER
| OF INDUSTRY “— | OF BUYERS
A
THREAT OF

SUBSTITUTES

Figure 4.1 Porter’s Five Forces Model

Unit 4 Project Development and Management Page 61 of 365



MS 403 Project Finance Uttarakhand Open University

2. SPACE Model

The Strategic Position and Action Evaluation Matrix (SPACE) was developed by Prof. Alan
Rowe, Prof. Richard Mason and Prof. Karl Dickel. The SPACE matrix is an effective
management tool that helps in analysing the strategy of the company. It can be used with the
other analysis tools like SWOT, BCG Matrix etc.

Based on the analysis of the position of the firm, it can decide which type of project it should
accept to get the maximum benefits out of it. For this the matrix suggests the four quadrants,
See Figure 4.2 Format of SPACE matrix:

1. Aggressive
2. Conservative
3. Defensive, and
4. Competitive

Company should go for having a competitive advantage over the others, so project should
support in this direction. An idea which can make this happen is definitely a point of
consideration for the management of the company. Before going for any of the strategy the
SPACE matrix helps in analyzing the factors (detailed factors are in Table 4.1 Factors of
SPACE matrix) :

=

Company’s competitive advantage (-6 is worst, -1 is best)

N

Industry Strength (1 is worst, 6 is best)

.

Company’s Financial strength (1 is worst, 6 1s best)
4. Environmental stability (-6 is worst, -1 is best)

Table 4.1 Factors of SPACE matrix

Internal factors

1.Company’s Competitive Advantage 1.Company’s Financial strength
e Higher market share e Increases Return on investment
e Better product quality e Supports in leverage

e Effective stage in Product Life Cycle e Increases the cash flow for the

(PLC) firm
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e |ts position in product replacement cycle ¢ Ease of exit from market

e Having customer loyalty ¢ Risk involved in business

e Competitors  inability  for  capacity
utilization

e Having technological expertise

e Having vertical integration

External Factors

2. Industry Strength 2.Environmental stability

e Higher growth potential ¢ Technological changes

e Higher profit potential ¢ Rate of inflation

e Improves the technological know how e Demand variability

e Helps in resource utilization e Price  range of competing
e Capital intensity products

e Difficulty to entry into market e Barriers to entry into market

e Improve  productivity and capacity o Competitive pressure

utilization e Price elasticity of demand

Now the SPACE matrix is used to judge the importance of all of these dimensions on the
Cartesian graph with X and Y coordinates. As per the definition the assumption is that CA
and ES values range from -1 to -6, while the IS and FS values ranges between +1 to +6, the
CA and IS values are plotted on the X axis while the FS and ES values are plotted on the Y
axis.

Based on the results the different postures will occur, these postures will suggest the nature of
strategy to be supported by the project, like;

Aggressive posture when all the dimensions are positive and project idea should be there to
grow the business and market share.
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Competitive posture becomes relevant when the firm has strong competitive advantage but its
financial strengths is not sufficient to compensate for environmental instability. To support
this financial strength needs to be strengthen by raising capital, cost reduction etc.

Conservative posture is visible when the firm in financially stable but lacks the capability for
the return on investments. Project idea should be there to support diversification and options
for having competitive advantage.

Defensive posture arises when all the four dimensions show poor results. At this juncture the
project idea should be there to support the strengths of the firm and help in bearing the tough
times.

FINANCIAL STRENGTH (FS)
6

5
4
3
2
1

COMPETITIVE ADVANTAGE )
1 2 3 4 5 6
INDUSTRY STRENGTH (IS)

ENVIRONMENTAL STABILITY (ES)

Figure 4.2 Format of SPACE matrix
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3) Life Cycle Approach

It’s a well understood now that as living object the firms and product have also a life cycle.
They are born, grow and die as time progresses, it’s the management and its vision which
keep it’s in line with the changing business world.

Idea generated should bear in mind the stage of the firm/product in the life cycle.
Management’s recognition for project starts with the suitability of the product as per the life
stage and vision of the firm. The Life cycle approach states that the product had four major
stages:

i) Introduction stage: At this stage the firm introduces the product with features it can
introduce with new technology and intellectual rights with it. Due to this there can be
similar products that will try to enter into this business, and hence will increase the
competition level. But the most innovative and sustainable idea will be able to survive
and flourish in future.

i) Growth stage: With a strong introductory phase the firm/product moves to the next
stage, i.e., growth stage. At this stage each product tries to capture the market share and
earn profit for the organization.

iii) Maturity stage: this is also the stabilization stage after the completion of the growth
stage. Generally the firms/product get the best out of the market and it’s high time to
perform or otherwise perish.

iv) Decline stage: if nothing is introduced, modified, advancements, diversified as new to
the market and without any change for future, the firm/product generally dies its natural
death.

4.3.2 SCREENING OF PROJECT IDEAS

Through the suggested matrixes and tool and techniques the list of most promising ideas for
the project can be prepared. But the issue now is to finalize only the most promising idea
which can be the best promising project for future. The primary screening is considered to
eliminate the ideas which are not suitable for the firms or organizations. In this regard the
following phases can be considered:

Management vision and mission: Idea shall be in line with the vision and mission of the
management. In this way it should support the organization at present and in future.
Organization acts as a responsible citizen and they don’t wish to venture into business ideas
which are not ethically correct or are not considered being as per the vision of the
organization. As in long run it damages the brand image of the organization as a whole.
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Resources availability: resources add price to the product, so if the product requires costly
inputs or resources than the final price of the product has to be costly. Gaining market share
and lead in the market becomes tough for such products. So, project ideas with easy
availability of resources are well accepted by the investors as they found them to be feasible.

For example, the developing countries are able to attract projects where the resources are
easily available within their national boundaries and with the help of information,
communication, telecommunication and transportation world had become a single market
place without boundaries. Producing vehicle in India is cheaper that producing it somewhere
else due to availability of cheap raw material. Due to this reason any multinational companies
establish their project to get the benefits out if these opportunities.

Demand in the market: if the project idea is able to bridge the gap between the market
demands and supply it with product, it’s well accepted for financial investments. Based on
the life cycle approach if the product is able to meet the market demands it becomes a grand
success. If with its capabilities and resources like channels of distribution, a firm can plan for
exploring domestic and international markets that it can get benefitted from the price
differentials that exists between the countries.

For example, producing typewriters can be seemingly a business idea but without any
demand-supply gap it’s of no worth to invest in such projects.

Cost competitiveness: If companies have cost advantages than its better to invest in project.
For example coffee bean and tea producing firms had advantage of having raw material and
cost advantage with them. So if they make a decision to invest in project to market the final
product to the consumer, that’s seemingly a good business avenue for them. The primary
reason is their control over the cost factors.

Government policies: Idea generated for project financing should consider the policies
promoted by the government. This helps in getting permissions and approvals with ease. The
idea should be in the interest of the economy and the nation. The future of the project
depends on its capability to generate financial and social opportunities for the citizens of the
country. For example, setting up pharmaceutical units at some states in India is convenient
due to the state government’s promotional policies. This way the state governments are able
to attract funds in their states and are able to generate employment opportunities.

Idea screening will decide which of the ideas can be possible within the above stated primary
criterions.
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4" [Check Your Progress- A

Q1. Discus the stages of project development .

Q3. MCQs
i. Opportunities and Threats are

a) Internal to the organization
b) External to the organization
¢) Both (i) and (ii)

d) Non of (i) and (ii)

ii. State which of the following is not a quadrant of SPACE matrix

a) Aggressive
b) Conservative
c) Defensive

d) Cooperation
iii. State which of the following is not a stage of Life Cycle Approach;

a) Introduction
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b) Growth

¢) Maximization

d) Decline

Q4. Fill in the Blanks with appropriate word or words.

i. SWOT analysis stands for : : and

ii. SPACE matrix stands for and

iii. In SPACE matrix Company’s competitive advantage  is worst and s best.

iv. For screening of ideas it should be aligned with the and of
management.

4.3.3 PHASES OF PROJECT

After the initial process of idea generation and screening for the project, now we need to
understand what does it need next to proceed further? For a better understanding of project
identification and implementation we have to understand the different stages of the project
financing. Based on these the need and sources of funds for the project can be identified
further. Organization need to plan it better for the project due to the cost of capital involved
in the decision making. Organization will always try to reduce the cost to make the
profitability from the project to be better. There are three phases in project financing and they
are:

Pre Financing phase

Financing phase

Post Financing phase

Pre Financing phase includes:

P wnheE

a) Project identification

b) Risk identification and minimizing
c) Technical and financial feasibility
2. Financing phase includes:

a) Equity arrangement

b) Negotiation and syndication

¢) Commitments and documentation

d) Disbursement
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3. Post financing phase includes:

a) Monitoring and review

b) Financing closure/ project closure

¢) Repayments and subsequent monitoring

We will read about these topics in depth in the following units as per the need of the subject.

4.4 COST ESTIMATION AND PROJECT MANAGEMENT

After the initial stages of the project idea selection one of the prominent decision-making
support is to analyze and estimate the cost. Cost estimation leads to final decision making,
budgeting and other control measures to be adopted for the project in future. By this way the
yardstick is set through which the accomplishment of the project is judged during the project
development. By these way investors, shareholders and other stakeholders can get satisfied
with the progress of the project.

Through the cost projection the decision makers reduce the risk and the occurrence of certain
events in future, with proper planning and risk analysis. They can also control the whole
process through proper budgeting.

Project cost can be divided into:
1. Fixed and Variable Costs:

Fixed cost include cost which remain the same all through the project life cycle, for example
the setup cost, rental cost, cost of hiring of equipment for establishment of the project, etc.

Variable cost as the name suggests this cost varies with the project life cycle, for example
production material costs, cost of inputs like power and electricity, etc.

2. Direct and Indirect Cost

Direct cost can be directly associated with the department or product and are generally
associated with the particular activity, for example direct material expenditure for a particular
product.

While Indirect costs are like overhead items which are not directly associated with the
products production like corporate taxes, etc.

3. Opportunity Cost

It is the cost of next best alternative foregone for selecting one of the project ideas.

For a project we will see that the cost spreadsheets are prepared that contain all the
information regarding the resources utilized during the production. Resources like labor
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material, financial resources, infrastructure and special categories like contingency and
inflation allowances increase the cost of the product.

Project Cost Estimation Process

We now know about the different kinds of costs and the need of preparing the cost
spreadsheet. Through the cost estimation we would be able to determine the resources that
would be required to make it successful. Now we need to see the different alternatives to plan
for the project, execute it and deliver the project on the pre decided date. Cost wise we have
to now suggest the optimal cost for the project development and its management.

At this stage when the project will start functioning in future we have to make it achieve the
goal for the organization behind setting it and make it successful. Success can be defined on
various parameters ranging from cost reduction to profit maximization, but broadly we can
say a successful project is the one;

e Who gets completed as budgeted or project and on scheduled time

e The standards for quality are met

e Return on the investments can be ensured for the investors, shareholders and other
stakeholders

To make the cost estimation accurate the process involves several techniques and tools, they
are used in combinations or independently. The tools and techniques are:

1. Analogous review: For this we consider the cost of the similar projects which were
established earlier. Due to this it is also known as ‘Historical data analysis’. In this
method we use the historical information which were established earlier and costs of
this historical establishments are used as base to estimate for the current project.

2. Parametric Model: This method is used independently or in combination with the
other tools and techniques for cost estimation. In this model the historical and
statistical data is used and the cost estimations are made for the current project.
Relying on such data the accuracy for the successful project can be ensured.

3. Bottom-up Analysis: All the cost factors are considered independently for the whole
project in pieces for the individual cost components. This is done to consider the
minute details of the project for the betterment and project estimations to be accurate.
Later for the effective decision making for evaluation, control and reporting the cost
of similar nature are clubbed together under different categories and sorted
accordingly.

4. Top-down Analysis: Instead of clubbing of the costs into separate heads like done in
Bottom- up analysis, this analysis considers the overall cost. This analysis determines
the project’s cost factors from the initial phases of the project in the Work Breakdown
Structure (WBS). WBS considers the necessary work items and packages for cost
estimation. Based on these items and packages the experts judge the quantity of work
that is deliverable within the resources available with the project. Based on the cost as
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per the items and packages, the addition or deletion of the items can be done as per
the budgets.

5. Reserve Estimation: This method had its importance due to its capability to handle
the situations where there is an overstated or understated project cost. This method
reviews such shortfalls and helps in assuring the quality and control over the
project.In this method we consider the contingency allowances or reserves for
overcoming the price escalations due to uncontrollable and uncalculated uncertain
conditions. Through the putting of reserves in the cost estimation the risk is mitigated
from the project life cycle.

" |Check Your Progress- B

Q1. Discuss the different phases of Project

Q3. MCQs

I. Successful project is the one;

a) Gets completed as budgeted or project and on scheduled time

b) The standards for quality are met

c) ROI on investments can be ensured for the investors, shareholders and other stakeholders
d) All of the above

ii. Which of the following is not a cost estimation tool or technique ?

a) Top Down Approach
b) Bottom-Up Approach
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c) Reverse Engineering

d) Parametric Model
iii. Cost of inputs like power and electricity, is a

a) Fixed Cost

b) Variable Cost
c) Direct Cost

d) Indirect Cost

Q4. Fill in the Blanks with appropriate word or words.

I. Three phases in project financing are

ii. Equity arrangement, Negotiation and syndication, Commitments and documentation, and
Disbursement are part of phase .

iii. are prepared that contain all the information regarding the resources utilized
during the production.

iv. For a successful project on investments can be ensured for the investors,
shareholders and other stakeholders.

V. considers the necessary work items and packages for cost estimation.

4.5 SUMMARY

All the businesses had vision for growth and profits. Investment in projects that lead in this
direction is that each business looks for. But the question arises which of the project idea is to
be selected and how?

For this we evaluate the position of the firm from different angles and perspectives. We had
seen the various dimensions on which the evaluation is made to come out with the project
that’s help organization in attaining competitive advantage, increase market share and
improve its financial strength.
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Qﬂ
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4.6 GLOSSARY

z &,

SWOT- Swot stands for Strength, Weakness, Opportunities and Threats
SCOPE-  Strategic  Position and  Action  Evaluation  Matrix

WABS - Work Breakdown Structure

% 4.7 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress —A
Q3.i.b

ii. d

iii. ¢
Q4 i. strength, weakness, opportunities and threat analysis.
ii. strategic position and action evaluation matrix
iii. -6 and -1

iv. vision and mission

Check Your Progress - B
Q3.
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~
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Q4
i Pre Financing phase, financing phase and post financing phase
ii. Financing
iii. Cost spreadsheets
\V2 ROI
V. Work Breakdown Structure
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4.10 TERMINAL QUESTIONS

Q1. Comment on usage of SWOT analysis for the project idea generations?
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Q2. How is Porter’s five forces model used in industry analysis and selecting the
project ideas?

Q3. How the SPACE model be used by the firms to decide about its projects of the
organization for the future?

Q4. How the cost estimation does helps in deciding the project idea suitable for the
firm? Elucidate how does it work.

Q5. How the project finance manager uses cost spreadsheets for managing risk in the
project financing ?
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UNIT 5 VALUING THE PROJECT AND PROJECT
CASH FLOW ANALYSIS

5.1 Introduction

5.2 Objectives

5.3 Project Cost

5.4 Sources of Finance

5.5 Cost of Production

5.6 Working Capital Requirement

5.7 Estimation of Profitability / Project Cash Flow
5.8 Project Valuation and Cash Flow Analysis
5.9 Projected Cash Flow Statement

5.10 Summary

5.11 Glossary

5.12 References

5.13 Suggested Readings

5.14 Terminal Questions

5.1 INTRODUCTION

In the previous unit you have studied the different stages of project such as idea generation,
selection, planning, cost estimation and project development. In this unit you will study about
the project evaluation, the project cost, sources of finance, cost of production and project cash
flow statements.

Project finance has not been a new concept. According to historians it is in practice from the
times of Greeks and Romans sea adventures when they used to take sea loans to finance their
sea voyages and share the risk associated with it from storms and pirates. In the late
nineteenth century, lot of limited recourse lending was done to finance railways, oil and gas
projects. So, what is project finance? Let’s understand it from the definitions given by the
various authors.

“Project finance is generally used to refer to a non-recourse or limited recourse financing
structure in which debt, equity and credit enhancement are combined for the construction and
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operation, or the refinancing, of a particular facility in a capital-intensive industry.” — Andrew
Fight.

“The financing of the development or exploitation of a right, natural resource or other asset
where the bulk of the financing is to be provided by way of debt and is to be repaid
principally out of the assets being financed and their revenues.” — Dentons

“Project finance is a method of raising long-term debt financing for major projects through
‘financial engineering,” based on lending against the cash flow generated by the project
alone; it depends on a detailed evaluation of a project's construction, operating and revenue
risks, and their allocation between investors, lenders, and other parties through contractual
and other arrangements.” — E R Yescombe.

“Project finance is the structured financing of a specific economic entity—the SPV, or
Special-Purpose Vehicle, also known as the project company—created by sponsors using
equity or mezzanine debt and for which the lender considers cash flows as being the primary
source of loan reimbursement, whereas assets represent only collateral.” Stefano Gatti.

Project finance is the financing of the long-term, capital intensive infrastructure for public
utilities and industrial projects with the help of limited or no recourse loans where the capital
and interest is repaid from the cash flows generated by the project. The project structure
involves sponsors who are the equity investors and lenders who are lending institutions or a
syndicate of banks. The lenders provide loans for the operation of the project which are
limited or non-recourse and secured by the project assets only. They are repaid from the cash
flows generated by the project. Some of the examples of project finance are oil and gas,
power, mining, telecommunication, etc. These are the large projects which require large
capital funding and it is done through project finance. The project is considered as a
standalone financial entity, separate from the company which is undertaking the project i.e.
non-recourse to the assets of the company. The capital repayment and the interest are paid
only from the cash flows generated by the project. These debts will not be repaid using the
assets of the company.

5.2 OBJECTIVES
After studying this unit, you should be able to;

e Understand the cost of project

e Understand how the valuation of project is done.

e Describe the sources of finance available to finance a project.

e Describe the cost of production and working capital requirements.

e Describe the cost of capital.

e Understand about the projected cash flow statements and balance sheets.
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5.3 PROJECT COST

For every firm or company, private or public, budget is very important. The decisions
regarding expenditure on the various inputs of production, tools and techniques, cost of
capital, etc. are the most important decisions for any company to take due to their long-term
effects, irreversibility and substantial outlays. In a large plant the outlay on specific or
custom-made equipment will be substantial and if the equipment does not meet the specific
requirement then there will be loss and the decision taken cannot be reversed. Therefore, the
capital expenditure decisions need to be done very carefully and project evaluation is very
important for that. The project cost estimation helps in scheduling of the various project
activities and their cost considerations, any variation in the cost, risks associated with them,
etc. In cost estimation different costing alternatives are identified and considered.

The cost of the project depends on following components:

Land and building

Plant and machinery

Technical consultation and training

Fixed assets other than plant and machinery
Preliminary Expenses

Expenses incurred in raising capital
Pre-operative expenses

Margin money for working capital
Miscellaneous expenses and contingency fund

© Nk WNRE

5.3.1 LAND AND BUILDING

The cost of the land includes the basic cost of land if purchased or the premium to be paid if
taken on lease, leveling and development cost, cost of internal and approach roads, water and
electricity cost, etc. It is dependent upon the location as in urban areas cost of land and site
development is high as compared to the rural areas.

Building cost mainly includes cost of civil works, building for the plant and equipments,
workshops, laboratories, warehouses, water supply, power station, godowns, basins, tanks,
hoppers, chests, bins, and other structures necessary for installation of the plant and
equipment, sewers, drainage, staff offices, staff quarters, guest house, canteens, etc.

5.3.2 PLANT AND MACHINERY

It is the main component of project cost. It includes cost of imported machinery and
indigenous machinery and all the costs related to them such as import, transport, taxes,
loading and unloading of these machines, etc. It also includes the cost of spares and stores.

5.3.3 TECHNICAL CONSULTATION AND TRAINING

Purchasing plant machinery is not sufficient. Knowing how to operate it, maintain it or
troubleshoot it is equally important. For that technical consultation is required. Many times
the collaboration with local or foreign technical firm is required for setting up plant and
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machinery, training people to operate it, for supervising and troubleshooting in the initial
stage. This consultation charges paid for the technical know-how and engineering training
and services are included in the project cost.

5.3.4 FIXED ASSETS OTHER THAN PLANT AND MACHINERY

There are other fixed assets which are not part of direct manufacturing process. They are
office furniture and equipments, vehicles, electricity, boilers, generators, transformers,
firefighting equipments, workshop equipments, laboratory equipments, etc. They also include
non-tangible assets such as licenses, copyrights, trademarks, patents, etc. All the cost
regarding these must be considered while calculating the project cost.

5.3.5 PRELIMINARY EXPENSES

Project development phase starts with identifying the project. Once the project is identified,
its market feasibility and economic viability is checked. Based on the positive feasibility and
viability report, the next stage is incorporating the company, drafting the memorandum and
articles of association. All the expenses incurred in these stages are termed as preliminary
expenses and they form the part of project cost.

5.3.6 EXPENSES INCURRED IN RAISING CAPITAL

When capital is raised from the public, there are various entities involved in the process.
They include brokers, underwriters, portfolio managers, registrars, advertising firms, stock
exchanges, etc. The expenses incurred on them are referred as capital issue expenses and they
are included in the project cost.

5.3.7 PRE-OPERATIVE EXPENSES

All the initial expenses before the start of commercial production are pre-operative expenses
which include establishment and set-up expenses, rents, taxes, travelling expenses, interest on
the borrowings, mortgage expenses, insurance premiums, start-up expenses, etc. As they are
directly dependent on the schedule of project implementation, any delay in implementation
results in increase in these expenses. Generally, a little provision is made for these expenses
as some delay is expected in implantation.

5.3.8 MARGIN MONEY FOR WORKING CAPITAL

It is the portion of the loan amount which is blocked and kept by the financial institutions and
is released when there is any shortage of working capital or the project is completed. It is an
important component of the project cost

5.3.9 MISCELLANEOUS EXPENSES AND CONTINGENCY FUND
Certain amount is kept aside for contingency or unforeseen situation. It includes expenses
arising due to higher inflation than the considered one, rise in prices of other components of
the project. It also includes initial cash losses which most of the projects incur in the
beginning.
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5.4 SOURCES OF FINANCE

In order to meet the cost of project, the various sources of finance available are as follows:

1. Share capital

2. Term loans

Debenture capital

Deferred credit

Incentive sources or government subsidies
Unsecured loans and deposits

Lease and hire purchase

8. Miscellaneous sources

No o ko

These sources of finance are explained in detail in the following section.

5.4.1 SHARE CAPITAL

Share capital is divided into two categories: equity capital and preference capital. Equity
capital is the contribution of business owners and equity shareholders. They bear the risk of
losing their money and also the dividend rate is not fixed. The preference capital is raised
through preference shares and generally the dividend is fixed.

5.4.2 DEBENTURE CAPITAL

Debentures are the financial instruments which are used to generate the debt capital. They are
of two types: Convertible debentures and non-convertible debentures. The convertible
debentures are partly or wholly convertible into equity shares as per the pre mentioned time
and price. The non-convertible debentures are the debt instruments which have a maturity
period varying from five to nine years and have a fixed rate of interest.

5.4.3 TERM LOANS

Term loans are the major source of financing to a new project. They are also an important
source of finance for the expansion of the existing projects. They are the secured loans
provided by financial institutions and commercial banks. The two most common types of
term loans prevalent in India are rupee term loans and foreign currency term loans. For
financing land, building, civil works, indigenous plant and machinery, etc. the rupee term
loan is availed. To meet the foreign currency expenses that will incur in importing the
machinery, equipments, technical know-how, consultation, training etc. the foreign currency
term loan is availed.

5.4.4 DEFERRED CREDIT

By furnishing bank guarantee or mortgaging some assets, deferred credit can be availed. In
this the supplier of the plant and machinery provides a differed payment facility which means
the buyer can pay after certain stipulated time for the plant and machinery he has purchased
from the supplier.
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5.45 INCENTIVE SOURCES OR GOVERNMENT SUBSIDIES

In certain locations, to increase the economic activity and for the welfare of the people there,
the government sometimes provides financial assistance in terms of incentive to promote the
setting up of industrial units. These incentives may be in the form of subsidy, seed capital at
very low interest rate, tax exemptions, etc.

5.4.6 LEASING AND HIRE PURCHASE

In lease financing, the lessor (owner of the asset) gives right to use the asset to the lessee
(user) for a specified period in return of lease rental. This type of financing is very popular
for heavy and large machinery, ships, airplanes, etc. In hire purchase, the user gets the asset
by paying an initial deposit and pays the remaining money along with interest over a period
of time. At the end of the term and after all the payments are done, the user gets the
ownership right to the asset.

5.4.7 MISCELLANEOUS SOURCES

Miscellaneous sources of finance include unsecured deposits and public deposits. Unsecured
loans are the loans taken by the promoters of the business from family and relatives without
any collateral. The lenders may or may not get interest on their lending amount. Public
deposits are the deposits taken from general public for a minimum period of six months and
maximum period of 36 months.

In this section you have studied about the various sources of project finance. Now the
question is how to determine which source of finance to choose. It depends on the norms of
the regulatory bodies and financial institutions and key business considerations such as cost,
control, flexibility and risk. To protect the investors and to impart prudence to project
financing decisions, the government, financial institutions and regulatory bodies define
certain norms which need to be followed and facilitate the project financing decisions. The
cost of debt finance is less than the equity finance because the interest payable on debt is
deductable from the taxable income but the dividend to be paid on equity is not deductable.

The second key business consideration is control over the business and operations of the
project. So the promoters of the project would prefer that source of project finance which
helps them keep maximum control in their hands. Flexibility in terms of reserve borrowing
capacity is very important to raise capital in future if need arises. Risk is the most important
key business consideration in choosing the means of finance. Financial risk is the financial
leverage. So if the financial risk is low, the project can sustain the demand and price
fluctuations.
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4" [Check Your Progress- A

Q1. What is project cost? List the various components of project cost.

Q3. Fill in the blanks

I.  Mostofthe ..................... incur cash losses in the initial years.
T PPN expenses are directly related to the project implementation
schedule.
L helps in scheduling of the various project activities and
their cost considerations, any variation in the cost, risks associated with them.
IV, is the contribution of business owners and equity shareholders.

5.5 COST OF PRODUCTION

Before estimating the cost of production, one needs to understand the production and sales
forecasts. For sales revenue estimation, following points need to be considered:

1. In the first year of operation, the capacity utilization should be kept 40-50 % of the
installed capacity due to the constraints like raw material shortage, limited power,
marketing problems, etc. So, it is advisable to keep capacity utilization low in the first
year. In the second year it can be increased to 50-80 % and third year onwards up to
90 % or more.

2. In the initial years the sales would be equal to production, so it is not required to
adjust the finished stock of goods.

3. The selling price shall include the dealer’s commission but not GST.

Following table shows the details to be furnished estimating the sales and production:
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Product

1St 2nd 3rd 4th
yr jyr (yr | yr

Installed capacity

Number of working days

Number of shifts

Estimated production per day

Annual estimated production

Estimated output as % of plant capacity

Sales of after adjusting stocks

Value of sales

Production and sales are closely interrelated therefore they can be estimated together. Once
the Production and sales are estimated, the estimation of cost of production becomes easy.
The various techniques of project cost estimation have already been explained in the previous
unit. So in this unit, the main components of project cost will be described.

The cost of production is the cost of all the goods and services used as inputs in the
production of final goods and it mainly includes material cost, labour cost, utilities cost and
factory overhead cost. We will discuss these one by one.

1. Material cost: It consists of the cost of all the raw material required for production,
components of machinery, chemicals and consumable stores which are used in
production. It is the most important component of the cost of production. The cost of
raw material will include freight and insurance along with its price.

2. Utilities cost: Cost of utilities such as fuel, water, and power is included in the cost of
production. Cost of power is based on the tariff specified by the concerned electricity
boards. Cost of water is the cost of water utilized for boilers and all the operations in
production and is payable water supply department. Cost of fuel includes cost of oil,
firewood, coal, gas etc.

3. Labour Cost: All the wages and remuneration paid to all the employees comes under
labour cost. On the basis of the prevailing rates in the industry, wages are estimated.
Labour cost depends on the number of employees hired and the rate of remuneration
paid to them. The remuneration includes daily wages, basic pay, house rent
allowance, dearness allowance, leave travel concession, gratuity, provident fund,
medical reimbursement, conveyance allowance, bonus, overtime, etc.

4. Factory Overheads: All the expenditure done on rent, taxes, insurance, repairs and
maintenance, etc. come under factory overheads. The repair and maintenance
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expenses are directly related to the age of the machinery. The new machinery will not
require much repairs and maintenance, but the old machinery will need lot of repairs
and maintenance. Therefore as per the age of machinery, provision of repairs and
maintenance expenses should be made. Also there should be some provision for
miscellaneous factor expenses under factory overhead cost.

5.6 WORKING CAPITAL REQUIREMENT

Working capital is the capital which is required for short-term financing of the operations of
the project such as raw materials, importing or local purchasing of components, debtors,
stock of goods-in-progress, stocks of finished goods, consumable stores and operating
expenses. Commercial banks, trade credit, accruals and provisions and long-term sources of
financing are some of the main sources of working capital finance. Commercial banks
provide working capital advances up to their specified aggregate permissible lending limits
and against those current assets for which a certain amount of margin money is provided. For
calculating the maximum permissible amount for working capital, commercial banks use
second method suggested by the Tandon Committee.

As per this method, the borrower has to arrange 25 % of the Total Current Assets (TCA) as
margin. Maximum Permissible Bank Finance (MPBF) calculation is explained with the help
of following example.

Firm ABC has TCA Rs. 100 and Other Current Liabilities (OCL) i.e. without working capital
facilities for the banks Rs. 20. Using the second method, MPBF can be calculated as follows:

Working Capital Gap (WCG) =TCA — OCL= 100 — 20 = 80 -------=-=====-=--- 1)
Margin = 25% of TCA=100%25+100 = 25 --------m-mmmmmmmmm oo (2)
Therefore, MPBF = (1) — (2) = 80 — 25 = 55.

This means that the maximum permissible bank finance is Rs 55.

The margin requirement for working capital finance against the current asset is not fixed but
varies as per the type of current assets. The margin range for different types of current assets
is given below.

Raw Materials 10-20 %
Stock-in-progress 20-40 %
Finished goods 30-50 %
Debtors 30-50 %
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5.7 ESTIMATION OF PROFITABILITY

Till now we have studied cost of production, sales and production estimates. Using these
estimates, we can  prepare the  profitability  projections  which  are
also referred as estimates of working results. The estimates of working results are prepared as
given below:

A. Cost of production
B. Total administrative expenses
C. Total sales expenses
D. Royalty and know how expenses
E. Total cost of production=(A+B + C + D)
F. Expected sales
G. Gross profit before interest = (F — E)
H. Total financial expenses
I. Depreciation
J. Operating Profit=(G-H-1)
K. Other income
L. Preliminary expenses written off
M. Profit/loss before taxation = (J + K—L)
N. Provision for taxation
O. Profit after tax (M — N)
Less Dividend on
-Preference capital
-Equity capital
P. Retained profit
Q. Net cash accrual (P +1+1L)

1. Cost of Production: It is the cost of materials, labour, utilities, and factory overheads as
studied in the previous section.

2. Total Administrative Expenses: These include salaries of administrative staff,
remuneration to directors, professional fees, electricity bill, telephone bill, postage, office
supplies (stationery, printing, etc.), insurance and taxes on office property and miscellaneous
items.

3. Total Sales Expenses: These expenses include salary of sales staff, commission payable to
dealers, packing and forwarding charges, marketing expenses such as sales promotion and
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advertising expenses and other miscellaneous expenses. These expenses vary as per the type
of industry and the competition that prevails in that industry. They can be estimated from the
similar firms in the industry.

4. Royalty and Know how expenses: The royalty rate is usually 25 per cent of sales and it is
often payable for a limited number of years.

5. Total Cost of Production: It is the sum of cost of production, total sales expenses ,
administrative expenses and royalty and know how expenses.

6. Expected Sales: It can be calculated from the estimates of sales and production prepared
we have already studied in the previous section.

7. Gross Profit before Interest: It is the difference between expected sales and total cost of
production.

8. Total Financial Expenses: These include interest on term loans and bank borrowings,
commitment charges on term loans and commission for bank guarantees.

9. Depreciation: In all the projects, especially in capital intensive projects, depreciation
consideration is very important. The rate of depreciation varies as per the type of assets. For
calculating depreciation for tax purposes, the Written Down Value method (WDV) is used
and for company law purposes, both the Written Down Value method and the Straight Line
(SL) method are used.

10. Operating Profit: It is gross profit before interest less total financial expenses less
depreciation.

11. Other Income: Income arising from transactions which are not part of the normal
operations of the firm is shown under other income. Eg. sale of scrap.

12. Write-off of preliminary expenses: Preliminary expenses up to 2.5 % of the cost of
project or capital employed, whichever is higher, can be paid off in ten equal annual
installments.

13. Provision for Taxation: Various incentives, subsidies and concessions have to be
considered for calculating the taxable income. As per the latest Income Tax act and the
income tax slabs, the tax is calculated.

14. Profit after Taxation: This is profit/loss before taxation minus provision for taxation. A
part of profit after tax is usually paid out as dividend on preference capital and equity capital.

15. Retained Profit: After paying the dividend, the remaining profit after tax is called
retained profit or ploughed back earnings.

16. Net Cash Accruals: The net cash accrual from operations is equal to: retained profit +
depreciation + write off of preliminary expenses + other non-cash charges.
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5.8 PROJECT VALUATION AND CASH FLOW ANALYSIS

When an entrepreneur promotes any project, the reason behind his investment is to earn good
returns. For projects which are sponsored by government, financial returns may not be the
criterion for evaluation as they consider social cost benefits, but for the private projects, the
main reason for promotion and investment is attractive returns on the investment. If there are
many projects and all of them appear to have good profit earning capacity, then which will be
better and give maximum return to the investor? The investor will have to do the comparative
study or financial analysis of the returns of all the alternatives (projects) before investing in
any one. This is known as project valuation or cash estimation. The project valuation is done
using the following two techniques:

e Discounted cash flow techniques and
e Non-discounted cash flow techniques.

You have already studied about these methods in ‘Financial Management’ in detail. So in this
unit a quick recap is given.

5.8.1 DISCOUNTED CASH FLOW TECHNIQUES

As the name suggests, in this method of project valuation, the future cash flows are
discounted by a rate that accounts for the inflation i.e. time value of money and the
opportunity cost. Time value of money you have already studied in previous semester. There
are four methods of investment evaluation using discounted cash flow techniques. They are
as follows:

1. Net Present Value (NPV) method
2. Internal Rate of Return (IRR) method
3. Profitability Index (PI) method and
4. Benefit Cost Ratio (BCR) method
1. Net Present Value (NPV) method:
This method takes into account the time value of money i.e. the present value of all the
expected cash flows in future.
NPV of cash flows = Present value of all future cash flows over the life of project — Present
value of cash out flows

NPV = CF1/ (1+r)' + CF2/ (1+r)2 + CFa / (1+r)3+........ooeen . + CFn/ (1+41)"

Where CF1, CFz,............. are the future cash inflows at the end of the first year, second
year and so on.

n =life of project in years.
r = discount rate

NPV = 0 indicates that present cash outflows and the present value of future cash inflows are
equal.

NPV < 1, present value of future cash inflows is less than the present cash out flows. The
project should be rejected.
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If NPV > 1, the present value of future cash inflows is more than the present cash out flows.
That means the project has positive rate of return and should be considered for investment.

2. Internal rate of Return (IRR) method:

The internal rate of return of a project is the discount rate that makes the NPV equal to zero
i.e. the present value of cash out flows and the present value of the cash inflows become
equal.

NPV = CFo + CF1 / (1+IRR)! + CF2 / (1+IRR)? + CF3 / (1+IRR)® +................... + CFn /
(1+IRR)"

CFo - Initial investment

CF1, CF,.....CFy are cash inflows
IRR — Internal Rate of return

n — year and

NPV — Net Present Value.

In this method, discount rate is assumed and the NPV is calculated. Then the NPV is set
equal to zero and internal rate of return is calculated.

3. Profitability Index (P1) method:

This is another method of project valuation technique. It is also known as profit investment
ratio. In this method, an investor can quantify the amount of value per unit investment.

It is calculated by dividing the present value of the future cash inflows by the initial
investment in the project. Project with higher profitability index will give attractive returns on
the investment in the project.

Profitability Index = Present Value of Future Cash Inflows + Initial Investment in the Project.
4. Benefit Cost Ratio (BCR) method:

This method is used in cost benefit analysis. It compares the present value of all benefits i.e.
present value of all the future cash inflows with that of the cost and investments of a project
or investment.

If BCR <1, Investment will not be profitable i.e.it will generate losses.
For BCR =1, Investment option will neither make loss not be profitable.
If BCR > 1, the investment option is profitable.

5.8.2 Non-discounted Cash Flow Techniques
The two methods used for project valuation are Pay Back Period (PBP) method and
Accounting Rate of Return (ARR) method.
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1. Pay Back Period (PBP) method:

This method is one of the simplest methods of investment or project evaluation. Payback
period is the time required to recover the original investment on the project i.e. number of
years it takes to recover the initial investment.

2. Accounting Rate of Return (ARR) method:
It is also referred as Average Rate of Return method.
ARR = Profit after Tax / Book Value of Investment

Profit after Tax is the average annual cash inflow after tax over the life of the project.

5.9 PROJECTED CASH FLOW STATEMENT

Cash flow statement shows the cash inflows and outflows of the firm and how they impact
the cash balance of the firm. A projected cash flow statement is the listing of cash inflows
and outflows for an upcoming period, usually a year. It is used to evaluate the cash inflows
and outflows to determine when, how much and for how long cash deficits or surpluses will
exist for a business during an upcoming time period usually a year. Only cash items are
included in the cash flow statements. Based on the data from the projected cash flow
statements, if it shows cash surplus then plans and schedules for loan repayment and short-
term investments can be made. If it shows cash deficit then it can justify loan requirement.
Therefore, it is very helpful in project evaluation, financial planning and funds control. One
simple projected cash flow format is given here.

Cash Flow Statement

Sources of Funds

=

Share Capital

Profits before taxation and interest

Depreciation provision for the year

Development rebate reserve

Increase in secured medium and long term borrowings for the project
Other medium/long term loans

Increase in unsecured loans and deposits

Increase in bank borrowings for working capital

Increase in liabilities for deferred payment (including interest) to machinery
suppliers

10. Sale of fixed assets

©ooN O WD
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11. Sale of investments
12. Other income (indicate detail)

Total (A)

Disposition of Funds

1. Capital expenditure for the project

2. Other normal capital expenditure

3. Increase in working capital (Current assets other than cash — Current liabilities
other than bank borrowings)

4. Decrease in secured medium and long-term borrowings

- All India Institutions

- SFCs

- Banks

5. Decrease in unsecured loans and deposits

6. Decrease in bank borrowings for working capital

7. Decrease in liabilities for deferred payments (including interest) to machinery
suppliers

8. Increase in investments in other companies

9. Interest on term loans

10. Interest on bank borrowings for working capital

11. Taxation

12. Dividends

- Equity

- Preference

13. Other expenditure (indicate details)

Total (B)

- Opening balance of cash in hand and at bank
- Net surplus/deficit (A-B)
- Closing balance of cash in hand and at bank

Source: Projects-Planning Analysis, Selection, Financing, Implementation and Review by
Prasanna Chandra, 9" Edition, 2019.
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Projected Balance Sheet:

The balance sheet reflects the financial state of a firm at a given point of time. The Projected
balance sheet exhibits the expected changes in future asset investments, equity financing and
outstanding liabilities. It helps in long-term strategic financial planning. The format of
balance sheet as prescribed in the Companies act is given below:

Balance Sheet Format

Liabilities Assets
Share Capital Fixed Assets
Reserve and Surplus Investments
Secured Loans Current Assets, Loans and Advances
Unsecured Loans Miscellaneous Expenditure and Losses
Current Liabilities and provisions

Liabilities side shows the various sources of finance used in project such as share capital
which is equity and preference share capital, reserves and surplus i.e. accumulated retained
earnings of a company, secured loans, unsecured loans and current liabilities and provisions.
The accumulated retained earnings like debentures redemption, dividend realisation and
general reserves. Secured loans such as debentures, term loans from commercial banks and
financial institutions are the loans against which security has been provided. Unsecured loans
such as unsecured loans from the promoters, relatives and family, fixed deposits from public
are the loans against which no security is provided. Current liabilities are short-term
obligation and include payables from raw material and supplies used in production, wages,
salaries, rents, etc. Provisions represent the provision for pension, gratuity, taxes, dividends,
etc.

The funds utilized in the business are shown on the assets side of the balance sheet. They
include fixed assets such as plant and machinery and all the other resources which are used in
the production of gods and services and are shown at their original purchased price minus
depreciation. Investments represent the financial securities that the business owns. Current
assets, loans and advances include cash, inventories, debtors, loans and advances made by the
firm.
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4" [Check Your Progress- B

Q1. Explain discounted cash flow technique of project valuation.

5.10 SUMMARY

Project finance is the financing of the long-term, capital intensive infrastructure for public
utilities and industrial projects with the help of limited or no recourse loans where the capital
and interest is repaid from the cash flows generated by the project. The cost of the project
depends on (1) Land and building, (2) Plant and machinery, (3) Technical consultation and
training, (4) Fixed assets other than plant and machinery, (5) Preliminary Expenses, (6)
Expenses incurred in raising capital, (7) Pre-operative expenses, (8) Margin money for
working capital and (9) Miscellaneous expenses and contingency fund.

The cost of production is the cost of all the goods and services used as inputs in the
production of final goods and it mainly includes material cost, labour cost, utilities cost and
factory overhead cost.

From the definition you can understand that a project needs lot of finance. The various means
or sources of finance are: Share capital, term loans, debenture capital, deferred credit,
incentive sources or government subsidies, unsecured loans and deposits, lease and hire
purchase and miscellaneous sources.

Working capital is the capital which is required for short-term financing of the operations of
the project such as raw materials, importing or local purchasing of components, debtors,
stock of goods-in-progress, stocks of finished goods, consumable stores and operating
expenses. Commercial banks, trade credit, accruals and provisions and long-term sources of
financing are some of the main sources of working capital finance.
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Valuation of the project for profitability is done using non-discounted cash flow techniques
and discounted cash flow techniques. For non-discounted cash flow financial analysis Net
Present Value (NPV) method, Internal Rate of Return (IRR) method, Profitability Index (PI)
method and Benefit Cost Ratio (BCR) method are used. For discounted cash flow analysis
Pay Back Period (PBP) method and Accounting Rate of Return method is used.

Based on the data from the projected cash flow statements, if it shows cash surplus then plans
and schedules for loan repayment and short-term investments can be made. If it shows cash
deficit then it can justify loan requirement. Therefore, it is very helpful in project evaluation,
financial planning and funds control. The balance sheet reflects the financial state of a firm at
a given point of time. The Projected balance sheet exhibits the expected changes in future
asset investments, equity financing and outstanding liabilities. It helps in long-term strategic
financial planning.
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_ EEG 5.11 GLOSSARY

Project Finance: Project finance is the financing of the long-term, capital intensive
infrastructure for public utilities and industrial projects with the help of limited or no
recourse loans where the capital and interest is repaid from the cash flows generated
by the project.

Debentures: Debentures are the financial instruments which are used to generate the
debt capital

Deferred Credit : In this the supplier of the plant and machinery provides a differed
payment facility which means the buyer can pay after certain stipulated time for the
plant and machinery he has purchased from the supplier.

Lease Financing: In lease financing, the lessor (owner of the asset) gives right to use
the asset to the lessee (user) for a specified period in return of lease rental.

Cost of Production: The cost of production is the cost of all the goods and services
used as inputs in the production of final goods and it mainly includes material cost,
labour cost, utilities cost and factory overhead cost.

Working Capital: Working capital is the capital which is required for short-term
financing of the operations of the project such as raw materials, importing or local
purchasing of components, debtors, stock of goods-in-progress, stocks of finished
goods, consumable stores and operating expenses.

Unit 5 Valuing the Project and Project Cash Flow Analysis Page 93 of 365



MS 403 Project Finance Uttarakhand Open University

Cash Flow Statement: Cash flow statement shows the cash inflows and outflows of
the firm and how they impact the cash balance of the firm for an upcoming period,
usually a year.

Balance Sheet: The balance sheet reflects the financial state of a firm at a given point
of time.
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& 514 TERMINAL QUESTIONS

Q1. What are components of cost of project cost? Explain each one in detail.
Q2. Explain the various means of project finance.

Q3. Describe in detail the main components of cost of production.

Q4. Describe main components of cash flow statement.

Q5. Explain working capital requirement and how maximum permissible bank
finance limit is calculated.

Q6. What points are required to be considered for sales revenue estimation?

Q7. On what basis the means of finance are selected for a project
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UNIT 6 PROJECT FEASIBILITY STUDIES

6.1 Introduction

6.2 Objectives

6.3 Project feasibility studies

6.4 Summary

6.5 Glossary

6.6 Answer to check your progress/Possible Answers to SAQ
6.7 References

6.8 Suggested Readings

6.9 Terminal and Model Questions

6.1 INTRODUCTION

In the previous unit you have understood the valuation of the project and projects cash flows.
By now you would be able to understand the specific need of such huge projects. Projects can
be funded by public venture, private organization or by both through Public Private
Partnership. They need to raise huge amounts of capital and try to predict the future to ensure
stability. These funds are generally raised through building a financial structure including
debt, equity or both and credit enhancement. In project financing as per the life stage of the
project, the credit rates also changes. To make them more appropriate and relevant the need
of the cash flow forecasts for the projects are needed. The credit facilities are clubbed with
the equity funding by the project sponsors. This makes them effectively cover all the costs
while considering all the risk and working capital funds requirements.

As the project is supposed and proceed as predicted but generally, they are based on
secondary data and the available internal information. The estimates are generally predicted
based on the experience of the respective teams. This becomes the base on which the projects
costs and cash flows are predicted. But they have to pass through the viability test to full
proof the results in future as the period of engagement of funds is long and irreversible. Due
to nature of the Project finance funds are needed to be blocked with a long term perspective.
But before its execution they have to pass the feasibility test to get approval of the
management or the board.
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In this unit we will try to understand the concept and importance of market and technical
feasibility. We will also learn to use the techniques for the market, technical and financial
feasibility.

6.2 OBJECTIVES

After reading this you would be able to understand:

e Importance and Scope of project feasibility studies.
e Types of different feasibilities and forecasting based on them.
e The importance of demand forecasting techniques.

6.3 PROJECT FEASIBILITY STUDIES

In most of the project finance cases, the process of financing for a project starts with the
identification of the prospective projects. Out of these prospective projects ranking is to be
done based on analysis on different parameters. Only the most suitable project will be
considered to allocate funds and execution of project will follow that. Most of the projects
generally go through the market feasibility, technical feasibility and financial feasibility. But
in case of government funded projects two other aspects are added to it i.e., economic and
social feasibility. These two aspects are to be considered in addition to environmental
feasibility. Surveys in this manner are done by the respective feasibility group who study the
various aspects of the project. They study marketing aspect, technical aspect and financial
aspect involving long term funding for the project. Through these surveys they collect
information and propose a concrete proposal. These proposals help the decision maker to
finalize it base d on the sufficient information available with the proposal.

The points of concern for these proposals are:

a) Commercial aspect: with the commercial viability of a project manager tries to ensure
the cash flow from the activities at the level of the project. For example: generally,
roads are constructed on Public Private Partnership (PPP) Concept, here the party
operating the road needs to ensure that there is good traffic on the road, so that they
can collect the toll and try to get profitable at the earliest.

b) Economic aspect: this involves the availability of resources man, machine, material
and money. It should be in line with the commercial aspect of the project so that they
can get the proposed profits while ensuring the demand. VVolumes can help in ensuring
the profits and govern the variables like sales, purchases, expenses etc.

¢) Financial aspect: all of the resources are to be purchased or they need to be paid from
the financial resources available with the project. For this, the proposal should
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consider the elements related to financials like cost of capital, sources of funds,
projection of sales, production, cost of production, budgeting, working capital
management, break even point, projected cash flows and the projected financial
statements. Budgeting helps in comparing the projected and actual performance at the
project level.

d) Technical aspect: of the project helps in ensuring the availability of the technical
support for the project. Technical aspects of the project help a business entity to judge
its capability or seek support of outsourcing through consultancy. It tries to smooth
functioning of the project in future. For this the team has to ensure availability of land
dedicated to the project, availability of resources like water and electricity,
transportation, communication, human resources and support needed to make them
effectively work like food, lodging, transportation on and off site etc., technical
support to the project during the shutdown period for repair, ensuring availability of
raw material as per demand and phase of the project.

e) Social aspect: it basically covers the social issues and the social cost associated with
the execution of the project. The project cost can’t be considered in isolation it’s
always accompanied with the economic returns that it will yield in future. As for all
the projects it’s the society that serves as the customer as well as the supplier or
provider of factors input. For such aspects we conduct the social- cost benefit analysis
where we identify and quantify the costs-benefits associated with the project.

f) Management vision and mission: this is the dynamism of the management that
decides the future of the project. Project of this nature takes long time to get
implemented and executed. So it’s the foresightedness of the management to explore
the risk factors involved with the projects and make them successful in spite of any
hurdle of future. This is the qualities of the management that can make an ordinary
project successful with its inputs and action on time.

6.3.1 IMPORTANCE AND SCOPE

Project life cycle is spread over a period of time it includes the availability of site for the
project, type of project, technology to be used, volume of the project, scope and speed of the
execution of the project. For this it needs to consider the commercial, economic, financial,
technical and social and management’s aspect.

Due to the following reasons the importance and scope of the project financing can be
understood better:

a) Growth-The effect of the investment decision never works in isolation. It always
impacts the present as well as the future. As it is of long term in nature, so the
consequences of the current expenditure can influence the direction of the whole
organization in future. One successful project may attract other bigger projects in
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b)

d)

future and vice versa the bad project will hamper the image of the sponsors and will
divert them from the opportunities in future.

Risk- Underestimating of risk can be costly for the sponsors. As for them it’s the
scarce resource which needs to be deployed judicially while ensuring returns of the
future. Returns of one project may supplement the other projects in future and may
help in reducing their riskiness. As funds works in a systematic chain method, one
result is linked with the starting or stage of the project.

Funding- Source of funds are scarce for the sponsor because every project has an
opportunity cost. This cost is the cost of return that can be earned from the next best
alternative which was not selected due to selection of this project proposal and the
returns associated with this. These sources of funds need commitment to ensure
returns in future either interest or dividend.

Irreversibility; execution of the project takes place after going through the various
feasibility reports and time commitment. Later the commitment of funds and other
resources are made for the long life of the project. It’s tough for the executing party to
irreversibly make each thing normal as was previously. Irreversibility or cancellation
for that subject of the project is very costly for the sponsors of the project.
Complexity: Long term commitments of funds are the most difficult decision of the
sponsors. They are considered after proper assessment of alternatives and selection of
the most excellent for the future of stakeholders. Predicting for future based on the
available historical information makes the feasibility report so important for the
decision makers.

Scope of the project is defined by the analysis of commercial aspect of the project,
capacity of plant, availability of technology, support system for the equipments and
civil works, condition at site for the workers, availability and supply of raw material
for the production. The detailed reports are considered in feasibility reports and helps
in estimating the cost of production and future cash flows to reach break-even point
and generating profit afterwards.

6.3.2 MARKET FEASIBILITY

Products with customer centric approach and having demand in the market are always
profitable as an investment alternative. Though factor effecting demand may differ from one
place to the other, geographical location to location, but the basic nature of the product may
remain the same. For example a refrigerator is need of the day, but its demand may vary from
north to south, east to west based on the climatic conditions, but the purpose those
refrigerators serves will remain the same.
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The market feasibility study tries to access the potential demand in the market and the
projections based on the conducted survey. Based on these surveys the sponsors can
understand the demand of the market and the completion present in the market.

As demand in the market are different so are the product. It’s the choice of the sponsor that it
wishes to fulfill the demand of the section of the market through its project. For example in
case of refrigerators it’s the size of the room, price of the refrigerators, running cost of
refrigerators, brand loyalty of the customer, after sales service by the company and many
other reasons effects its demand.

For production of a product like this or a new or unique product the decision maker has to get
the information collected and analysed before reaching to a final conclusion. This is also
known as market analysis. For the existing products of same nature, the past performance of
the competitors can be studied and predictions can be based on the available historical
information. But for a new product the predictions can be based on substitute products or
other products that may replace this new product. Example could be the launch of personal
telephone handset, before that it was the fixed landlines that were available but with the
different features. So, these phones have to introduce better ring tones, better screens and
features like mobility to get the customer shift from the landline to their mobile handsets.

So at that juncture if a company wished to launch mobile handsets for competing with the
fixed landline phones it had considered various aspects like economic and financial
conditions of the customers before production and pricing of the product.

Before engaging funds for long term, the decision maker has to go through market analysis.
This can be done through historical data analysis and analysis of factors affecting the demand
and supply of the product in the market. Broadly we can divide these into:

a) Economic factors and indicators
b) Demand projections

c) Supply estimates

d) Demand supply gaps

e) Critical success factors

f) Situation analysis

a) Economic factors and indicators: there is a huge difference between the want and
demand of the product. An individual want many needy as well as lavish things in
life, but it’s his paying capacity that make or stops him from buying a product. So we
can say want and needs are to be supported by the purchasing power to get the
demand executed at the ground level. In this case the purchasing power and demand
can be judged by the economic indicators like inflation, gross domestic product
(GDP), per capita income, population, literacy, income, income disparity,
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b)

urbanization, money supply, currency exchange rates, government spending, tax rates

Demand Projections: with the seasonal products like Air conditioners, fans, coolers
etc which are bought generally more at the starting of the summers or during the
summers. For the suppliers of the products it’s very important to be specific about the
demand and products availability to meet these demands.

Question may arise how a supplier will decide about the demand in advance? He can do that
by analyzing the factors affecting the demand like; (i) user of the product, (ii) important
features of the product, (iii) complementary and substitute products availability in market,
(iv)demand based on regional, local and international level, (v) infrastructural support to
fulfill the demand ;

User of the product facilitate in decisions regarding demand that will rise in the
market. For example if we consider the case of soaps, users of rural market and
urban market are very different. So changing their mentality can be a big issue for
the marketer to increase the demand. Sometime educating the customer about the
characteristic of the product can help in increasing demand.

Important feature of the product: demand of sandal and coconut based soaps is
more in the southern part of India and due to this reason the soap manufacturing
and marketing is different than other parts of the country.

Complementary and substitute products availability in market: Complementary
products support in generating the demand of the other product. For example with
the growth in Information Technology and Telecommunication it’s the new
mobile handsets that are getting sold due to the advancement, we can see the
movement from 2nd Generation to the 4 th Generation and so forth. While on the
substitutes side we had seen the declining sales of fixed landline phones due to the
up-gradation in technology and change in customers demand.

Demand based on regional, local and international level: we had seen India being
a hub for the production of many countries. Reasons are demand and availability
of raw material at national level and supply to meet the international demands.
Many of the pharmaceutical and Research & Development companies are not only
fulfilling the needs at local and national level but serving at the International level.
Infrastructural support to fulfil the demand: by infrastructure we mean physical as
well as the socio-political support too. With the government’s policy in place the
businesses can project about the demand of products in future. For example, in
case of IT support for ticket booking by Indian Railways through its website. It
had made ticket buying easier for the customer and booking all seats for the
railways possible. With this kind of infrastructural support railways are able to
reduce cost of producing tickets and make booking of seats by mobile phone,
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laptops etc makes it convenient for travellers and profitable for railways. Presence
of infrastructural support helps in creating and servicing demand better.

c) Supply estimates: Like demand projection s it is critical to predict the supply. Supply
can be understood better based on two aspects

I Accessibility of raw material for the production of the product: Availability of raw
material depends on the raw material availability at national level, otherwise it
needs to be imported; infrastructural support in the form of ports for ships, airport
to dispatch and receive product; roadways to bring raw material for production
from ports to production unit; time period to make the availability of products.

ii. Supply of finished goods for meeting the demand: Supply of finished goods can
be hampered by the existing big companies in the competition. As they can force
the government to make policies to hurdle the entry of new foreign company; Non
availability of technical experts or area experts, due to these reasons dependency
will be on the international markets to provide expertise and technical knowhow;
socio-political factors which can disturb the supply to meet the demand.

d) Demand supply gaps: Investment of funds with long term perspective is also
dependent on the gap between the demand and supply of the product. In the presence
of such gaps the production of product will be beneficial if it can fill the gap. For
example in India the gold is abundantly consumed so the demand is very high. But
manual production of gold ornaments is costly and produces less in number. So some
of the companies had bridged this gap by molding gold ornaments and producing it in
bulks. This way companies were able to produce more with less cost than the
traditional way of production. So the long term investments of this nature will fill the
demand supply gap and can be profitable for sponsors.

Demand supply estimates can be multistage based on the complexity of factors
affecting them.

e) Critical success factors: Marketability of product is dependent on various factors like;
product features, patents and copyrights, channels of distribution, suppliers and
vendors availability, government policy, environment policy, socio-economic
conditions, competition, inflation, rate of interest etc.

f) Situation analysis: it is important as a part of market analysis in project planning. In
situation analysis we prepare a framework while preparing a marketing plan. It’s an
internal factor analysis while keeping external factors in consideration. Internal
factors include information about Company’s products, company’s image and brand
loyalty by customers, company’s mission and vision, strategic plans and goals,
prevailing culture and values, technology and Research and Development (R&D) for
patents, financial resources of the company.
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External factors including,

e Collaboration’s with major businesses as Business to Business (B2B) customers,
suppliers, distributions, carrying and forwarding agents, joint ventures, strategic
alliances, mergers.

e Clientele factors include profile of clients, size of the market for these products,
location of consumers, their taste and preferences, location of markets for these
clients, channels of distribution and marketing.

e Challenger or the competitor’s analysis helps in producing products better, placing
them better, understanding strengths and weakness helps in encashing opportunities
and safeguarding against threats from the environment.

e Conditions surrounding the company in which it has to perform effect on the market
and demand so factors like economic environment, social system, political stability,
regulatory system, macroeconomic factors, technical environment and its rate of
change to strategize better to make the investments fruitful for the sponsors.

6.3.3 TECHNICAL FEASIBILITY

Companies wishes to remain competitive in the market to gain market share and increase its
revenue. In this regard technology supports competitiveness. Technology as products and
services has a life cycle which starts in incubation or research centers of the R&D section of
the company. This development of the technology and its patenting is a costly affair for the
company. Due to this reason they wish to get the maximum out of it by introducing it to the
market where this could be competitive. So they launch technological products in
undeveloped or under developing markets after saturation at the developed market. So the
two aspects which are very important while studying for the technical feasibility are a)
Developing right technology at the right time and b) Developing technology for future.

a) Developing right technology at the right time: It’s important for technical feasibility

that the technology is commercially viable and exploitable. By commercial we mean
it should be able to be produced at mass level to meet the demand and exploitable
means it had a life which is not blocked by the presence of other technologies. For
example developing basic typewriters for today’s market who uses keyboards for
printing is not commercial and exploitable option to invest in this technology due to
lack of demand in the market for these products.
So the study and search of most appropriate technology must be taken by the project
team. Technology should be available and with the existing market feasibility of the
alternative technologies. These alternative technologies can be with the existing
competitors in the same business or substitute businesses. In this regard the
technology can be developed or joint ventures for technological support can be
explored. For example space exploration is an area where government had not
allowed privatization. So through joint ventures companies can explore the business
opportunities.

Unit 6 Project Feasibility Studies Page 103 of 365



MS 403 Project Finance Uttarakhand Open University

b)

Developing technology or joint venture will purely depend upon the cost-benefit
analysis and labor to capital ratio. For developing economies the labor is cheaper so
the older technologies can also work. While this is not feasible for developed
countries where the labor cost is more so new technology can substitute the human
workforce and save cost for the company. In other words it’s the cost of product or
service that decides about the use of old or new technology.

Note sometimes developing technology is not feasible for the company due to
opportunity in the market and its financial position . In this case the option available is
to get the technological rights purchased from the other R&D institution. For example
in case of small pharmaceutical company it’s better to purchase technology from
company who had patented the formula and technology of a drug , then developing
new formula.

Developing technology for future: Technological developments help companies to
introduce new products and increase its market share. Some of the companies are
pioneer in technological developments but for this they have to keep investing and
upgrading technology. So before investing they have to analyze the existing stages of
technology and the future of the new technology which they could focus on based on
financial condition, manpower and other resources. For example in IT sector
companies had invested in developing technology to carry data through Compact
Discs (CDs) at the time when floppy drives were in the market. But now CDs
manufacturing companies have to keep developing new technologies like external
drives to remain in the business.

These technological feasibility reports provide inputs to calculate the project costs and the
operating cost.

Check Your Progress- A

Q1. State the importance of project feasibility studies for financing of projects.
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Q2. Discuss how the demand can be forecasted?

Q3. MCQs
a) Scope of the project is defined by:
i) the analysis of commercial aspect of the project
ii) capacity of plant
iii) availability of technology

iv) all of the above

b) Market analysis can be done through
i) Economic factors and indicators

i) Demand Projections

iii) Supply Estimates
iv) All of above

c) Important aspects to analyze the technical feasibility are;
i) Developing right technology at the right time
i)  Developing technology for future
iii) (i) and (ii)
iv) only (i)

Q4. Fill in the Blanks with appropriate word or words.

a) study tries to access the potential demand in the market and the

projections based on the conducted survey.
b) Technological feasibility reports provide inputs to calculate the

C) Developing technology or joint venture will purely depend upon the
and

and
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6.3.4 FINANCIAL FEASIBILITY

To calculate the final cost of the product the sponsors need to see the financial feasibility
report. This report should provide details related to the financial aspects associated with the
project. These reports should be able to generate projected financial statements i.e., Balance
Sheet, Profit and Loss Statement and Cash Flow Statements. These are estimated for future
based on the actual data of comparable projects or the standard norms set for such projects.
While the period for such estimations are accepted due to the products life cycle, business
cycle, capital structure of debt and equity, economic factors etc.

Analyzing cost of debt and equity help s the business to develop the most appropriate capital
structure. These financing options are to be considered for income generation and repayment
of funds. For this repayment and other important issues schedules are created like:

e Repayment of debt this includes payment of interest and principal
e Short term funds schedule

e Working capital schedule

e Repayment of working capital schedule

e Depreciation schedule as per the Companies Act, 1956

e Schedule of cash flow from operations

e Projections for cash flows

The discounted and non-discounted techniques help in the selection of the most appropriate
project from the available options. The Discounted Cash Flow (DCF) techniques include the
time value of money. So the cash inflow and outflow are multiplied with the time value of
money factor. In other words it’s to considers the decrease in the purchasing power of the
currency due to rise in inflation rates. While the Non Discounted Cash Flow (NDCF) gives
better ranking to those projects who repays the invested money at the earliest. Example 6.1 is
solved below to grasp the concept better.

The most accepted and understood concept in DCF is the Net Present Value (NPV).

This is a cash flow-based method of projects evaluation for investment. It considers all the
cash inflows (outflows and inflows), and multiply them with the time value discount rate to
reach the real amount of cash flow. If the outflows are less than the inflows than it is said to
be a positive NPV and it is expected to generate value for the investors. Projects with positive
NPV are accepted and with negative NPV the project are rejected.

Formula for NPV;

NPV= Cash outflow CO- cash inflow C1/(1+r)1 + cash inflow C2/(1+r)2...... cash inflow
Cn/(1+r)n
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While the other DCF method is Internal Rate of Return (IRR), this is the rate at which the
difference of value of cash outflow and inflow is zero. This method gives more weightage to
the projects whose discount rate is less than the internal rate of return.

Cash outflow C0= Cash inflow C1/(1+r)1 + Cash inflow C2/(1+r)2...... Cash inflow
Cn/(1+r)n

The NDCF methods for selecting projects consider Payback Period method as one of the
most appropriate method for such selection. It considers projects with quicker repayment
period better than the projects with later repayment period. It considers the cash flows
outflow and inflows to calculate the payback period. It divides the cash outflows with the
cash inflows to reach to such periods.

Example 6.1 Rohit Traders are considering two projects, A and B for investing, the required
rate of return is 12% and the cash flows are given below

Year O Year 1 Year 2 Year 3 Year 4

Project A | (18000) 6500 6000 6000 5500

Project B | (18000) 6600 8000 6000 5000

NPV calculation

NPV for Project A = -18000+ (6500/(1+r)! +(6000/(1+r)? +(6000/(1+r)® + (5500/(1+r)*
NPV for Project B = -18000+ (6600/(1+r)! +(7000/(1+r)? +(6000/(1+r)3 + (5000/(1+r)*
Givenvalue of r is 12% so on putting this we get;

NPV for Project A = -18000+ (6500/(1.12) +(6000/(1.12)2 +(6000/(1.12)° + (5500/(1.12)*= -
18000+ 7280 + 7526 + 8430 + 8654=-18000+31890= 13890.32

NPV for Project B = -18000+ (6600/(1.12)* +(8000/(1.12)2 +(6000/(1.12)% + (5000/(1.12)*=-
18000+7280+10035+8430+7868=15724.36

NPV ranks Project B better than the Project A due to the more positive cash flow.

IRR Calculation
IRR for Project A

Cash outflow CO= Cash inflow C1/(1+r)! + Cash inflow C2/(1+r)2...... Cash inflow
Cn/(1+n)"

18000= 6500/(1+r)* + 6000 /(1+r)2 +6000 /(L1+r)3+ 6000/(L+r)*

On using hit and trial method we can calculate the IRR, for project A its 13%
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IRR for Project B
18000= 6600/(1+r)! + 8000 /(1+r)? +6000 /(1+r)>+ 5000/(1+r)*
On using hit and trial method we can calculate the IRR, for project A its 17%

NPV ranks Project B better than the Project A due to the higher rate of return.

Pay Back Period (PBP) Calculation
PBP for Project A

Rs. 12500 can be recovered in 2 Years while remaining Rs. 5500 can be recovered in 11
months (5500/6000). So recovery of total investment will be recovered in 2 years and 11
months

PBP for Project B

Rs. 14600 can be recovered in 2 Years while remaining Rs. 3400 can be recovered in 07
months (3400/6000). So recovery of total investment will be recovered in 2 years and 7
months.

PBP ranks Project B better than the Project A due to the early recovery of initial investment
of Rs. 18000 as cash outflow.

" |Check Your Progress- B

Q1. How does the analysis of cost of debt and equity help?
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Q3. MCQs
a) Financial feasibility reports should be able to generate;

i) Projected Balance Sheet

i) Projected Profit & Loss Statement
iii) Cash Flow Statements

iv) All of the above

b) Financial estimations are accepted due to;
i) The products life cycle
ii) Business Cycle
iii) Capital structure of debt and equity
iv) All of the above

¢) Which of the following are the Discounted Cash Flow Techniques?
i) Net Present Value Method
ii) Internal Rate of Return
iii) Pay Back Period
iv) only (i) and (ii)

Q4. Fill in the Blanks with appropriate word or words.

a) Cost of debt and equity helps the business to develop the most appropriate

b) techniques deem the time value of money.
c) DCF stands for
d) NDCEF stand for
e) Payback period is a technique

6.4 SUMMARY

First step in project development stage is to assess the project. By the commercial viability of
the project, it is tried to see the worth of the project in future. Feasibility study we consider in
the marketing aspect, technical aspect and the financial aspect of the project to reach to the
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conclusion. The conclusions are based on the feasibility reports submitted by respective
teams. Based on the historical data and trend analysis the marketing feasibility reports
identifies the gap between the existing demand and supply of the product.

Technical feasibility reports emphasize on the technical aspects of the production, available
technology, training and expertise. By this through the production company can be able to
supply the demand as projected by the marketing feasibility report.

The financial feasibility report considers the cost of capital

structure, sources of funds and the estimation of the project’s costs and operating cost of
future to predict the cash flows (outflows and inflows). For this the DCF and NDCF
techniques are used as suggest for acceptability of the projects based on ranking .

<L 3
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<

> <

6.5 GLOSSARY

DCF- Discounted Cash Flow
GDP- Gross Domestic Product
NDCF-Non Discounted Cash Flow
PPP - Public Private Partnership

1 |6.6 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress —A
Q3.a)ivb)ive)iii

Q4 a) Market feasibility
b) Project costs and operating cost.

c) cost-benefit analysis and labor to capital ratio
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Check Your Progress —B
Q3.a)ivb)ive)iv

Q4 a) Capital structure
b) Discounted Cash Flow (DCF)
c) Discounted Cash Flow Techniques
d) Non Discounted Cash Flow Techniques

e) Non Discounted Cash Flow Techniques
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£ 69 TERMINAL QUESTIONS

Q1. Comment on the role of the project feasibility reports before the commencement
of the project?

Q2. Why do you feel that the project feasibility study should be undertaken?
Q3. How demand can be forecasted?
Q4. Demand estimates are imported for the project feasibility study? Comment

Q5. What tests does a project should pass to qualify as financially feasible project?
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UNIT 7 PROJECT FINANCE AND COMMERCIAL
RISKS

7.1 Introduction

7.2 Objectives

7.3 Commercial Risk

7.4 Contractual Framework

7.5 Summary

7.6 Glossary

7.7 Answer to check your progress/Possible Answers to SAQ
7.8 References

7.9 Suggested Readings

7.10 Terminal and Model Questions

7.1 INTRODUCTION

With the progress in technology, economic development and population growth the need for
large infrastructure investments also grows. These infrastructure developments need funds,
not only in developing country like ours but also in developed countries. It ’s impractical to
rely on the funding by the government. They collect it from the persons in the form of taxes
and other indirect forms of collection. The collected fund is further allocated in the form of
budget. This kind of funding puts pressure back on the citizens and the government. At this
juncture the need of Public-Private Partnership (PPP) arises. For this the government join
hands with the private sector players in the direction of the development of the nation. Thus
private sector plays a essential role in the financing and development of the infrastructure.

In the project’s contractual and financial arrangements risks are mostly considered. But for
the investors it’s not enough as it doesn’t cover all the risks involved. Reasons of this can be
like the limited scope due to locations specifically geographical in nature, productivity,
equipment and maintenance support, operational efficiency, demand and force majeure . Here
force majeure means that the responsible entities don’t take the responsibility for the inability
to perform due to certain unanticipated events which are beyond their control. Project finance
bears such force majeure risks due to the complex transactions involved, various stakeholders
and their interests, nature of construction, technology related risk, performance related risk in
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future, geographical distances between production and the market and the transportation of
the raw material to the production unit and supply of finished goods to the sales counter.

Success of project needs coordination between the various stakeholders like governments,
sponsors, guarantors, construction companies, suppliers and other parties. But as they had
varied reasons and stake on hold, meeting their expectations becomes tough. As the time
horizon for the projects is long-term in nature, estimation of revenue and cash flows from the
financial assets become tough. So the dependence for cash flows can’t be on the single
projects only, but with the multiple projects problems also multiplies. Multiple due to
conflicting interests, regulatory and other requirements for project financing and
implementation. No two projects can be same, reason being the complex transactions
associate with the unique characteristics that they carry with them. The basic risk factors
associated with the project financing are;

e Financing structure

e Nature and viability of the project

e Socio-political Risk

e Economic risks as associated with the country of operation

The risks of such nature related to commercialization of the project can be found in the
planning, procurement, construction, commissioning and performance of the projects in
future. Financial risks can arise due to the cost overruns, which can be due to macroeconomic
factors like inflation, currency rates etc. we would read about macro economic factors in next
unit. In this unit we will specifically cover the commercial risk.

For broader understanding of commercial risk they are divided broadly into:
1) Commercial Risk during the construction, and

2) Commercial Risk during the operations

7.2 OBJECTIVES

After completing this unit you would be able to comprehend,;

e Understand the Commercial Risk associated with Project Financing
e Comprehend commercial risk during the construction
e Handle the commercial risk during the operations
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7.3 COMMERCIAL RISK

Risk management can be considered to be the most difficult aspect of the project financing.
So the decision makers must be able to recognize and identify the root cause of risk. Based on
such identification they can project the possible consequences and the remedy for solving the
problem.

1) Commercial Risk during the construction; primarily deals with the initial condition of the
project, like regulatory, political, legal and currency risk, markets and other factors like labor,
materials , force majeure risks , environmental risk and construction permits

2) Commercial Risk during the operations; Operating or performance risk, new and unproven
technology, economic and demographic changes.

These risks on proper identification can be transferred:

e Insurance as per the nature of project and time span

e Subcontracting partial or full construction to subcontractor

e Modification in the contract terms and conditions to the involved sponsors and other
parties

7.3.1 COMMERCIAL RISK DURING CONSTRUCTION

At the stage of construction there can be specific risks associated with the development of
plan and bringing into action by constructing the project. Cash flow of the projects can start
only in if the project is fully operational on the specified date. If the project is not ready on
the pre decided date the cost will increase and the profitability of the project will deteriorate.
In the contract of the project it may be a clause that the sponsors should get some
compensation for the damages due to delayed constructions.

This phase can vary from several months to several years depending on the nature of the
project. For example in case of toll road constructions can be done in months, but in case of
Railways (even metro rails) the construction can take years. Due to this reason the lenders of
the fund are more exposed to risk due to funds being invested but the cash flows are yet to get
generated.

Commercial risk may arise due to the possible reasons like:

Cost overruns: In most of the projects the development is always planned in a phased
manner. And as we know the life of the project is spread into years and a long time frame is
considered for planning and development of the project. Other reasons for such long time
frame are due the various stakeholders’ interest and the nature of the project. As for the
construction of the project various permissions from government and its ministries are

Unit 7 Project Finance and Commercial Risks Page 115 of 365



MS 403 Project Finance Uttarakhand Open University

needed. Then the resources and its regular supply had to be ensured with certain agreements
on terms and conditions to ensure it in future.

The cost components are linked with the increase in inflation and decrease in time value of
money. For example in the case of commercial projects like the road construction, the costs
are estimated during the planning phase for the land acquisitions, compensations to the land
losers, raw materials, etc. but they are also dependent on the international price factors, low
production of the raw material like cement and steel, strikes or any natural calamity like flood
etc. in this happens the cost of the project overruns the projected cost inflow and outflow.

Delays in project: Project finance relate to issues of long term in nature. For making it
effective the long period is divided into various phases. Phase wise the cost (outflow and
inflows are divided), but there are many factors which can postpone in the completion of the
project. For example in case of

Airport development, it’s the permission from the state and central government is to be taken
with clearance from aviation ministry, environment ministry, power and electricity
department, development and planning authority, etc. to get it on ground. Due to the
problems with the timely permissions the contracts get delayed and the costs get increased.

Start-up and testing problems: Delivery of projects to the sponsors can be done only when
the projects are finally approved and functional. For this the proper testing is done and the
quality checks are ensured. Sometimes in case of turnkey projects, the teams are from
different countries working in different locations all around the world. And after completion
they return back to their country. So before they leave the site the project needs to be checked
and tested, then only it can be handed over to other party. When defects are found, they need
to be checked and changed accordingly. Due to this reason the projec t can get delayed for
delivery. The impact of this becomes visible in the delayed cash flows and sometimes penalty
due to inability to deliver it on time as per contract. This leads to loss of profit for the
sponsors of the project.

Contractor’s payment defaults : Completion certificate from the contractors or the project
developer is made at the occasion of handing over of the

project. It happens that if the contractor or such parties’ payments are not made then they
don’t offer the completion certificate. Till transfer of assets, they can’t be the part of the
balance sheet of the other party. So they can’t claim the benefits associated with the
depreciation and other taxations issues. This leads to loss of profit and proper cash flows are
disturbed due to such payment defaults.
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Hidden defects: For some projects the problems emerge at the later stage when the projects
are delivered. It starts with the discovery of the hidden defects which emerge with the
progress and usage of the project after delivery. Cost to the contractors, suppliers and other
parties are made previous to the handing over of the project. But

such discoveries of defects disturb the proper cash flow emerging from the project. This kind
of risk is also part of the construction lead commercial risk.

Force majeure: These risk rises due to not acceptance of responsibility of performance
shortfall due to unanticipated events outside the participating entities control. These risks can
be like floods, earthquakes or any natural calamity, technical and construction related issue.
Companies may be exempted from force majeure risks; still this may lead to a default due to
the severity involved.

Sponsor risk: Lenders prefer those sponsors who had technical expertise and the financial
depth and knowhow for the project. So the lenders like banks consider the sponsor risk into
two parts; i) Equity commitment and ii) Corporate strength and experience. It they found both
the components in a project their rating becomes favorable for the project funding.

Environmental Risk: This arises due to the emission norms and other environmental
requirements as per the laws where the project is based. It is a risk of considerable
importance as the lenders don’t wish to be associated with the project which causes
environmental damage. The project may influence on environment in the following ways:

e The construction can effect on the natural habitat, plants and trees and other
surrounding which can get affected due to its operations.

e Location of the project near sea, which may impact on the aquatic life adversely.

e Location of the project near to the sensitive buildings like hospit als, heritage sites and
other historical monuments.

e Projects impact on local communities and cultures

e Emission norms set by the law of the land for the industries relating the projects

e Water and water pollution due to the presence of the project.

e Effects the existence of the project on the traffic, nearby population, infrastructure
which may get affected due to the presence of such big project.

e Future needs of infrastructure which may be needed due to functioning of the project
in future and its impact on the environment.

e Raw material needed for production and its impact on environment, like coal from
coal mines is extracted and transported for power generation and its impact on
environment can be adverse.
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Construction permits: construction may require a variety of permits related to import of
equipments for the project and sometimes temporary import of construction equipments. For
example Metro Rail Corporation had to import construction equipments and the material
needed for the laying and construction of the tracks. For this the permissions are to be taken
from central and state governments, arrangements at ports, transportation to the site, etc.

7.3.2 COMMERCIAL RISK DURING OPERATIONS

After the completion of the project the lender for the project financing become depended on
the smooth cash flows to pay the loan for the project. At this juncture its important to
consider the risk associated with the future cash flows of the project. They are generally
subject to the usual operating costs, raw material costs, risk due to regulatory norms and the
marketing of the product. To protect themselves the projects should ensure building up of
cash, working capital funds and the amount for interest and dividends.

Operating or Performance risk: This risk arises due to disrupted revenue and cash flows .
The projects are majorly funded by debt. Debt needs to be regularly paid in the form of
interest. So, it’s very important for the project to keep regularly yield revenues and cash
flows. As we had discussed earlier that projects are implemented in phased manner so if one
of the phase get disturbed so will the others following it. As a result, the cost gets increased
and revenues got delayed, over impact is visible on the cash flow for the project.

As we had seen in the case of non-recourse financing, they purely depend on the qualities of
the project not on the credit worthiness of the project sponsors. Even the appraisal for credit
is dependent on the cash flows of the projects. In that case project should ensure the smooth
flow of revenues and cash flows to avoid any discontinuation of credit. During the operation
phase its very important to understand cash flows better. Because the debts are made in such
a manner that the actual cash flows from operations will be directly go to the lenders
automatically. This is done with the help of security structured such as blocked accounts. The
remaining of the cash flows is then transferred to the project company.

Construction risk during the operations should consider the presence of another source for
cash flows. This is needed when the cash is generated in excess or shortfall due to certain
unanticipated risks like economic and political risks etc. So lenders had to ensure that post
construction the operations are handled by experience third party, maintained by contractors
with proven track record. With this the fixed costs can be recovered at the earliest. If the
project sponsors had the sufficient experience to manage the project, the lenders are sure to
receive the funds otherwise they wish it should be handed over to other competent party to
mitigate the risk of default.
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New and unproven technology: with technological development reduction in cost,
improvement in product quality can be arising from new technology. But the new and
unproven technologies are more risky than the proven and tested technology. Failure of
technology can’t be ignored due to the acceptance and utility of technology in future. So the
lenders wish to reduce such risk associated with new technology. This risk can be minimized
with the experienced user of technology during the operations who can guarantee to pay the
debt with the proper cash inflows in future.

Lenders carefully assess such risks and potential weaknesses of new technology . Then they
price the risk accordingly in their offering of funds. Though the new technology can have
great efficiencies but the cost associated with such unproven technologies are generally on
the higher side due to higher cost of funds. Through these higher costs the lender can try to
reduce risk associated with new and unproven technology.

Economic changes: changes in the economic policies like interest rates and levy of taxes can
change the structure of structure of repayment of debt. Economic risk considers factors like
internal and external debts, inflations, import dependency for raw material, GDP growth. Due
to changes in these factors the project may not be able to repay the debt or other obligations.
Many of changes in economic environment are unpredictable like Financial and economic
crisis. But for a project its necessary to estimate these risk factors in the projection of cash
flows through forecasts based on historical data. Even the debts are rated based on economic
conditions and the risk associated with them, ranging from D riskiest to AAA least risky (as
per Standard and Poor’s long term debt ratings).

As per the economic conditions in the country of the project’s location the ranking and rating
for such debt varies. Such ratings are based on the economic structure of that country
including:

i Quality and availability of infrastructure (housing, education, transportations,
communication, health services etc.)

ii. Natural resources availability (energy resources, natural ores, agriculture, forest,
seas and other natural resources)

iii. Distribution of productivity (contribution of agriculture, forestry and fishing,
mining, construction, production and manufacturing and service sector)

iv. Public sector contribution in productivity

Demographic changes: Commercial risk during the operations is due to rise in level and
growth in population, age structure, urban population and urbanization, labor force (skilled,
semi-skilled and unskilled).

Post completion of the project, during the operation phase these changes can increase the risk
on the project. As projects are based on projections, they are developed to fulfill the need of a
particular region, location and population. But with the changes in the rise of demand due to
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population and urbanization, the projects purpose can be defeated. For example the water and
sanitization for a city is planned and then developed. But with the rise in population puts
pressure on these projects and they failed to meet the market demand. Due to these reasons
only the town planning projects get failed.

4" [Check Your Progress- A

Q1. Discuss the basic risk factors associated with the project financing?

Q3. MCQs

a) Force majeure risk is/are;

I Floods
ii. Earthquakes
iii. Natural Calamity

iv. All of above

b) Sponsor risk include

I. Equity commitment
ii. Corporate strength and experience
iii. Lenders profile
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iv. Only (i) and (ii)

c) Economic risk considers factors like ;
I Inflations
ii. import dependency for raw material
iii. GDP
iv. All of above

Q4. Fill in the Blanks with appropriate word or words.

a) Location of the project near sea, which may impact on the aquatic life adversely, is a
risk.

b) during the operations should consider the presence of another source
for cash flows.

c) Growths in population, age structure, urbanization, labor force are factors contributing
to the commercial risk; they are due to

d) As per Standard and Poor’s long term debt ratings  securities are the riskiest and
______arethe least risky.

[ 4CONTRACTUAL FRAMEWORK

Contracts and a proper framework are needed to conceptualize the different activities to be
performed by each party involved. These agreements are made in advance so that the parties
are bound by them. Also every party is clear with its role and responsibilities. This is done
with the formalization of the contracts for the followings:

a) Pre development agreements: before the initiation of the project many agreements
should be made for smooth conduct of the project in future.

Licenses: it includes permission from the government as per the law of the land to operate in
the national boundary. For example foreign companies doing business in India must get prior
approval from the government to do business in the country and take the profit back to their
respective country after paying the taxes to the government. Companies in the extraction of
natural ore from the mines in India, should get license from the state and central government
to have production unit. These licenses provide security to the sponsors and lenders and the
government too.
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Concession agreements: For example in case of express highways the government provide
the land and other facilities to the contractors to build, operate and transfer back the
functional highways to the respective governments at concessional rates. This is an example
of Public Private Partnership, where the cost and the risk of such production is shared by both
the parties. Private party pays upfront and recovers it in small fractions in future. By this way
it becomes beneficial for the public partner to get the development done with less investments
and low cost.

Shareholders agreements: There are different parties involved in the projects like the
government and the private parties. So the shareholders agreements must include the phases
of development, construction, voting rights, financing issues related to working capital and
operating stage financing, etc.

Partnership agreements: For example in case of developmental projects like metro in cities
the agreement must be between the State government, Central government and the foreign
government. As they have to provide the land (State Govt.), Permission (Central Govt.) and
Technology (Foreign Govt.). these agreements prior to the initialization of the projects make
the permission for land acquisitions, ministry permissions, local issues and the transfer of
technology easier for the project in future.

Joint Venture Agreements: Legally the joint ventures are different from both the parent
companies. In that case the Joint Venture Company should be properly formed as per the
laws of the land. With this the ownership structures, voting rights, technological agreements,
human resources agreements, training and development agreements, transferability of shares
and ownership, completion of the project etc. should be agreed upon by both parents of the
Joint Venture.

b) Construction agreements: For smooth construction of projects by the contractors we
need these agreements. They bind the contractors and the sponsors for the various
issues related to funds, completion and the payments. They can be for the projects and
for guarantees like

Turnkey project: With the turnkey projects they have to be started from scratch and handed
over the sponsors with training to handle them in future. By this agreement the responsibility
to develop and run the project lies with the contractor. After his payment the project get
transferred to the respective party.
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Other Contractual Projects: in other cases the prices and its payments are decided well in
advanced. As the project is to be completed in a time bound manner, so the completion
certificate from the contractor should be made in the pre decided period only. Otherwise there
must be a penalty clause in the agreement.

Most of these agreements tries to consider the force majeure events to the limited once. The
contractors are released from their respective liabilities only after the passing of a completion
test and the testing period is over.

Advance payment: the project company as per this agreement provides the contractor the
initial funds to arrange for the raw material with agreements with suppliers, leasing and
further agreements, laborers etc. this also binds the contractor to start the project on pre
decided date otherwise they could be asked to refund the same amount.

Retention guarantees: For the restoration of the defects arising out of construction, which
might not be visible at that point in time. This is guaranteed by the retention guarantees. It
allows retaining the amount from the progress payment for such defects and before making
the final payment to the contractor.

Maintenance bonds: even after the completion of the project, testing etc. there can be cases
of repairs arising due to issues related to construction. Such bonds can be used by extending
the time of the performance or the retention bonds.

Operating and maintenance agreements: In the previous section we attempt to diminish
the construction of the project associated risk. In this section we will try to mitigate the risk
associated with the operations and the maintenance of the project. They include:

Supply or Pay Agreement: For the smooth functioning of the project the production unit
needs proper supply of inputs. So these agreements tries to ensure the supply of such material
or getting paid in cash to purchase it from open market.

Sales agreements: prices in the open market can vary due to demand and supply of the
product. To protect the lender from such fluctuations in future these agreements ensure the
pre decided price for the product from the production unit. For example for a new private
petrol refinery it’s tough to develop and compete with the existing national and private
refineries. But with the starting of such refineries the output should be purchased to get the
production on. Through this way the project can ensure the cash flow and mitigating the
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market related risk. And subsequently it can generate funds to cover its fixed costs and
payment of debt in future.

d) Sponsor support agreements: To bind the sponsors for the payment of funds and taking
care of needs arising due to funds, the sponsor support agreements are needed. They support
to take care of needs arising due to;

Working capital agreements: with these agreements the sponsors are held liable to pay for
the capital needed as working capital for the proper functioning of the project. Before the
project becomes self sufficient to fund for its basic needs it need to get ensured by the
sponsors to take care of working capital needs. For example in a newly developed railway
tract the passengers can be less. Due to this the earnings of the project will be less. At this
juncture the working capital needs are fulfilled by the sponsors.

Maintenance and Cash deficiency agreements: beyond the working capital needs the
project may require funds for the maintenance of the project. If there is an agreement in
advance the project can expect for funding from sponsors for cash deficiency situations.

e) Management agreements: In government supported projects where the parties or
stakeholders are many, these management agreements help. With these agreements
the structure of the management can be decided before commencement of the project.
In detail it works on the budgets, its funding, forecasts for future, recordkeeping,
reporting to respective ministries/department etc.

f) Representations and warranties: In the case of international projects where two or
many counties are the party. With the help of representations and warranties the
important roles can be decided. Representations are contract statements. In these
contracts the parties ensure the other party for the authenticity and facts as on date.
These contracts bind the legal parties involved in such agreements to fulfill the
desired goal with responsibility. Otherwise, they are legally challengeable for the
interest of the parties and the project.

g) Project loan/ credit agreements: the project loan agreement ensure the sponsors to get
proper funding from the lenders. And for lenders it gets convinced that the project is
viable and profitable in future. For this they do the due diligence, search for the
maximum available information regarding the project, and do credit rating of the
sponsors and the parties.

A loan agreement specifically involves: i) loan payment and repayment provisions ii)
applicable interest rates and provisions iii) risk insurance for the lender iv) representations
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and warranties v) force majeure vi) jurisdiction and penalty related information vii) currency
rates etc.

%" |Check Your Progress- B

Q1. What role does the contractual framework in project financing?

Q3. MCQs
a) Pre development agreements include(s);

i. Licenses

ii. Concession Agreements
iii. Shareholders agreement
iv. All of the above

b) Construction agreements include (s) turnkey projects and other contractual projects;

I Turnkey projects
ii. Other contractual projects
iii. Only (i)

iv. Only (i) and (ii)

c) Management agreements works on ;
i. Budgets and its funding

ii. forecasts for future
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iii. Record keeping

iv. All of the above

Q4. Fill in the Blanks with appropriate word or words.

a) Legally are different from both the parent companies.

b) With the they have to be started from scratch and
handed over the sponsors with training to handle them in future.

C) bonds can be used by extending the time of the performance or the
retention bonds.

d) With agreements the sponsors are held liable to pay for the
capital needed as working capital for the proper functioning of the project.

e) Representations are statements

7.5 SUMMARY

For project financing risk is an inbuilt factor. Risk increases with the use of new technology,
market response for product and ensuring regular cash flow. Primarily the involvement of
costs and benefits spread over a long period of time.

Lenders of funds wish to invest in businesses with potential of high growth in sales and
profitability. They invest is made with financial instruments for medium to long term
investment horizons. In the project’s contractual and financial arrangements risks are mostly
considered. Lenders find that it’s not enough as it doesn’t cover all the risks involved.
Reasons of this can be like the limited scope due to locations specifically geographical in
nature, productivity, equipment and maintenance support, operational efficiency, demand and
force majeure. For this reason they find to handle the project associated commercial risk.

Commercial risk occur during the construction and operations of the project:
1) Commercial Risk during the construction;

primarily deals with the initial condition of the project, like regulatory, political, legal and
currency risk, markets and other factors like labor, materials, force majeure risks,
environmental risk and construction permits

2) Commercial Risk during the operations; Operating or performance risk, new and unproven
technology, economic and demographic changes.

This risk can be managed with the proper contractual agreements for smooth functioning of
the project. Agreements made are for a) Pre development stage of the project b) for
Construction related to funds, completion and payments c) for Operating and maintenance of
the project d) Sponsor support for the payment of funds and taking care of needs arising in
future e) Management agreements for the role and responsibilities of the
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management in the project f) Representations and warranties to made the two eligible parties
make legal contracts g) Project loan/ credit agreements to ensure the sponsors to get proper
funding from the lenders.

>

<
%oc—f’ 7.6 GLOSSARY

ﬁ;
Force majeure: These risk rises due to not acceptance of responsibility of

performance shortfall due to unanticipated events outside the participating entities
control.

Operating or Performance risk: This risk arises due to disrupted revenue and cash
flows .

PPP- Public-Private Partnership

) § 7.7 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress —A
Q3.a)ivb)ivc)iv

Q4 a) Environmental
b) Construction risk
c¢) Demographic Change
d) D and AAA

Check Your Progress —B
Q3.a)ivb)ive)iv

Q4 a) Joint ventures

b) Turnkey projects
) Maintenance

d) Working capital
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e) Contract
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7.10 TERMINAL QUESTIONS

)

Q1. Commercial risks during the construction are different from the commercial risk
during the operations. Elucidate

Q2. What are the commercial risks associated with the project financing?
Q3. How the commercial risk of project financing can be mitigated?

Q4. How does the pre development and post construction agreement help the projects
in future?

Q5. Contractual frameworks bind the parties and are important for the projects.
Comment
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UNIT 8 PROJECT FINANCE AND
MACROECONOMIC RISKS

8.1 Introduction

8.2 Objectives

8.3 Macroeconomic Risks

8.4 Managing Macroeconomic risks

8.5 Summary

8.6 Glossary

8.7 Answer to check your progress/Possible Answers to SAQ
8.8 References

8.9 Suggested Readings

8.10 Terminal and Model Questions

8.1 INTRODUCTION

In the previous unit you have understood the commercial risk associated with the project. It
was during the construction and operations of the project. In this unit we will try to
understand the macroeconomic factors and their impact on the projects.

For the economic and financial development of the country the sound infrastructure is
needed. With the growth in population and economic development demand to have
infrastructure to support development also grows. Need for large infrastructure requires
investment of funds for long term in nature. Projects importance can be well understood for
the developing and the underdeveloped countries due to resource constraints. Resources like
budgets availability with the government can’t fulfil the desired development. At this
juncture the Public Private Partnerships (PPP) plays an important role. For this the
government works together with the private sector to develop and provide financial
infrastructure to the projects.

Businesses operate in multi nations with different products and services. For this they
develop different projects in different currencies and get funded by different financial
institutions and banks. These financial institutions and banks provide funds in their respective
currencies. This makes the exchange risk between these currencies an important factor to be
considered for the project financing.
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Through tenders and offers from governments and private organizations, the local as well as
international parties can go for business opportunities. These parties are not restricted by the
national boundaries. Foreign companies and other legal entities take part in the development
of the developing countries like India. They invest and get healthy returns from such
investments. Their returns are dependent on various factors like inflation rate, interest rates
and exchange risk prevailing with the different currency sets. Currency sets mean the home
country currency and host country currency. For a company from United States of America
(USA) the home country is United States Dollar (USD) and if operating in India the host
country currency is Indian Rupee (INR).

Primarily we will discuss it in length the inflation risk, interest rate risk and exchange rate
risks and how to manage them for the benefit of the project.

8.2 OBJECTIVES

After reading this you would be able to understand:

e Understanding the macroeconomic risks of a project

e Understanding the impact of Inflation rate, interest rates and exchange rates on the
project financing

e Managing these macroeconomic risks for the projects

8.3 MACROECONOMIC RISKS

The presence of uncontrollable factors makes the project financing risky. And when there are
national and international factors impacting on the project it become more complicated for
the lenders to access. Macroeconomic risks are those risks that affect on the investments for
project due to the economic environment of the host country. These risks are external in
nature and are beyond the control of the project sponsors. Economic Intelligence Unit (EIU)
classifies macroeconomic risks as environmental risk surrounding the project. This had an
important distinction for the risk elements related to project funding like the interest rates,
foreign exchange risk etc. These risks are linked with the internal decision making process of
the project and the actions taken.

Macroeconomic risk primarily refers to inflation, the interest rates and exchange rates for
foreign projects. It is a external factors effecting on the performance of the project externally.
So being an external factor makes it uncontrollable. It varies from country to country, so with
diversified project portfolio the returns can be varied but the risk can’t be nullified.
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The macroeconomic risk varies from developed to the undeveloped countries. In case of
developing countries like India the infrastructure needs are many, but there are various issues
associated with the existing economic factors at that point in time. Risk increases in such
countries due to the unpredictable and unstable macroeconomic factors. It got riskier with the
lacking stable economic policies. For example international companies don’t find the
monetary policies to be sufficiently mature and stability promoting for long term. Due to
foreign currency involvement there is the presence of transfer risk. Transfer risk refers to the
subjectivity to inflation, depreciation and convertibility risk existing between the currencies.

8.3.1 INFLATION RISK

Controllable and uncontrollable risks are of utmost importance for the decision making
regarding the project. It’s almost impossible to find a business entity that is not affected by
changes in the inflation. Inflation reduces the purchasing power of the currency and hence the
real income of the projects. Due to this reason the income and the cash flows for the firms
yield amount with lower purchasing power.

Due to inflation which is a result of improve of money supply in the economy, the price rises.
In case of our country the inflation rate had been moderate. Inflation affects the industries and
businesses in two ways; i) impacts on the asset creation activities in the economy leading to
lower demands, and ii) impacts the capital structure of the business entity

A business with their intelligence network tries to monitor inflation. But inflation is neither a
unique concept related to investments nor an easily measurable one. Economist measure
inflation with the Harmonized Index of Consumer Prices here the combined rates of various
baskets of products are considered. It stands good and true for the economy, but not for the
project financing. Reason being project financing also had various basket of products to be
considered for products and services. Inflation affects every such product and services but
very differently. It varies from gas and pipeline to agricultural investments. So such
components had specific need of the tailor made indexes to calculate such inflation.

To stabilize the impact of inflation the contractual agreements are made. Such agreements
ease the inflation risk detection, management and mitigation of macroeconomic risk. Through
discounted cash flows the impact of inflation on capital budgeting investments is tried to
reduce to the maximum extent. Financial modelling is used to reduce such project finance
related risks. But inflation risk impacts the whole project financing model, because it
damages the real returns of the project’s investment.

Purchasing power parity, spot and forward parity and interest rate parity formulas had proven
the links between the inflation rates, interest rates and foreign exchange rates. For a
developing country the raising of foreign debt is expensive due to high inflation and interest
rate in their home country. But the positive side is the devaluated currency. So lenders have
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to consider such factors in mind before raising capital from national and international
financial markets.

The local currency is considered to be not a very functional currency. Reason being the
revenues and costs are measured in the inflationary local currencies and then converted into
the foreign stable currency. For this conversion the exchange rate considered reflects
relatively depreciated in producing dollar equivalent amounts which don’t show the true
situation. The parent organizations financial statements reflect the losses due to the exchange
losses as they can’t be reversed and hence represents the real cost to the firms.

Inflation affects the projects in following ways:

1) Growth rate: Inflation impacts on the real growth rate. This gets affected due to the
decrease in the purchasing power and impact of such growth gets reduced due to
inflation. This way the real earning potential of the projects get hampered even when
they start generating cash flows and revenue as projected. As a result even with
positive growth rate the project becomes less lucrative and sometimes in unable to get
funds for the following phases of the project.

In some of the projects it had been observed that even with positive growth rate, the
projects are discontinued due to rise in the cost and less lucrative returns yield by the
projects.

2) Cost of capital: Largely the inflation is element of the cost of capital. Due to this the
projects have to pay a premium for the inflation. Inflation in an economy guide to the
difference between the real cost of capital (i.e. after removal of effect of inflation) and
the nominal cost of capital (i.e. including the inflation rate in it). So a higher inflation
rate leads to higher dissimilarity in the real and nominal cost of capital for the
projects. For this reason in case of inflationary economy the real cost of capital is
lower than the nominal cost of capital.

This can be expressed mathematically with the following equation:

Ki=R*(1+i) + 1 8.1

Alternatively we can present eg. 8.1 as,

Ki = (1+R)*(1+i)-1 8.2

Here Ki = Nominal rate of return
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R= Real Interest rate

i= Inflation rate

This formula is used to calculate the impact of the inflation on the cost of capital.

Example: If in year 1 the real rate of return is 10% and inflation is 7% and in year 2 the
values are 10% and 12% respectively for the real rate of return and inflation, we have to
calculate the nominal rate of return for the

two different periods.

For year 1 putting values in equation 8.1

Ki=.1*(1+.07)+0.07 Ki= 17.7%

For year 2 putting values in equation 8.1

Ki=.1*(1+.12)+0.12 Ki= 21.2%

If we compare both the years we can see that with the rise in inflation by 5% (10%-7%), the
Nominal Interest Rate rises to 3.5% (21.2%-17.7%). The 10% real cost of capital had
increased to 17.7% and 21.2% due to inflation of 7% and 12%.

It is with a 7.7% (17.7%-10%) increase in the cost of funds in year 1 and 11.2% (21.2%-
10%) for year 2. It had two components each the interest rate plus the real return :

In case of year 1 situation 0.7 percent (7% of 10% interest rate) is needed to maintain the real
return (cost) and 7% (7% of initial investment of 100) is needed to maintain the real value of
the initial investment. While in case of year 2, 1.2 percent (12% of 10% interest rate) is
needed to maintain the real return (cost) and 10% (10% of initial investment of 100) is
needed to maintain the real value of the initial investment.
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Here we can see the whole impact of the inflation risk on the whole project finance model.
Increase in inflation damage the real returns of the investors and the lenders as the debt
service dries out. In such situation ensuring regular and real cash flows becomes a major
challenge for the project financing.

3)

4)

5)

Shareholders value and share prices: in a long term perspective the inflation had a
negative impact on the shareholders value and its prices. As the fund managers of the
companies have to ask for increasing their earning per share (EPS). For this they have
to increase their earnings growth by a huge percent to overcome the value destroying
effects of inflation. Actually inflation makes it hard to create value for the projects
and companies. And when the annual growth rate becomes more that the long term
average levels it becomes unpredictable for the managers as well as the investors. Due
to this the cost of capital in real terms gets pushed up and leads to loss on net asset
positions.

Issue with companies is that they can’t pass on the cost increase to their customers
without losing the sales and market share. In long run this non passing of cost gets
tough though the costs keep on rising, it influences cash flows in real terms.

Operating and net cash flows: With the increase in the costs the cash flows get
affected due to the variation in the nominal and real rate of return. And with the
timing of the effect on the inflows and outflows make it more complicated. With the
rise in the price of raw material the price of the final product also increases. But
demand of the product doesn’t rise as the inflation does. So this gap leads to poor
flow of operating and net cash flows expected from the project.

Capital Budgeting Techniques: Post financial crisis of 2008 recession the whole
macroeconomic structure around the world had changed. Risk premiums on debt and
equity had increased due to shortage and strict risk management by financial
institutions. So for project the long term financing had lost its charm in absolute value
terms and time extension. Now the projects with shorter life are being preferred.

A project in a developing country with high inflation is likely to have a higher interest
rate, inflation rate and devaluated currency. Funds raised from foreign financial
institutions for such developing countries can be a cheaper source but it’s fully
compensated by currency devaluation. Due to this the foreign debt becomes more
expensive. Now through the capital budgeting techniques projects with earlier
payback period and net present value better than the cash outflows are being
considered.
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8.3.2 INTEREST RATE RISK

Interest rate fluctuations generate more risk for the project, specifically for projects with
highly-leveraged project financing. And if the project is in a developing country it requires
more of critical evaluation of cash flows in future. Because of instability of economic
policies, political system and other macroeconomic issues the interest rate risk escalate.

In other words we can say that the interest rate risk arise due to the chances of it increase
during the life time of the project. More importantly for the infrastructure projects in India we
need high capital intensity with long payback period. Here high capital intensity indicate a
large portion of total cost is represented by the interest cost. Risk increases with the long
payback period due to modification in the interest rate in the duration of the project.

For International financing in case of the project fund lending agency

funds tries to reduce his risk by funding in local currency. This is also known as successful
cost of hard currency borrowing, as it consist of the hard currency interest rate and the cost of
hedging). By this way the international fund provider or lending institution tries to bring it to
the local currency borrowings. This puts pressure on the project to generate periodic and
predicted cash flows.

Interest rates mainly concern the debt burden of the projects towards its financers. These
lenders are having investment in projects with a long term horizon. So generally the projects
are financed by long term borrowings. Interest rates on such instruments play a prominent
role for project financing. Cost of financing i.e., interest rate, had two components; i) the
reference rate [(as decided by the lending institutions or prevailing rates like Mumbai Inter
Bank Offer Rate (MIBOR) and London Intern Bank Offer Rate (LIBOR)] and ii) the interest
margin (difference between project risk premium over the risk free assets like government
bonds).

For project financing the sponsors can ask for floating interest rate loans. But such interest
rates are very tough to keep align with the other floating macroeconomic factors. Due to this
reason for project financing the preferred rate is the fixed interest rate. Some project had find
a midway by incorporating the debt tied up with the floating reference rate. But for having
such interest rates the project should have to have enough available cash flows to service
such financial commitments.

We can say that the interest rate is reliant on the growth of the economy and other
uncontrollable national and international factors. So whenever the economies go through the
cycle of increase or decrease of the reference rate, the interest rate changes.

Developed country companies find the underdeveloped financial market of developing
markets a hurdle in mitigating risks. Reason is the absence or less such risk mitigating
instruments like derivatives for interest rate swaps.
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The factors like interest rates are important as it effects on the projections with other factors.
Reason being that any delays or cost increase of any nature may delay the loan repayments
and will increase interest and debt to buildup. Other factors like interest rates are exchange
rates, inflation, taxes (at home and host country), payment delays and other contingencies
during the project.

4" [Check Your Progress- A

Q1. Define macroeconomic risk for a project.

Q3. MCQs

a) Purchasing power parity formula had proven the links between the

I inflation rates

ii. interest rates

iii. foreign exchange rates
iv. All of above
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b) A project in a developing country with high inflation is likely to have a higher
i Interest rate
ii. Inflation rate
iii. Devaluated currency
iv. All of the above

c) Inthe equation Ki = (1+R)*(1+i)-1, K i, R and | stands for;

i Normal rate of Return, Reel Interest rate, Inflation rate
ii. Nominal rate of return, Real Interest rate, Inflation rate
iii. Non Cash rate, Real Interest rate, Index rate

iv. None of the above

Q4. Fill in the Blanks with appropriate word or words.

a) MIBOR is
b) Cost of financing; interest rate, had two components and
c) LIBOR stands for
d) FPI stands for

8.3.3 EXCHANGE RATE RISK

As we had discussed earlier that the project needs funds for long gestation period, so such
financing institutions shall be there to lend. It’s easier to raise funds from the international
markets than Indian financial markets due to lower cost of capital. So if cross border
transactions are to be made they have to be made in two exchangeable currencies. A business
can’t rely on only one currency as currency for trade; reason is its acceptability between the
nations for world trade. For this we need a market for exchange of currencies and it is known
as foreign exchange market. This market facilitates the trade of currencies to have
international transactions. The participants in this market are the major financial institutions
in the world financial centers like London, Singapore, Mumbai etc. the trading takes place
electronically between the buyer and seller institutions. Its main function is to let the buyers
and sellers meet and agree to trade in currencies at a matched rate. Such matched and agreed
upon rate is known as exchange rate. For simplicity we can say that it’s the price of one
currency in terms of other. For example if we wish to purchase US Dollar for tourism or
education loan we can buy them by paying in Indian rupees (INR) at the current exchange
rate available with the commercial banks.
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If we had surplus US Dollars after coming back India from USA we can sell the dollars at the
exchange rate and collect Indian rupees at the existing exchange rate with the commercial
banks.

Here the issue is to get funds in the tradable and suitable currency. The ease of use of foreign
exchange is dependent on the demand and supply of that currency and prevailing agreement
between the countries. The other factors that decide the exchange rates are like inflation rate
and interest rates differentials between the two countries (here one country will be the
domestic country and other will be known as foreign currency).

On implementing the same concept in case of project we will find that there are many things
where the exchange rate plays an important role. For project we need machines to be
purchased, technical experts to be paid the remuneration, raw material for production to be
shipped from international markets, patents and copyrights to be paid for, technology transfer
is to be compensated by the project, interest to be paid to the lenders etc. all of these needs
foreign currency. So at the time of payment or at receiving of foreign currency exchange rate
changes, it would have unfavorable and favorable impact on the project.

Exchange risk arises due to exchange rate differentials between the home and host currency.
For any American multinational company operating in India, US dollar is the home currency
while Indian rupee is the host currency. So at the point of change in exchange rate due to
various internal and external factors, the project had to bear the cost. We had seen it in the
case of modifications in the monetary policy of the country by the central bank. These
changes are considered for the betterment and stability of the economy, but its impact varies
from project to project.

This risk is important more for project having funding from international financial institutions
in a different currency that the home currency. For example for a US Company who had
raised debt in US Dollar for operating in India with earning in Indian Rupees.

It gets more complicated when the foreign company is supposed to earn in a different host
currency then home domestic currency. For example if a US Company is operating in India it
earns in Indian Rupees and its earning are in rupees while it sent back the US Dollar to its
home as income.

In projects with Foreign Direct Investment (FDI) the management had the control to change
the operations and reduce the exchange rate risk. But projects with portfolio investments
(Foreign Portfolio Investments, FPI) are more exposed to exchange rate risk due to less
control of the enterprise and the inability to structure operations. Aliber’s Exchange risk
theory states that with the variations between the interest rates between the two countries

there is a prominent role of exchange rates as well. It states that with a undervalued currency
there is opportunity for the country to become the low cost center of production globally.
Foreign investors will try to explore and exploit this opportunity of production at cheaper
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cost. For this they will be eager to buy in such countries as they would be getting cheaper
deals. Vice versa in developed countries with overvalued currencies there is no location
advantage as a source country. Due to overvalued currency the country becomes a high cost
center of production. So funds wishes to move out the country to acquire foreign cheaper
assets in countries with underestimated currency with favorable exchange rate.

These three rates i.e., inflation rate, interest rates and exchange rates decides the purchasing
power of the currency and decides the future of the country.

8.4 MANAGING MACROECONOMIC RISK

In risk management process the key steps include;

e Risk identification
¢ Risk assessment

e Risk mitigation

e Risk monitoring

Identification of risk is the most important step in the risk management process.

This attempts to find out the source and the type of risk. We had seen earlier that with
contracts the responsibilities are assigned to respective party after finding the kind of risk. By
correct risk identification we can develop the analysis and control of risk through proper
management. A project tries to identify the most important risk factor for effectiveness. It is a
known fact that the project risk identification and mitigation acts as most crucial steps in
making of the project successful. If the reasons for risk are not identified that it may lead to
undesirable set of events like delays in construction of project, rise in cost of construction,
more spending than projected and planned which lead to unplanned results and outcomes
from the project. Because of these reasons the projects may fail or can lead to yield less cash
flow then the projected.

If we had identified the risk for the project as macroeconomic risk, then this can be managed
in the following ways;

1. Entering into a Public Private Partnership (PPP) model for the project.

2. Having a fixed price turnkey contract to safeguard against any macroeconomic risk to
reduce the cash flows for the project.

3. Operator’s involvement at early stages of the project to maintain costs and ensure
cash flows. This can further lead to enter into pass through agreements where the
input costs can be passed on to the purchase.

4. Indexing the raw material prices to the spot prices of the finished goods.
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10.
11.

12.

Promote reliance on project companies or special purpose vehicles (SPV) as they are
separate entity, can have high gearing i.e, more than 50% debt, promotes focused
approach towards the investments, expenditure and cash flows.

Confirmation and fixation of prices for the product in the market to ensure regular
cash flows from operation of the project. For such sale the project can have the off-
take agreement . For example Petroleum Purchase agreement between a petroleum
refining project and petroleum marketing company.

Issuing more of bonds for paying interest throughout the term of the loan and
principal at the maturity the loan .

Operating costs are majorly impacted by the macroeconomic risks so the pass-through
cost structures can be of good help. In these structures the projects input costs are
passed to purchasers, so any increase in the project input costs doesn’t impacts the
cash flows of the project.

Relying more on the local currency funding, insurance and offshore accounts to
reduce the risks.

Currency swaps and hedging should be used to reduce risk.

Interest rate swaps for having a contractual agreement for exchange of periodic cash
flows between two counterparties. These parties may be operating in two different
countries. So cash flows calculate on nominal value at a floating rate can be
exchanged for the cash flows of the same nominal value at a fixed interest rate.
Transferring risk through; i) insurance ii) subcontracting to subcontractor(s) and (iii)
modifying the terms of contracts

Check Your Progress- B

Q1. Discuss the Aliber’s Exchange Risk Theory and its importance for the country and
its currency.
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Q2. What are the key steps in risk management process?

Q3. MCQs

a) Purchasing power of the currency is decided by

)} Inflation rates
i) Interest rates
iii) Exchange rates
iv) All of the above

b) Foreign exchange is dependent on the and prevailing

)} Demand and supply of currency
i) Agreement between the countries
i) only (i)

iv) both (i) and (ii)

c) Risk can be transferred through;

) insurance

i) subcontracting to subcontractor(s)
iii) modifying the terms of contracts
iv) All of the above

Q4. Fill in the Blanks with appropriate word or words.

a) PPP stands for

b) SPVis

c) Foreign Portfolio Investments ( FPI) are more exposed to

due

to less control of the enterprise and the inability to structure operations.

d) Currency swaps and hedging are used to reduce
e) and
flows from operation of the project.

of prices for the product in the market to ensure regular cash
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8.5 SUMMARY

The apex financial institution of the country Reserve Bank of India

(RBI), Board of India (SEBI) tries to stabilize the Indian economy. The foreign financial
institutions who wish to get returns from the development of the Indian economy used to
invest in the Indian markets. Funds can be collected by issuing equity and debt instruments.
But raising funds from the international markets is comparatively cheaper. But for foreign
investors such investments are be considered by keeping in mind the macroeconomic factors
i.e., Inflation rates, Interest rates and exchange rates prevailing between their home currency
and the Indian currency.

All of such macroeconomic risks are external and uncontrollable risk factors. Still for a
project financing it needs to be understood in length and managed properly after
identification.

>

%o"‘—" 8.6 GLOSSARY

<

a7

INR Indian Rupee

EIU Economic Intelligence Unit

EPS Earnings Per Share

LIBOR London Inter Bank Offer Rate
MIBOR Mumbai Inter Bank Offer Rate
PPP Public Private Partnerships

RBI Reserve Bank of India

SEBI Securities and Exchange Board of India
SPV Special purpose vehicles

USA United States of America (USA)
USD United States Dollar
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Y 8.7 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress —A
Q3.a)ivb)ive)ii
Q4 a) Mumbai Inter Bank Offer Rate

b) The reference rate and the interest margin
c) London Inter Bank Offer Rate

d) Foreign Portfolio Investment

Check Your Progress —B
Q3. a)ivb)ivc)iv

Q4 a) Public Private Partnership model
b) Special purpose vehicles

c) exchange rate risk

d) Risk

e) Confirmation, fixation
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8.10 TERMINAL QUESTIONS

”
e

Q1. Comment on the impact of macroeconomic factors on project financing?

Q2. Why is it said that the macroeconomic risks are manageable but can’t be fully
eliminated in project financing?

Q3. How the inflation Impacts the cash flows of the project ? For you inflation is
always bad for the project or good?

Q4. What is the difference between the real rate of return and nominal rate of return?

Q5. How the project finance manager does manage the macroeconomic risk for the
project financing?
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UNIT 9 REGULATORY AND POLITICAL RISKS

9.1 Introduction

9.2 Objectives

9.3 Regulatory Risk

9.4 Understanding Political Risk

9.5 Summary

9.6 Glossary

9.7 Answer to check your progress/Possible Answers to SAQ
9.8 References

9.9 Suggested Readings

9.10 Terminal and Model Questions

9.1 INTRODUCTION

Over the last 20 years, the usage of project financing has been growing. It is a method of
financing in which the project is established as a legally independent entity, financed mostly
by non-resource loans. It is the way the project is funded, developed as a legally independent
entity, financed mainly through non-resource loans. Since the regulator, civil society and
financiers generally scrutinize these projects, the sponsors of the project allot additional
resources for the management of environmental and social risks. If not well handled,
environmental and social threats may trigger project activities to be interrupted or halted and
result in legal problems and reputational impacts that endanger the ultimate performance of
the project.

It should be pointed out that all investments are more or less associated with risk. Investors
should be prepared to face an investment situation where there is a significant loss. For a
listed company this loss would be subsequently passed on to its shareholders. But for a
general partnership, limited partnership investor may lose more than their principal invested
amount.
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9.2 OBJECTIVES

After reading this you would be able to understand:

e The regulatory risk and its impact on the Project.
e The political risk and its management.

9.3 REGULATORY RISK

Total project life cycle has one of its activities for regulatory appraisal, clearance from
statutory authorities and to make provision in the project for its permanent solution. This
involves the activities for example; appraisal and study off environmental project in common.
To provide facility in the project, to obtain the clearance from the statutory authority, to
implement, to implement the pollution control project along with the main project and to
monitor regularly the pollution control norms during the operation after the completion of the
project. Therefore now-a-days, for any new project, approval of government, Ministry of
Environment and Forest, Department of Environment is mandatory. It has therefore become
necessary to make a study for the regulatory problems caused due to the new project and also
to find out the solution to these problems.

Uncertainty over time behind new or evolving laws. Regulatory risk is the possibility of a
change in laws or regulations affecting the health, economy, sector or industry in a serious
way. Changes in policy or regulatory laws or regulations may result in higher operating costs,
decrease the profitability of an enterprise, or alter the competitive environment. In addition to
financial needs, infrastructure and goods, the ventures are subject to regulatory risk and to
divulging activities. It may increase operational cost, slow down the operations, and at times
even restrict a business functions. Therefore, any change in regulations can cause an industry-
wide rip effect. Regulatory risk arises when uncertainty and regulatory interactions change
the cost of financing a company's operations.

There can be no regulatory risk without uncertainty and two broad categories of uncertainty
need to be identified. The natural stochastic behaviour between buyers and sellers in any
industry contributes to business uncertainty. This includes the impact of global disruptions,
unexpected technical development, shifts in preferential arrangements, and shifts in income
distribution across individuals and changes in population distribution across regions. Whilst
all firms are aware of the consequences of market uncertainty, whether regulated or not,
market insecurity does not render a regulatory risk assessment irrelevant.

Environmental and legal concerns have a major impact on the successful completion of a
project. Therefore, the impact on the environment on the project should be assessed before
and after a project has been undertaken. In addition, analysing the impact of a future project
on the environment will help the project manager define rational goals for the project and the
organization.

The project manager should acknowledge these regulatory processes as a part of good
planning, instead of regarding them as barriers to the achievement of project goals. The
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project manager should obtain the necessary clearances from environmental protection
agencies before starting the project. If possible, he should integrate these regulations (legal,
environmental, etc.) into the overall plan of the projects.

All the projects should comply with all aspects of the law. Organizations usually take the help
of legal advisors to ensure that the activities of the project manager and his team are in
compliance with the law. Legal advisors must ensure that the project has applied for and
received all the required permits and licences.

9.3.1 REGULATORY RISK FROM REGULATORY CHANGES

Government and regulatory bodies frequently make new or update old regulations. Examples
of regulatory changes that could affect businesses or industries are given here:

Tariffs and trade policies

Changes in foreign trade policies will impact companies exporting and importing products
regularly. Investors who invest through foreign direct investment are also affected. For
instance; many countries have restricted guidelines to set up business in their home country.
For example China only allows businesses through joint ventures, partnership in its land. For
a long time investment in China’s capital market is subject to many restrictions, only recently
they made changes to its policies.

Tax Policy

Changes to income tax law affect the respective parties' income directly and could pose a new
regulatory risk.

Minimum wage laws

Improving minimum wages can be a major source of regulatory risk because they have a
significant impact on enterprises, particularly in hiring vast numbers of poorly qualified
employees.

Financial Regulations

Regulation regarding disclosure of financial reports timely, operation and investment
approaches, maintaining liquidity requirements is the domain of financial institutions. Yet
financial regulation involves more than just laws — it also applies to constant control and
compliance. Poorly controlled financial institutions have the potential to weaken the financial
system's stability, harm buyers and harm economic prospects.
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Regulatory compliance
Risk management

cycle

Fig 9.1 The Regulatory Risk Cycle

Regulatory policies pose top risk to India Inc.
Enforcement and regulatory problems are rife with corporate operations in India from
widespread corruption to bureaucratic red tape to diverse cultural traditions. However, the
benefits of the rising market and its professional labour are greater than the regulatory
exposure. Though the rapid push to outsource IT and back office processes to India has
slowed, it remains the number one destination for business outsourcing. Of 10 leading
offshoring locations, six are located in India according to “The Handbook of Global
Outsourcing and Offshoring,”

Nonetheless, if American businesses want to develop productive operations and relationships,
they need to familiarize themselves with the cultural complexities and the particular threats of
India. Major projects in India often require government officials to pass through. Indeed,
many firms seem unanimous about whether or not business in India can even be carried out
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without a bribe. The KPMG survey also showed 55 % of respondents in India faced bribery
and corruption. And 71 percent said that bribery and corruption caused their organization "a
considerable risk." The bureaucratic system is another prominent issue in India. It takes a lot
of time to clear anything in India. Another hurdle to the compliance of contracts in India. The
justice process is so encased that it is almost difficult to settle some sort of civil dispute.
India’s judicial system has backlogged cases for over 350 years (more than 30 million). Many
businesses and other third parties therefore fail to take action against harassment.

Project risk determining factors

Projects are used as an activity organization for the achievement of desired objectives in all
economic and non-economic areas. And the risk associated with these activities varies in each
sector and also within different project in same sector. However, they will probably depend
on the following.

Nature of the project

Even within a sector, the technical details of projects are very different. There are also
common areas between sector and across. A project may require certain approvals from
government authorities to use particular asset like real property (mining), intellectual
property. These perspectives may lead to absolute loss approvals would be denied.

Location of the project

The risk of a project located in a less-developed country is probably greater than that of a
project in a more economically-developed country. Any political unrest, economic instability,
policy ineffectiveness, inconstant market etc. create a high risk to any venture. ~ Developed
economies may however pose different types of challenges to a project like regulatory
restrictions, environmental, financial, tax reforms, and legal regulations.

Participants in the project

Typically, projects are supported by private enterprises with specific, usually very extensive
experience the sector where the project should operate. The private sponsors have to work
directly with political or bureaucratic State-owned organizations.

Predicting Regulatory Risk

Regulatory risk is increasing, yet many companies still do not adopt an integrated risk-based
approach to compliance. Companies, who can foresee possible regulation will enable this
experience to enhance market processes, deter non-compliance and build a more favourable
relationship among consumers and policymakers. Financial service firms require clear
systems to identify and incorporate knowledge into schedules and activities in order to stay
abreast of evolving laws and issues.

To bring the new rules into the workflow, a company needs business process management
tools. Hence, the end-to-end approach is not handled by any particular technology; this would
be a blend and depend on the dynamic complexity and size of the market.
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In their support of regulatory risk management, technology providers find potential market
place.

The key is an integrated approach and data quality

More and more reporting standards also rendered businesses more accountable, particularly
in the fields of trading, risk management and fees. Many companies collect these data and
retrieve it to the company to create a single risk view. The key to deriving value from
technology is to make sure information becomes useful knowledge.

Risk management strategies to reduce Regulatory Risk

The traditional risk management model is to operate three defence-based lines in which the
business group manages the risk, supervises the management and then audits the process to
evaluate the success. Imposing compliance enables companies to improve control of their
regulatory risk exposure. This has to be built carefully if businesses want to deal regulations
effectively like many other risks.

Company leaders would need to develop the right atmosphere for a risk-based strategy to bed
down and transition. In a certain way, investments are required in and include emerging
technology providers in building capacities that meet authorities' expectations.

9.4 UNDERSTANDING POLITICAL RISK

While political risk assessment has always been a part of any enterprise. It dates back to
1960s in literature. The political risk is likely to impact the local business and/or investment
climate through government decisions or governmental acts in ways that can cause external
companies to suffer losses. In general, the term political risk has come to be used to describe
a component of country risk.

Political risk implies the risk occurs because of the alt