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ABSTRACT*

Thi s paper presents how marketing concepts and tools may be
applied in investnment appraisal studies. The marketing

eval uation process begins with a description of the project
concept based on the market need the project ains to satisfy.
This aids the definition of the project's relevant nmarket and
| eads to an analysis of the nmarket. The narket consists of
custoners and conpeting suppliers. The project nust try and
match its potential capabilities to existing and potenti al
custoner needs. In doing this, the project gains conpetitive
edge and maxi m zes potential perfornmance.

Mar ket performance is a neasure of the project's ability to
satisfy the key market need factors within its defined target
mar ket. The paper shows how a project analyst nmay evaluate a
project's market performance. Such a nmeasure may be used as an
i ndi cator of conpetitiveness by which to project market
expansi on and market share estimates. In econom c analysis a
mar ket expansion, is an outward shift in the demand curve, and
t akes pl ace when a project achieves a conpetitiveness rating
hi gher than the | evel of other market conpetitors.

The aut hor expresses his thanks to M. John Joanni des, Ceneral
Manager of the Cyprus Devel opnent Bank and Dr. d enn Jenkins
Director of the International Tax Program at Harvard
University for their encouragenment and support in witing this
paper .

* Savvakis C. Savvides is a Senior Analyst, Head of the
Marketing Unit at the Cyprus Devel opnment Bank and a
Research Fell ow of the International Tax Program at
Harvard University.



| . | NTRODUCTI ON

Mar keti ng analysis in project evaluation refers to the

met hodol ogy by which strategic nmarketing principles are
applied for the purpose of assessing the capability of an

i nvestnment project to survive the conpetitive forces inits
market. It provides the rules by which the marketing variabl es
in a projected cash flow such as, sales volune, price,

di stribution and pronoti on expenses are derived. Marketing
anal ysis al so exam nes the integrity and consi stency of the
mar keti ng assunpti ons and, where possible, helps in

refornmul ating the project thereby increasing its |ikelihood of

viability and sustai ned market perfornmance.

Thi s paper addresses the need of the project analyst to
understand and assess the effect of market forces in

apprai sing investnment projects. It attenpts to show how
financi al projections can be nmade nore neani ngful and | ess
ri sky when marketing concepts and tools are used in project

appr ai sal .

The nost crucial question that a marketing analysis has to
answer in a project evaluation study is whether the project
can conpete successfully in the market place over its expected
lifetime. WII enough revenues be generated to offset the
costs; is the market |arge enough; to what extent can the
products of the project be expected to expand the existing

mar ket or accelerate its growmh; what is the threat of
conpetition now and during the life of the project; indeed,

what is the managenent's capability to respond to such threats



or to take advantage of opportunities along the way; what
mar ket i ng expenses have to be incurred to optimse long term

revenue and costs.

Provi ding answers to these crucial questions is not an easy
task. Assunptions are both inevitable and necessary as there
are usually too many uncertainties involved. Neverthel ess, the
guestions have to be asked before thoughtful answers can begin
to be found. Many of the projections will still be based on
subj ective opinion and i nconpl ete dat abases. There are no
really right and wong projections. There can be only

t hought ful versus carel ess or superficial projections. The
latter will, in all probability, lack nore than just numeric
accuracy. Except by chance, they will not be a true reflection
of the market forces that shape conpetitive position and

determ ne the outcone of the project.

Proper marketing anal ysis should nake the evaluator, and in
consequence the potential investors, w ser and nore

know edgeabl e about the key success factors of the proposed
project. It is very rare to find a project that cannot be
inproved as a result of the insights gained froma truly in-
depth appraisal. Solutions to reduce risk and increase
expected return are therefore closer at hand if the diligent
anal yst, propelled by a positive research attitude, is
assisted in his task froma sound net hodol ogy by which to

seek, process and interpret marketing related infornmation.



The reader shoul d appreciate that every project has its
intricacies and therefore the way by which the answers to the
mar ket i ng questions are sought may vary fromproject to
project. The depth of analysis achieved nay al so depend on
data availability, cost and tine constraints, the difficulty
of undertaking primary research and nany other factors. The
guestions, however, will still be the same for any project;
and the nethod and exanples outlined in this paper shoul d,

wi th some understanding of the concepts presented and a little
i magi nation on the part of the analyst, be easily transferable

to any project.



1. THE MARKETI NG EVALUATI ON PROCESS

In practice, the marketing eval uati on stages of a project
apprai sal follow an iterative rather than a conti nuous path.
The anal ysis may thus undergo various revisions before it is
conpl eted. The definition of a project's market for exanple
may be changed several tinmes to accomodate all the identified
mar ket segnments or to facilitate pertinent market performance
analysis. Oten the analyst nust think creatively to find the
nost suitable way to seek out and nodel the avail abl e
information so that it best serves its purpose. The
fundament al stages of a marketing analysis in a project

apprai sal are the foll ow ng:



The narketi ng eval uation of invest

ment projects

1. Market definition

Mar ket need

Rel evant mar ket

Mar ket si ze

2. Marketing anal ysis

Cust omer s

Conpetitors

Project capabilities

3. Strateqic appraisal

Tar get mar ket Mar

keting position

Mar keti ng m X

4. Expected market perfornmance

(Cash fl ow projections)

Pri

ce

Mar ket expansi on

Mar ket share

Mar keti ng costs




1. Market definition

The first stage of a marketing appraisal is to define the
mar ket in which the project will operate. To achieve this the
anal yst shoul d:
- descri be the market need that the project idea ains
to satisfy
- define the relevant market of the project

- estimate market size

The nmar ket need

A project evaluation begins with an idea, which gets refined
with every attenpt to fornmulate and evaluate it. It is an
iterative process that continues until project inplenentation.
At the very core of this idea |lies the market need that the
products of the project will aimto satisfy. The fornulation
of the project and its market should stemfromthe definition

of this underlying market need.

Needs are the building blocks fromwhich markets are nade. At

a rather abstract level, we may thus think of the markets for

thirst, hunger, health, shelter, sex, affection,

entertai nment, education, information and know edge,

pr of essi onal conpetence, adventure and excitenent, |eisure, or
a conbination of these and a nultitude of sub-needs that stem

from these fundanental needs.

Mar ket needs vary with people and situations. However, it

shoul d al ways be possible to define a market in terns of



consuner needs. For exanple, if we consider the possibility of
the exi stence of a market for television sets 100 years from
now, the answer nmay be either yes or no. The uncertainty stens
fromthe fact that it is not possible to know what ot her
products or nmethods nmay exist 100 years from now for people to
entertain thensel ves at honme. However, if we ask the question
will there be a market for home anusenent and recreation 100
years from now, although still speculating, the answer will
nost |ikely be yes. The reason is because needs are rooted in
human nature (and it is about the only thing that is given in
mar keting) while the products that satisfy themw || be
changi ng depending on the state of technology and creativity

of the suppliers in the market place.

A description of the project concept around the core market
need facilitates the identification and selection of the
potential conpetitors and custoners of the project. For
exanple, in defining the market need of a video studi o project
in Cyprus as primarily the demand for the production of "cost-
effective pronotional nmessages”, it was possible to |ocate
both potential conpetitors and custoners. Potenti al
conpetitors were identified to be fil m ng-studios in nearby

G eece whose productions were considered to be highly
effective but rather expensive and |ocal advertising agencies
produci ng notionl ess slides that were very |owcost but quite
ineffective in ternms of comrunication ability and conpany

i mge. Potential custonmers were identified to be nedium size

firms in highly conpetitive industries such as | ocal



manuf acturers of fast noving consumer goods, commercial banks,

touri st agencies, and so on.

Defining the nmarket need of the project also directs narket
research for assessing the conpetitiveness of the project and
for estimating market penetration forecasts. In the above-
menti oned project, a list of conpanies within the identified
category and advertising agencies w thout an in-house
capability to produce | owcost commercials was conpiled. This
list of potential custonmers and conpetitors was then used as a
sanpling frane based on which a survey was executed to
estimate the likely market penetration and acceptability of

t he proposed project.

In public sector projects, like for exanple a new notorway, a
port or a dam the market need nay be easier to define than
with a private sector project. The reason is because a public
sector project is usually fornmulated in response of a publicly
debat ed perceived "social need". The only problemin such
projects is that the politician's statenent of a social need
may not be put forward in a marketing context. For exanpl e,
the politicians may argue that a new notorway connecting the
capital with the country's nmain port is built in response to
the country's "need for infrastructure to foster econonic
devel opnment and welfare". A marketing re-definition of the
same nmar ket need may probably be expressed as the need for
"efficient transport of goods and faster/safer conmuting

between the two cities". The latter definition is nore useful



for a marketing evaluation in that it helps identify potenti al

conpetitors and custoners.

The rel evant nar ket

A mar ket exi sts when potential buyers and sellers find a

nmut ual interest in exchanging wealth (such as noney for
products) whereby as a result of the transaction both parties
consi der thensel ves better offEJ It refers to the persons,

pl aces and conditions that facilitate the exchange of goods

and servi ces.

A market is made up of the actual and intended actions of
suppliers and consuners. It exists when consuners are willing
to forego sone noney to satisfy a need (effective denmand) and
suppliers are willing to respond by creating products that
aim within the constraints of the consunmer budget, to satisfy
those needs in order to realise a profit (effective supply).
Hence, where there is unsatisfied demand suppliers have an
opportunity for profit. Marketing is about what constitutes
this potential demand and the ability of the supplier to
understand it and use avail able resources to satisfy it. From
a marketing perspective therefore, a market definition should
accomodat e the requirenent of the supplier to discern the

consuner psychol ogy and predict market behavi our.

1 The apparent utility (or perceived value) of the item acquired

t hrough free exchange is greater than the price or cost of the item
foregone otherwi se at |east one of the parties involved in the
exchange would not be willing to enter into it. In markets
characterised by perfect information and honmobgeneous products, free
mar ket exchanges are therefore assunmed to achieve an increase in
total welfare.



The boundaries of a project's narket are in practice very
difficult to establish. This is because, in reality, there is
only one market. That is the total market for goods and
services, which includes all products and services under the
sun. Wthin this market, every product or service conpetes in
varying degrees with all the other products for a share of our
limted disposable incone. Whether we spend our noney on an
expensive car or to buy a beach apartnment is a decision
simlar in many respects to the decision whether to buy a
Mercedes or a BMN Indeed, in all probability the beach
apartnent conpetes with the |uxury autonobile market nore than
the latter conpetes with a cheap Japanese car. Yet we are
unlikely to consider the beach apartnent and the Mercedes as
conpeting in the sane market the sanme way we think of, measure
and anal yse the autonobile nmarket. Simlarly, with respect to
peopl e who are trying to give up snoking, chew ng gum and
cigarettes may be thought to be cl oser substitutes than one
brand of cigarettes with another. The definition of a market
is nerely a nental construct whose boundaries can be as w de
as the total market for all goods and services or as narrow
as, say, the market for "a special nedicine for a very rare

di sease".
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Descri bing the market need that the project ains to satisfy
gui des the definition of the project's relevant market. The
boundaries of the market within which the project is expected
to operate depend on the degree of substitutability between
its products and other potentially conpeting products. In
general, the project's market should be defined in a way that
permts the inclusion of all najor conpetitors and their
custoners but excludes those, which are only renotely rel ated
toit. For exanple, in considering the operational definition
of the market for a cruise ship project for which the market
need was defined to be that of "confortable, but affordable,
short cruises to places of historical interest near Cyprus"”
all liners and cruise ships that regularly service the hone
ports with simlar travel destinations were included. Transit
passenger ships, commercial ships and airlines were excl uded
because the degree of substitutability of their products and
services with those of the project was not expected to be

significant.

To illustrate the substitutability test in defining market
boundari es consi der the market catering for the general
consuner need of "refreshing drinks" as shown in the diagram
bel ow. The size of each circle represents a neasure of
consunption of each product class during a particul ar period
of time. The notional axes of the market space neasure the
per ceptual position of each product in the mnd of consuners.
The degree of substitutability between the submarkets is

depicted by the extent and nmagni tude of the overl apping

11



circles. Hence, the "Soda market" primarily conpetes with the
"Juice nmarket" and the "Bottled water market" and to a | esser

extent with the "Beer" and "Wne" narkets.

The refreshing drinks market

The definition of the relevant market of a new project should
al so take into account current trends that nmay affect the

i nportance of potentially conpeting products. Trends are |ike
w nds that can change both the size and position of a product.
Staying with the above illustration of conpeting markets, the
position and size of the "circles" of each conpeting product
(or product class) in the nost recent years should al so be
considered in order to extract the |likelihood of it emerging
as a substitute to the project's products. For exanple,
bottled water, driven by a w despread trend towards healthier

life, has been growing and noving into the market space of

12



soda drinks (e.g. through the introduction of sparkling water
in various flavours). Since this trend is expected to
continue, bottled water suppliers nmay be taken to be prine

conpetitors of a new soda drink project.

In the case of new products or services for which it is
difficult to find a simlar industry or group of existing
products, one nust | ook for markets or products that stand to
| oose business as a result of the new project. The conpetitors
of the new project will be those suppliers whose products are
likely to be displaced by the project products. For exanpl e,
the introduction of a water amusenent park project may be
taken to conpete primarily with the market for sea water

sports and only renotely with "dry"” fun-fair anusenent parKks.

A useful test to help decide whether to include a particul ar
conpeting firmor market in the definition of the project's
rel evant nmarket is to assess the cross elasticity of demand
with the project's products. In the above exanple, it was
considered that a significant change in the entrance price of
fun-fair anmusement parks is unlikely to affect the demand and

supply conditions of the water park project.

13



2. Market analysis

Following the definition of the project's market the anal yst
shoul d anal yse the rel evant market in three inter-dependent
phases as foll ows:

- under stand and segnent potential custoners

- study the conpetitors

- assess project capabilities

The object of studying the market is to provide the
under st andi ng needed to achieve a good match of the project's
capabilities to the needs of potential custoners taking into
consideration the conpetitive profile of existing and
potential suppliers. Hence, the three stages of anal ysing the
mar ket are strongly inter-related. The best depth is achieved
by followng a circular flow of analysis whereby research into
one stage stinmulates further research cues whi ch when pursued
enhance the understandi ng of the other stages. This iterative
process should continue until a nmeaningful strategic appraisal

for the project can be attenpted.

The custoners

One of the biggest problens in the marketing anal ysis of

proj ect appraisal studies stens fromthe fact that it is often
assuned that the demand for the project's products wll be
sufficient sinply because the size and growh of a potenti al
mar ket seenms to be substantial in relation to the capacity of
the project. In retrospect, the analyst usually has difficulty

in describing the custonmers of the project. It is inperative,

14



however, not only to describe but also to genuinely understand
t he needs of potential custoners in order to achi eve the best
possi bl e match of the project capabilities to current market

needs.

In order to focus the project's resources on the needs of a
particul ar set of custoners, which may be selected froma

wi der definition of the market according to a particul ar

i ndustry or product type, the analyst nust seek ways by which
to identify groups of customers w th honbgeneous
characteristics and needs. This process is known as market
segnentation and can in practice be a very sophisticated and

expensi ve exerci se.

Mar ket segnmentation is an attenpt to di saggregate the demand
curve. Market segnments are relatively honbgeneous clusters of
custoners behind the demand of a given product. Thus, a narket
segnent definition may refer to group of custonmers with
simlar needs. Alternatively, since a product is perceived as
a bundl e of consumer benefits, one could define a market
segnent with respect to a set of product benefits that are

i nked to one or nore honbgeneous clusters of custoners.

In general, market segnments nmay be defined by custoner
characteristics or according to the purchase or consunption
situation. Market segnentation criteria may be any or a

conbi nation of variables fromthe followng Iist:

15



Segnent ati on based on custoner characteristics:

Denogr aphi ¢ : Ceographic | ocation, sex, age.

Soci o-econom c : | ncone, marital status, famly size,
occupation, educational background,
religion.

Psychographic : Life-style, personality traits.

Segnent ati on based on situation characteristics:

Behavi our al : per cei ved product benefits, user
status and usage rate (vol une
segnentation), brand or store
| oyalty, seasonality preference (tine

segnent ation).

The above list of criteria for segnenting markets is by no
means exhaustive. Adding to the potential conplexity is al so
the fact that some of the variables may take val ues which are
limted only by the imagination and | evel of sophistication of
t he anal yst. Market segnentation criteria are the colours on
the researcher's palette. How they are applied to a | arge
extent determ nes their useful ness. The objective is to arrive
at definitions which enhance the overall understanding of the
project's market. Furthernore, nmarket segnments shoul d be
defined in such a way that the project can be fornulated to
dom nate one or nore of them In particular, nmarket segnents

shoul d be:
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- subst anti al
- accessi bl e
- nmeasur abl e
- predi ctabl e
- penetrabl e

- def ensi bl e

Consi der for exanple, the market for a project which wll
i ntroduce frozen potato chips in the |ocal potato market.
Since, frozen foods are popular for their convenience and tine
saving features, a nmarket for frozen potato chips may be found
anong young housew ves and wor ki ng wi ves. Product usage, life-
styl es and strai ght denographic characteristics may therefore
produce a useful definition of the nost rewardi ng segnents for
t he proposed project's basic market need. Before proceeding to
define various segnents the analyst may find it useful to
deconpose the market by cross-tabulating primary purchasers to
product usage in order to show how substantial a presuned

mar ket segnent may be, as shown in the matrix bel ow
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Total Market in Value (in thousands of dollars)

Year 1988
Product usage
Pur chaser Fried Roast ed Boi | ed Tot al
Househol ds 3, 750 2,250 1, 500 7,500
Rest aur ant s 960 400 240 1, 600
Hot el s 378 294 168 840
Tot al 5, 088 2,944 1, 908

Primary market research need not be too sophisticated at this
stage. For exanple, a small tel ephone survey anong housew ves
may be enough to establish the rate of usage and pattern of
consunption of potatoes at hone in the past few years (see
Appendi x ). Total volume sold in the | ocal market, the nunber
of househol ds, and average yearly prices should, in nost
countries, be available through desk research. Conpiling this
mar ket information should show t he useful ness of the defined
mar ket segnents. For exanple, with respect to the proposed
mar ket segnent of "young housew ves and wor king w ves" the
foll ow ng concl usi ons may be drawn:

- Househol d consunption of fried potatoes is
found to be substantial and grow ng. Housew ves
under 35 years old and working wi ves account
for about 60% of total househol ds.

- Housew ves and working wi ves are considered to
be easily accessible by the new project.
Through the conpany's ot her established

refrigerated foodstuffs the project is secured

18



good refrigerated shelf space in nost nulti-
stores. Further, the target audi ence can be
sel ectively reached through tinely television
commerci al s and adverti senents in wonen's
magazi nes.

- The market segnment is nmeasurable from various
denographi c reports and consuner surveys and is
consi dered highly predictable through the
rel ati ve ease by which one can anticipate the
lifestyle of the target group. The degree to
whi ch a good match is achi eved between the
per cei ved benefits of the proposed product and
t he needs of the target group can al so be
tested to arrive at a market/conpetitive
profile through a follow up attitude survey
anong housew ves.

- Last but not least it is possible, nmainly due
to the established position of the conpany in
simlar products, to penetrate and defend the

mar ket segmnent.

Mar ket segnmentation analysis is the first step in fornul ating
a marketing strategy for the project. For exanple, if custoner
needs are not significantly different (eg. typically commodity
markets like mning, fertilisers, agricultural products,

petrol etc.) the market may be taken to be honbgeneous. In
such a case, costs of production and price are probably the

predom nant market forces. The project may thus be better off

19



enpl oying an undifferentiating marketing strategy. If, on the
ot her hand, various groups of people are found to have
significantly different needs and preferences (eg. typically
nost consuner markets |ike the markets for beer and soft
drinks, toiletries, clothing etc.) the market is

het er ogeneous. I n such a case, in order to best serve the
needs of diverse market segnents, the project may follow a
differentiating marketing strategy by marketing distinctly

di fferent products in each segnent.

The objective of market segnmentation in project appraisal is
to identify potential customers with those special market
needs that can best be served by the project. Market
segnentation therefore aids the selection of the project's
target market. This is achieved through the careful matching
of the project's capabilities to the nost appropriate customner

profiles.

The conpetitors

Havi ng defined the project's relevant market the next step is
to list and briefly analyse the najor conpetitors and their
products. The purpose of studying existing suppliers at this
stage is to derive market profiles of the key conpetitors in
the industry so as to identify potential capability gaps on
whi ch the project can develop a conpetitive advantage. These
conpetitor profiles will enhance and guide the search for
potential capability strengths that can positively

differentiate the project products within the rel evant market

20



(see Project capabilities, below).

The main sources of information for studying conpetitors may
be annual reports and published financial accounts of the
conpani es concerned, industrial production surveys, inports
and exports statistics, technical or marketing journals, etc.
It is often useful to hold sonme interviews with distributors
and customers of the products of existing suppliers. This
enabl es the analyst to get a first feel of the key market
attributes and to understand how the main conpetitors fare
agai nst current nmarket expectations. In particular, the

anal yst shoul d | ook at the key market capabilities of existing
suppliers and the potential energence of new conpetitors as

illustrated bel ow

1. Key market capabilities of the main existing

conpetitors:

Conpetitor A Mar ket share = 30%
Conpetitor B Mar ket share = 20%
Competitor C Mar ket share = 15%

21



KEY MARKET CAPABILITY

Product variety

Product quality

Price/ cost advant age

Control over distribution channels

Control of factors of supply

Power over custoners

Technol ogi cal know how

Cal i bre of managenent

Fi nanci al backi ng

Pronoti onal support

Cust oner service

Speed and flexibility of supply

22
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2. Potential conpetitors fromnew entrants and
substitute products.
There are many factors that can change the nunber
and identity of conpetitors in a market. The anal yst
shoul d seek to identify potential new conpetitors
and likely changes in the rel evant market by | ooking
at the possibility of occurrence of any of the
foll owi ng factors:
- changes in consuner tastes
- new uses for existing products (market
ext ensi on)
- re-targeting of existing products to new
mar ket s (mar ket repositioning)
- mergers and acqui sitions
- governnment regul ati on or deregul ati on of the
mar ket
- changes in the inportance of distribution
channel s
- rel evant new technol ogy applications
- changes in sources and types of raw nmaterials

- national trade agreenents

The project capabilities

At the sanme tinme that the analyst is studying the market

envi ronnment, he should also seek to identify the project's
capabilities in relation to the rel evant market. This may take
the formof a marketing audit into what special skills and

conpetencies the project is capable of using in order to

23



pursue a conpetitive advantage within the defined market. Such

capabilities may be found in the follow ng areas:

Human resource Labour skills, experience,
noti vation, know edge areas, training
quality, creativity, culture.

Or gani sat i onal Efficient organisational structure,
managenent quality and experti se,
gui ck deci si on-maki ng, corporate
synergi es, access to capital,
efficient internal comunication
channel s.

Technol ogy Advanced production technol ogy,
flexibility of supply, processing of
i nformation.

Scal e Mar ket | eadership in rel ated markets,
pur chasi ng econom es (control of
suppliers), production econom es.

Products and franchises Patents, |licences, joint-ventures,
successful related products.

Sal es and distribution Ext ensi ve distribution channel
coverage, capacity utilisation, good
relations with agents, exclusive
agencies, efficient distribution
channel s, superior service.

Pronoti on Access to pronotional nedia, ability
to produce effective pronotional

canpai gns.
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For exanple, a brew ng conpany considering an investnment into
produci ng new types and brands of beer for the |ocal narket

may conpile the followi ng corporate capabilities profile:

Corporate capabilities profile of a brewing conpany with

respect to a proposed i nvestnent for extending the

product line in the | ocal market.

1. In a highly governnent regul ated market, the conpany
owns one of very few brewing |icences which allows
it to produce as many types and brands of beer as
possi bl e. By contrast the major conpetitor in the
| ocal market is seriously constrained in producing
new beer types and brands.

2. The existing brewery has anple spare capacity.

3. The conpany has a very good nane as a | eadi ng
suppl i er of al coholic beverages. This can ensure the
necessary shelf space for introducing new products.

4. The conpany can utilise and take advant age of
synergi es thereon of an extensive and highly
efficient distribution systemin the marketing of
new products.

5. The rather limted existing product Iine allows for
t he devel opment of new products with relatively | ow
canni bal i zation factor.

6. The conpany has good contacts with international
brewi ng conpani es who are interested in penetrating
the local market. It is possible therefore, in

conbination with the highly restricted |icencing
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government policy, for the conpany to take advant age
of a joint venture froma position of nonopsonistic
st rengt h.

7. The conpany enpl oys key managenent personnel who can
utilise their extensive experience in the production

and marketing of al coholic products.

It is interesting to note how a conmpany can turn a potenti al

di sadvantage li ke, for exanple, its |ow capacity utilisation
and the limted product line (in points 2. and 5. above),
around so that they may becone the spring boards of its
conpetitive advantage with respect to a new i nvest nent

project. This is possible in nmany other scenarios, given that
t he anal yst has a good understandi ng of how conpetitiveness
may be attained in the market. For exanple, small scale can be
turned into flexibility of supply, high costs of skilled

per sonnel can be channelled into the value chain through

achi eving excellence in better after sales service or problem
solving capabilities for particular types of custoners, and so
on. It is therefore necessary to understand potenti al
custoners and their needs in order to fully utilize market

potential capabilities.
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3. Strateqic appraisal

After studying the market the analyst should fornulate and
assess the project's strategy. To achieve this the project
anal yst shoul d:
- sel ect the project's target market
- define the project's conpetitive advantage and
measur e expected market performance
- assess the sustainability of the project's

conpetitive advant age

The target nmarket

The scope of target narketing is to enable the project to
exploit its potential conpetitiveness through producing and
delivering superior products for substantial and potentially
rewar di ng market segnents. Appropriate market segnentation
anal ysis in conbination wth a good assessnment of the
project's potential capabilities is the key to successful
selection of a target market. The project should concentrate
its resources only on those segnents that it can serve best,

given its capabilities and avail able skills.

A common mstake in the definition of a target market is to
include the total relevant market. However, unless it is a
very honogeneous market, such an approach will al nost
certainly not succeed in achieving excell ence and cust oner
sati sfaction; a prerequisite for sustainable market
performance. Furthernore, in adding a market segnment into the

target market of a project, one should ensure that its
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presence does not hinder the efforts to deliver a superior
product in the other segnents. This is likely to occur if the
rel evant market includes many rather heterogeneous narket
segnents. In such cases, if it is not possible to market
distinctly different products for each segnment, the odd narket
segnent should be rejected in favour of those that are likely
to utilise best the project's assets and potential capability

strengt hs.

For exanple, the target nmarket for a cruise ship project in
Cyprus did not include Cypriot students in Greece comuting by
shi p and excursionists passing through Cyprus because it was
consi dered that these segnents, although |arge, were not
conpatible with the image and strategy desired for the main
mar ket segnments (those of tourists in Cyprus and Cypri ot
famlies). By contrast, the Israeli market, although not
entirely typical of the main market segnments, was initially
included in the project target nmarket because it was possible
to serve it through a special return trip fromlsrael to Egypt
that did not clash with the rest of the ship's proposed
itinerary. Furthernore, the "tourists"” and "lIsraeli" market
segnents were characterised by high potential growh rates.
Thus, the final target nmarket for the proposed cruise ship was

as shown in the table bel ow
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Target Market: M ni -crui se project

No. of Repeat Mar ket Aver age Mar ket Mar ket
Mar ket Segnments : persons x purch.= volume x price = value Gowh

Israelis visiting
Egypt for vacation

and shoppi ng 10000 x 1.90 19000 x £40.00

£760000 Hi gh

Cypriot famlies
on vacation to Mode-
31500 x £70.00 £2205000 rate

near by countries 30000 x 1.05

Tourists in Cyprus

conmbi ning their stay

with a tour to

Egypt and | srael 100000 x 1.00

100000 x £60.00

£6000000 hi gh

140000 1.08 150500 £59. 57 £8965000

The target market was considered to be attractive because it
was substantial, and potentially renunerative. Mreover, it was
the type of nmarket which, given the project sponsors' strengths
emanating from being market |eaders in the tourism and hotel
busi ness, offered a good opportunity for the project to find a
sust ai nabl e conpetitive advantage. The market could easily be
penetrat ed, expanded and defended since the project sponsors
chose to conpete in market segnments where conpetitors could
find it hard to follow. It is inportant to enphasize the
possibility of expanding the nmarket as a direct result of the
project. For exanple, the mni-cruise was expected to enabl e
the project sponsor to prepare holiday packages that woul d
attract tourists from Europe who m ght not, otherw se, have

conme to Cyprus.
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Mar ket perfornmance anal ysi s

Following the definition of a target market, the anal yst
shoul d descri be how the project capabilities are to be

enpl oyed in view of the opportunities presented by the market
segnentati on and conpetitor anal yses so that the project can

attai n maxi mum potenti al performance.

An essential skill, at this stage, is the ability to identify
and assess the actual and potential needs of the project's
target market. Each product, or nore appropriately the

mar keting mx, of a project may be perceived as a bundl e of
benefits that individually and in their totality aimto best
satisfy a targeted cluster of market needs within the rel evant

mar ket .

Consi der the di agram bel ow. Consuners seek to maxim ze their
wel fare through spending their limted noney budget on
products which are perceived to carry such benefits that could
best satisfy their needs. Producers, on the other hand, try to
build such features into products that may give the desired
perceived inmage to the targeted consunmers so that they could
maxi m se sales and profits. Consuners therefore assess
products on their perceived ability to fulfil market needs
whi | e producers use the marketing mx elenents to try and
create products and services that are likely to generate the

nost desirabl e market perceptions.
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The marketing of new products

The cust omer

The product

The producer

—1 Pr oduct
Mar ket Per cei ved Mar ket i ng
—{Price
Need <>|Product <>|[|M x <<
Attributes Benefits Feat ur es — Pronoti on
1 Di stribution
I I
Principal ||Sel f-stated Conj oi nt { Marketing
conmponent | |performance anal ysi s { research
or factor ||scores { methods
anal ysi s { used

A project's market performance depends on its ability to

arrive at the nost effective mx of product features.

selecting a target market the project wll

successfully achieve the fol |l ow ng:

After

t herefore have to

Determ ne the key market attributes (or

pri nci pal

conponents) of the basic nmarket need

within the target market.
Estimate wei ghts of inportance for each market
attribute.

Measur e performance scores for both the
products of the project and its main
conpetitors as perceived custoner satisfaction

for each of the identified market attri butes.
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4. Cal cul ate market performance for the project
and its conpetitors as a wei ghted average of
t he specific performance scores on the key

mar ket attri butes.

Mar ket performance is a neasure of the capability of the
project to successfully nmeet market expectations as these are
denoted by the pattern and intensity of the market need
attributes in the relevant market. In a marketing eval uation
conpetitiveness is taken to be a neasure of the degree to

whi ch the project's marketing m x can be expected to
successfully out-performits conpetitors with respect to these
basic market attributes. To the degree that this is achieved
the project successfully fills a market performance gap and

gains a conpetitive edge in the market.

To illustrate the application of this analysis for the purpose
of measuring market performance and project conpetitiveness

consi der the case of the mni-cruise project from Cyprus.

First, group discussions with people who have travelled by
ship for their vacation revealed a set of beliefs regarding
factors considered inportant in choosing a mni cruise holiday
package from Cyprus. A foll ow up market survey anong cruise
travel lers indicated the relative inportance of each narket
attribute. By studying the way the responses co-varied on
certain attributes it was possible to reduce themto four

underlying factors. Each new factor described a particular set
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of highly correlated factors tested in the survey.

The reduction of factors to their underlying di nensions can be
achi eved through the use of advanced nulti-variate techni ques
i ke factor or principal conponent analysis. These techni ques
extract the correlation coefficients between all the variables
tested and attenpt to find new factors that conbine the
original variables so that the biggest part of the variance in
the correlation matrix is explained by a small nunber of
factors. The bi ggest advantage of these techniques is that the
new factors are kept basically uncorrelated. This nmeans that
their weights can be used in a nmultiple regression type
formula to predict market performance (as used in the exanple

bel ow) .

Wth respect to the cruise-ship project the team of anal ysts
relied nore on judgenent rather than on statistical accuracy.
A careful consideration of the survey responses and a

basi cal |l y subjective evaluation of the variabl es consi dered
seened sufficient to capture and summari ze the nmarket
attributes into the basic dinmensions on which performance was
assessed. Thus, the destination of the cruise was the nost

i nportant factor in choosing a cruise ship holiday. It was,

i ndeed, clear fromnost of the respondents (mainly tourist
hol i day makers in Cyprus) that the main attraction was not the
cruise, but the thrill and excitenent of conplenenting their
stay in Cyprus with a "super tour"” to nearby countries of

historical interest (like the tour to the Pyram ds in Egypt
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and to the Holy lands in Israel). The fact that they could
achieve this on a short cruise of only two to three days nade

it even nbre attractive.

The second nost inportant factor affecting consunmer choice was
based on the perceived ability of a ship to perform against a
list of highly correlated factors, which were grouped together
under the term "confortable travel conditions". Anobng these
were cl eanliness, cabin space and facilities, the quality of
food and drink, service, avail able common areas, space per
passenger etc.. Thirdly, prospective passengers were | ooking
for affordability (a price that was within the average holi day
maker's noney budget). Finally, people were influenced in
their choice by the degree to which a ship was perceived to be
of fering better entertai nnent than another. The wei ghts used
in the anal ysis corresponded roughly to the inportance of each
factor as indicated by the respondents during the survey, as

shown in the market performance matrix bel ow
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Mar ket performance factors for Mni Cruises from Cyprus

nwWZo—dr-domuXxXm AmXxXAO>X>I

100%
M
A m
R p I nteresting destination = 40% wei ght
K o
E r
T t 60%
a
A n
T c Confortable cruise = 30% wei ght
T e
R 30%
Il s
B c Affordabl e price = 20% wei ght
U a
T | 10%
E e
S Entertai nnent = 10% wei ght
0%
0% MARKET PERFORMANCE 100%

Havi ng determ ned the basic conmponents of market perfornmance
and their relative inportance, the next step is to neasure how
the products of the project and its conpetitors rate against
these market attributes. This nay be achi eved through a market
survey with potential custoners based on a short
guestionnaire. The questions should test against a 7-point
semantic scale (varying from"not at all"” to "extrenely
satisfied") the perceived ability of the "typical™
conpetitor(s) and the project (based on the key features as
described by the interviewer) to satisfy market expectations
for each of the key market attributes. It is also useful to
gauge a rating on perceived overall performance in order to
test the consistency of the responses. Performance scores are
sinply the average of all responses for each factor tested in

the survey. The results are as shown in the table bel ow

35



Mar ket perfornmance score: M ni cruise project

Per f or mance score | mport ance
Mar ket attribute Project Conpetitors Wei ght s
Attractive Destination 0.90 0. 80 0.4
Confortabl e travel 0. 80 0.50 0.3
Af fordabl e price 0. 60 0. 85 0.2
Ent ert ai nnent 0. 80 0.55 0.1
1.0

Mar ket performance on a narket attribute is the performance
score of a producer (the project or its conpetitors)
multiplied by the factor's respective wei ght of inportance.

Total market performance is the sumof the nmarket performance

on all individual market attributes, as shown bel ow
Pr oj ect
Mar ket perfornmance Conpetitive
Mar ket attribute Proj ect Conpetitors Edge
Attractive Destination 36. 0% 32. 0% +4. 0%
Confortable travel 24. 0% 15. 0% +9. 0%
Af fordabl e price 12. 0% 17. 0% -5. 0%
Ent er t ai nnment 8. 0% 5.5% +2. 5%
Mar ket performnce 80. 0% 69. 5% +10. 5%
Conmpetitiveness 53. 5% 46. 5% +7. 0%
This is further illustrated in the diagram bel ow, which plots

the performance scores for the project and its conpetitors in

the "market performance matrix" of the mni-cruise market from

Cyprus:
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Mar ket performance profile for Mni Cruises from Cyprus

100% M
M u A
A m B R
R p | nteresting destination K
K o m E
E r T
T t 60%
a E
A n X
T ¢ Conf ort abl e crui se P
T e E
R 30% C
| s T
B c Af fordabl e price A
U a T
T | 10% I
E e O
S Ent ert ai nment N
0% S
0% MARKET PERFORMANCE 100%

Project's conpetitive edge

Conpetitors' conpetitive edge

BN \hrket perfornmance gap

Al t hough the destination of the cruise was the nost inportant
factor, the market was perceived to performrather close to
mar ket expectations. The addition of a mni-cruise to the
Pyram ds and anot her which conbined a 3-day cruise to the Holy
Lands in Israel and the Pyram ds in Egypt gave the project a
mar gi nal conpetitive edge on this factor. The bi ggest market
performance gap existed in the second nost inportant market
attribute of confortable travel conditions. Here the project
succeeded in providing features that greatly surpassed the
standards of other conpetitors. In sharp contrast to other

conpeting ships, which were basically, ferry boats with a
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si zeabl e part of their capacity in deck seats, the new ship to
be introduced by the project offered superior accomobdati on
(alnost all cabins with toilets and shower). The ship was al so
very spacious and since it was going to be owned and managed
by a firmwhich had nmany years in the hotel business the food
and service were expected to add even nore conpetitive val ue

to the custoner.

Price was a market attribute on which existing conpetitors
were likely to maintain a conpetitive advantage. Nevert hel ess,
the price of a cruise on the new ship was expected to be well
wi thin the budget of npbst tourists in the target market of the
project. Cruise entertainnment, although the |east inportant
factor, due to a wide market capability gap, offered a
possibility for the new ship to gain additional

conpetitiveness.

Sustainability of conpetitive advantage

Mar ket perfornmance analysis is very useful in identifying the
project's conpetitive advantage and in nmeasuring its expected
i mpact on the current market. It provides the analyst with a
better understandi ng of market forces and hel ps in determning
t he market expansion and share of the project in the

i mredi ately foreseeable future. However, the tine span of a
project is usually nmuch | onger. Market performance anal ysis
therefore does not entirely capture the dynam c aspects of

proj ect conpetitiveness. To achieve this the project should

assess the sustainability of its conpetitive advantage in the
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mar ket .

The sustainability of a project's conpetitiveness is a factor
of the durability of both the inportance of each narket
attribute and the capability to perform agai nst those

attributes relative to other market conpetitors.

The sustainability test may be best understood through an
exanpl e. Consider the video-studio project nentioned above.
The two options avail able were, on the one extrenme, high-risk
expensive film productions and, on the other, |ow cost but

rat her poor image notionless slides. The video-studi o service
whi ch conbi ned the special human skills of the project
pronoter (a qualified filmdirector with proven track record)
and the | atest avail able video technology nmade it possible to
define a project that seened capable of bridging the energing
mar ket performance gap in the production of television
commercials. But did the project have a sustainable
conpetitive advantage or was it nore likely that its perceived

advant age was slight and vul nerabl e.

Apart fromthe fact that the project pronoter was actually
bringing into the project his own special skills and vast
experience, the sustainability of the project's initial

advant age was not considered to be very endurable. The

i ndustry was characterized by very intensive conpetition. The
mar ket had rather |ow entry and considerably high exit

barriers. Mreover, the threat of new entrants was
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consi derably high, given the many adverti si ng agenci es and
phot ographi ¢ studi os having the basic skills needed to enter
the market. The threat from substitute products was al so great
because of the fast changing video-technol ogy and the
wor | dwi de i ntensive conpetition anong producers of video

recordi ng equi prment .

On the positive side, it was considered possible for the
project to build up sonme nonentumon its conpetitive advantage
frombeing first in this particular market. This could arise
fromturning the director's capability to produce | ow cost
effective coomercials into custoner |loyalty, as satisfied
custoners woul d have no reason to risk experinenting with new

entrants.
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4. Expected performance (Cash fl ow projections)

The final part of the marketing analyst's job is to put the
results of his analysis into quantitative projections of cash
flow. The anal yst mnmust estimate the foll ow ng:

- mar ket size

- mar ket expansi on

- mar ket share

- price

- mar ket i ng expenses

The projected cash inflows of the financial appraisal of a

project may be foll ows:

Cash i nfl ows

G owth rate* Year 1 Year 2 Year 3..YearlO
Penetration 5. 0% exponential 140000 142107 143340
Repeat purchase 1.08 1.08 1.08
Mar ket si ze 150500 153685 154807
Mar ket expansion 7.0% market size 10570 10794 10926
Total market size 161070 164479 166733
Mar ket share 15. 0% exponenti al 15.0% 19.5% 22.2%
Proj ect vol une 224161 32110 37015
Aver age price 3.0% Il inear £59. 57 £61.36 £63.20
Sal es revenue 1439197 1970133 2339348

* exponential growh rates fromyear 0 to year 10
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Mar ket si ze

Mar ket size refers to the volume of the products or services
expected to be consuned in the first year of operation. The
nost conmmon source of information used to eval uate market size
is published official statistics. The nost recent year's

rel evant quantities and values for the industry in which the
proj ect belongs to should serve as the starting point for
estimating the market size for the first year of operation of

t he project.

Mar ket volunme ("quantity") is neasured by nultiplying the
nunber of customers ("penetration") with the average vol une
pur chased by each custoner during the year (repeat purchase).
Quantity (before the introduction of the products of the new
project) is found according to the follow ng formul a:

Quantity (0) = Penetration (0) X Repeat purchase (0)

wher e: Penetration (0) = the nunber of custoners buying the
products of the industry during the year prior to
the introduction of the project.
Repeat purchase (0) = the average vol ume purchased
by each customer during the year prior to the

i ntroduction of the project.

Mar ket value is market volunme multiplied by average price:

Val ue (0) Quantity (0) X Price (0)
wher e: Price (0) = Volune wei ghted average price at year O.

In order to anal yse the market and neasure market size it is
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usual |y necessary to conbi ne desk research with fiel dwork. For
an illustration of how market research nmethods nay be used to
arrive at an estimate of market size and a better

understanding of its main conponents, see Appendix |I.

In projects where the relevant market is significantly
different fromthe avail able data for the industry, allowances
shoul d be nade to adjust the published data accordingly. For
exanple, in estimating the narket size for an export-oriented
m ning project, the relevant nmarket size was based on past
imports and | ocal production |evels of only those few
countries in the region that for various reasons were
considered to be accessible to the project. Thus, the total
rel evant market size was only a small proportion of the total
wor |l d market. However, it facilitated the assessnent of the
relative strengths and weaknesses of the few suppliers
conpeting in this smaller market so as to project nore

accurate and neani ngful market share estinates.

A factor of great inportance to the projected revenues is the
assunption regarding the expected growh rate of the rel evant
mar ket and ot her key market vari ables, such as market share
and price. For a brief description of the nobst conmon

techni ques used in projecting growh rates, see Appendix I
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Mar ket expansi on

Mar ket expansion is a neasure of the extent to which the
project's products can be expected to generate their own
demand. ©Market expansion therefore causes an outward shift in
t he demand curve. The extent of this shift is linked to the
project's added conpetitiveness. In practice the quantity
demanded i s assuned to depend on the added conpetitiveness

i ntroduced by the project:

Mar ket expansi on = Market expansion factor x Market size

wher e: Mar ket expansion = the |esser of ["Conpetitive
edge"] or [maxi mum proj ect
capacity / market size].
Mar ket si ze = (Quantity demanded during

current year

The effects of such a shift conbined with a corresponding

shift in the supply caused by the introduction of the project

are illustrated in the di agram bel ow
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The supply and demand for mini cruises in Cyprus

Price
Supply (existing producers)
Supply (project)
PO
P1
Px \\<<;
Demand (project)
Ll o
Demand (existing producers)
Qy Qe QO Qx Qf Quantity

If the project were to conpete at the sanme | evel as the rest

of the suppliers in the industry (under the assunption of
total |l y honbgeneous products) quantity and price would have
changed fromQ to Qx and fromPo to Px after the introduction
of the project. D splaced quantity supply woul d have been from
Q@ to Qy. However, because of the product differentiation

achi eved by the project the demand curve shifts to the right.
Hence, the market reaches equilibriumat price Pl and quantity

QL. Because of the increase in the demand di spl aced quantity

supplied is now only QoQe.
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Mar ket share

The inmportance of using market share estinmates to project the
project's volune of sales is twofold. First, projected sales
can directly be linked to market conpetitiveness as estimated
fromthe project's strategic profile analysis. Secondly,
within the limts of maxi mum capacity, nmarket shares determ ne
project quantity as a fraction of market size which is

i ndependently cal cul ated and adj usted for the nmarket expansion
generated by the project itself. The market expansion factor
serves as the floor projection of market share for the

proj ect .

Mar ket share is usually estinmated at year 1, and is assuned to
grow (based on an exponential growh rate - see "Projecting
growt h" below) until it reaches a final market share in the
| ast projected year of operation. The |ast projected year is
usual ly assunmed to be in the maturity stage of the projects

product life cycle.

The projected market share in the first year is cal cul ated
using the follow ng fornmula:
Mar ket share Year 1 = Mar ket Expansion factor + [remaining

project capacity / total market capacity]

For exanple, in the mni-cruise project market share for Year

1 was estinmated as foll ows:
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Project Conpetitors Total

Total capacity (per route) 1000 7500 8500
Less market expansion - 351 351
Net nmarket capacity - Year 1 651 7500 8151
Mar ket share from exi sting demand 8.0%

Mar ket expansi on factor 7. 0%

Mar ket share estimate - Year 1 15. 0% 85. 5% 100. 0%
Mar ket share estimate - Year 10 30. 0% 70. 0% 100. 0%

The market share growmh to the |last projected year depends on
the assunptions made with respect to the project's ability to
endure the test of tine and the expected duration of the
grow h stage of the product life cycle. The ceiling is of
course the maximuminstalled capacity. If the conpetitive
advant age of the project is sustainable, market share shoul d
grow dramatically during the first few years and gradually

| evel off as the project enters its maturity stage. Thus,

mar ket share is usually best projected through an exponenti al

growt h curve.
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Price

Price is perhaps the nost inportant product feature. It is
said that anything can be sold at a given price. Assum ng that
t he product bears sone value, selling the total quantity of
products produced is therefore only a question of making the
price attractive to sufficiently |arge nunber of potenti al
custoners. Price setting is however a strategic deci sion,
which is further constrained by cost and other considerations
(l'i ke for exanple conpetitors' reaction). So, in a sense, the
price projected will partly depend on how the market is
expected to develop and partly on the role that this marketing
m x variable was presunmed to play in the project's strategic

profile.

The price projected for the first year of operation should be
the forecasted market price, adjusted to reflect the pricing
policy within the overall marketing strategy of the project.
Thus, the effects of strong market penetration entry strategy
may be reflected in cash flow through the projection of a
price that is |lower than the expected average price for the
market. In the cruise-ship project for exanple, because the
product benefits offered were substantially higher than

exi sting market standards (product differentiation strategy),
the project could afford to charge a higher price. The cost of
this higher price and its adverse effect on the market share
proj ected has already been taken into consideration in the
proj ections through the assunmed | oss of conpetitiveness (see

Mar ket perfornmance anal ysis, above).
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Mar keti ng costs

As a direct consequence of the assunptions made in the

mar keti ng strategy of the project (eg. product excellence,

wi de appeal inmage, entry strategy, volune sales etc.) the cash
outflows projected should reflect the cost of a bal anced
marketing strategy. By the term "balanced" it is neant that

all the marketing m x elenents (product, price, pronotion and
di stribution) have a particular role to play depending on the
proj ect objectives and market positioning strategy. For
exanple, a volune sales objective in a project aimng to
penetrate a fast- noving consunmer goods market is unlikely to
be achieved if it is not acconpanied by a generous adverti sing

and pronotional budget.

In particular, the analyst should consider the assunmed market
entry strategy and ensure that realistic projections for the
foll ow ng marketi ng expenses are included in the cash
out f | ows:

- sales and distribution costs

- price discounts and conm ssi ons

- sal es pronoti on budgets

- advertising production costs

- advertising nedi a budget

| ndustry marketing expendi ture should be researched and where
possi bl e, expert advise should be sought to facilitate the
projection of the nost appropriate | evel of marketing expenses

for the project.
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APPEND| X |

Estimating the project's narket size

The foll ow ng hypothetical exanple illustrates the use of

mar ket research in arriving at an estimte for market size. It
is based on the frozen potato chips project nentioned on page
25 above. The exanpl e shows the research subject, the nethod
used to investigate the market and the fornul ae enployed to
cal cul ate the derived information

Research nethods and procedure followed to arrive at
the market size estimates of the Potato market

(a). Nunber of custoners - 1988

Pur chaser Cust oner s
Househol ds 150, 000
Rest aur ant s 2, 000
Hot el s 200
Tot al 152, 200
Research net hod : Desk research

(Oficial statistics)

(b). Frequency x quantity purchased
(kilos per year) - 1988

Pur chaser Ki | os
Househol ds 100
Rest aur ant s 2,000
Hot el s 10, 000
Tot al 12, 100
Research net hod : Mar ket survey.
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Question: How often do you buy potatoes and i n what
guantities?

(c). Pattern of consunption - 1988
Product usage

Pur chaser Fri ed Roasted Boi | ed Tot al

Househol ds 50. 0% 30. 0% 20.0% 100. 0%
Rest aur ant s 60. 0% 25. 0% 15.0% 100. 0%
Hot el s 45. 0% 35. 0% 20.0% 100. 0%

Research nethod : Market survey.

Question: In what proportions do you consume potat oes?

(d). Market Volune - (in thousands of kilos) 1988
Product usage

Pur chaser Fri ed Roasted Boi | ed Tot al

Househol ds 7,500 4, 500 3, 000 1, 5000

Rest aur ant s 2,400 1, 000 600 4000

Hot el s 900 700 400 2000

Tot al 10, 800 6, 200 4,000 21, 000
Resear ch net hod: Cal cul at ed.

Tot al Val ue
( d(Total)

Number of custoners X Quantity purchased
a X b

Al | ocation by usage = Total volunme X Pattern of
consunption

( d(Pattern) = d (Total) X c¢)
(e). Average prices
Pur chaser Tot al
Househol ds $0. 50
Rest aur ant s $0. 40
Hot el s $0. 42

Research nethod : Market survey (or desk research).
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Question : What is the average price you pay for a kilo
of pot at oes?

(f). Market Value - (in thousands of dollars) 1988
Product usage

Pur chaser Fri ed Roasted Boi | ed Tot al

Househol ds 3,750 2,250 1, 500 7, 500

Rest aur ant s 960 400 240 1, 600
Hot el s 378 294 168 840
Tot al 5, 088 2,944 1, 908 9, 940

Research net hod: Cal cul at ed.

Mar ket Val ue = Market volunme X Average price
(f = d X e)
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APPENDI X 11

Proj ecti ng growth

The sinpl est and nost comon approach to arrive at the market
growh rate is through the sinple average of past data. The
use of growth rates based on sinple averages shoul d however be
used with great caution and only in situations of exceptional

mar ket stability (usually in mature markets).

An alternative forecasting technique is the |linear projection
t hrough the enpl oynment of regression analysis. Under this

nmet hod a series of the nost recent market sales (typically 10
to 20 years) is correlated against tine to extract the |line of
best fit. The slope of the extracted regression line is
assuned to be the growth rate projected over the |life of the
project. The technique is likely to be nore accurate than the
si npl e average approach if the correlation coefficient of the
relationship is significant, or nore sinply, if the data show
sonme consi stency agai nst tine. However, here again the anal yst
shoul d use this technique with caution and after taking into

consideration the follow ng probl ens:

* Even if historical data seem consistent (i.e. show a
hi gh correlation coefficient) they still represent
what happened in the past and not necessarily what
may happen in the future. Therefore, the results of
the regression should be verified and altered
agai nst other factors that nmay change the

relationship in the future. For exanple, the
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i kelihood of increased capacity or an expected
change in market deregulation (or regulation) should
be taken into account in adjusting the projected

growth rate.

* The arbitrary use of a range of observations in the
anal ysis may significantly change the projected
growh rate. It is not unusual to have substantially
different slopes if 5, 10, or 15 years are tested.
What is therefore the nbost correct range to use?
There is no sinple answer, except to study carefully
what the data may nmean. To what extent do they
represent a long termtrend or how much are they
af fected by abnormal events? In general it is
advi sabl e to avoid using a regression nethod to
determ ne the nmarket gromh rate if the correl ation
results change significantly with varying ranges of
data particularly when these differences cannot be

expl ai ned.

Where past market data exhibit a high degree of seasonality
the analyst may try to incorporate this into the projected
mar ket growt h through the application of tinme series analysis.
Nevert hel ess, the nethod is not as easy to use as regression
anal ysis and may indeed | ead one into far greater problens of
estimation and interpretation. For exanple, in trying to
project the trend of prices of fertiliser products it was

found that the projected pattern could change significantly
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dependi ng on what data range was used. Furthernore, the margin
of error in projecting the beginning or end of a business
cycle was so wide that it was possible that a peak period may
have been forecasted as a bottom and vice-versa. The effect of
such m scal cul ation on the projected cash flows and the

cal cul ated return of the project would have been enornous.

I f historical data do not support a mathematical projection a
grow h rate based on expert judgenment nay be a better
alternative. This may be arrived at through the gathering of
opinions fromindustry experts. In practice, this my take the
formof a tel ephone or personal interviews with key executives
and consultants in the industry. The result of such an
approach may be specific patterns of expected growh that very
rarely fit a linear projection. In such cases the anal yst
should try and incorporate these in the appraisal through
projecting a non-linear growth by enpl oying an exponenti al

mat hemati cal relationship. Were this is not possible, instead
of applying a single gromh rate on the base year, one could
estimate i ndependently the market sizes for each projected

year.
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