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Lecture Learning Objectives:
At the end of the lecture, you will be able to:
1. Discuss the nature of a financial study.

2. Identify the major sections of a financial study.

3. Describe the procedural steps in conducting a financial study.

4. Discuss the importance of assumptions in a financial study.

5. Describe the various sources of financing.

6. Prepare projected financial statements; and

7. Analyze financial statements.
Nature and Concept
	Financial study is the fifth section of a feasibility study.  It deals with the cost of the projects, the expected revenue to be realized, the estimated operating expenses to be incurred, and the projected profitability of the business endeavor.  All financial information shown in the various financial statements are not historical amounts.  They are projected financial data based on various assumptions used in the study.  By its very nature, therefore, the feasibility study is purely a forecast of expected events.
	Financial study is primarily concerned with the financial health of the business and the proponent is advised to work closely with an accountant or a financial analyst in preparing it.
	This section aims to resolve the basic question: Is the project financially feasible?  What is meant by the term “financially feasible?”.  There are different ways of looking at the financial feasibility of a project.  In resolving the fundamental question, however, there is a need to answer the following corollary questions:
1. Does profitability mean financial feasibility?
2. Does liquidity of the business denote financial feasibility?
3. Do readily available financing sources imply feasibility?
4. Does a rate of return on investments that is higher than the cost of capital mean profitability? 
In case the answers are all affirmative, it would be safe to assume that the proposed project is financially feasible.  Financial feasibility, therefore, is not limited to the profitability aspect of financial operation as commonly denoted in ordinary language.
This section seeks to accomplish the following objectives:
1. To exhaustively evaluate the profitability of the business and its level of profitability;
2. To determine the ability of the business to generate cash from operating activities;
3. To evaluate the liquidity and solvency status of the business;
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4. To determine the sources of financing; and
5. To assess the rate of return on investment
Procedural Steps in Conducting A Financial Study
	Following are the procedural steps in conducting a financial study:
1. Set clearly the assumptions and its basis
2. Determine the total cost of the proposed project
3. Identify the sources of financing
4. Prepare the projected financial statements
5. Perform financial statement analysis
Usually, these procedural steps also constitute the different sections of a financial study.  
Major Assumptions
	The first section of  a financial study lists down the various assumptions adopted by the proponent. It is highly emphasized, however, that assumptions are not wild guesses without any logical basis.  Rather, assumptions are elements that are expected to happen based on past or historical events after a thorough critical review and evaluation.  Assumptions without solid basis cannot be classified as assumptions in a feasibility study and cannot be used as ground for decision making.  Assumptions are not the results of illogical thinking but the fruit of critical review based on reliable facts.
	In listing down the major assumptions used in the study, the proponent is required to cite clearly the basis of such assumptions.  As a minimum requirement, assumptions must be made on the following items.	
1. Market share
2. Selling price
3. Sales volume
4. Plant capacity
5. Manufacturing costs
6. Availability of raw materials
7. Plant location
8. Tax rates
9. Price changes
10. Operating expenses
11. Utility consumption
One basic concept though is that there are interrelated relationships between or among 
assumptions.  For example, the assumption on market share that has been determined in the market study is directly related to the assumption on the total number of units to be produced determined in the technical study.  Likewise, the assumption on the total number of units to be produced must not exceed the assumed maximum capacity of the manufacturing plant.
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Also, the assumption on the selling price of the product and the expected changes in 
prices brought about by events in the external environment should be higher than the 
assumed total manufacturing cost.  Furthermore, the assumption on utility consumption should be based on the assumed plant capacity and the expected number of machine hours.  

This assumption will serve as the basis for the assumption on overhead cost.  
Assumptions, therefore, support each other and maintain intertwined relationships.
	Assumptions are a good basis for decision making if they are based on facts or events that happened in the past.  Assumptions arise because of the trends that happened in the past, and trends usually maintain a certain degree of momentum to continue in the future.  Without well-defined assumptions, projected financial statements can hardly be prepared.
	A mere listing of assumptions, however, without any logical basis is a futile exercise, and will not provide any value to the user.  It is necessary that the proponent cite clearly and concisely the basis of the assumption.
Total Project Cost
	The second section of a financial study, the total project cost, simply refers to the estimated initial funding requirements of the proposed project.  The term “initial” in this context is emphatically underscored to highlight the difference between start-up cost and future operating cost. 
	Total project cost is the sum of the following:
1. Cost of the land
2. Cost of the building
3. Cost of machinery
4. Other infrastructure cost (equipment, parking lot, drainage system, pollution system, storage facilities)
5. Working capital requirement
6. Professional fees to lawyers, accountants, engineers, economists, financial analysts
7. Processing fees and business permit
In case there are different choices or alternative procedures, the total cost of each alternative should be presented to give a total perspective of the proposed project.
	All the amounts that comprise the total project cost, except the working capital requirement, are taken from the technical aspect of the study.
	Relative to the working requirement, the fundamental concern is
		How much should be the working capital requirement of the proposed project, and how should the total amount be allocated to the different specific accounts?
	In other words, the primary concern is to determine the amount of working capital needed by the project in order to produce and sell the goods to the consumers and be able to pay the maturing financial obligations.  The term working capital in this context 
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refers to the amount of current assets, particularly cash or highly liquid short-term securities, needed to carry out the day-to-day operation of the business.
	The amount or level of working capital is very important to the business operation since it will be regularly used to pay current obligations of the business-like salaries, utilities expense and obligations to trade creditors.  There is no fixed rule as to the level of capital that should be maintained by the business.  It is highly dependent on the type of financial management that the proposed project may employ.  The most important consideration is that the level of capital should be sufficient to pay for the daily cash requirements of the business.
	In determining the level of working capital requirement, the following factors should be considered.
1. Prevailing practice in the industry
2. Length of the manufacturing process
3. Nature of the industry
4. Pattern in sales and purchases
A business entity with an adequate working capital can immediately take
profitable opportunities, settle currently maturing obligations, provide credit facilities to customers, and properly manage inventories.  Based on the evaluation, the proponent is expected to recommend the level of working capital that must be adopted by the business and should cite the underlying reasons for such a recommendation.
Data on the estimated total project cost will be used in the preparation of 
projected financial statements, the computation of the rate of return on investment and in screening the attractiveness of the investment proposal.
Sources of Financing
The source of financing is the third section of a financial study.  After the level of capital 
requirement has been determined; the next step is to determine the sources of financing for the capital.  This section should explicitly define the possible sources of funds to finance the initial funding requirements of the proposed project.  Alternative ways of financing the project should be presented to the prospective investors.
This section must answer the basic question:
		What is the source of funds to finance the total project cost requirement?
	For example, it has been determined that the initial estimated project cost is P300 million.  How can this amount be raised?
	The corollary questions that require specific answers are:
1. Who will finance the project?
2. What financial benefits can be derived from a particular fund source?
3. What financing scheme should be adopted?
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4. What are the terms of the financing scheme?
5. Are the terms financially beneficial to the project? 
Usually, the initial funding requirement of  small projects implemented through sole proprietorship and partnership is financed through the owner’s infusion of fresh capital. 
The owners are the primary source of capital.  This, however, may  not likely happen. 
when the required capital investment is huge.  For example, an initial project cost of P8 billion is very substantial.  It can hardly be raised through the personal contribution of an owner in case the business organization is a sole proprietorship or a partnership.  A corporation may be the best organization design for a project with this capital base requirement.  A corporation, therefore, has an advantage over a partnership and sole proprietorship in terms of raising capital requirements.  Aside from raising capital from internal sources, a corporation may consider financing the much-needed capital through creditors.  The P8 billion funding requirement of the project may be sourced from the equity of the owners, from creditors or a combination of both.
.Capital, however, is not free.  It has a corresponding cost.  The cost of capital is a very important factor in selecting the sources of financing.  At this point, it must be resolved whether the needed funds will be sourced from stockholders through the issuance of stock, or from outside creditors through loans or issuance of bonds.
The cost of capital serves as the benchmark in evaluating investment proposals.  It is the threshold with which the rate of return on investment is compared.  The basic rule is that “an investment with a rate of return that is higher than the cost of capital” is favorable.
In view of the significance of the cost of capital, the proponent is required to present it in the study.  Investors are very particular about the return of their investments.
The concept of cost of capital is further discussed in this text.
The sources of capital may be presented as follows:
	10% loan from Metrobank	xxxxxx
	5% preference shares		xxxxxx
	Ordinary shares		xxxxxx
	Total capital requirement	xxxxxx
In case financial institutions offer different lending rates, the proponent should also present this information in tabular format.  Similarly, several mixtures of debt0to-equity ratio should be presented for the investor’s consideration.  The proponent is also required to make a recommendation on the mixtures of debt and equity composition of the capital structure of the business and should cite the reasons for such recommendation.  Usually, the proponent recommends the optimal capital structure of the project where the expected selling price of the stock is at its higher level.
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Projected Financial Statements
		The preparation of projected financial statements is the fourth section of a financial study.  Financial statements are  means by which the business communicates all the information about its financial performance.
			The information to be disclosed in financial statements includes:
1. Profitability of the operating activities
2. Liquidity condition
3. Solvency status
4. Management efficiency in handling resources, and
5. Adaptability performance
		The common financial statements included in the study are:
1. Statement of comprehensive income
2. Statement of financial position, and
3. Statement of cash flows
The statement of changes in equity and the accompanying notes to the financial 
statements are not usually included in the study. However, in addition to the required financial statements, different schedules should also be prepared.  Supporting schedules may include:
The statement of changes in equity and the accompanying notes to the financial statements are not usually included in the study.  However, in addition to the required financial statements, different schedules should also be prepared.  Supporting schedules may include:

1. Quantity of raw materials to be purchased.
2. Required number of units to be produced during the period
3. Manufacturing cost per unit (materials, direct labor and overhead cost)
4. Estimated cash collection and payment during the period
5. Lapsing  (depreciation) schedule
6. Compensation costs, and
7. Amortization schedule
Each financial statement presents a different type of information.  The
statement of comprehensive income, also known as the income statement, presents the amount of income realized during the period measured in accordance with the accrual method of accounting.  In other words, it reflects the profitability of the business.  However, it does not convey the level of profitability, which is another concern of the investors.  
The statement of financial positions, also known as the balance sheet, 
presents the financial condition of the business in terms of liquidity and solvency status.  The total resources and equity, both of the creditors and owners, are shown in this statement. 
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The statement of cash flows shows the amount of cash generated and 
disbursed during a certain period.  The sources of cash inflows and outflows should be properly identified in the statement.
Following are the procedures in preparing projected financial statements:
STEP 1:   Prepare the opening balance sheet where only the investments of the owners and creditors are reflected.  This statement presents the initial total project cost.
	STEP 2:   Prepare the following schedules based on assumptions:
1. Number of units to be produced
2. Raw materials to purchase
3. Overhead costs
4. Total manufacturing costs
5. Numbe of units to sell
6. Amortization schedule
7. Depreciation schedule
8. Compensation cost
9. Utility costs (light, water and gas)
In case different alternatives are presented in the market study, technical study, and management study, different supporting schedules should be prepared based on the alternatives.
STEP 3:    Prepare the projected income statement covering at least five years with sensitivity analysis and supporting schedules on the following:
1. Sales
2. Cost of goods manufactured
3. Cost of goods sold
4. Operating expenses
STEP 4:    Prepare the projected balance sheets covering at least five years.
The study should also indicate whether there is a need for external funding requirements for the period after the initial implementation.
	STEP 5:   Prepare the projected statement of cash flows covering at least five years.
	Financial Statement Analysis
Financial statement analysis is the last section of a financial study.  Data in the projected financial statements remain without value unless they are interpreted as to profitability, liquidity, solvency, and management efficiency.
		The proponent may use the following tools in analyzing the projected financial 
statements:
1. Horizontal or comparative analysis
2. Vertical or common size analysis
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3. Trend percentages
4. Financial ratios
In analyzing the projected financial statements, the proponent should put emphasis on factors that will support the financial viability of the project.

TAKE AWAYS:
	Based on the analysis of the projected financial statements, the proponent should make a recommendation and conclusion of the financial study.  The conclusion should focus on the financial viability of the project in terms of:
1. Profitability and the projected level of production
2. Liquidity
3. Solvency and
4. Return on investment

	

Textbook:
Writing Project Feasibility Study, Nick L. Aduana, C & E Publishing, Inc. 2021
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