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Meaning of business plc

= Whrittemdocument prepared by the
entrepreneur that describes all the releva
external and internal elements involved i
starting a new venture.

B Integration of functional plans like marke
finance, manufacturing, HRD, etc

=@ Addresses short/term decision making

B Integration and coordination of etfective
business objectives and strategies.

B Road map that addresses “where am I nc
where am [ going? And how will I reach
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SCGope of Rusiness Plan depe
o Interested parties like

Entrepreneur
Investor
Suppliers
Buyers

Other stakeholders like employees, const
regulatory bodies

[ & EH &8 O
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Phjective/importance of

10 give direction to the vision formulated by the entrepreneu
*To objectively evaluate the prospects of business

*T'o monitor the progress after implementing business plan
*To persuade others to join business

*To seek loans from financial institutions

*To visualize concept in terms of market av’ulabllih organi
operational, and financial feasibility

*T'o guide entrepreneur in actual 1111p1u111r_=ntat1{m of plan
*T'o identify actual strength and weakness of plan
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Elements/Components of

Introduction

Executive summary
Market/industry/environmental analysi
Description of venture

Production plan

Operations plan
Technical plan

N & E & & E
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Elements/Components of

Marketing plan
Organisational plan
Human resource plan
Social plan
Assessment of risk
Financial plan
Schedule/milestones

M &N & =B & & FE

Appendix/annexures/biblography
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Reauirements/auidelines f
geéveloping a Business Pla

Keep it short and sweet

Focus

People and Roles

Avoid jargon

Information based on study

Realistic and objective

Proper mission statement

LT & ST goals (

M &N & =B & & FE


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

]
di

» FirstRanker.com

A F s cho
Firstranker's choice www_ FiratRanker.com www.FirstRanker.com

Advantages of BP

Analysis of ideas on paper
Help in convincing others
Reduction in emotional bias
Provides SWOT analysis

Justifies one’s ideas/ plans

M & & B & M

Develops consistent strategy

(cc
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Advantage of BP

Achieve one’s commitment
Feasibility study

Action plan

Selling tool

Fundraising

) I 1 R 1 B 1 B 1 B 1

Evaluating progress
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Pirsadvantages of BP

Discouragement

Cutting corners/short cuts
Takes Time

Tunnel vision

Expense

Inflexibility

Obsolete

Lack of accountability

1 E [ [ (SIS s

Poor implementation
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WhHyado business plans fc

[ [ [=

Y Y I Y R R OV 0 B

Improperiy described plan
Poorly detined strategies

Lack of details on job responsibilities and op
schedules

Unprofessional goals and objectives
Incomplete plan

Not measurable

Inadequate commitment

Lack of experience

No sense of threats and weaknesses

No proper customer base
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watch this video
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1. IDEA GENERATION

It 1S the first step in the business pla
process. This step differen
entreprenenr from usual business
entrepreneur may come up with
business idea or may bring in

addition to existing product in the m
Sources of new idea for entrepreneurs

Consumers/ customers
Existing companies
Research and development
Employees

Dealers, retailers
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Environmental scanning :

Environmental scanning which includes ana
exterital and internal environment that
e

1. External environment comprises of

Socio cultural appraisal : culture and tre
existing in society. It 18 comprised of valu
beliefs of people which determines the acce
of product by customer in the market.

Technological appraisal : it assess v
technological options available to convert a
to product. It also provides an brief overvieu
technological aspects.
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0 Economic apnraisal : it assess the status
Society in terms of economic developmer
capita income, national income, consun
pattermun ine visiness.

0 Demographic appraisal : it asses:s
population pattern of given geographic
Which includes sex, age profile, distril
etc.

0 Government appraisal : it assess the v
legislation, policies, incentives formulat
particular industry. Flexibility of these

determine ease for entrepreneur in ter
opening venture in particular area.
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2. Internal environment :

Raw 1naterial : it refers to in terms of availability
material required for the process of productior
material availability is at distance place and
expenswe then entrepreneur should give
thought to the same.

Production/ operation : it assess the availab
various machineries, equipments, tools and teck
that would be required for production.

Finance : it studies total requirement of fine
terms of start up expenses, fixed expenses, r
expenses eftc.

Market : refers to study on potential custom
target customers in market.

Human resource : refers to demand and suj
required human resource in market and estime
expenses to be incurred on human resource.
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3. FEASIBILITY ANALYSIS

» Marketing plan : lays down the strategies of mu
which can lead to success of business plan. Strategie
terms (of ‘marketing mix which includes (produci
place, promotion) which determines the potential «
of customers for product in the market.

- Production plan/operational plan : production
drafted for manufacturing sector where as operatior
designed for business into service sector. Ft comp
strategies on parameters such as location layou
availability of material, human resource etc.

« Organizational plan : defines type of ownership pa
company, sole trading concern, family business, pr
public limited company etc.

- Financial plan : financial plan indicates the require
proposed business enterprise which includes fun
cash flow statement, break even point, projectec
projected balance sheet, profit-loss statement.
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4. Proiec
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Project report is a written documen
desciiibes step by step strategies involy
starting and running business.

5. Evaluation , control and review :

AS company operates in dynamic enviros
company has to monitor and review stra
and policies to stay in line with compx
existing in market.
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MARKETING PLAN
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MARKETING PLAN

Marketing plan refers to plan that describes
condition and strategy related to how produ
Servitesswait e disiribuied, priced and prom
market.

INDUSTRY ANALYSIS : prior to prepara
market plan entrepreneur are required to c
industry analysis section of the busines:
Industry analysis provides information
national and local market that affects ma:
operation of company. Industry analys:
involves collecting information about comyg
which is available in form of secondary c
newspapers, article, websites, catalng:?., prom
interview with distributors, customers etc.


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

:l », FirstRanker.com

A Firstranker's choice

www.FirstRanker.com www.FirstRanker.com

STEPS INVOLVED IN MARKETIN(
RESEARCH
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STEPS IN MARKETING RESEARCI

1. Defining the purpose or objective
entrepreneur should be clear about the 1
of imformaiion required by the bu
sources through which required data w
collected, whether required data will be
primary or secondary source of informat:

2. Gathering data from secondary sou
Secondary source of information is
available through magazines, new p
libraries etc. It usually refers to data av:
about competitors strategy and their posi
the market.
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primary data required for market resea
collected from people directly through me
such as observation, networking, intervie
focus group, exhibition etc.

4. Analyzing and interpreting results : 1
should be evaluated and interpreted depe
on the objective of research pr1
Summarizing results will provids
preliminary insights about competitors n
position and their image iIn comp
environment.
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CHARACTERISTICS/ IMPORTANCE (
MARKETING PLAN
it should provide strateg%z for accomplishi
comgany mission and goal.

It must provide for the use of existing res
and allocation of all equipment , fi
resources, human resources in company.

It should provide for continuity so that each
marketirf Elﬂﬂ can successfully meet long
goals and objectives of company.

It should be simple and specific in nature s
provide appropriate roadmap in terms of pl:
market strategy for company.

It should focus on criteria to be evaluated to
marketing success of the company.
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MARKETING PLAN- STEPS

Y AND ACTION PROGRAM

DISTRIBUTION PROMOTION
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STEPS IN PREPARING MARKETING PL

1. Defiriing business situation refers to unde
past and present business achievements c
ventuire. It g¢ive basic insight about sc
persisting in market, response of customers
venture in market, and helps in pre
customer acceptance of company prod
market.

2. Defining target market : target market re
group of potential customers towards
venture aims its market plan. Knowledge of
market will provide basis for deter:
agprmpriate market action strategy to meet
of customers. Target market also includes 1
segmentation which involves process of di
market into definable and measurable grot
purpose of targeting market strategy.
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3. Considering strength and weakness : st
Of business refers to core areas which cor
1S spiecialized in which may be abun
experience of company in similar ar
business and weakness may be in ter
production capability, or layout which p
limited space for equipment and operatic

4. Establishing goals and objectives : mar!
goals of the company should be clea
specific in nature as it has to clearly in
about nature of product, target customers
promotion , advertising support etc.
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9. Defining marketing strategy and action progra
refers to SpElelC activities outlined to meet the v
businiess plan objectives and goals.

a  Produstand cervice ' indicates description of
or service to be marketed in the new venture.

b. Pricing : refers to price to be charged for pro
market before which company is required to c
various aspects such as cost, margin , competitic

¢ Distribution : refers to means through which
will be made available to customer in market
mvolves decision relating to nature of p
distribution channel, middlemen etc.

d. Promotion : refers to various channels thmugbh
entrepreneur will advertise company proc
customers in market.
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/. Budgeting marketing strategy : After dr
marketing plan entrepreneur is requir
estimiate total expenses to be incurr
processofimplementing market plan. Ex
of marketing plan should be in line
planned expense of entrepreneur.
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8. Implementation of marketing plan : n
plan should be implemented in the comr
shoulld be informed to the workforce iny
in marketing activity, it acts as guiding el
to direct on strategies which will
marketing process effective.

9. Monitoring progress of marketing act
marketing of plan involves tracking s;
results of marketing effort. Sales de
product, data gathered by market survq
few methods of monitoring progress of n

plan.
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El€inents of Marketing Pl

Executive summary

Business overview

Target market

Goals

Pricing, positioning and branding
Market strategies
Implementation tactics

Budget

Evaluation of results

1 E [ [ (SIS s
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Importance of MP

MP leads other plans because:
@ Overall direction

B Marketing goals

B Business environment

@ Target and tactics
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oo Continuity of ‘business @ refers to question o

..............................................
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- term strategic plan for growth and expa

- = Board of advisors and organization : bo

.................................................................

.....................................................................................................................................................
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FINANCIAL PLAN
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= It stuldies total requirement of finance in
of stiarf up expenses, fixed expenses, ru
expenses etc.

% Financial plan indicates the requiremx
proposed business enterprise which in
fund flow, cash flow statement, break
point, projected ratio, projected balance s
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Financial Plan

= Fin plan describes activities, resources,
equipment and materials needed to achie
objectives and the timeframes involved

& Can be a budget outlining future income,
expenditure and investments for further
expansions
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o OPERATING AND CAPITAL BUDGE

PRO FORMA OF INCOME STATEME!

PRO FORMA OF CASH FLOW

PRO FORMA BALANCE SHEET

BREAK EVEN ANALYSIS

PRO FORMA OF SOURCES AND
APPLICATION OF FUND

=
Z;rb—ﬁZbZ—m%ﬂmZmG
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Operating and capital budget
entrepreneur must develop an operatin
capital budget first. Capital budget ref
BRI i ture invelved in the proje
Gperatluns budget refers to operating exj
like utilities, salary, depreciation, in
msurance, advertising etc. Projection is t
phased in a monthly basis

Proforma income statement : refe
projected gross profit calculated from prc
revenues minus projected costs. costs s
comprise of COGS, and operating expen
above. Taxes are deducted from gross pr
give net profit
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% Profeczma cash flow : refers to projectec
availible calculated from projected cash
minus projected cash dismemberment. It is
of difference between actual cash receipts an
payments. If is not the same as profits.

Often calculated from profits by adjustis
depreciation, account receivables, inve
prepaid expenses, accounts payabes and
activities like capex, debt and dividend payr

+ Proforma of balance sheet : summaris
projected assets, liabilities, and net worth «
venture. Balance sheet represents the posil
the business at end of year.
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Break even analvsis : Entrepreneur in
stagel is required to know when profit n
achiéved which will help him unde:
financial potential of a start up business. |
useful technique to analyze how many
have to be sold in order to break even.
even is volume of sales where venture n
makes profit nor loss. BE=Overheads/m

Proforma for sources and application of
: summarizes projected source of fund av:
to the venture and how these funds w
distributed.
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(bjectives of Fin plan

Funding

Balance risks and costs
Simplicity

Long term view
Flexibility

Liquidity

Optimum use of funds

Financial leverage

Guid


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

]
:l », FirstRanker.com

A F s cho
Firstranker's choice www_ FiratRanker.com www.FirstRanker.com

Importance of a fin plai

Cash management
Long range view
Spoting trends
Prioritising expenditure

[ & EH &8 O

Measuring progress

Guide
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PROJECT REPORT
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What 1S project report?

& A project report is a business plan writter
a purpose of procuring funds usually fro:
financial institution.

= It could even be for internal project sanct:

@ It has more elobarate financial plan with
detailed feasibility studies to convince pr
viability and to get funds
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CONTENTS OF PROTECT REPO

1. Cover page : page of the project report s
contain the title of the project, name, address
the readers of the report can easily «
entrepreneur relating to queries of report.

2. Table of contents : table of content are cor
after the main body of the project report is fin
Topics covered in the project report along w
page number should be mentioned in the ;
report.

3. Executive summary : should be written af
completion of project report as it gives brief
project. Length of the executive summary :
not exceed more than one-two pages.
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4 Company information and industry : He:
should explain the ownership form ¢
company, which should contain the reas
ventuiring into the proposed business plan, h
you plan to satisty the needs and expectatior
potential customers and existing competi
industry. It should also include SWOT anal
company.

9. Technical plan : In this part of the report t
aspect analysed during the technical feasib
the report should be highlighted. The choice
product and service to be offered shot
justified. Report should be able to explain h
product of the company is creative and innc
from the existing product in the market.
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6. Marketing plan : this aspect of the product
focus on the industry and market feasibi
should describe about the pricing policy, fis
of méirket research, how large is the market
product to be ottered by the company,
about marketing strategy adopted by the co:
to promote the product, target customers cor
is focusing on.

Z. Operations plan : it describes abot
manufacturing and service delivery proces:
utilised for production of chosen produ
service. It should explain about the innc
brought in the process of production which
it better when compared to existing competi
should also focus on the location, availab:i
resources required for production.
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8. Organizational plan : It gives information ab
management team who are part of the comr
tocuses on the management and technical
possessed by the employees in company and
will prove to be beneticial tor the work proces
carried in the company. It should highlight as
why even after possessing such efficient skil
preferred joining your organization.

9. Project timeline : this chapter explain abc
network diagram which explains about th
duration required for the project. Diagram e
about the various activities in the project, wh
sequentially organized and the time duration re
for the execution of the project is arrived by esti
time required for cnmpletmn of every activ 1ty
formation and later process of the company.
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10. Critical risk and assumption : it explai
various assumption made during the forma
the company particularly regarding the fina
Ther¢imav be various risks related to the p
and market company is planning to enter. Al
details should be highlighted in this part
report. Sensitivity analysis is incorporat
analyse the impact of these risks and prc
action is documented.

11. Social plan : it explains how company proje
benefit the society. It should highlight
company will generate employment opportt
lead to skill development of local people, prc
of goods and services to be provided to th
people, utilization of local resources etc.
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12, Exit strategy : this is the negative aspect
business biit thie compainy shiould explain ho
would close down the business if the comy
not éble to earn the expected profitabili
investess wll be keen to know as though hon
mvestment can be recovered in such situatic

13. Financial plan : it is an important part
report which will contain brief content
gections with numbers in monetary ter
explain about the financial composition
company, various sources through which cos
has raised required finance, total exper
mcurred by the company which will be effe
explained through the means of break
analysis, PBP, ARR, NPV, IRR etc and the cor
financial reports.
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14, Conclusion : this summarizes the key
of the report in concise manner. It shoul
the report on a positive note so that the re
develop posiiive image about the report.

15. Appendices : it contains conclusion part
report and supplement data which is imp
part for the report but cannot be included
initial topics of the report.
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Project-Definition

= PMI's PMBOK detines project as “ A tempor:
endevour undertaken to create a unique goo
service”

@ F L Harrison- “ A non-repetitive, one-off
undertaking, normally with discrete time, fi
and technical performance goals”

@ British standard- “ A unique set of cordinatec
activities with definite starting and finishing
;undertaken by an individual or organisatior
meet specific objectives within defined schec
cost and performance parameters.
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sharacteristics of proje:

=@ Focus

= Life span

@ Team spirit

= Life cycle

E@ Unique activities
=@ Specific goal
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Sequence of activities
Specific time

Interrelated activities
ITranscience creates urgency

Uniqueness creates risk and uncertainty

M & & B & M

subcontracting
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EAGLOrS TN prep of a proje

Entrepreneur’s interest
Government regulations

Market adequacy

Cost factor

O
0
B Resource availability
0
O
= Risk level


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

]
:l », FirstRanker.com

A F s cho
Firstranker's choice www_ FiratRanker.com www.FirstRanker.com

[Peveloping a project rep

@ Choosing an idea
=@ Observation
B Scanning business environment

= Preparation of project report


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

]
:l », FirstRanker.com

A F s cho
Firstranker's choice www_ FiratRanker.com www.FirstRanker.com

Signiticance of project reg

=@ Road map
= Basis for loans
B Reflects economic health

& Others - record, future reference, registra
issue of shares
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EEASIBIEITY. STUDY/PROJ
APPRAISAL
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Feasihilitv studv/Project
appralsal

= Process of investigation, review and evals
of the project or its alternatives as define

& Concerns nature and scale of investment,
economic evaluation based on cash flow
analysis of all costs and benefits.

= Cyclical process repeated as new ideas cc
additional info received, till a feasibility i

B Ex-ante assessment to decide on the proj
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PPjectives of feasibility st

= =

(=]

10 assess project resuits

T'o improve project management and pro
planning

To promote learning

T'o establish new knowledge

To understand different stakeholders’
perspective

To ensure accountability
To ensure best use of funds
To avoid weaknesses and future mistake:
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Reasons for feasibility st

& Assesses economic viability of the project
= Protects from larger capital investments
& Useful and valid for different projects

= lIdeas on paper before implementation

& Presents associated risks and returns

B Provides objective evaluation of projects
lenders
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Importance of feasibility stt

=@ Understanding demand
= Assessing resources

@ Marketing feasibility

B Marking timelines
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METHODS AND
TECHNIQUES
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Evaluation
techniques

Traditional Discountec
cashflow

(ARR, PBP) (NPV,IRR,P
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ACEOUNting rate of return(Af

= Average annual profit after tax * 100
Average investment over project life

= Total profit/no of years *100
Net WC+ Salvage value+ 12 (initial
cost-salvage value)
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— m = o

Annual profits - 1
Annual profits-2 5375 9375
Annual profits -3~ 7375 7375
Annual profits-4 9375 5375
Annual profits-5 11375 3375
Total profits 36875 36875
Project life (yrs) 5 5

Salvage Value (Rs) 3000

o A TYTY

Ldll, Llld LC AAININ
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ARKR

= Total profit/no of vears *100

Salvage value+ % (initial cost-salvage

value)

= 36875/5 = 25%
3000+(56125-3000)1/2
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vaiiatioins or ARR

Average annual profit after tax

- T ——— T\
Investment *1/2
Average annual profit after tax
B .+ (0
Investment

Average annual PAT + Depreciation
e - *100

Investment /2
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ARR=Merits and demeri

= Merits

= Simple to understand and calculate

m Demerits
= Accounting income and not cash income

= [ime value of money not taken
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Payback period
= PBP refers to the time it takes to payback t
original cost of the investment
B Represented as no of years

B Usually a cut-off is used to accept/reject a
proposal

m Useful in mutually exclusive decision mak
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Between

years.

5 20000+5000 93000 56125-48
(including salvage 8125/20
value) =(.406

PBP = 3.
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PBP=merits and demerit

= Merits
= FEasy to understand and calculate
s Cash flow is considered

B Demerits
= lonores cash flow after PBP/frontloading

" Ignﬂres time value of money
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= Useful tor:
» War situations
= Liquidity crunch situations

= Short term focused companies

= We need a system that considers
= Full cash flow

= Time value of money


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

]

[Iﬂ FirstRanker.com

www.FirstRanker.com

Firstranker's choice

Money has utility
Utility has a cost

Cost ot money is called interest, linked to

Future value = Present value + interest
= Present value (1+r)"

Present value .= Future value/ (1+z)"

Compounding and discounting techniqu
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1. Whatis the FV:ot Rs 1000-in'3 yrs at-10%
compounding rate?

1000* (i.1)’= 1000*1.331= Rs 1331

2. What'is the present value of Rs 1610 of ye
10% discounting rate?

1610%(1 /1.1 = 1610%0.6211= Rs 1000
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= - Present valile of a cash itlow is cumulativi
individual years.

5 PV of year1+PV of year2+PV of year3+. .
+PV of year n

@ PV=X[CF. / (1#r)"]
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= Net Present Value (NFPV)

= NPV indicates the PV of future cash flow
Investment

g NPV=X [CE,./ (1+r)"] = CO

= Accept if NPV is +ve, Reject if NPV is -ve
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=+ Takes into account time value of meney
= Takes into account lifetime cash flow
= Allows for different discount rates

= Helps-evaluate mutually exclusive project
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= Depends on discount rate which itself is 1
clear

@ - Absolute measure and not a percentage ¢
capital
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& : Internai rate ot return (1K)

@ Discounting rate of a future cashflow at whi
becomes zero.

@ ‘1" such that =X [CF, / (1+r)?] = C,=0
@ Decision based on a cut-off ‘1’

@ Calculation by trial and error method or usir
sheet =IRR(A1:A5,guess rate)
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= Profitability Index (I’1) or Benefit/ cost raf
= PI= PV of inflow/Outflow
e PE==2{CE, / d+r)"}./Co

@ Similar to NPV-but presented as a ratio
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= DCF 1s more popular

= Multiple criteria used for decision making
= IRRis used by 85%, NPV by 65 %

@ 68% use PBP usually small firms

@ Plis used more by public sector units
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projects

| Project | Co C1 C2 &

Calculate payback, ARR, IRR and NPV at 10% discount
rate and rank them
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A. 10000710000 i1 year
B. - 10000/7500 in 1 yr +2500/7500=1/3
total = 1.33 years
C. 10000/6000 in 2-yrs +4000/12000
=1/3-yirs
total = 2.33 yrs
D. 10000/10000 in 1 year
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10000/ %
10000%1 /2

B. 15000/ 2
------- —*100 = 150% ARR = Average PAT / 12 Investment
10000* /2 '

18000/3
" e 100 = 120%
10000%1/2

16000/3.
£ Sl en: =100 =107%
10000*1/2
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NPV= ZjCin/ (1418 = C0
A. (10000*0.909)-10000 = (910)

B. (7500*0.909)+(7500%0.826)-10000 = 3013

C. (2000%0.909)+(4000*0.826)+(12000%0.751)-10000
4134

D.  (10000%0.909)+(3000*0:826)+(3000%0.751)-10000
3821
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By trial and error method,

A. 0%

B.32%
C-27%
D. 37%
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Discussion

ARR1s misleading
PBP of A and D is same butIRR different
Higher NPV has lower IRR (C and B)
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Non-discounting techniques
= Payback period (PBP)
@ Return on investment (ROI)

Discounting techniques:

= Net Present Value (NPV)

= - Rate.of return /Internal rate of return(IRR
= Profitability Index(PI)
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= Number ot years required for the project
cumulative cash inflows to equal its cash
outflows. It is time required to recover in
cost of project or time taken to break eve
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Advantages of PBP

= Simplé in concept and application
@ Low calculation cost

@ Liquidity indicator

B Suits high risk of obsolescence
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ID)iIsadvantages of PBP

= lgnores cash intlows atter PBP

= Ignores time value of money

B Ignores salvage value

= It is more a method of capital recovery th

profitability.
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AVEEcge rate of return (ARR),

= Capitafl employed and related income is
determined over the entire economic life
project and average yield is calculated

1. ROI/ ARR = (annual average net
earnings/original investment)*100

2. ROI/ARR = (annual average net
earnings/average investment)*100

-Annual average net earnings is after depre
and tax for full economic life
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AVEEcge rate of return (ARR),

3. (Increase in expected future annual net
earnings/inttial increase in required
investment)*100

Average investment =

1. Original investment/?2

2. (Original investment-scrap value of asset)

3. (original investment+scrap value of asset)/2

4. (Oniginal investment-scrap value of asset/2)+
net working capital+scrap value
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Advantages of ARR

= Easy to calculate
= Considers entire cashflows
= Based on accounting profit


FirstRanker.com
https://firstranker.com/
https://firstranker.com/

]
:l », FirstRanker.com

A F s cho
Firstranker's choice www_ FiratRanker.com www.FirstRanker.com

[D1Isadvantages of ARR

= lgnores time value of money

& Cost and future inflow cant be accurately
estimated

B lgnores project period (short term higher
gets preferred)

@ Unsuitable for investment in parts (assun
full investment in the beginning)
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NET'PRESENT VALUI
(\1:4%
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Nt Present Vaiue (NPV

= Considers time value of money

= PV for all outflows and inflows for the en
duration is discounted by cost of capital ¢

NPV calculated
B NPV = PV of each inflow- initial investm
= CUM (CFt/(1+k)t) - CFo
= CUM (CFt*PVFkt) - CFo
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Advantages of NPV meth

B Recognises time value of money

@ All cash flows considered

& Achievement of Profitability objective
@ Value additivity achieved
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PiSacvantage of NPV met|

= Difficult to understand

B lgnores project period and investment siz

B Discount rate is tough to decide
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PROFEFABILITY INDEX (I
BENEFIT-COST RATIO (B(
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Protitability index

&5 Pl = PV of cash inflows/PV of cash outflc
& Pl(net) = Net Present Value/Initial cash ¢
B Net PI = PI-1

& Project is accepted if PI>1
= Projects are ranked in order of PI
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Advantages of Pl

=@ Easy to understand
= Time value of money taken
@ Uses cash flow method

& Consistent with objective to maximise
shareholders” wealth
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PDisadvantages of Pl

= Doesn't consider project duration
= Cost of capital is estimated
B Requires long term forecasts
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INTERNAL RATE OF
RETURN (IRR)
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IRternal Rate of Return (|

5 Another DCEF method, also called rate of -
time adjusted rate of return, yield on
investment, marginal efficiency of capital
marginal productivity of capital, etc.

B Rate of return is internal to the proposal |
on outlay and cash flows unlike NPV-wh
is external based on cost of capital.

E@ IRR is discount rate which equates aggre:

PV of net cash inflows with aggregate of
cash outflows. It is the rate at which NPV
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Advantages of IRR

B Recognises time value of money
= Easy to understand
= Indicates profitability.

@ Consistent with overall objective of
shareholders” wealth maximisation.
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[DiIsadvantages of IRR

@ Tedious calculation
@ Multiple rates

= Inconsistent in maximising shareholders’
wealth

= Reinvestment of cash flows

= Ignore rupees of NPV
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= Economic feasibility
@ Technical feasibility
@ Financial feasibility
B Managerial feasibility
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