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BLOCK 1 ENTREPRENEUR AND

_ENTREPRENEURSHIP

Small Scale Enterprises offer a blend of employment and income generation potential,
which coupled with the labour, intensive nature of technologies used and the low costfjob,
presents a very desirably direction of industrial growth. Entrepreneurship is a significant
factor in development of such sector as is the infrastructura) set up needed to facilitate
entrepreneurial ventures. .

Forming the introductory block of this course, this block consists of three units, the first of
which describes the concept of small scale enterprises and discusses the role of this sector in
the economic development of the country. The second unit introduces the subject of
entrepreneurial competencies and provides a framework for their development. The last unit
discusses the policy and instiwtional interface for small scale enterprises.
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UNIT1 ENTREPRENEURSHIP AND
SMALL SCALE ENTERPRISES—
ROLE IN ECONOMIC
DEVELOPMENT

Objectives

After going through this unit you should be able to':

¢ Explain the role and need for small scale enterprises in the Indian economy -
»  Define a small scale enterprise

¢ Describe the characleristics of a small enterprise

* Discuss the role of small scale enterprises in the economic dcvclopn?cm

s Discuss the role of entrepreneurship in the economic development

¢ Identify problems and support needs of smali scale enterprises

Structure

£ Introduction

1.2 What is "Small Scale'—- Definition

1.3 Characteristics and Relevance of Small Scale Enterprises
1.4 Relationship of Small to Large

1.5 Employment Creation

1.6 Regional Balance and Rural Development

1.7 Role of Entreprencurship in SSE and Economic Development
1.8 A Conceptual Model

1.9 Problems and Support Needs of SSEs

.10 Role of Govemment in SSE Development

1.1l Summary

L12  Self-assessment Questions

1.13  Further Readings

1.1 INTRODUCTION

Because of their unique economic and organisational charecteristics, smalt scale enterprises
(SSEs) play important economie, social and political roles in employment creation, resource
utilisation and income generation and in helping 1o promote change in a gradual and
2eaceful manner. Socio-economic factors affecting SSEs came to be noticed during
industrial revolution, with notions of entrepreneurial importance gaining favour by the mid-
.wentieth century.' During the 1960s, the behaviour of the individual came to be highlighted
15°a major factor contributing to SSE development as entrepreneurship and therefore supply
o entrepreneurs came to be recognised as critical to development.?

However, it has been primarily during the past two decades that atiempts (o design
Jrogrammes to promote SSEs as part of national development plans have been
mplemented. India has been the first among few developing countries to have assigned a
significant and categoricelly stated role to small scale industries from the First Five Year
2lan itself.

n India, as in most developing countries, only a fraction of the new job seekers can be

'mployed in agriculture. The scarcity of capital severely limits the number of new non-farm -

obs that can be created, because investment costs per job are high in modern industry. An
ffective development policy has to attempt to increase the use of labour relative 1o caepital,
o the extent that it is economically efficient. And efficient substitution of labour for capital

« LA, Schumpeter : The theary of economic development {Cambsidge, Massachuseit, Harverd Unlversity Presy,
1949),

o D.C MeClelland ¢ The achleving saciety(Princeton, New Jersey, D, van Nosirand Co,, 1961),




Entrepreneur and -
Entreprencurshlp

+ 18 possible in 2 broad spectrum of manufacturing activities. The tendency in many

developing countrics, unfortunately, has often been to prefer capital-intensive methods for
several reasons : the prestige and promotion of advanced country technologies, ignorance of
alternatives, preference by the rich for imported or import-equivaient goods, difficulties of i
dealing with large numbers of inexperienced workers ahd government policies that tend 1o i
favour the use of capital. These influences also affect nogi-manufacturing activities.

Small scale enterprises (SSEs) are generally more labour-intensive than larger organizations. |-
SSEs include small but relatively modern manufacturing industry; organized non-
manufacturing activity, such as construction, transportation and trading; and traditional or
“informal” activity. In India, it must be emphasised, focus has been mainly on smali scale
industries (SSIs) and therefore policies and programmes to promote-*small’ refer to
‘industry” rather than the broader spectrum of “enterprises™.

1.2 WHAT IS ‘SMALL SCALE’—DEFINITION

But “what is small about small scale™ and “how small is small” are two questions which
immediately arise. Indeed, SSEs comprise a wide variety of undertakings. They can be
categorized in diverse ways depending on a country's pattem and stage of development,
policy aims and administrative set up. One study found at least 50 different definitions used
in 75 countries.? Definitions may relate to the capital invested (with maxima ranging from
about $ 25,000 to $ 2 million) or employment {(maxima from 15 to 500} ot both, or to other
criteria. Some countries have no official definition of SSE; others use two or more for
different purposes. No lower limit is set. SSEs thus encompass sole proprietorships. family !
businesses, small shops with a handful of workers; cottage industries, artisans eic. |

A problem does arise when attempting to establish an acceptable upper limit for the
definition : financiers often talk in terms of upper levels of fixed assets, net worth or value
added; labour officers may refer to the total number of persons employed; traders might
use a ceiling limit in sales volume; service personnel may use the total number of i
customers; manufacturers may prefer to use maximum levels of energy required for i
production; or different criteria may be combined in attempting to set the limit at which the |
enterprise ceases to be “small”,

In practice, well over three-fourths of the small enterprises so defined would have fixed
assels below $ 100,000 and employment below 50, In India, small scale industfy has been
defined by fixing an upper limit of value of Plant and Equipment rather than total fixed
assets or employment size. This underscores concem for scarcity of capital relative to
labour, Land and building are also excluded, because their value is even more difficult to
determine, apart from these being unproductive assets, unlike Plant and Equipments.

However, with rising prices and changing technologies, the upper limit of the size of a small
scale unit in India so defined had to be changed over time. From Rs. 5.00 lacs in the fifties,
it was raised to Rs. 20.00 lacs in the seventies and very recently, in April 1990, it has been
raised to Rs. 60 lacs and for ancillary units Rs. 75 lacs. “Small™ has become quite “big” over
a period of time.

Activity |
Do vou thinl. :Small Scate’ can be defined by using other varisbies rather than merely the
upper limit on value of pfant 6f machinery? Suggest some such variables.

3. "An Isemational Compilation of Small Scale Indusiry Definitions” mimeographed (Atlanta, Georgia :
Georgia Instilute of Technology, Engineering Experimental Sistion, 1975).




13 CHARACTERISTICS AND RELEVANCE OF SMALL ~ remerstip and Sman Scae
___SCALE ENTERPRISES : -

Many characteristics of small enterprises enhance their pivotal positions in accelerating

economic growth in countries where they are serously being developed.

¢ Their [lexibility makes them best suited in environments where intervening variables
play a large part in day-to-day business management. .

*  Also, small enterprises have a better changé to carry out a number of innovations like
combinations of new products, new materials, new methods of production, new
markets, new sources of materials and even new forms of organization.

* Being change-susceptible and highly reactive 1o socio-economic influences on the

~ outside, small enterprises can easily adapt to and adopt measures that will ensure not
only their own viability but also the growth of the economy in which they are situated,

+ Béing fairly labour-intensive, they provide an economic solution by creating '
employment and income opportunities in urban and rural areas at relatively low cost of
capital investment. : ’

*  Decentralization and dispersal of industries into rural areas prevent the influx of job-
seekers in cities and urbanizing centres, thus allowing for a more balanced growth of
economy in the whole country.

* By using indigenous raw materials and the promotion of intermediate and capital
goods, small enterprises can contribute to faster economic growth in a ransitional
economy.

* Being set up by individuals, they provide a productive outlet for expressing the
entreprencurial spirit of human resources.

The benefils of SSEs can therefore be summarised as follows:

Utilising local resources

Creating jobs at relatively low capital cost (lower capital/labour ratio)

Diversifying industrial structure and foiling monopolies

Providing a vehicle for introducing a more equitable income distribution

Auracting and wtilising indigenous entrepreneurship .

Developing a pool of skilled and semi-skilled workers as a basis for future industrial

expansion

*  Improving forward and backward linkages between economically, socially and

geographically diverse sectors of the economy '

»  Providing opportunities for developing and adapting appropriate technological and
managerial approaches

' Increasing mobility for the improved development of natural resources

» Adapting flexibility to market changes

1.4 RELATIONSHIP OF SMALL TO LARGE

"he Industrial Revolution was accomplished largely through small scale industries (SSIs)-
ntities with modest capital, a few score workers at most, owned and managed by a single
dividual of family. Really iarge firms were slow to emerge. As late as 1900, the hundred
wgesl British industrial firms accounted for no more than 10 per cent to 15 per cent of
1anufactoring value 2dded, and the same held in the rest of Western Europe and North
unerica. The explosive growth of really large scale organizations occurred in the next half
enlury; large firms are now the dominant mode. Typically, the hundred largest
1anufacturing enterprises in developed economies to-day control at least. half of tatal
1anufacturing assets, with a varying but comparable figure for value added, But their share
femployment is smalier, relative to ourput,

lonetheless, many small manufacturers continue to exist in these economies, showing a
<ewed distribution of manufacturing enterprises with the modal size being close to the
nallest and a long rightward tail stretching towards the giants. Most of the small firms are
irvice oriented, or preduce for a circumscribed or specialized niche in the market. Many
roduce intermediate produets for large firms; the development of the subcontracting
‘lationship Was particularly marked in the economic history of Japan.* As industrialization .

Sce Suzanne Paise, “Lessons for LDCs from Japan's Experience with Labour Comumitment and Sub-_.._ ... . .

el

contracting in the Manufacturing Sector,” Bulletin of the Oxford Institute of Economics and Statistics 33, No.
2 (May 1971}, pp. 115-133, and Table | : 1. . 7

Development -
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Entreprencur and -, proceeds, small firms seem naturally to shift from activities that compete with large firms to
Entrepreneurship complementary ones: B

Besides the smali firms involved in sub-contracting, why do so many other SSIs continue 10
"exist? A simple answer is that they have distinct udvantages in organization and marketing
flexibility. A more profound answer lies in the nature of the process by which firms grow.
Even if, in the absence of direct or implicit government restriction, the ultimate size of the :
modern corporation may be unlimited, financial, organizational and marketing constraints E
affect its rate of growth. On the financial side, past profits limit future growth; as for Tor
organization, excessively rapid expansion, rather than excessive size, leads to the '
characteristic forms of managerial inefficiency.® Enterprises often play an important role in
developing skills, especially in developing countries, but there is & limit to the number of
people who can be effectively irained in any given. period.

After World War II the mode! of industrial development in Eastern European and Western
industrialised countries featured large, integrated plants; this is what was available for sale,
conceptually and commercially. And it was what the new business leaders in the developing
countries, or their government planners and managers wanted. It seemed the modem way 10
catch up quickly, using imported technology and tumkey contracts, The big enterprises,
public or private, enjoyed tax, tariff, import licensing and credit favours, while smaller unjts i
survived as best they could, often with serious handicaps in relation to the administrative v

“and financial establishments.® : "

Such exotic industrial implants have a poor record the world over; nationalized industries,
many corporate mergers, and state enterprises (¢.g, public sector projects in India) provide -
familiar examples.

_Activity 2
Survey_|0- (2 small scale industries in your vicinity/local area. Classify them according to
their area of operation-i.e. Wheiher prodicing intermedia:e products or service product or
speciality products, Disciiss with them to:find out what are the specific sirengths that they
have iri comparigen to a largé scale énterpfise-which make them more adaptive..

1.5 EMPLOYMENT CREATION

A more explicit case for encouraging SSls lies in their employment creation potential,
Current interest in SSEs in developing countries stems largely from the widaspread concem
over unemployment. Large firms designed on westemn industrial countries’ models have
undoubtedly raised industrial production and productivity levels In many developing
.countries, but without reducing unemployment correspondingly, o that rising output {s
often associated with widening poverty. An alleged capltal-intensive bias in large fiem

3. See, for example Bdith Porvrosa, The Theory of the Growih of the Firm (Now York: John Witey and Sons, |
1969), p. 47 ff. Muson Halre, Madern Organization Theory (New York: Kriegar, 1939}, p. 28 3; Pawer Marls,
The Econnmic Theory of Managerial Capitaliem (London: Macmillan & Ca. 19843, p. 114 ff, . .
8 6, Woarld Bank, "Financlng Small Scale Industry,” Research Project raf. No, 670.77 (Wushinglos, D.C.: World
8 Bank, 1974).




development is held partly responsible, while small firms are said to be moare labour
intensive without necessarily being too costly or unprofitable.

Table 1
Fixed Asseis per Job in Direct Employment for Sclected Developing Countries

Size of India (1) Colombia (2) Mexice (3) Phillippines (4)

enlerprise (1965/1973) : (1974) (1970) (197
(Us$) (US 3) (US %) {US 8)

Small 278 3.000 3,700 1,020

Medium 557 — 9,500 2,850

Large 2,450 13,400 14,500 8.000
(5,000) c

Source: {1} Annual Survey of Industries 1965 {Calcurtn} Government of Ind?a, Depanment of Sratistics; the

$ 5.000 figure is from Financial Performance of Companics 1973/24 (Bombay: Industrial Credit
and Investment Corparation of India Limited, 1975) p. 23.

(2) EI Mercado de Capitales en Colombia (Bogotn: Banco de Ia Republica, 1974). Other estimates of
the cost/job ratios in Colombian medium and large enterprises range as high as S 15,000 1o
$ 22,000,

(3) 1970 Indusurial Census.

(4) Sharing in Development, ILO.

Lower Investment Cost per Job: Comparative investment costs per direct job generated as
seen in Table 1 above suggest that smali enterprises use significantly more labour-absorptive
nputs. What is important is the relative labour intensity, roughly 4 to 10 times higher for
small firms. Smaller firms also generally employ more labour per unit of capital. This
conclusion corresponds also to the conclusions of an earlier study on a number of

developing countries *“that smaller enterprises (excluding the smaliest), with a lower level of .

investment per worker, tend to achieve a higher productivity of capital than.do larger, more
Capital-intensive enterprises.”’ :

Poverty Alleviation: To what extent, however, do smaller industrial units contribute aore
to employment of poor people in urban or rural non-famn settings? Insofar as they create a
greater number of job opportunities at the margin, it may be thiat the urban jobless will
benefit. Moreover, according to a World Bank Study, small to medium enterprises sponsor
projects with an appreciably higher proportion of unskilled workers than medium to large
enterprises—65 per cent as compared with about S0 per cent. Creation of unskilled jobs
certainly has a direct impact on the alleviation of poverty which is greater for small and
medium enterprises than for larger ones.

Indigenisation: Further evidence to employment effect is linked to the inputs used by small
and large firms, The latter usually have a much higher propensity to import raw materials
and capital goods. Small firms buy more domestic inputs produced by indigenous labour.

T'he size of firm, andfor the capital intensity of its operations, ofien is dictated by its
roducts and technology available for their manufacture. Backyard blast fumaces may not
1ave been efficient in overall use of resources, However, small foundries or metai-working
Nants may be both relatively labour intensive and competitive.

Jse of labour-intensive techniques in large enterprises often pose special difficulties, e.g.
abour union pressure or governmeny regulations, which weigh much less heavily on SSIs. It
i partly to avoid such problems that the large firms move towards capital intensity and less
appropriate” technologies. So, where an option exists, 8Sis may be more inclined and

etier able than large firms to use resources efficiently. '

wenues for Indigenous Entrepreneurship .

SIs also make better use of indigenous organizational and Mmanagement capabilities by
rawing on a pool of entreprencurial talent that is limited in the early stages of economic
:velopment and by providing opportunities for these entrepreneurs to gain experience, The

Keith Marsden, “Towards a Synthesis of Economic Growth and Social Justices™, fnternational Labour Review
100, No. 5 (November 1969). pp. 389-4(8. : ’

Entreprencurship and Small Scale
Enterprises—Role in Economlc
Development
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Etrtprtmr ﬂ’:d . more successful ones will generally grow larger and doubiless more capiial intensive, and in
treprenctirship the process will fulfil an important incubating function.

Managerial and entreprencurial abilities must however be distinguished. The latter is often
neglected in development planning and policies, partly because it is hard to define, Yet its
importance is evident in performance comparisons among countries and sectors where

. _ individual or collective initiative is encouraged, and where bureaucratic constraints
-discourage il

SSEs provide productive outlets for the talents and energies of enterprising, independent
people, many of whom would not fulfil their potential in large organizatiens. Small firms
often flourish by serving limited or specialized markets that are not attractive to large
companies. They provide a seed bed for entreprencurial talent and a testing place for new
industriés. They supply dynamism and contribute to competition within the economy.

Tapping of Savings : .
The potential savings role of SS1 development has not been adequately tapped. Quantitative
data are scanty, but empirical evidence from many counlries over the decades shows
entrepreneurs are very highly motivated to save and invest; they reserve a greater proportion
of their incomes for this purpose than does the general population. This partly reflects their
inability to obtain financing from institutional sources; but it also stems from their
psychological commitment to the enterprise, which is bath their essential security base and
their best hope for an easier, more secured exislence. In rural areas, given conditions of
confidence, funds may be mobilized from large farmers and channeled into rural industry.

Ultilisation of Domestic Technology

SSIs are more fikely than larger firms to use relul 2ly simple, general-purpose machinery
that is often obsolete by developed country standards. Such machinery can often be
manufactured locally; small machine shops, themselves quite labour intensive, exist in
almost all countries, even the least developed, and are excellent training grounds for
mechanical skills. Their machinists become intimately familiar with the customers’
equipment, including SSIs. Perhaps originally imported, often second-hand, this equipment
is likely to need frequent repairs or replacement parts which the original supplier probably
no longer manufactures. The local industrialist may see ways to modify the original
equipment to suit his needs bertér, and commission the neighbourhood machine shop lo
work out an improvement. Gradually, machine building and adaptive capability evolves, ;
stimulated and supported in the first instance by the small scale user of simple less efficient
or elegant machines. Large showpiece industries, seeking instant modemity, provide little
sustenance for the early stages of local machinery working.

Lotivity 3 B} _
\ i1h reference 1o the industries surveyed for activity 1. find out whether the technology
we.ed ias an imported ong or a domestic onc. Describe.the reasons given for the use of

indigenvusamported technology.

1.6 REGIONAL BALANCE AND RURAL
DEVELOPMENT

Tn most developing countries, industry is highly concentrated in a few places. Asa result,
regional imbalances-are aggravated betweeri (1) the urban-core and the peripheral areas, with
the Jatter-remaining relatively underdeveloped; (2) urban and rural populations, with

- migration of the more vigourous elements depleting the-rural society and increasing urban

—- - -—unemployment;-and (3} major-regions within the nation, leading to pol_itical tensions. Both
large and small -industries contribute to thesé imbalances, the latter when stimulated by or




dependent on the former. But SST generally has more locational flexibility; it requires less Entrepreneurship and Small Scale
infrastructure and usually caters to a narrower geographic market. Its relatively labour- : E““"P”“S‘R"’"l;:ff:";m':
intensive technology is appropriate for the lower wage rates prevailing outside the pmen

metropolitan centres, while helping in.some measure to rajse these rates, Comparative
studies suggest that the profitability of SSI is higher in medium-size towns, away from the
metropolis, so the promotion of SSI development in outlying towns helps individual
entrepreneurs as well as the society as a whole. '

A major problem in the rural areas of developing countries is under employment, especially
in the slack agricultural seasons; rueral incomes are depressed and migration to the cities
increases. More non-farm Jobs need to be created and, whether these are industrial jobs, they
will generaily be in the small scale sector, because of infrastructure, market radius, and
Iabour skill requirements. Agricultural processing industries create employment and increase
returns to farmers. But their peak demand for labour is likely to coincide with the peak
agricultural season rather than complement it. Other types of smali scale production, such

as black-smithing, brick-making, Fime kilns, tailoring, carpentary and furniture-making, are
indispensable ro rural development. : ‘

Environmental Impact

SSIs, just as their larger counterparts, can pollute or otherwise affect the environment
adversely. However, their smaller size and dispersion, lesser need for massive infrastructure,

and generally simpler processes are likely to result in less and more casily remedied
environment consequences. :

L7 - ROLE OF ENTREPRENEURSHIP IN SSE AND
ECONOMIC DEVELOPMENT |

iffectiveness of small enterprises depends upon the entrepreneurial end managerial
apabilities of those involved in the business. Because of its size and unique operating
haracteristics, a small enterprise requires a management approach which is also unique.

1e business and there is generally no sharing in the decision-making process. As far as
cope'and scale of operations is concemned, smail enterprises usually serve a local or

:gional market rather than a national or international market, They.also tend to have a very
mited share of 2 given market. These special characteristics must, therefore, be taken into !

scount in planning for small enterprises development on a national scale

he entrepreneurial spirit, as described by recent.studies and experiences on the subject,
volves not only 2 desire 1o gain monetary benefits but also an admixture of a hj gh need for
‘hievement and all the motivations evident in a high achiever. Long-term involvement with
goal which the entrepreneur has set for himself creates the need 1o persist with the
\dertaking even in the face of difficulties and hardships,

anagement and entreprencurial skills must, therefore, be blended.in the small enterprise
vner's total make-up as these-will spell the difference between success and failure, The

2al would be to find 2 man who js both efficient and effective. Without the latter capability
nan may simply be a good manager. He still has to be developed into an effective

tnager by inculcating in him the entrepreneurial spirit.

ide Ranglng Contributions

ere is a wide range of significant céntribun'ons that entreprencurs and entrepreneurship
1 make to the developrnent process. These include the following; :

Entreprencurship raises productivity through technical and other forins of innovation, ‘
Entreprencurship is "a powerful tool of job creation. "’ .

- Entrepreneurship facilitales-the transfer of technology.
Entrepreneurs play a strategic role in commercializing new inventions and products.

) Ent.reprt;heurs play a critical role in the restrur’:iuﬁng and transformation of ccoh‘omy.

- Eritreprencurs help reduce the ossification of established social Institutions and-the
concentration of €conomic power.
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Entreprencur and
Enireprencurshlp

)] Enircprcneurship and entrepreneurial behaviour can breathe vitaiity into the life of
large corporations and governmental enterprises.

(8) Entreprencurs make markets more competitive and thereby reduce both static™and
dynamic market inefficiencies.

(9) Micro-entrepreneurs operating in the informal sector circumvent established
government authority when governments and their programmes inhibit economic
“development.

(10) Entrepreneurs stimulate a redistribution of wealth, income and political power within
societies in ways that are economically positive and without being politically
disruptive. ’

(11) Entrepreneurs improve the social weifana of a country by hamessing dormant,
previously overlooked talent.

(12) Entrepreneurs create new markels and facilitate expansion into intemational markets.

Cost-Effective Strategy

The unique feature of entrepreneurship is that it is a low-cost strategy of economic
development, job creation and lec_hniéal innovations. Other agents of change may
accomplish the same ends, but not as cost effectively as entrepreneurs. And this is
accomplished by setting up enterprises, initially as a small scale. For entrepreneurs are
individuals who bear the costs and risks of launching a new venture, developing a new
product, commercializing an invention, adapting a technology and developing a new market.
Even when they receive governmenial assistance through subsidized training or low-interest
loans, they add considerably more value through “sweat equity”'.

As risk bearers, entrepreneurs either succeed and make a developmental contribution or they
fail and disappear from the market place. The market within which the entrepreneurs operate
has little tolerance for miscalculations about a business opportunity, for a lack of
commitment or laziness, or for incompetence. Entrepreneurs find resources and fill market
gaps that would be missed by larger, more bureaucratic organizations. Entrepreneurs allow a
country to extract every last bit of marginal capacity out of whatever resources exist within
society. |

Ent:n:preheu.rs and their families oppress themselves in a way that people are reluctant to
accept from large scale organizations. This benefits society in two ways—first by extracting

. extra effort from people and second by avoiding disruption and instability of labour conflict.

Finally, local entrepreneurs offer a cost-effective strategy of development because they are
an integra! part of their community. Unlike foreign firms or plant relocations from another
region or province, small scale entrepreneurial firms are home grown, and available
evidence shows that they remain in their community. Tax holidays and subsidies to attract
plant relocations whether on a domestic or international basis are far more expensive than
cultivating local entrepreneurs, and it is dubious whether the results are real or lasting.

Activity d

Cantact 1wo or three small enterprises which are family enterprises, Discuss the adjustments
that members have personally made in order to make the enterprise more cost effective.
Given a formal organizational set up. do you think people will be willing to'make simitar

adjustments.




1.8 A CONCEPTUAL MODEL . P Emerpracile and SmaltScal

Enterprises—Eole in Economle
Development

[f we recognize that economic development is an uneven process that has distinct phases
wver time, four phases of development can be identified:

1) Agrarian or resource society.

2) Early industrizlizalion.

3} Mature industrialization,

4} Service and high-technology economy.

n terms of the relationship between entrepreneurship and economic development, Table 2
uggests two basic trends: first, the sphere of enireprengurial activity expands with
conomic development; and second, innovation and early imitation become increasingly

nportant as an economy develops and moves towards the frontiers of science and
chnology.

Table 2
Conceptual Model of Entreprencurship and Economic Development

Agrarian ) " Industrinlization Service

s0Ciely carly meture economy
vel of entrepreneurial
ivity ’ Low Medium Medium High
all business formation
I Management Low High Medium Low
reprencurship and
oyation Nil Low - Medium High

ere is probably a sequence of strategies that deveioping countries might follow

¢ Table 3). When agriculture or resource extraction dominates, small business formation
obably the most appropriate strategy to be pursued. Small business formation at this

1se of development means putting existing resources together in either new or old ways.
8 country begins to develop, imitation of innovations established in more developed
nitries becomes critical to the development process. Entrepreneurs during this period

d to make more ellective use of existing resources through (a) innovations in

anization and/pr (b) combining factors of production in new ways (the introduction of the
rer-loom to replace the hand-loom). As a country becomes more industrial, it is'more
ortant for entrepreneurs to identify and satisfy new wants. Early stage imitation becomes

easingly important if local entrepreneurs are 1o compete successfully for even domestic
kets,

concluded, therefore, that the entrepreneurial process begins in less developed countries
 the formation of small businesses and strivin g for effective management, but

ssarily shifts to innovative and high lechnology'entrcpreneurship'at some point along
levelopment path.

: : Table 3
Entrepreneurial Strategy at Diffarent Phases of Development

of development Entreprencurial strategy

ian Society Small business formation
industrialization Small business formation and late imitation
t industrialization Increasing emphasis on early imitation

efigh technolopy Early imitation and innovation

PROBLEMS AND SUPPORT NEEDS OF SSEs

ssful small enterprises do not emerge, and thereafter survive and grow unless the )
mment is conducive. Political, economic, technological and socio-cultural factors in
vironment-impinge upon the {ife of the'small efiterprises and generate much of the
required for their existence.

13
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. Enireprencur and
Entreprencurship

Conducive Environment

The overall political climate in a country is important for the small scale entrepreneur to

consider: He will need positive and encouraging measures by government and political
constituencies to establish private investment. Such measures counld include liberal or non-
restrictive investment policy, creation of promottonal agencies, creation of industrial estates
and free trade zones and availability of low-cost loan capital for private investors. Policy .
commitment to SSE sector can go up to protection against imports, reservation of products
as done in India.

The political climale influences the economic direction taken by the country in question. An
analysis of the economic environment is particularly helpful in investment decisions, market
measurement and in forecasting. The general state of the economy dictates what the small
enterprise will need especially since it is handicapped in obtaining ¢apital and credit owning
1o greater unit costs of small transactions, greater risks involved, elc. The small entreprenenr
also generally lacks managerial and technical knowhow, or is weak in marketing, production
or personnel management skills. These are needed so he can be economically viable even if
he operates on a small-scale basis.

Technological advances in the environment create new neceds for the smail entrepreneur as_
far as adaptation and adjustment is concerned. He may need to learn how to adjust to the .
new technological environment surrounding him, or he may need to take a set of advanced
technologies and bring these to his own level in (he small enterprise. Either way, constant’
re-examinalion is needed for possible utilisation and improvement of existing technologies.

Finally, the socio-cultural environment also creates a very important climate for the
survival of the small enterprises. They need several conditions to keep being alive:

(1) tolerance for changes in the society and culture
(2) social mobility

(3) tolerance of profit-making and

(4) tolerance of private ownership.

It is the entrepreneurs who set up cmerpnses There needs as human resources must not be
overlooked. Being the kingpin in the whole small enterprise development process, the ~

factors responsible for the emergence and growth of entrepreneurship must be analyzed and

supported, for without the person behind it, there can be no small enterprise to think of.
India has been a pioneer in initiating Entrepreneurship Development Programmes (EDPs) to
tdentify, select, motivate, train and guide new, first generation entrepreneurs from all walks
of life, lhereby increasing supply of capable entrepreneurs for SSIs. Entrepreneurship
development is now being introduced in schools and colieges to provide self employment
orientation to the youth and change the middle-class mentality for “job-seeking™.

Adequate Credit Assistance

Small enterprise developmenl cannol be ensured without arrangement for financing.
Adequate and timely supply of eredit is critical for new entreprencurs to emerge especially
from a wide base. A great majority of small and medium business activities have come
about because of special financing programmes offered to them.

Various financing programmes have been evolved in developing counines to meet specific
needs of existing and prospective entrepreneurs, These usually take into consideration the
difficulties and special needs that the prospective small enterprise borrower encounters.
Thus, requirements are less strict in terms of (1) lower interest rates than the prevailing
commercial rates, (2) less collateral requirements and lower equity ratio, (3) various
assistance schemes such'as preparing the project study etc. Special loan guarantee schemes
have proved to be uscful whereby the government guarantees the loan of a small

entrepreneur by banks. Sometimes, the financing needs cannot be met simply through the

provision of loans. Hence, other schemes for equity assistance have been evolved.

Markets and Marketing Support

Market for a small enterprise in a developing country can be quite a problem considering
that the small entrepreneur will be in competition not only with locally mass-produced
goods but even imports. Small enterprises must therefore prove that in quality and price of ,
their product they are comparable, if not better, than that of larger, better-known brands.

’ Small enterprises can brand together and sell their products as one body through closely-knit




associations or arganizations. The govermment too can take an active part in marketing Entreprencurship and Small Scafe
specific products or assisting small groups of entrepreneurs in selling their products. It can E“““"”““"‘““'*[',“ E'I-"’“"m"
dircctly purchase products of SSIs on a preferential basis, even giving better prices as has cvelopment
been done in India. Other indirect marketing assistance programmes include provision of

space for retailing of the small entreprencurs’ products, bulk-buying for future selling,

improvement of roads, communications and other infrastructure facilities to improve and

hasten sales.

e

Both large and smali enterprises stand to gain if complementarity between them is fostered
especially in the marketing aspects of their businesses. A large number of small enterprises
manufactures goods for direct sale to a large industry. The govemment can promote such
complementarity as a'strategy for small enterprise development.

Acquisition, Transfer and Adaplation of Technologies -

Problems are faced in acquiring “appropriate” technology that which is best suited to the
specific cultural, economic, social and political climate found in a particular country where
the small enterprises are sitvated. E.F. Schumacher coined the term “intermediate ;
technology™ to signify “technology of production by the masses, making use of the best of ’ i
modern knowledge and experience, conducive to decentralization, compatible with the laws )
of ccology, gentle in its use of scarce resources, and designed to serve the human person
instead of making him the servant of machines.”

New industrial technologies which would be both modem and appropriate can be developed
by (1) starting with traditional and using modem knowledge to improve on them; (2) starting
with the modern methods of the highly developed countries and adapting them to the
conditions of the newly developing countries; and (3) analyzing the technological problems
of the newly developing countries directly and coming up with novel approaches through
fresh research and development.

Nations in the developing world are now looking for new forms of industrial equipment and

manufacturing processes. The new class of technologies which are emerging from this C ' i
search have certain characteristics in common: they are small scale, low cost, easily . [;
maintained, worker-controlled, and meet the basic needs of the people. , [

Early efforts along the lines of acquisition, transfer and adaptation of appropriate lechnology
for small enterprises has provided a strong foundation for bringing about self-reliance in
capital goods in India. Technical information and industrial extension centres play an
important role in the “delivery” of technology to small enterprises.

1.10 ROLE OF GOVERNMENT IN SSE DEVELOPMENT

Direct assistance which government can lend to small enterprises can include advisory
services (extension and counselling), industrial research services, developmentat financial
scheme, marketing aids and provision of basic utilities and services for small scale
entreprencurs. Simplified export procedures for small enterprises can also be very vseful as
incentives for this sector of the business community. Unit 2 explains the institutional
infrastructure for $SI.

On a more indirect and general way, streamlining of the bureaucratic system and lessening
of red tapes will create an overall atmosphere wherein professionalism and the spirit of :
service prevail. Such an atmosphere will, of course, be conducive not only to small i
enterprise development but to national progress as well. Inasmuch as the role of govermnment ' '
in developing countries assumes the major share in development as builder and catalyst, a
heglthy policy towards small enterprises, their needs and requirements, will ensure life and
growth of this sector of the economy. o

L1l _SUMMARY

There are several factors that -govcm the pattem and rate of econdmic development in a
country. One of the important inputs is provided by the quantum and quality of
entreprenedrship. Most of these entrepreneurs who owned and managed their enterprise in 15"
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the early stages of development did so through ploughing back of profits. In the later stages

of industrial development, tcchnologlcal changes favoured the growth of corporate
enterprises.

In India, only a fracuon of the total employment potential can be fuifilled in agriculture and

as cost per job are very high for modern industry, development of small scale enterprise

represents a cost effective developmental policy. Being more labour intensive and less
capital intensive (han large enterprises small scale enterprise in the Indian context seem to
be an effective way (o capitalize a country specific resources. The unit describes the
relevance and need for small scale enterprises and discusses their role in the economic
development of the country. '

1.12 SELF-ASSESSMENT QUESTIONS

| Which characteristics of small scale enterprises enable them to contribute to the
"economic development process in a developing country like India? Discuss.

2 Taking specific case examples discuss the employment generation potential of smali
scale enterprises vis-a-vis the large enterprises.

3 In the indian context, explain the specific role that entreprencurshlp has fulfilled in the
development of small scale sector.

4 With reference to the support needs of SSE's outlined in the unit, do you think the
Indian infrastruciure and environment is conducive to the development of smnall scale
enterprises. Discuss, giving reasons for your answer. -

1.13 FURTHER READINGS

J.A. Schumpeter: The Theory of Economic Development (Cambridge, Massachuselts,
Harvard University Press, 1949) -
D.C. McClelland: The Achieving Society (Princeton, New Jersey, D. Van Nostrand Co "

1961)




UNIT 2 ENTREPRENEURIAL
'COMPETENCIES

Objectives

Aler going through this unit you should be able to :

e explain the concept of entrepreneurial competencies

* enumerate the competencies relevant for entrepreneurial development

¢  discuss the role of knowledge, skill motives and (rails in entrepreneurial competencies.

Structure -

2.1 Introduction

2.2 Entrepreneurial Competencies—Meaning

2.3 Major Entrepreneurtal Competencies—A Research Study
24  Developing Entrepreneurial Competencies

2.5 Exhibit 1 (Self Rating Questions)

2.6  Exhibit2A,and B

2.7 Summary

2.8 Self-assessment Questions

29  Funher Readings

2.1 INTRODUCTION

How do you define an entrepreneur? Can you recognise one when you see one? The-
commonest definition could be “a person who organises, manages and takes the risk of
running a business or enterprise.’

Entrepreneurs can be of different types and may prefer to go it alone or share the risks in
groups with others. Some of the entrepreneurial types that you may recognise from among
the ones you know may be—

Selo Operators who essentially work alone or have a few employees. Most people, when
they think of starting up a business perceive themselves like-them.

Active Partners are basically solo operators who have partners 1o contribute money (o the
business without actively participating in il.

Partners are those entrepreneurs who carry on the enterprise as a joint activity, all of them
actively participating in the business of the firm.

Investors are those whose chief competence is their creativity and inventiveness. They like
to invent new products and may need to set up a business to make them commercially and
market them. As their interest is basically in research, and as they often lack managenial -
experience or desire to run a business, they end up disenchanted and frustrated.

Challengers are those who get into business because of the challenge it represents, and rend

10 pet bored when it seems to be settled and doing well. They then begin to look for newer

challenges. )

Buyers tend to purchase business rather than start one themselves as it appears to them to be

the less ri-ky altemative, )

Lifetimers are those who see their business as integral to their life. It is a matter of ego -

salisfaction and personal concern to them to run the business successfully, family enterprises

and businesses depending on exercise of personal skill come in this category.

Activity 1

Administer the following questionnaire to ten entreprencurs and classify them according to

he types that you have studied above.

)ueslibns

1y Whal do you prefer most working solely on your own, partly on your own or mostly
with other people?

17
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o e, et e thonzs e aew meathads o wenld vae rather <ot evisting

[SHAN D
Ci Waonld you rather seait from sevatch or buy a distribulion or somebady else’s business?

di Arc yeu Inoking for i long term business a just a way to get sore quick money?

e Do volt want o nage 3 business on w short term basis and ther sel itover to
sameone’
£ Do vou want w ger L business for te sheer challenge of it. (o prove yaunelf?

2.2 ENTREPRENEURIAL COMPETENCIES—MEANING

The success of a small scale industrial venture depends on the following major factors:

a) Inherent viability of the project, i.e. lechnical, organizational, financial and commercial
viability.
b) The way a project is planned, i.e. decisions régarding various projéct parameters such as

where (o locate, what technology 1o use, what should be the capacity of the machineries,
elc. ’

¢} The meticulousness with which a project is implemented.

d) The way a project is managed.

While one can add certdin other factors to this list including the environmental factors, the
said Factors appear to be major ones. Let us focus our attention on the last 3 factors
mentioned above, i.e. project planning, implementation and management.

In a small scale enterprise, it is the promoter of the project, i.e. the entrepreneur who does
most of the functions of the project planning, implementation and management. If the size of
the project is big enough to call for employing professional managers, it is the entrepreneur
who acts as a driving force behind performance of these three aforesaid major tasks. In order
to plan a project flawlessly, implement it meticulously and manage it effectively, an
entrepreneur needs to possess certain knowledge, skills and appropriate personality profile.

Entreprencurship Development Institute of India took up a research project to identify what
it takes 10 be a successful entreprenevr. The research project was initiated by Prof. David C.
MeClelland. a well known behavioural scientist and was taken up in 3 countries—India,
Malawi and Equador. The output of the research project has been identification of a set of
entrepreneurial competencies or characteristics that lead to superior performance. A major
finding of the research project was that the said competencies are cross culturally valid. In
other words, in order to perform well as an entrepreneur, it is necessary to possess the
competencies in varying measures imrespective of the geographical locations, where the
entrepreneur is operating.

In this unit, an atempt has been made to explain the concept of entrepreneurial
compelencies.

What is a Compclence

A competence* is an underlying characteristics of a person, which results is effective and/or

superior performance in a job. A job competence is an underlying characteristics of a
person, in that it may be motive, traits, skills, aspect of ones self-image or a body of
knowledge which one uses. The existence of these characteristics may or may not be known
to the person. In this sense, the characteristics may be unconcious aspects of the person. In
simple terms, a competence is a combination of body of knowledge, set of skills and cluster
of appropriate motives/traits that an individual possesses to perform a given task. In order to
understand more about competencies, let us understand the meaning of knowledge, skills,
traits and motives, which form various components of entrepreneurial competenci¢s.- -

What is Body of Knowledge ' ‘ : -
Knowledge means collections of information and retention of facts that an individual stores
in some parts of his brain. Let us take an example of sv.ummlng One could be ina posmon-

* "The Competent Manager” by Richard E. Boyaizis {John Wiley & Sons Inc. UN 1982).




to describe how to swim which would mean that one possesses knowledge of swimming. . Entrepreneurlal Competencies
But this alone will not enable the listener to actually swim unless one has something more '

than the knowledge component to perform the activity. It means that knowledge is

necessary for performing a task but not sufficient. In real life situation, one may find various

examples, where people possessing mere knowledge have miserably failed while performing

the task. Besides knowledge, an individual should have skills to translate the knowiedge into

action. -

What is a Skill .

Skill is the ability to demonstrate a system and sequence of behaviour that are functionally
related 1o attaining a performance goal. Using a skill is not a single action. The relationship
among the specific actions is such that each contribtites under some direct manner to the
capability of people to function effectively or ineffectively in a given situation. Since a skill
is the ability to demonstrate a system and sequence of behaviour, it must result in something
observable, something that someone in the Person’s environment can ‘see’. For example,
planning ability is a skill. People who have this skill can identifly sequence of action 1o be
taken Lo accomplish a specific objective. They can identify potential obstacles to those
actions. People with this skiil can identify sources of help in avoiding obstacles or
overcoming them when they interfere with the action sequence. None of these separate
actions, constitutes a skilt, but the system of behaviour does. People who have this skill can
apply it in any number of situations or contexts.

Going by the example of knowledge of swimming, if one has to be in & position 1o swim,
one needs to have the skill too. Knowledge could be acquired by reading, listening, visuals
etc. while skill can be acquired only through practice, which enables the individual to
demonstrate the system and sequence of behaviour that are functionally related to
performing a task. In other words, knowledge of swimming could be acquired by reading,
talking to experts and so on whereas the skill 10 keep oneself afloat on water can be acquired
by practising on a number of occasions. Thus, knowledge as well as skills are required to
perform 2 given task effectively. ’ '

Motives and Traits

A motive is a recurrent concem for a goal state or condition appearing in fantacy, which
drives, directs and selects behaviour of the individual. Motive includes thoughts rélated toa
Particular goalstate. For example people who think about improving their own performance .
and competing against a standard of excellence are said to have Achievement Molivatien.
When people with high achievement motivation encounier a situation in which their
performance can be m_easui‘ed and a goal can be stated, their achievement motivation is
aroused. Once aroused, the motivated thoughts direct and select their behaviour, i.e. they

will choose to do things that help themn get feedback on their performance and engage in
activities that may result in improved performance. In simple terms, motive is an urge for
which one has continuous concern in his mind which directs one to get into certain actions

so that the concemns that one shows gets sausfied.

Coming back to the example of swimming, the knowledge on how to swim followed by
practice which would help an individual to acquire skills in swimming would lead 1o the
individual 2cquiring capability 1o swim. But then this does not lead 10 him becoming the
best swimmer within a given reference group. The individual’s urge to do better and better
leading to a desire to become the best swimmer could be termed as a concemn for
excellence—in other words achievement motivation. It is this concem which would help the
individual to constantly practice swimming, look out for ways and means of increasing the
speed thereby ultimately increasing the possibility of becoming the best swimmer,

A trait is a dispositional or characteristic way in which the person responds to an equivalent
set of stimuli. A trait includes thoughts and psycho-motor activities related to a general
category of events. For example, people who believe themselves 1o be in control of their
future are said to have the rait of efficacy. When people with this rait encounter problem or
1ssue in any aspect of life they take initiative to resolve the prablem or understand the issue,
They do not wait for someone else to do it nor expect that luck will take care of it. The
thought pattern and resultant behaviour occur in response o any general set of events, which
allow the trait to be expressed. .

Thus 10 perform any given task including that of [aunching an industrial venture and
- = 19
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managing it.successfully, a person needs a set of knowledge, skill, molives and traits which
could be together labelled as compelencies.

2.3 MAJOR ENTREPRENEURIAL COMPETENCIES—-
A RESEARCH STUDY

The knowledge of entreprencurial competencies has been sharpened over the last 3 decades.
Earlier, there used to be a firm belief that those persons with business family background
could become successful entrepreneurs. Subsequently there was a belief that individuals
need technical knowhow, as a major requirement for being successful in Jaunching an
industrial venture. In order to understand clearly what it takes to be a successful

- entrepreneur, EDI took up a research project as indicated in para 2.2 above. Following is a

list of major competencies that contribute towards top performance :

iy  Initiative : An enirepreneur takes action that go beyond job requirements or the
demand of the siwation,
¢ Does things before being asked or forced by the events.
e Acts to extend the business inte new areas, products, or services.

ii)  Seesand Acts on Opportunities : Looks for and takes action on opporiunities.
» Sees and acts on opportunities (business, educational or personal growth).
» Scizes unusual opportunities to obtain financing, equipment, land, work space. or
assistance.

iii) Persistence : Takes repeated action to overcome obstacle that get in the way of
reaching goals,
s Takes repeated or different actions to overcome obstacles.
¢ Takes action in the face of a significant obstacle.

iv) Information Seeking : Takes action on own 1o get information to help reach
objectives or clarify problems.
= Does personal research on how to provide a product or service.
« Consults expents for business or lechnical advice.
Seeks information or asks questians 10 ¢larify what is wa.nlcd or needed.
Personally undertakes research, analysis, or investigation.
Uses contacts or information networks to obtain useful information.

v)  Concern for High Quality of Work : Acts to do things that meet or beat existing
standards of excellence.
s States a desire to produce work of high quality .
» Compares own work or own company's work favourably to that of others.

vi) Commitment to Work Contract : Places the highest priority on getting a job
completed,
» Makes a personal sacrifice or expends cxtraordinary effort to complete a job.
s« Accepts full responsibility for problems in completing a job for others,
e Pitches in with workers or works in their place to get the job done.
« Expresses a concern for satisfying the customer.

vii) Efficiency Orientation : Finds ways (o do things faster or with fewer resources or at a
lower cost.
» Looks for or finds ways to do things fasler or at less cost,
» Uses informmation or business tools in improve efficiency.
» “Expresses concern about costs vs. benefits of some improvement, change, or course
of action.

viii) Systematic Planning : Develops and uses logical. step-by-step plans to reach goals.
o Plans by breaking a large task down into sub-tasks.
* Develops plans thal anticipate abstacles.
s Evaluates altemnatives.
» Takes a logical and systematic approach Lo activilies.

ix) Problem Solving : dentifies new and potentially unigue ideas to reach goals.
. & Switches to an alicmative strategy to reach a goal.
» Generates new ideas or innovative solutions.




X)  Selt-Confidence : Has a strong belief in self and own abilities.

* Expresses confidence in own ability (o complete a task or meet a challenge.
» Sticks with own judgement in the face or opposition or carly lack of success.
¢ Does something that he says is risky.

Xi)  Assertiveness ; Confronts problems and issues with others directly.
+ Confronts problems with others directly.

¢ Tells others what they have 1o do.

s Reprimands or disciplines those failing to perforn as expected.

xii) Persuation : Successfully persuades others.
¢ Convinces,someone to buy a product or service.
* Convinces someone to provide financing.
¢ Convinces someone to do something else that he would like that person to do.
* Asserts own competence, realibility, or other personal or company qualities.

* Asserts strong confidence in own company’s or organisation's products or services.

xiii) Use of Influence Strategies : Uses of variety of stram'gies to affect others.
* Acts 1o develop business contacts.
* Uses influential people as agents to accomplish own objectives.
o Selectively limits the information given to others. —.

xiv) Monitoring : . ]
® Develops or uses procedures to ensure that work is completed or that work gets
standards or quality. ,
* Personality supervises all aspecis of a project.

xv) Concern for Employee Welfare :
¢ Takes action to improve the welfare of employees.
¢ Takes positive action in rgsponse to employees’ personal concerns.
¢ Expresses concem about the welfare of employees.

Are these Competencies Independent?
All the competencies described above are instrumental in making a person successful
entrepreneur. Through these competencies, we can descriminate between successful
entrepreneurs and average ones, All these competencies are interrelated. Depending on the
nature and-content of these competencies they could be clubbed into various clusters. These
competehcies could be developed through systematic training. -

hclivi‘y 2 ' '
-c:ﬂl::;rr::enoﬂ: bLellive that it is the traits of 4 person that help him in succeeding as an

g - Look at the table below and lis 6 characteristics thay you think are most

:n;;.mr_tanl for. d person to have, in order 1o succeed as an entrepreneur. Also, list 6 trails
which you think are the least important in this regard.

Most Important Least Important -

1, Hi;gh academic
qualification
 Physical fitness
' Need 1o achieve
_’ Ventivesomeness

Creativity

" Persisience
',}f_‘t‘i‘ience
I'f.’.t:a:dtf:rship
10 "'Organising ability

'F Need to have
power over others

2

3

4

5

6 'f= ! .:Cumpcliljvcncss
7

8

9

Entrepreneurial Competencies
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12 Desire lor mones 0 TR I
13 Independence e e e
14 Coverage e e i eemeereeeeaee e

i5 Positive cutlook e

2.4 DEVELOPING ENTREPRENEURIAL
COMPETENCIES

Stage 1 : Understanding and Recognising

The first step towards acquiring a new behaviour is to understand what a particular
competence means. With such an understanding one would then able to recognise the
competence when someone exhibits the same.

Step 2 : Self Assessment
Having understood a given compelence and having been able to recognise the same when

" someone else exhibits a given competence, the next step is to find out where one stands with

respecl to a given competency. In other words, docs one possess a given compelence and if
so haw frequently one exhibit the same in one’s day-to-day activities.

In order to help one identify the level of one’s competencies, enclosed herewith is a
questionnaire, titled *Self Rating Questionnaire’ which one could answer and later on use
the coding sheet attached to the questionnaire o understand one's level of competencies.
The self-rating questionnaire is placed at Exhibit |. Coding instructions of Self-Rating -
Questionnaire is placed at Exhibit 2A.

After coding, to know where one stands with respect [0 various entrepreneirial

.competencies, we suggest one does some introspection and answer some of the questions

listed in Exhibit 2B labelled as “My Thoughts about my Competence Level”.

Step 3 : Practice
Having gone through the above sieps, one would be in a position to decide the competencies

that are not a parl of one’s personality but one would like to acquire those competencies and

strengthen others. By practice, we mean exhibiting a given competence in a variety of
situations, both simulated and real. Help from a trained facilitator is called for to develop the
competencies through practice in simulated situations.

Step 4 : Application in Real life Situation

Any new behaviour that one acquires would become 2 part of one's personality only when
one applies the same on a conrinuous basis in various activities. In other words, there isa
need to make efforts towards exhibiting all the competencies deliberately and consciously
all the time even in the simplest activities that one performs.

Step 5 : Feedback

One's desire to acquire new behaviour, internalise and praciice the same would be strong
only when one understands the benefit of operating as per the newly acquired behaviour
versus usual/old behavioural pattern. Hence, having understood a competence and having
practised the same in a given situation one needs to introspect to find out how one’s “new
behaviour” or act of exhibiting a competence has been rewarding, Greater the benefit, more

will be onc’s determination to continue exhibiting the competence in a variety of situations.

2.5 EXHIBIT 1

SELF-RATING QUESTIONNAIRE

YOUr NAIME ceeeceeceeeeccsrsinss st res s ratoesnsntas s rarnpensnnnnee s

Company

Address T

Date

e e e - 4 -




Instructions

4
5

This questionnaire consists of 70 brief statements. Read each statement and decide
how well it describes you. Be honest about yourself,

Select one of the numbers below to indicate how well the statement describes you:

5 = Very well

4 = Well

3 = Somewhat

2 =Very litle

1 = Not at all

Write the number you select on the line to the right of each statement. Here is an
cxample ;

I remain calm in stressful situations. 2

The person who responded lo theitem above wrote a “2" indicating thal the statement

described him or her very linle.

Some statements may be similar, but no two are exactly alike.

.-Please answer all questions,

Write the number on the line to the right of each statement.

1
2

[F¥]

19
20
21
22

23
24
25
26

[ look for things that need to be done.
1 like challenges and new opportunities.

When faced with a difficult problem, I spend a lot of time trying to
find 2 solution.

When starting a new task or project, I gather a great deal of informatjon.
It bothers me when things are not done very well.

[ give much effort tp my work.

I find ways to do thfh;gs faster,

I plan a large project by breaking it down into smaller tasks.

I think of unosual solutions to problems

I feel confident that I will succeed at whatever I (ry to do.

I'tell others when they have not performed as expected.

I get others to support my recommendations.

[ develop stratcgies to influence others.

No maiter who I'm talking to, I'm good listener

I do things that need to be done before being asked to by others.

I prefer activities that | know well and with which I am comfortable.

1 try several times 10 get people to do what I would like them to do.

- I'seek the advice of people who know a ot about the problems or tasks

I am warking on.
It is important to me to do a high quality job.

I work long hours and make personal sacrifices to complele jobs on time,
I am not good at using my timg well .

{ think about the advantag.eE and disadvantages of diffe-rent ways of
accomplishing things.

.

I think of many new ideas,”
I change my mind if others disagree strongly with me.
If I am angry or upset with someone, I tell that person,

I convince others of my ideas.

Entrepreneurial Competencies
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27
28
29
30
31

32
33

35
36

37
33

39

41

- 42

43

45

47
48

49
50

51
52
53
54
55

56

57
58
59

I do- not spend much time thinking about how to influence others.
I feel resemiful when I don’t get my way. -

I do things before it is clear that they must be done.

I notice opportunities to do new things.

When something gets in the way of what I am trying to do, I keep

. on trying to accomplish what I want.

I take action without seeking information,

My own work js better than that of other people I work with.

1do whatever/it takés to complete a job.

It bothers me, when my time is wasted.

I try to think of ! . e problems I may encounter and plan what to do
if each problem occurs.

Once I have selected an approach to solving a problem, I do not change
that approach.

When trying something difficult or challenging, I feel confident that I
will succeed. .

It is difficult for me to order people to do.things.

I get others to see how I will be able to accomplish what I set out to do.

I get important people to help me accomplish my goa.ls ‘
In the past, I have had failures.

I 1ake action before it is clear that I rust,

I iy thingg that are very new and diffcre;nt from what [ have done before.
Y¥hen faced with a major difficulty, I quickly gcn. on (o other things.

When working on a project for someone, I ask many questions to be
sure I understand what that person wants.

When something I have been working on is sausfac:ory I do not spend
extra time trying to make it berter.

When I am doing a job for someone, I make a specml effort 1o make sure
that person is ‘satisfied with my work.

Ifind ways to do things for less cost.

I.deal with problems as they ansp. rather than- spend time trying to
anticipate them. .

1 think of many ways 1o solve problemé-.

I do things that are risky.

When I disagree with others, I let them know.
I 'am very persuasive with olhcrs '

In order to reach my goals, I I.hmk of solutions that benefit eveqénc
involved in a problem.

There have been occasions when I took advantage of'somcone. )
I wait for direction from others before taking actior =,

f ¥ ;
I take adva.ntagc of opportunities that arise. Y~

I try several ways to overcome thlngs that get in I.he way of reaching
my goals _ .

I go to several different sources to gel lnfon'naUOn to hclp with tasks or
projects. .

e o
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61
62
63

64

65
66
67
68

69
70

[ want the company [ own to be the best of its-ype.
1 do not let my work interfere with my fa}nily c'tr personal life.

1 get the most I can out of the money I have to accomplish a project
or task. '

I take a logical and systematic approach o activities.

I one approach to a problem does not work, I think of another approach.
I stick with my decisions even if other disagree strongly with me.

[ tell people vhat they hav? to do, even if they do not want to do it.

I cannot get people who have strong opinions or ideas to change their
minds.

I get to know people who may be able to help me reach my goals.

Wher I don'tL know something, | don't mind admitting it

2.6 EXHIBIT 2A and B

Exhibit 2A

SCORING SHEET FOR SELF-RATING QUESTIONNAIRE

Instructions

1

Enter the ratings from the completed questionnaire on the lines above the item numbers
in parentheses. Notice that the item numbers in each column are consecutive : item
number 2 is belew item number 1, and so (orth.

2 Do the addition and subtraction indicated in each row to compute each competency
5 . .
3 :;’;eall competency scores [o compuie the total score.
Rating of Statements Score Competency
+ + + - +6= Initiative
(D (15} (29) @3 G0
- + + + +6= Sees & Acts on Opportunities
2) (16) (30) (44) (58)
+ + = + +6= Persistence
3 (17 31y @5 (69
+ - ¥ + +6= Information Seeking
@ (18} (32) (46 (60)
+ + - + +6= Concem for High Quality of Work
&) 19y (33) @0 (6D
+ + + - +6= Commitment to Work Contract
(6) (20) (34) (48) (62)
- + + + +6= Efficiency Crientation
Q) (21) (35) (49 (63)
+ -+ - + +6= Systematic Planning
® (22) (36) - (50)_ (64) .
+ - + + +6= Problem Solving
9 23y (37 (51} (65)
- + + + +6= . Self-confidence

(10y (24) (38 (52) (66)

+ - + + +6= Assertiveness

an @5 69 63 6D

Entrepreneurial Competencics
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, + + + - +6= _Persuasion
(12)  (26) (4 (54} (68)
- + + + +6= Use of Influence Stralegies
(13) (27) @ (5% (69)
TOTAL SCORE
e - - + +18= Correction Factor

(14) (28) (42) (56) (70)

CORRECTED SCORING SHEET

Instructions

i The Correction Factor (the total of itcms 14, 28, 42, 56, and 70) is used to determine
whethe: o1 not a person tries to present a very favourable image of himself. If the toral
scor:: on this factor is 20 or greater, then the to12] scores on the 13 competencies must

be corrected to provide a more accurate assessment of the strength of the competencies

for that individual,

2 Use the following numbers when figuring the cormrected score: -
If the Correction Subtract the fellowing
Factor score is : correction number from the
: total score for each competency :

24 0r25 . ] 7 -
220123 5
200r21 ' 3
19 or less : 0

3 Use the page below to correct each competency before using the Profile Sheet.
COMPETENCY PROFILE SHEET FOR SELF-RATING QUESTIONNAIRE

Instructions .
I Transfer the corrected competency score to the profile sheet by marking an “x™ at the
appropriate point on the dotted horizontal line for each competency.

2 Draw a heavy line over the dotted horizontal line for each competency, from the left
vertical line to the point you have marked with an “x™. The heavy lines you have drawn
graphically represent the strength of each competency.

3 The following is an example of how 1o create the profile sheet.

If the score for Initiative is 19, it will appear as follows :

LY.
Initiative N
0 5 10 15 20 25
CORRECTED SCORE SHEET
Competency Original Correction Corrected
Score —  Number * = Toral
Initiative - . =

~ Sees and Acts on Opportunities ) - =

Persistence : ’ - =

Information Seeking =~ - =




Concem for High Quality of Work .= =

Commitment to Work Contract _ - T =
Efficiency Orientation

Systematic Planning

Problem Solving
Self-confidence
Assertiveness

Persuasion

Use of Influence Strategies - =

Corrected Total Score

* This number depends on a person’s Comrection Facter Score and will be 7, 5. 3 or 0. the same for each
competency, Usa the instructions on the previous page to delermine the commeciion number,

BUSINESS SITUATIONS EXERCISE PROFILE SHEET

Competency

Tnitiative

Sees and Acts on
Opporiunities

Persistence

Information
Secking

Concem for High -

Quality of Work

Commitment to
Work Contract

Efficiency
Orientation

Systematic
Planning
Problem Solving
Self-confidence
Asseriveness

Persuasion

‘Use of Influence
Strategies

B

_ |
U (P [ EUR—

R A

! - _

[ A [P S I
] I I !
| I | i

N S
f I

A I U R i

Competency Scores
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Entreprencur and Aetivily 3
Entreprencurship Administer 1 self-rating questionnaire given in Exhibit 1 to seme very successfut
entreprencurs and some average ones, Develop the competence profile. Do the profiles

differ significamly?

Exhibit 2B
MY THOUGHTS ABOUT'MY COMPETENCE PROFILE

{ My first reaction on examining my score for each of the 15 competencies is as follows:

2 Iseem to be least competent at the following:

ank

these areas:

28




6 During this course, I hope that I can make some improvement in the following
compelencies:

2,7 SUMMARY

The entrepreneunial talent available in any sociely is also dependent npon the type of
competencies associated with entrepreneurship, Studies in the field of entrepreneurial
development indicate that qualities the initiative, sensitivity to environment, sense of work
commitment and persistence arriving a lot of other qualities are positively associated with
successful entreprencurs. This unit discusses the concept, formation and development of
entreprencurial competencies, and also provides sclf-rating questionnaires to enable the
measurement of gntrepreneurial competencies,

‘28 SELF-ASSESSMENT QUESTIONS

1) What do you understand by the term entrepreneurial competency? How is the term
relevant to entrepreneurship development?

2) Which 5 competencies according to the feedback you got from activity 3, rate highest as
»  determinants of entrepreneurial success? Can you explain the significance of each for
entrepreneurial success?

3) Describe the process of development of entrepreneurial competencies.

29 FURTHER READINGS

Richard E. Boyatzis, The Competent Manager, (John Wiley and Sons‘- Inc., UN 1982)

Richard M. Hodgetis, Effective Smail Business Management (Academic Press Inc.,
Harcourt, Brace Jovanovich Publishers)
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Objectives

UNIT 3 INSTITUTIONAL INTERFACE FOR

SMALL SCALE ENTERPRISES

F]

After going through this unit you should be able to:

+ discuss the goverment policy towards developing and promoting small scale industry,
and small scale industry and small scale business.

¢ explain the role of the various Central and State Government bodies and other
autonomous bodies in assisting the implementation of small scale industry and smalt
scale business. '

¢ discuss the various rules regulation and procedure relevant for small scale industries and
small scale business.

Structure

31  Introduction

3.2 Institutional Interface—The Concept

33  Govermment Policy—Industrial Policy Resolutions

34  The Administrative and Institutional Set Up

35 Summary

36  Self-assessment Questions

3.7  Further Reading

38  Appendices

Appendix A : Industrial Policy Resolution : A Summary
B : Provisions of the IPR 1990 as Applicable to Small Scale and
Ancillary Industries

C: Institutional Set up for Small Industry Development in India
D: An Overview of the Small Scale Sector in India

3.1 INTRODUCTION

In response to its specific employment generation and income generation needs and the kind
of capital resources available, India opted for a policy of development of the small scale
sector, along wilh a heavy industrial sector. This unit discusses the policy framework for
small scale enterprises and also describes the institutional infrastructure that has been
developed to facilitate this sector.

- 3.2 INSTITUTIONAL INTERFACE—THE CONCEPT

The term institutional interface refers to a part-of economic environment of industry and
business consisting of authorities and institutions whose decisions and activities influence
activities of different business units. The institutions could be government owned—
statutory—semi-autonomous or autonomous. The authorities are generally governmental
and in a sense wield governmental power granted lo them in specific fields of activities.
Since in Block one our major focus is on small enterprise and entrepreneurship development
the institutional interface that we describe here is related to that sector of industry and
business in India. .

A busiriess or industrial unit—enterprise in short—refers to the institutional interface
essentially at three stages in its development viz. (i) inception i.e. establishment of an

. enterprise (ii) day-to-day operations which would mean day-to-day management and

(ii1) expansion and/or diversification. In this unit our emphasis will be on the institutional
interface at the inception stage. To formulate the proposition, the question we are trying 1o
answer is: How do policies and activities of the institutions discussed influence, provide
assistance, resources and technical advice to an entrepreneur whose aim is to set up a smail

. enterprise. The term small enterprise covers a range consisting of household, tiny and small

scale unils, small businesses and service establishments. They will be referred to hereinafter
as SSI/SSE/Small Scale Industry and Small Scale Enterprises.




3.3 GOVERNMENT POLICY—INDUSTRIAL POLICY - Stnalt Scale Enterprises
RESOLUTIONS : ' '

Major Environment :

After attaining independence in 1947 India adopted economic planning as a methed to
achieve cconomic development. The pattemn of planning that came to be accepted was of a
mixed type meaning thereby that industrial units in the public and private sector will be
operating in the economy. The mixed nature of the economy meant that on crucial areas the
policy of the govemment was decisive and changes therein were of great relevance to
industrial units. In the ficld of industry government's objectives and intentions were
announced through five Industrial Policy Resolutions (IPRs). These resolutions were
announced in 1948, 1956, 1977, 1980 and 1990 (For a summary, see Appendix A). We shall
briefly state what each of the IPRs had stated about growth and development of SSI sector,
It must be added that it is only recently that government policy and activities of the different
interface institutions have covered SSE in addition to SSI. The earlier thinking was mostly
addressed to SSI. The rationale for including SSE will be discussed subsequently.

IPR 1948 .

The industrial sector in 1948 was not different from the one existing in pre-1947 days and
hence the SS1 sector meant mainly rural industrial units, small job-cum-repair shops, units
making agricultural implements, a few urban small units and handloom units weaving cloth.
The greatest economic significance of these units to the Indian economy was their
employment potential. It was this potential which called for protection through policy and
the main thrust of JPR 1948 as far as the small scale sector was concerned, was protection,

IPR 1956
The second IPR was announced against the background of a bolder Second Five Year Plan,

with & long term strategy for industrial and economic devélopment. As to the SSI sector, the
resolution envisaged a dual role viz. (i) manufacture of consumer goods such as cloth and
(i) manufacture of components for the newly established industry as part of the programme
for long term industrial development. Thus, to the eariier emphasis of protection was added
development. Industrial Policy. for SST aimed at “Protection plus Development”. IPR 1956
in a manner initiated the modeém SSI in India.

IPR 1977

The next IPR was announced after a lapse of two decades. During the preceding decades,
two major problems had been witnessed. First was the lopsided industrial development—
large, medium and small scale industries had become more of an urbah phenomena and the
other was large scale unemployment — the issue of urban-and rural, educated and
uneducated unemployed had started becoming difficulr. *

This situation led to a renewed emphasis on promotion of typical employment generating
small scale industry, located in rural areas and small towns. As a formuia it was: scale of
output should be small, location semi urban/rural and technology, labour intensive.

This was the IPR which assigned a positive role to SSI in terms of wage employment of
worker and self-employment of the entrepreneur. This was the IPR which therefore, offered
a wider perception to policies and programmes for SSI development. To the earlier thrust of
protection (IPR 1948) development (IPR 1956) this resolution added promotion. The SSI
sector was thus, to be protected, developed and promoted.

IPR 1980

This IPR re-emphasised the spirit of the IPR 1956 with its strategy of large scale, high
technology and. heavy investment based key or basic industry. Nevertheless, the SSF sector
remained as perhaps the best scctor for generating wage and self-employment basad
opportunities in India,

IPR 1950

This [PR was announced during June 1990. Its basic aim is to introduce measures of

economic liberalisation and simplified rulés and procedures with a view to enhancing the

technological base of industry and accomplishing higher levels of output, Tt gave a special

emphasis on the SSI/SSE sector where employment opportunities are likely to be high. In

order to enable the SSLunits to update their technology the investment limit of SST has been

raised to Rs. 60 lakhs (See Appendix B). i ) 11
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Visit an entreprencur who his just set up a umit to find out the 1ype ol financisl 2ssistance
received by him. Dewennine also the policy resolution under which he got the assistance.

34 THE ADMINISTRATIVE AND INSTITUTIONAL
SET UP . |

Government policy resolution and programmes based on the same, need a proper ' i
administrative and institutional set up, Right from the time of IPR 1948, this has engaged
the mind of the government. As such the following set up helps the SSI sector and for its
operations SSI is divided into two major groups: (i) the Smail Industry Development b
Organization (SIDO) and {ii) the Non-SIDO, The latter was described by different terms like |
unorganised, informal or non-urban, depending upon the point of view from which they are |
described. The SIDO is centralised in the Office of the Development Commissioner Small
Scale Industry (DCSSI). At the level of state thege is Director of Industry (DI) or Industries
Commissioner (IC). In the states again District Industry Centre (DIC) is an important
extension in the field of industry. For any individual intending to obtain information and L
help in district based towns or villages, DIC is easily the best office. DIC has managers to -
help small entrepreneurs in the areas of raw material marketing and infrastricrure. )

In case of small units in the unorganised sector there are autonomous boards such as Khadi
and Village Indusiries Commission, Handloom Board, Powerloom Board, Silk Board, Coir
Board and Ail India SSI Board. These boards help units in respective industry in areas like
establishment, operations—mainly raw materials, technical help, marketing help and
designs. It must be remembered that a smaller unit working either under SIDO or Non-SIDO
set up is governed by the Central Government policies on issues such as excise differential,
price preference or marketing assistance. It is for administrative purposes, among others,
that these units are placed under different ~rganizations. As such, all such industrial units are
under the purview of boards and the assistance they provide.

R R

In addition to the above organizations whose purview is overall, at the level of the State:
separate agencies deal with specific problem areas as follows:

Infrastructure development corporation for providing plotsfindustrial sheds, water, power
and road, financial corporation providing term loans to entrepreneurs. For small
entreprencurs there is a separate financial corporation. Thus, in Gujarat, the Gujarat State
Financial Corporation provides term loan up to Rs. 90 lakhs, while for term loans exceeding
this amount there is the Gujarat Industrial Investment Corporation. This set up exists in

* many other states,

Assistance for raw. material, plant hnd machinery is provided by a separate corporation viz.
Small Industry Corporation. :

States also have technical consultancy organizations to advise and solve problems faced by
entrepreneurs. These entreprencurs may be large, medium or small.

Some states have programmes for preparing or training entreprencurs. Sonte national
institutions are also involved in designing and imparting such training programmes.

Industriat Policy in Operation : ) .
An entreprencur who wishes to set up a small unit of his own may however, like to know
how the Industrial Policy is actually implemented. In other words, how will his unit come
under the purview of industrial policy at different stages. For this we should firstly lay bare
the entrepreneurial process and then suggest a tentative fremework for establishing linkage /
between some of the following areas, ;




-

Information : An enterprise can be viewed from the point of view of an entrepreneur or the
institution of the interface. Since in this unit our focus is mainly on the institutions of the
interface, we shall place greater emphasis on their activities. The foremost area is
Information and in the first place it should enable an individual 10 make & choice as between
dilferent self-employment opportunities. The opportunities for self-employment are
represented by means of a diagram below:

~Manufscturing

-~
”

-
Self-employment in SSI/SSEw =~ =~ (-:- = == Tradc or Busimess

.,
Y

\'\
Service

Information on self-employment based opportunities in any one of the above areas should be
available from the following institutions;

(1} Director of Industry of the State or District Industies Centre.
(2) State Finance Corporation particularly their Small Business Cell,
(3) Nationalised Commercial Banks, their Small Busmess}Emerpnsc Department,

(4) State Directorate of Cottage Industries,
(For details see Appendix C).

In addition to the above some states have published, from time to time, list of Bankable
Schemes for SSE. These are indeed very small enterprises or service establishments and are
meant essentially for self-employment of the individual. A few such Bankable Schemes
include Detergent Soap/Powder, Hair Oil, Washing Soap, Carpentry Shop, Diesel Oil
Engine Service-cum-Repair Shop etc., for rural areas. For urban locations the list would
include xeroxing centre, beautician’s shop, TV service centre, fumiture designing centre,
etc. -

The objective in providing such lists is that, very often persons desirous of taking to self-
employment as a positive career altemnative, lack basic information on what alternatives are
actua]ly‘vallable Taking the length and breadth of the country, its vast rural and backward
areas lack of relevant information would seem to be z basic lacuna. One of the activities of
the interface institutions lherefore. is collecting and disseminating mformauon

Other lnslllutlons The major objcctwe of Government Policy with regard to the small
scale sector—both small scale industry and other small businesses has been employment.
The policy and a variety of measures of central as well as state Bovemments aim at
promolmg these enterprises. We have noted the role played by the infrastructure institutions
in handing out information. This may be regarded as the starting point. It would enable an
individual 1o choose from among alternatives. But an enterprise is not al} information. In
establishing the same, regardless of size, the individual needs other resources too, and one of
the most important of these resources is finance. Finance is described as the backbone of an
enterprise. Let us describe the various financial institutions which can help a small
cnterprise.

Small lndustries Development Bank of India (SIDBI)

The Small Industries Development Bank of India—the apex bank for small scale
industries—extends assistance to SSI units through various schemes. The activities of SIDBI
are as under;

The immediate thrust of SIDBI is on :

i) initiating steps for technological upgradation and modemisation of existing units;

i) expanding the channels for ma.rkeung the products of SSI sector in domestic and

overseas markkts;

iif) promotion of employment-oriented industries especially in semi-urban areas to create
more employment opportunities and thereby checking migration of population to urban
and cosmopolitan areas.

Institutional Interface for
Small Scale Enterprises
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Finance for SSU/SSE

With refercnce to the sector of small enterprises—both industry and business—all-India
financial insticutions do not have 2 direct role to play. Finance as an important resource is
provided mostly by state based institutions. Two such institutions carry out this activity at
the level of a state in Indix: One, the State Financial Corporation—an autonomous state-
based institution and two, nationalised commercial banks, One could add to these a third set

~ of institutions—the cooperative banks, These are either location based i.c. residents ofa

location have formed a cooperative bank, or industry/trade based. The latter could be
weavers’ cooperative bank or fishermen’s cooperative bank, etc. Prior to natiopalisation of
commercial banks their field of activity was mainly collecting depaosits from the public and
extending short-term loans to business and industry. The whole activity was of a supportive
character with some promotional element. After the nationalisation of banks two most
important changes took place. One: the objectives of policies and procedures underwent
many significant changes—-banking became more and more of a service industry and two:
with an extensive programme of opening branches these services becarne available almost.
everywhere in the country. The promotional objective in the new framework is on creating
of new openings in self-employment, small industry and enterprises. The localised and
activity-based cooperative banks have added to this.

- The help that the banking institutions extend to the small sector lies in two major areas, term

loan of a small amount, for setting up a small enterprise and working capital i.e. funds
required for day-to-day running of an enterprise. A typical programme of extending

. financial assistance by & nationalised banks would include the following;

- Financing of Small Business Activities

¢ Finance to Retailers .

* Finance to Transporn Operators

¢ Finance to Professional and Self-employed individual
* Finance to Business Enterprises

‘ Among Lhc above there is no upper limit on the amount of finance given for n'anSpc;rt
- operators, professionals and self-employed individuals. The latter can include a most

extensive type of activities such a3 pathological laboratories, eye clinics, computer based
data processing services etc. Financial lirhits generally apply in the category of retail traders
and business enterprises. The loans are given for'(a) acquiring or repairing business
premises (b) purchase of furiiture, fittings cquipments and vehicle accessories and (¢) for
mecting the cost of vehicle inclusive of cost of spares with sales tax, insurance and '
registration. Cash credit facilities are provided for meeting working capital. Small
businesses are known to borrow from non-institutional sources at higher rates of inferest.
Such loans can be liquidated with the help of bank funds. -

Offices of nationalised commercial banks have @ department of cell devoted to small
businesses and detailed informarion including the forms of application and conditions for the
loans are given in them. : :

An important aspect of the activities of the cooperative banks should be added here. Most of
the lending of such banks are based on personal knowledge of the bormowers. Securiry,
guarantee and such other questions are not emphasised very much. This is because the area
of operation of such banks is a small town, a particular trade or activity and hence the
management has fairly detailed knowledge and information about the borrower bank, Duc to
this several small borrowers have been able to start many a self-employment oriented
activity, ' -

The borrower mst however, bear in mind one very important aspect in dealing with banks.

_He must fully understand the terms and conditions under which a loan is sanctioned dnd the ‘
true implications of these on his business/setvice/manufacturing unit. In some casés, the
financial institutions themselves explain thess implications to the borrower which represent - -

the true kind of promotional activity. Against the background of vast unemployment in the
country—the urban, rural, educated, uncducated—and the urgent need to provide solution to

. this through schemes of self<mployment, finanéial institutions and banks are getting

equipped with several promotional extension programme and literature. It is in the interest
of the potentia! borrower to avail of such programmes and promotional literature so that he
is better equipped to utilisc the borrowed funds.




A manufacturing servicing or trading unit will need merchandise and raw material of all Imstitutional Interface for
kinds. In addition to this a manufacturing unit would require some machines, tools and Small Scake Enterprises
equipment, what kind of interface institutions come to the assistance of an intending small

- entreprenenr should be discussed. In the case of all the three types of activities the foremost

requirement would be land and building. Save for the individual who is using his own

premises the rest would have to locate their activities somewhere. For manufacturing and

 business units open plots or sheds may be available from (a) state industrial development

corporation (in some states these are known as infrastructure development corporation)

(b) local authorities-from Panchayats and Municipalities or (c) private estate development

authorities. The first category of institutions is a well-established institutional arrangement

of the day. Open plots or built shed are available either on down or total payment or under

the hire-purchase scheme. Payment of instalments over a given peried w1|| end in ownership

of the shed by the occupant.

Another important requirement would be machines, tools and equipment, in technical jargon
plant and equipment. This facility next to the building, enables you to undertake and carry
on your manufacturing operations.

With regard to plant and machinery the National Small Industries Corporation (NSIC) and
its branches offer these on hire-purchase tenms. In terms of the existing practice of one of
the states, the hire-purchase scheme of NSIC operates actually through the loan sanctioned
by the state finance corporation. A part of the loan—which is the cost uf plant a.nd
machmery. is treated as part of the hire-purchase scheme.

In the same way the state based small industries corporation has schemes to mect mw
material requirements of small manufacturing units, particularly scarce and/or imported raw
materials. With regard to the latter—imported raw material—in some cese the linkages may
be found in two important corporations like State Trading Corporation and Mineral and
Metals Trading Corporation. But such linkages may not gcnem.lly be relevant with reference
to typical small sclf-cmploymcnt based units.

Markels for the Products. Manufacturing small units face the difficulty of marketing their
products mainly because of two reasons. In the first place there are several lines in which
products of large and small units have o éompete with each other in the market. In such
situations the latter always suffer and in order to help such units, in selected product lines,
special purchase programmes have been announced by the government. These programmes
extend subsidy to SSI products so that they can compete with some strength. Such lists
should be available with the director of industry of the state, the state small industry
corporation and the district industry centres. In some statcs a list of state-based product is

also available,

" The recent emphasis of policy is to encourage both small scale industry and small business

* and trade which provide self-employment opportunities in the first place. Small businesses
have limited requirements of plant, machinery and tools and most of the financial
requirements are met by nationalised commercial banks: Most of the banks have announced
liberalised loan schemes, entrepreneur schemes, equity fund scheme, and composite loan
scheme for artisan based village and cottage industries. As an illustration we give below
outline of what a liberalised loan scheime would be offering. ’ :

A LIBERALISED SCHEME
The Bank provides finance to small scale industries on concessional terms under this

scheme.

1 Eligibilicy :

Any individual, proprietory oonccrn. pnrmersh:p firm, Jomt Hindu Family concern,
Industrial Cooperative-Society, Private Limited Company, or any other registered
"association that can quahfy under the definition’of small scale industry is eligible under the
scheme.

2 Bank Finance and Facilities Purpose Facility
A . Tomeet the capital cost of Project

for acquisition of land, building,

plant and machinery, technical

knowhow, etc. 35
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i) Incase full payment Term Loan [Term Loans are normally
repayable over a period of 5-7 years including
an initial moratorium (for repayment of joan.
instalments only) of 6 to 12 months
depending upon the expected cash accruals,

, gestation period, etc,] -
it) In case the supplier is willing Deferred Payment Guarantee
io accept paymentin
instalments spread over a long
time.

B For meeting working capital

requirements
8) For purchase of raw material ~ — Guarantee to supplier for the bills for
. supply of raw materials drawn by him
(Letter of Credir)

- Direct payment to the supplier
b) Forstocking of raw materials - Cash credit against raw materials .

up to reasonable limit to meet .
normal consumption
requirements ‘
¢). For goods-in-process to suit the — Cash credit against goods-in-process
production schedule . )
d) For stocking or finished goods - Cash credit limit against finished goods
up 1o reasonable levels mecting
delivery schedule/off-the shelf
delivery
¢) Financing of receivables — Cash credit limit against book debts/usance
bills .
— Cash credit against supply bills drawn on
government departments .
— Demand Bills and cheques purchasing facility
— Usance Bitls discounting facility
— Discounting of usance bills drawn on buyers
under the IDBI’s Bill Rediscounting Scheme
(to the manufacturers of capital equipment for
effecting sale on deferred terms)
Trade-Industry Assoclation

Apant from statutory and autonomous institutions and development corporations there are
several trade-industry and business associations which provide information and supportto
industrial and business unit. To start with the main focus of these activities was large
industrial and business units but along with recent development and emphasis on small units
these institutions have also broadened their sctivities. Thus, presently every industry and

“major product lines have an association. The product line may be engineering, chemical or
. Plastic. You will find a local, stats level and regional or national level organization to

represent business interests of the members. Such association through periodic seminars or
meetings release information on the state of the particular industry, its problems and
prospects of growth which could be used by small unit owners and those who want to take
to the line. A national level organization like All India Manufacturer’s Organization
(AIMO) has panels or subgrou:;u&very manufactur'ng industry such as metal based,
plastics, chemicals etc, While these organizations casily provide a platfonn for representing
problems to the relevant authorities they have slowly begun to recognise their development-
cum-promotional role, -

e —
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Activity 2 . o
Visit an $ST entrepreneur to find what assistance is he peling in niarketing his product. Also

" try to establish the policy for the same.

3.5 SUMMARY

Based on the foregoing descriptions of institutions and their activities an enterprise should
be in a position to locate itself as surrounded by an environment. This environment consists
of policies and authorities, institations and corporations ajming at providing infrastructural
inputs and resources and a host of industry-trade-business based voluntary associations.
Their policies, measures and programmes are relevant to an enterprise to the extent these
influence decision-making and problem areas of enterprises, A set of acting and interacting
forces could b perhaps visualised by each unit with reference to ita activities and deciion,
It should now be possible for us to understand the nature and concept of interface
institutions,

3.6 SELF-ASSESSMENT QUESTIONS

1 Discuss the development of the policy towards SSI through the different industrial
policy resolution, What do you think s the major feature of the 1990 policy resolution
with respect to SSI. .

Describe the administrative set up of the SSI ssctor,
What is the role of SIDBI ? Discuss,
- 4 " How do trade Industry associations, in the context of 88V's, facilitate development ?

3.7 FURTHER READINGS

Industrial Policy Resolution, Govt. of India Publication

Rudder Dutt and K.P.M. Sundaram, Indian Economy, S. Chand and Co. (Pve.) Ltd., New
Delhi, 1989 '

Vasant Desai, Managemens of Small Scale Industries, }ﬁxnalayh Publisﬁing House, New
Delhi, 1990 )
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3.8 APPENDICES

Appéndix A

Indusirial Pollcy Resolution—A Summary

Date

Main Objective

Principal Measure

The 551 Universe

1PR’
1948

1956

1577

" 1980

1 The policy raises the investment ceiling in plant and machinery for small scale industries 10 Rs. 60 lakhs from.
tha present Rs. 35 [akhs,

. Protection

Protection plus
development

Protection plus
Develapment plus
Promation

Protection plos
Development plus
Promotion

Raw materizl

Cheap power

Technical advice

Marketing of products
Safeguarding against ¢xcessive
competition from large units

Protect artisan based non-

tech, enterprise Develop modem
SSI for Industrial and

consumer goods. Provide capital
and skills, Develop export
based units, Achieve regional
balance through SSI.

Package of assistance and
incentives infrastrocture,
technological upgradarion
Reservation of iterns for SSI

Protect labour intensive tech-
nology, Promote small tiny
units, promote non-urban loca-
tion, promole new first gene-
ration entreprencurs, Decentra-
lised production

Protect labour intensive
technology, promote small tiny
units, promote pon-urban loca-
tion, promole new first gene-
ration entreprencuss, Decen-
tralised production, Nuclear
plant for $SI growth, Reserva-
Lien producis for 551

Promation of §S1 and agro-based
industries :
Reservation of Products

836 and new linas 1o be
identified, Central investment

subsidy—rural end backward oreas.

Technolopy centres for modemi-
sation, Small Industry Deve-
lopment Bank, SIDBI. Facilities
of KVIC and K VI boards 1o be
expanded to help amisans in
marketing, Agro-processing
industry to receive high priarity.

Appendix B

Village-based small enterprises
Repaircum-job shops
Units vsing local market, raw material

Jabour. Hence locally sell-sufficient

Tiny/cottage rural units

Modem SSI units in urban areas

Units employing labour intensive
technology. New cntrants to SSI—new
entrepreneurs. Ancillary units. Modem
551 ’

-do-

Maln Provisions of the IPR 1990 as Applicable to Small Scale and Anclllary Industries

2 Cormrespondingly, for ancillary units. the investment ceiling has bean raised to Rs, 75 lekhs from the present
* Rs. 45 lakhs,

3 Inorder to enable small scale Industries o pley an important rale in the total expont effort, the small units
_ which undenske to export 30 per cent of the annus] produciion by the third year would be permirted fo step
up their investment in plant and machinery to Rs. 75 lakhs.

4  The investment ceiling for tiny units hos been increased to Rs. 5 lakhs from the present Rs. 2 Iakhs. However,
with regard ta their locatlon, the popuiation limit of 50,000 as per the 198] census, would continue to apply.
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AppendixC
Institntional Set-up for Small Industry Development in Indéa

Note : In describing these institutions greater emphasis is given (o the state-baced institutions.

A,

1.
a)

b)

<)
d)

II.
a)

b)

c}

d)

)

[:3]

NON-FINANCIAL
Natlonal Level

Small industries Development Organisation (SIDO)
* Policy fonmulating, coordinating &nd monitoring agency

Mationz] Small Industries Corporation (NSIC) with five regional oflices

= supply of mochinery on hire-purchase basis

= registration of units for participation in the purchase programmes of the Central and State Govemnments
and other cantral institutions

«  Marketing assistance—internal and exporn

* Development of prototypes of machinery and equipment, and other facilities

* Commissioner for Industrial Cooperatives—Coardination of policies for industrial cooperalives

Specialised Instilutions : Training and Development

i) National Institute of Small Industry Extension Training (NISIET), Hyderabad

if) Naltional Institute for Entreprencurship and Small Business Development (NIESBUD), New Delhi

iii)  Emreprencurship Development Institute of India (EDIN, Ahmedabad, ulch'row. Patna, Bhopal—
premoted by 1DBI. IFCI. ICICI and SBI

iv) Central Institute of Tool Design (CTFD). Hyderabad
Training in the design and manulaciure of tools, jigs. fixtures, dies andg moulds

v) Central Teol Room and Training Centres
{at Ludhiana, Delhi, Calcurta and Bangalore)

vi) Central Institute of Hand Teols {CIHT), Jalandhar—
pravision of improved technology, mw materials, designs and westing for hand tools industry

vil)  Institute for Design of Electrical Measuring Instruments (JDEMI), Bombay

viii)  Cenrral Machine Tool Institute, Bangalore )

ix}  Central [nstitutc for Plastics Engineering and Too!s. Madras and Ahmedabad (Ministry of Petsulcum
and Chemicals)

x) Mutional Instilute of Foundry and Forge Technology. Ranchi

State Level Institutfon

Directorate of Induslries

With a network of District Industries Cenires a1 the district level, industrics officers at the sub-division level

and exiension officers at the block level.

= registration of small scalc units and recommending cases of large/medium industries to appropriaic
authorities )

raw material quota

import quoia

financial assistance under the State Aid to Industries Act

Industrial estarcs

technical consuliancy

training of entrepreneurs

industrial cooperatives

compilation of staristics

overall administration of the village and smaf| industry sector and maintaining close liaison with the

central and state level organisations concemned with industrial development

Srnall Industry Development Corporation

supply of scarce raw materials through raw maicrial depol
mechinery on hire.purchase

marketing assistance

joint ventures in the small scale seclor

entrepreneurship development

irade centres

industrial esrates

Industrial Infraswuciuce Corporation
Industrial Area Development Board/Aulhority -
* plans and develops industrial estates and industrial areas

Imglustrinl Development Corporation
= promotion of industrial units in the medium and Large scale including joint and public sector veniures
* planning and development of industrial estates end industrial areas (in some estates)

Industriel Invesmment Corporation
* [inances medium and large units up to a certain investment ceiling with direct participation in shure
capita] and underwriles new issues .

Agro Industries Corporation

= supply of agriculiural machinery/equipment on hire
& development of agro-based indusiries

+ sale of agro-inputs dike fertilisers and pesticides

Electronics Development Corporation
* promotion of industries in the field of electronics including joint sector a.nd public sector projects

Instinttional Interface for
Small Scale Enterprises
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Entrepreneur and h)}  Leather Industry Development Corporation and other similar commodity corporations
Entrepreneurship ¢ development of specific types ofvillage and tiny sector units relating to & particular rade
. iy Rural Industries Marketing Corporation
»  Merketing of villnge Industry products and provision of a varicly of services needed by village and tiny .
units {Gujarnt State has g2t up this corporetion)

Jy  Industrinl and Technical Consultancy Orgenisatlon
(sponsored by IDBUIFCIACICI) i
s technical consullancy services to small and medium scale projects '

Appendix D i
An Overvlew of the Small Scale Sector In Indla

The following tables provide an overview of the statistics relating 10 small scele sector in terms of their salient :
features, consumplion af energy, percentage distribution of registered units, industry groupwise percentage
disteibution, advances to 551 secior and siatewise clussification of sick units. !

Source : Small Scale Indusiries Facts and Figure Development Commissloner, SSI, Depanment of $81, Agro and :
Rural [ndustries. Ministiry of Industry, Nirman Bhawan, New Delhi-1]10001 :

Tahle 1 .
Sample Survey Estimates (1982-83) I
{Sallent Features of Small Scale Induatrles Sectar)

A. Employment

I Average Employment per unit of which ) i5 H
a) Avecrage cmployment on regular basis 10 .
by Contract basis . 5 :

2 Major Industry Group which provided . Basic metal Indus- '
maximum per unil employment {regular) ’ tries {18 Persons)

B. Invesiment in Planr & Mackinery
3 Percentage of urils having invesiment in
plant & machinery less than Rs. 2 |akhs 83

C.  Praduction
4 Production per unil :

—im—e—r

- e} All Products Rs. 4,95.000
by Reserved Products Rs, 391,000
¢) Non-reserved products Rs. 5,64,000 !
3 Perceniage increase In 1982-83 over 1981-82 £
of Production : 13
a) All products . 9.08 :
- b) Reserved ltems 12,73
c) Non-reserved ilems 7.48
D. Energy Consumpiion : ' £
Plant Annual Energy Consumption per unit Rs. 20.126
Table 2 .
Per Unlt Consumption af Energy Cluastfled Aceording to Majar Induatry Groups
Sl No. Name of the Industry Group Average encrgy consumption per unle R
(Rs.)
l 2 k)
l Food producis 17,629 )
2 Beverages, Tobecco & Tobacco products 17,805 .
3 Couton Textites including Hosicry 9,122
4 Wood products 4,637 i
5 Paper producls including Printing 9,847 :
6 Lealher products 5,784
7 Rubber & Plastic products - 23,861
8 Chemical & Chemical products - 14,450
9  Non-metallic mineral products ' 53,677
10 Basic Meial Industries 92,864
11 Meta) products ’ 11,389
12 Machinery & Parts except elecirical 16.949
13 Elecriesl Machinery & apparalus 18,654
14 Tmnaport equipment and parts 22,863
15  Mis. manufscturing industrica ' 8,799
16 Storuge & warchouslng 155,652
17 Repale & services : 1,604
All Tnduatriex ' 20,126
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Percentage Distribution of SIDO Unlts Reglstered During January (o December 1985 {State-wise) Small Scale Enterprises

St State/UT No. of Employment Invesiment Total Cépacity

No. Units (%) in plant & fixed (%)

(%) mechinery =~ investment
(%) (%)

1 2 3 4 5 6 7
Andhra Pradesh 79 1.7 B.S 13.2 7.9
Assam 0.0 0.1 0.0 0.0 0.0
Bihar 1.6 1.7 1.8 6.8 B.S
Haryana 18.4 136 14.6 10.0 18.3
Himachal Pradesh 0.6 04 0.8 0.9 1.8
Jemmu & Kashmir 0.3 07 0.5 03 03
Kamateka 23 1.9 1.3 12.1 268
Kerala 8.6 9.9 9.6 5.4 4.4
Madhya Pradesh 1.0 4,2 . 4.6 i 25

10 Maharashtra 04 08 2.9 1.7 09

il Punjab 17.7 12.5 123 211 9.8

12 Rajasthan 8.2 6.3 10.2 42 25

13 Tamil Nade 15.3 16.3 13.0 719 52

14 Uteer Pradesh 06 1.4 130 1.9 0.6

15 West Bengal 23 3.2 2.5 25 T4l

16 Delhi 24 53 58 89 6.4

Table 4 :

Indusiry Group-wise Percentage Distributlons of SIDO Unlts Reglstered During January-December 1935
(All-Indin) -

Sl Industry Group No. of - Invesiment

No. Units E"'P:;")m “ WP &M Tow C"‘g’;c)""
. (%) (%) (%)
2 3 4 5 6 7
1 Food Products 14.98 15.50 20.32 1767 24.57
2 Beverages - 0.86 1.9 0.84 1.98 0.53
3 Texfile products 3.38 4.67 357 325 519
4 Wood products 823 637 4.62 5.27 827
5 Paper products & Printing 139 39 522 i 6.40
6 | Leather & Leathe? products 4.03 2.34 L5 - 167 346
7 Rubber & Plastic products 394 4,22 6.84 3.50 6.15
8 Chemical & Chemical products 3.88 5.60 6.68 5.66 4,96
9 Non-metallic Mineral products 4.31 [1.94 10.74 6.84 522
10 Basic Meta) industrics 2338 362 6.55 213 492
Il Metal products 1112 10.50 9,23 6.69 8.29
12 Machinery & Parts except eleciricals 25,88 18.32 13.99 . 21585 5.06
13 Electrical machinery & parts 1.7 2.56 249 2,67 3.35
14 Transpart cquipments & parts 1.92 2.63 1 235 2,61
15 Miscellaneous Industries 1.25 1.27 1.13 0.56 0.34
16 Storoge & warchousing 0.02 0.03 0.10 0.05 0.00*
17 7 Scientific research service 0.00 0.00 d.00 0.0¢ 6.00
18 Repairing and servicing 1.86 4.07 | 2.45 . 355 . 9.68
19 Colaur film processing 0.00 0.06 0.34 0.09 0.4
= Negligible.
Table 5

Advances to Tatal 581 Sector by alt Scheduled Commerclal Banks as on the last Friday of
December 1981 to March 1989
{No. of Afcs in thousands)
(Armoums in Crores of Rs.)

As on the last Total SSI Sector Total prierity ~ Totaf Bank % of column % of column
Friday of Dectmber Sector advarces Credit Jtod Jws

No. of Afes Amount ’

Quistanding

1 2 3 4 5 -] 7
981 561 31953.09 10802.85 29091.34 36.6 13.6
[982 1050 4464.32 1234243 3220.59 36.2 13.0
1983 1249 5389.37 148B8[.93 41292.23 382 13.t
1984 1455 , 653718 18329.89 46295.60 5.7 . 14.1
1985 1642 782931 21631.39 52842.09 3652 148
1986 1863 912125 25224.07 60312.04 36.2 15.1
1987Y% . 2171 10165.32 27810.04 6132450 36.6 16.6
I9_33 W 598‘ 1230867 32563.57 217454 . 78 171
up 1o March 19804 2659 13129.86 34523.00 7819278 79 I6.B

M Data related to Public Sactor Banks only . .
Source: Reserve Bank of India 4t
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Table ¢

State-wise Classiflcation of Skk Small Scale Industries as at the end of December 1987

51 Stae/UT No. of Amount
No. units outstanding
(Rs. Crores)
1 2 3 4
1 Andhra Pradesh ) E 19.206 138.48
2 Assam . 9,722 19.52
3 Bihar 14,151 7381
4 Gujarat 5,728 129.91
5 Goa ' 673 9.74
6 Haryana 2,096 4381
7 Himacha! Pradesh 797 B75
B . Jammu & Kashmirc ; . 2.647 11.33
9 Karmnataks : 8.463 107.72
10 Kerala 15,067 [11.18
Il Madhya Pradesh 12,576 5509
12 Maharashig 15,401 33172
13 Munipur N 537 0.66
14 Meghalaya 120 0.49
I5  Nagaland ‘ 6 0.5
16 Onrissa 8,692 35.39
17 Punjab 2,434 4497
18 Rajasthan 9,989 50.05
19 Tamil Nadu 30942 193.15
20  Tripura 357 0.56
21 Uttar Pradesh 19,710 148.03
22 West Bengal 21,409 182,43
n Andaman & Nicobar Islands — —
24 Asunachal Pradesh Y 002
25 Dadra & Nagar Haveli 6 0.15
26 Delhi 3014 92.06
27 Mizomm - —_ —_
28 Pondichemy ) N 1.96
9 Sikkim . 4 022
30 Chandigarh 217 5.76
31 Daman & Diu 3 013
TOTAL 2,04,259 1797.31

Conceatration _Ch.l.rl't of No. of Unlts and Production
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BLOCK 2 ESTABLISHING THE SMALL
SCALE ENTERPRISE

This block entitled Establishing the Small Scale Enterprise is devoted to the activities
which form essential prerequisites for establishin g a small scale enterprise. Every
enterprise be it large or small begins as an opportunity identified, defined and
assessed.

The first unit in this block on Opportunity Scanning and Identification discusses the
processes for opportunity scanning for the small entrepreneur and the self-employed.

Before you set up an enterprise you will have to go through the exerc se of assessing
the market demand of your output, be it a service or a product. The second unit of
the block entitled Market Assessment for SSE gives you an idea of the basic
marketing concepts involved, and the methods you can use to assess market potential
for your product.

Sometimes, application of particular technology or. the possibility of exploiting
locational advantage itself presents an opportunity for successful entrepreneurial
ventures. These, then, become the cause for setting up the enterprise. On the other
hand, whatever the reason for setting up of an enterprise, choice of appropriate
technolopy and selection of site for the enterprise remain important managerial
decisions. The last unit in the block is devoted to issues of selection of technology
and site, and discusses the decision criteria, problems and techniques associated with
the decisions.
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UNIT 4 OPPORTUNITY SCANNING AND

IDENTIFICATION

Objectives
After going through this unit you should be able to:

e define an entrepreneur and entrepreneurship

e explain what entrepreneures do and how do they do it

» define a business opportunity and discuss the best way Lo identify it

¢ claborate upon the framework for identification of a small scale enterprise in India
under the present conditiens.

Structure

4.1  Introduction

4.2 Understanding Entrepreneurship

4.3 Alternative Fields of Self-employment
4.4 Identification of an Opportunity

4.5 The Zeroing in Process — Final Stage
46  An Attempt at Integration

47  Summary

4.8 Self-assessment Questions

4.9  Further Readings

4.1 INTRODUCTION

In terms of the processes through which an enterprise gets established in India, this
Unit discusses how an opportunity is identified by one who wishes to set up his
own enterprise. The process by which an opportunity is identified is at times
described as Opportunity Scanning or Sensing and Ideatification (OS]). An
opportunity is identified and an enterprise established so that the person who carries
out all the operations is self-employed, earns some income and in some cases profit.
This whole activity is at times covered under one term entrepreneurship and
entrepreneurs are also self-employed.

In this unit Entrepreneur and Entrepreneurship are viewed as synonymous with
self-employment. Such an identification does not hold good under all circumstances
but in order to explain OSI we have taken the terms as syncnymous,

In a developing economy like India there should not be dearth of opperiunities. One
reads about innovative devices conceived and manufactured by engineers and
technicians. One also comes across mieresting success stories of entreprenenrs and
businessmen describing a life span from rags to riches. Presently, in our country
several schemes of promotion and assistance for setting up small scale units or small
businesses by new or first generation entrepreneurs, are being implemented by the
Central and State Governments. New praduct lines, new processes and new
technologies have made India their home in only recent past.

We know from available literature on development what do entrepreneurs.do but
relatively little about how do they do it.

Let us begin by stating what do entrepreneurs do. Entreprencurs engage themselves
in the following three interrelated activities viz.:

2) Ideatification of bussiness opportunity.

b) Establishment of an enterprise based on the opportunity. Entrepreneurs also
" engage in & subsequent activity viz.

¢) Managing the enterprise as a profitable and growing concern.

Activity (¢) however, is not discussed in this unit though many of its implications will
be found in identification of a project. We in this unit deal with (a) and (b) above.
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The main focus of the unit is an Opportunity and how to identify the same. The term
opportunity also covers a product or project and hence identification of a product or
project or opportunity,all these three terms are used as synonyms.

Establisking The Small
Scale Enterprise

4.2 UNDERSTANDING ENTREPRENEURSHIP

s
s

Entrepreneurship can be understood by answering the two questions of what and
how bar it would be clear that.it is confined to practice, it is an action and decision
oriented practice. Hence, one of the crucial areas for us to understand is what is an

entrepreneurial decision. For this unit such a decision primarily relates to OSI. This is

because large part of the success of an entrepreneur depends upen the opportunity.

The opportunity again could relate to product, lechnology, market or organisation. In

this way entrepreneurial dicisions turn out also to be developmental decisions.

Let us now understand an entrepreneur and qualities he possesses. One author has
described the qualities of an entreprencur as follows:

ii) Drive and energy and organising ability;

v) Above average intelligence; and
vi) Capacity to take risks.

. i} A strong desire for independence and abilily to siand alone;

"iit) A desire to diversify, expand and innovate;
iv) Technical and managerial competence;

Above qualities have been found in successful entrepreneurs irrespective of country,
industry, size, product line and cultural background of the entrepreneur. It would
mean that these qualities have an element of universality,

“Activity 1

Survey a few successful as well as struggling entreprencurs. Using the questionnaire
given in Unit 2 or one of your own, identify five qualities of cntreprencurs that set
them apart. Also ask the entreprencurs themselves to rate these qualities in order of

imporlance.

-—

4.3 ALTERNATIVE FIELDS OF SELF-EMPLOYMENT

An individual who wants to take 10 self-employment would in the first place like to

look at the universe of sclf-employed persons. He may find that different persons are

self-employed in one of the following fields of business and economic activities. This
can be described as the first scanning of the universe of self-employment.

Sclf-employed Individuals

(1 (2). 3 (4)
Industry Trade Commercial Professional
- Services Services
. - Buying and selling of Banking,Insurance, Engiriecrs,Chaﬁercd

Tm“?"m_““g raw products or warchousing, Accountants,

materials into finished | | consumables at a Transport Agency Architects, Doctors,
- - - - | produas with the -price. - work ctc. Consultants,

help of machinery Beauticians.

i.c. manufacturing.




fhe above can be described as career alternatives in sclf-cmployment. It will aiso be Opportunity Scanaing aud
‘lear to the reader that alternatives (1) and (2) would demand less of professional Heutificutiou
Jualification as against (3) and (4). When we refer to OSI we shall keep (1) and (2) -

n our mind. Industry and trade are very inclusive sectors because manufacturing and

rading activities will cover a vast number of items. For example, if we take the sector

f small scale industry, Industrial Policy of the Government of India has reserved a

otal of 836 products for exclusive manufacture by small scale industrial units. In a

imilar manner items to be traded in would reveal almost an inexhaustible list. The

|uestion therefore still remains unanswered even when someone identifies industry or

rade as the activity for self-cmployment—in industry which product and in trade

+hich item. By describing the above alternatives we have only made the broad

lternatives available and for us alternatives (1) and (2) are more relevant as against

3} and (4). Let us now discuss OSI in a more detailed manner.

vetivity 2

‘ontact 10-15 self-employed individuals. Classify them according to Figure-1.
Juestion them to find out why they chose to go in for this particular stream among
1c 51 opportunities open to them,

4 IDENTIFICATION OF AN OPPORTUNITY

spite of increasing literature on lives of entreprencurs and entecpreneurship
velopment comparatively little is known about how an entreprencur identifies an
portunity. It is therefore, somewhat difficult to state in any categorical manner as
how an intending entreprencur should proceed. What is needed is a step-by-step
:ount of how should one undertake such an activity. Literature on management
:nce, particularly those areas which deal with business policy, corporate planning
I strategy formulation and implementation do however, offer uscful insights into
nagertal processes which are at times close to entrepreneurial pursuits.

dentifying his opportunity an intending entrepreneur like an individual

inessman is required to understand the environment in which he would operatc.
the opportunity stage again government policy and the market for the
duct/service would be the first to be taken for examination. This is generally

ned as the external environment. Government policy for large or mediuri industry
:gulatory but for small industry it is both developmental and promotional.

: major tools which our entrepreneur uses in this activity—OSI—are two viz.

wming of his environment and assessing his own strengths and weaknesses in

tion to opportunities in the market and competitive threats to the same. The

ner can be a more general, all inclusive activity while the latter is a more specinc
situation-oriented activity. This is known in managerial jargon as SWOT Analysis
wing thereby Analysis of Strength and Weaknesses on the subjective side and
»ortunities and Threats in the market or the objective side. These tools are important
are generally employed in the working of a business unit. But they can be extended
areas about setting up of an enterprise and likewise identifying an opportunity.

7 and How of a Small Enterprise?

important tool.in the identification of a-business opporiunity is the SWQT

ysis. Let us now enumerate why and how are small enterprises established. In a
e this enumeration is paraliel to SWOT analysis. Analysis of factors which have
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Esteblishing The Small
Scale Enterprise

led individual entrepreneurs to sct-up their small enterprises reveat a surprising
degree of uniformity the world over. A small catrepreneur, the owner-manager of a
small unit, enters this world because of:

g) love for doing independent business—or being one's own boss;

b) small business provides scope for taking initiative, organising activities and a kind _‘

of freedom which owner-managed small units alone can offer. :
¢) self-employment being an income generating activity, as an alternative to wage
employment; - . :
d) the flexibility in several operations which again is available in a small unit.

Another set of data on how were typical small scale units set up by identifying an

opportunity reveals the following factors. This data is based on Indian small industry.

o entrepreneurs have selected products based on their own experience or their
partners experience in the line; :

e entrepreneurs have selected products based on the expansion/diversification plans
of their own or any other on-going business known to them;

e cntreprencurs have selected products which are likely to have ready demand either
in the local or regional market.

e entrepreneurs have selected products whose imports are banned or controlled by
the government. This factor has been found applicable in identification of
opportunities in small, medium and large scale industrial units;

e cntrepreneurs have selected products which show high profitability;

e entrepreneurs have selected products based on certain specific advantages
available to that product — such as, reservation of product lines for small scale
-units, ceriain regions or locations;

e entrepreneurs have sclected product lines puided mainly by changes in certain
aspects of industrial policy—more specially change in control and regulation
of prices of raw material or products.

= somewhat similar to the above is the situation when entrepreneurs come to know
of a product line as a result of reports by government committees on policy.
Entrepreneurs' selection of computers or electronic products can be attrtbuted to
recent approach of government policy to these products.

Taking the two sets of factors we can say that the cntrepreneurs have moved in a
certain manner. The opportunity— product or service—appears to emerge through an
interaction between the immediate or related environment of the entrepreneur to the
somewhat remote or unrelated aspects of environment. We can also view it
alternatively as proceeding from the more specific to general or may be mi<ro to
macro part of the environment. What appears to lake place is an opportunity
envelope with positive and negative or favourable and unfavourable factors attached
to different opportunities. This envelope tells us how is an opportunity finally '
identified by an entreprencur. :

The combination of factors in such an envelope is not, in any sense, a unique or
unusual combination. Our main concem in collecting these factors is to isolate the
more important general factors—fagtors which seem to be generally applicable — and
another category of factors which arc specific to any opportunity or opportunities.

The above two methods of analysis can be placed in an alternative framework of
scanning the environment and the individual comparing himself against the
environmental subsets. As has been pointed out, the individual refers to the
“immediate’ and the ‘remote’ environment. More accurately, his own strengths and
weaknesses arising from the immediate environment in relation 16 the remote
erivironment. Now, in India this remote environment, or large part thereof, is
government policy and the market for the product. Itis an interaction between the
immediate and the remote environment which seems to explain, even in a
rudimentary way, how opportunities or project ideas may be generated. It is a
process of back and forth, as it were and the individual may be in a position to
monitor his thinking. '

Hen or Egg

In idenfifying an opportunity the entrepreneur passes through several processes.
Some leading to enchantment and others to disenchantment. At one stage he likes
the opportunity, at other he turns his mind to another. Nevertheless, two stages can




be clearly located. In stage one, the entrepreneur trics to gencrale ideas or Opportualty Scanning und
opportunities and in stage two he identifies the opportunity. In stage one most of the IHentification
entrepreneurs are likely to encounter a situation resembling the Hen or Egp

controversy. Ask any-one who wants to select a project; his obvious answer would be

a “‘a project having a good market”. Now, how without knowing the product could

one determine the market? Whose market will you find out without deciding the

item? It is necessary therefore to find a way out of this tangle. One of the methods

employed by experienced entrepreneurs is to generate ideas about a few projects.

In such an attempt he makes use of his experience, background, contacts,
observations, informations obtained from friends, development agency, policy of the
government, schemes of concessions and incentives. All of these, put together, may

offer a few ideas to be cxamined as opportunities. .

We give below two situations to explain what has been discussed.

[n Jana Aranya of Satyajit Ray there is a sequence in which two co-students Khokan
and Bishuda are seen conversing with each other. Khokan is searching for a job while
Bishuda is running his own business. Bishuda advises Khokan to observe the market
and supply what the consumers want — what they are prepared to pay for.

A second situation is as follows:

Ashwin works in the purchase department of a slate-owned road-lransporl
corporation. As such, he knows about many components and spares which are being
purchased. Having been in this department for many years he also knows which
components are purchased in large quantities and more often. Being an engineer he
turns his mind to the prospects of manufacturing some of them.

In the above two situations which one, do you think; is at the idea stage and which
one at the opportunity stage. Allernatively, what is the difference between
opportunity sensing and opportunity identification. This distinction is very important
for those who are consciously making an attempt to identify an opportunity.

[magine that as a result of the above analysis you have been able to prepare a list of the
following opportunities. These are:

1) Nalils, hinges and industrial fasteners (industry)

2} Cold storage services (service based business)

3) 'PVC moulded shoes {(industry)

1) Xeroxing unit (service based business)

Fhis is the smaller list from which the final opportunity/project will be selected. This
:an be described as the “zeroing in process”. The stages through which you pass may be
leseribed by different expressions, such as “entrepreneurial scanning for projects”,
‘entrepreneurial selection matrix”, “cntrepreneurial musings”, “entreprencurial
ambling”, cte. Whatever description you might prefer,the activity involves some of

he major steps described above,
Letivity 3

a0ing back to the sample you ook for Activity 2, discuss with the enlreprencurs Lo
ind out exactly how they identified their opportunity. .
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Establishing The Small

Scale Enterprise , ‘4.5 THE ZEROING IN PROCESS — FINAL STAGE

How should the intending entrepreneur arrive at the final project? What additional
processes and criteria of selection should he use? In several respects the final
selection should follow the course of action adopted in the previous stages, but with a
difference. The examination of each of the areas such as market, raw materials, total
investment — amount and technology of plant and equipment — location and the
type of organisation ie. private ownership, partnership, etc. will be in greater details.
In other words, each of the areas will be examined in terms of all the relevant details.
Secondly, the interrelationship between each of the areas will have to be fully

worked out. An example should make this clear.

An engineer who would like to make one of the components of bicycle on a small
scale obviously cannot meet the total demand for that component. His whole
approach in examining this item will be governed by either a local dealer or meeting
part of the demand by a cycle manufacturer. This would mean that from the two
industrial products and two business opportunities he will first decide whether he
selects industry or business. After doing this he will choose either a preduct or a
business line as the case may be.

In these situations you will be required to work out the interrelationship between
different areas. From the point of view of the entrepreneur, it is necessary to
remember that each of the areas has to be evaluated (a) independently and (b) in
relation to each other. This can be almost a continnous process wherein you would
be moving from one area to the other and it will be a “back and forth” process. (See
Exhibit 1.) It must be cmphasised here that no area should remain without a detaited
examination. ) :

' Exhibit-1

OPPORTUNITY IDENTIFICATION — AN

INTERDEPENDENCE PROCESS

r___ggﬁffff pmwa.:::tghh
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The most important areas will be demand and market, investment, plant and Opportunity f;::::;’cﬁmﬂi'::
machinery and technology working capital, total investment, vaw material avalability

— indigenous or imported — and the price, piice-cost-volume relationship and the' .

‘ocation of the project. It will be casy to understand that-these areas are closely

interrelated and cannot always be examined independently. To provide a reckoner

we give below a check list in the form of a framework for Product/Service Selection.

Framework I for Product/Service Selection

Indusirial/ Tolal Marker/ ‘ R.M./ Loca- Others. Overall —‘
Product/ Invest- competit- | Merchan- | tion Labour rating |
---------------------- ment ion dise Utilities
/Busingss

() (2) &1 W

Nails/ ’
Hinges etc.

(5} (6) @

PVC moulded
shoes

sgrvice

Xcroxing
Bml | i 1 . ]

Clues on how to use the framewark:

;
|
Cold storage J
|
!
i

2) Put High,Medium or Low as per your financial strength
3) Competition could be stiff or moderate

4) Could be easily or not easily available

5) Could be favourable or unfavourabte

6) Could be again favourable or unfavourabic

7) Acceptable — Not acceptable

The overall assessment is thus an outecome of subjective and objective factors relevant
to each product/service line. Finally you should emerge with your opportunity,

Activity 4 :
For any one of the products given in the framework (figure 3) complete the columns,
»y finding out relevant duta, in respect of your own town- focahiy,

‘hat we have done so far is a step-by-step -approach 1o opportuaity sensing and
lection. An important aspect of this approach should now be understaod, When an
e is in the process of becoming an opportunity one tends (¢ examine it broadly in
rms of: ‘whether this is a line for me or not". Altcrnatively. *do I have all that

€ line would demand". In this pracess we examine a potential opportunity from the
dint of view of becoming The Opportunity. This is often termed as Project
ymulation meaning thereby the process and steps through which an opportunity
‘comes a project in which the individual js willing to invest his time, money and

her resources. The manner in which the individual would pass from the stage of
nsing to identification and fina] selection is almost imperceptible. But the

‘Portunity must be transformed into a business and praject formulation is the most
portant stage in this. -

1 opportunity which does not result into a business or industry is not an 1
porunity for us. It is just a vague idea. The entrepreneurial process, to witich we

I FR
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- it is established. What kind of a-shop/factory shed, fwhat merchandise/raw material

referred at the béginning of this unit, should be understood in terms of what happens
in (a) identification of an opportunity and (b) setting up an enterprise based on the
sarhe. A small case can perhaps illustrate this. I '

Two friends Sudhir and Vikram were travelling from Ahmedabad to Bombay by a
day train — a distance of 492 kms. On their way after Baroda their train stopped at 2
station Bharuch situated on the banks of the river Narmada. Young teenagers with -
packets of roasted peanuts crowded the compartment and almost every passenger
purchased one packet. Sudhir dnd Vikram also did the same and started munching,. [
“The peanuls are really good™ tells Sudhir to Vikram — the latter nods. Both of them
reached Bombay by aftemoon and part company. While Sudhir went home Vikram'
took the next train to Bharuch. In Bharuch he contacted shopkeepers and those who ,
roast peanuts, He finatised a business deal for them to send a pack of 25 kgs of i
roasted peanuts daily to Bombay. From the third day his business started. He was
selling packets of roasted peanuts in Bombay. '

You would have noticed that in the above case there is almost no time gap between !
(a) and (b). But the pertinent question for us is how did Vikram examine “selling i
roasted pcanuts” as a business proposition? In other words, how did this idea make
its headway into a business opportunity for Vikram? We list below the kind of
questions that Vikram must bave turned in his mind.

i} Who will buy this and who will be my principal buyers all through the year?
i) In what packet size and at what price could I sell it in the Bombay market?
iy How much will it cost me per kg. of roasted peanuts plus packaging and.
transport in Bombay? 3
iv) Given the quality and price of other subslitutes to peanuts in Bombay will my
price per packet be comparable to the cost at which I shall be receiving the same .
in Bombay from Bharuch? :

To the above main questions a few supplementaries can be added but our objective |
in the above enumeration is again to lay bare the process, through which this random |
idea was tumed into a business. When you are about to consider an opportunityasa |
possible business your mind begins to visualise what the-business would be like when L

etc.and how will the business look like when it starts functioning. This ability to
visualise or draw a mental picture is called simulation. This is 2 well-known
technique of management. In other words, with regard to your opportunity yoa
should be able to visualise the same as a running enterprise. You can do this better if
you have the required expericnce and a keen sense of observation.

Mere simulation is not enough without a sound backing of calculations as to how
much will it ost and how much will it earn. This requires abilities and skills from an
altogether different field viz. costing and accounting, Since in a small enterprise
almost every activity and decision is taken by the entrepreneur-owner-manager he
ought to have these abilities and skills. Perhaps, you should now be in a position 10
understand how an opportunity is transformed into a business or industry.

To recapitulate,- an opportunity which is likely to be accepted finally as The
Opportunity is broken up, as it were, into components as follows. An opportunity has
thus:

T
L

a) Demand and marketing component

b) Costing and pricing component

c) Financial component in terms of term-loan and working capital

d) Locational component — where are you located "o

€) Merchandise, raw material and processing, manufacturing component i.e.
production component.

You have to visualise the oppo&unity as passing through the above to be able to say
that this is The Opportunity. Such an examination should enable you to answer the
following basic questions. :

a) . the product/service is needed i.e. it has a market; .

b) that there is enough room in the market for a volume of production that you
intend to produce; and - )

c) at that volume you will be producing it cheaply enough to earn some profit for




you. Market or Need, Enough Volume and Cheaply Enough arc the three catch
words for you,

In the case of a servicing unit, say a xeroxing centre, you should be able 1o translate -
the above in terms of the same three catchwords. This gives you a formula with which

the opportunity is completely screened as a business venture, an opportunity is now a =

business. Another way of defining this is to say that a business opportunity implies a
series of activities in which you will decide 1o invest your time, money and organising
ability. In short it is an opportunity “worth investing in”.

Opportenity Identification and Promotional Policy

Small enterprise, small scale industry and many other self-employment based
activities form the principal objective of the indusirial policy of the Government. Let
us examine how are these policies and programmes helpful 10 an individual at 1he
two stages of an enterprise viz, identification of an opportunity and setting up the
same as a business or enterprise.

i)  Identification of an opportunily a)  Reservation of 836 products for

exclusive manufacture by SSI

b)  Government purchase programme

- for products of SSI

¢) . Liberal financial assistance for
lerm-loan and working capital

d}  Availability of infrastructure facilities
like shed, water, power, roads etc.

ti)  Setting up an enterprise ¢}  Facilities for acquiring machinery on
hire-purchase basis, al'ocation of
scarce raw materials elc.
f)  Marketing assistance.

It will be seen that taking all the promotional measures, various requirements of
opportunity identification and project formulation ure adequately covered, To these
must be added entrepreneurship and self-employment development programmes
with different target groups such as, unemployed youth, technicians, women, SC/ST
group, rural youth etc. The promotional umbrella thus corers a wide range of arcas
but its main focus is opportunity identification by a young man 10 set up a small
self-employment based unit of his own. For a detailed information based survey of
promotional policies, measures and authorities engaged in the same, see Framework
.2. (This part of our analysis will be understood fully if it is taken along with Unir 3
Institutional tnterface.)

4.6 AN ATTEMPT AT INTEGRATION

It sould be clear now that analysis of opportunity alone is not sufficient, nor is
analysis of strength and weaknesses. Arcas of promotional policies need 16 be
integrated at every stage in the whole process of opportunity sensing and
identification. To illustrate this we give below two ways of understanding the entire
process. One, how a‘rugged experienced entrepreneur would go through this exercise
and two, a diagrammatic representation of the same.

An experienced entrepreneur would evaluate an opportunity somewhat as follows:

1) How large is the gap between demand and supply in the market and what is the
naiwre of competition in the market for this product. :

2} Is the product covered under any of the promotional policies of the government
so that either entry into business or competilion in the market are facilitated.

3) Are there any special product/service specific problems that he will face and can
he avail of any part of promotional policies to soften the impact of these
-prablems,

1) Based on all such product-market-policy, policy-product-market type of analysis
he will finally conclude ihart the opporiunity is worth-investing-in,

Che same process is represented dizgrammalically wherein the SWOT framework js
hown and iis visualisation_ by an entreprercur as not a static but manipulable
ramework '

Opportanity Scanning and
IdentiBcation
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Framewark 2

Opportunity idemtificanion through SWOT

— i e | v mtn mme | — o — A
o w— —— i - —

w | T

Notes: i)  The four rectangles represent the subjective and abjective side of an opporiunity
respectively.
ii) Dotcd lines which enlarge S and O can be due o
a) policies which help new, [irst generation scll-employed entrepreneurs and hence add

10 their strengths .
b) policics of rescrvations of products cic. may enlarge the ficld of opponunities and

contract that of threats. .
iii} The SWOT framcwork can be a manipulable framework.

List oi official measures and programmes of assistance
1o the small scale scctor in India

Both the Cenrral and State governments have been giving several incentives,
assistance and concessions as part of promotional measures to achieve higher rate of
industrial growth, dispersal of industry, development of economically backward areas
and bringing into the mainstream a new class of entrepreneurs: An attempt is

made in the following to place the totality of promotional measures in a conceptual
framework with the names of the agencies providing the same.

The different promotional schemes of the State only seen from the major policy
decisions of the Central government.

Focus : Objectives Statutory
Authorily

A Promotion of New Enlerprises

1. Entrepreneurial Self-cmployment programme DIs
development Educated uncmployed programme Dis
progranimes Hali-a-million jobs programmc Dis

. ) Jawahar RojgarYojna ctc

2. Ancillary Higher capital ceilings, public DiIs
development sector schemes, scrutinising of licences,

compulsory development of ancillaries

R e I
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Rural industries
project
programmes
Backward arca
development
programme

Lead bank scheme
Intensive

district

campaigns

Provision of In-putls
Plant and

-machinery
- Raw materials

Finance

Industrial
cstates

Technical Assistance

Industrial
extension service

Research and
development

Modernisation
programme
Appropriate

- echnology ccll

Loans to artisans, supply of
improved tools, liberalised

credit

Concessional refinance capital
subsidies, selection of growth
centres, industrial potential surveys.
Banks’ nrea development programmes
Zero industry districs—1arget

for promoting Tiny/ SSI unit
sel(-employment based industry -
cum-business activitics

Hire purchase facility

Quotas for scarce maierials, Local supply depots
for imports and strategic local materials
Canalising of imports

Granis

Loans for fixed assels

Loans for working capital

Guarmantee for loans

Credit guarantce scheme

Refinance facility

Subsidised rents

Hire purchase facility

Common service [acilities

Common workshop facilities, Toolroom
assistance, technical advice

Training (labour & Management)
Design assistance
Protolype-cum-iraining cenfre

Product & Process development
Knowhow devclopment

Covers selected industries

where modernisation is required
Experimental projects in product

" line o save forcign cxchange or

generatle mass employment

Markeling Assislance

Government

Export

promolion
Impon
substitution
Quality marketing
schemes
Subcontracting
exchanges

Reservalion of 222 items far
procurement from SS1, price
preferences, regisiration scheme
Procedural assistance
Marketing assistance

Import licencing, according
priority [0 projects

ISI standards, test laboratorics

Pan of ancillary development
Programmes

SIDQ/DIs Opportunity Scanning wgd

Identificmtion

SIDO/DIs

Nationalised banks
All
agencics

NSIC/SSIDC
SFC
S5I0Cs/Dls

STC/MMTC
Dls

SFCs

Banks
NSIC/SSIDC
RBI

IDBI

Dls

SSIDCs/

co

SISIs

NSIC
DRDC/NRLS

SIDOQ/
SISIs
Ministry
of
Indusiry

NSIC/
DGS&D

SIDO/TDA
EPCs/DEP
S1DO/
CCl&E
S151s

SIDO

4.7 SUMMARY

Identification and analysis of an opportunity represents first step towards establishing

an enterprise. Opportunities manifest themselves in a number of ways; an effective
technology, a cost effective method of doing an activity, a locational advantage or
simply a distinctive competence to enumerate a few. This unit on opportu.mly
scanning and identification discusses the process of OSI and the various frameworks
used to analyse an opportunity. It also presents a list of measures and programime
developed by the state to assist the small entrepreneur. A concise description of the
type of assistance and the authority concerned, to help the entrepreneur locate the

information, assistance relevant to h.lS needs during opportunity definition and

enterprse establishment.

i
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4.8 SELF-ASSESSMENT QUESTIONS .

1) What do you understand by OSI? What is the role of OSI in successful enterprise
"management? °

2) . What are the main techniques utilised for opponumly scannmg and .
identification? Discuss with examples.

3) Using the framework 2 given in the unit, carry out an opportunity analysis for the -

following:
a} a beauty saloon
b) a fast food restuarant

4) How would you use SWOT analysis to identify opporlumues for SSl/Self—
employment. Discuss with examples.

4.9 FURTHER READINGS

Richard M. Hodgills, Effective Smalil Business Management , Academic Press
Incorporated, Harcourt, Brace Jovanovich.
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UNIT 5 MARKET ASSESSMENT FOR SSE

Objectives

After reading this unit you should be able to:

o familiarise yourself with the concept of marketing orientation

» appreciate the importance of the need for market assessntent

o outline the aspects involved in market assessment

e understand some broad issues involved in the analysis of market demand,
competitive situation, and trade practices.

Structure

3.1 Introduction

5.2 Marketing Orientation

5.3 Need for Market Asscssment
3.4 Market Demand Analysis

5.5 Analysing Competitive Situation
5.6 Understanding Trade Practices
5.7 Summary

5.8 Key Words

5.9 Self-assessment Questions

5.10 Further Readings

5.1 INTRODUCTION

A firm is not an isolated cconomic unit. It must interact with the external
environment. When there is a shortage of raw materials the production suffers,
development of a substitute product affects the demand for the existing product, and
entry of a new unit manufacturing the same product increases competition. The
external environment also imposes certain restrictions or constraints on it which may
be in the form of legal obligations or social responsibilities. Legal obligations are put’
through government rules and regulations, Social responsibilities refer to things like
fair trade practices, welfare of the employees, and protection of the environment.
Several opportunities and threats are provided by 1he external environment which

- must be taken cognisance of to be able to survive.

t

Interaction with the marker, however, is most pervasive and intense. The only
successful product, by definition, is one that sells. In order to sell a product, a firm
has 10 deal with a large number of customers. It has to constantly interact with selling
agents like distributors and retailers. It has to make sure that the produci remains fine
tuned to the needs of the market — the actuai customers, to be precisé. It has to
sharpen its market focus so as to be perceived, and appreciated, as consistently
delivering some ‘advantage’ to its customers. It has to develop ‘marketing
crientation’ in its outlook. All this requires a thorough and sound assessment of the
market in which the owner of a small enterprise has Lo operate. Before we try o
understand the process of market assessment, let us reflect upon what is meant by
‘marketing orientation’ referred to above.

5.2 MARKETING ORIENTATION

Since companies have to operate in dynamic exogenous conditions, they adapt their
business philosophies to what seems to be appropriate at the time. Marketing theory
has altered accordingly. The early orientation in marketing was production
orientation. This orientation was held at a time when there was general scarcity of
manufactured goods in the market. Under this orientatign, the major task in
marketing was to make the product widely available to the consumers at an
affordable price. Look at the following definition of markeling :

The performance of thosc business activities that direct the flow of goods

~ from producers to consumer or user. :
' (American Marketing Association,1960)

17
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The next phase was of selling orientation. Under this orientation, the emphasis

_ shifted to undertaking an aggressive selling and promotion effort to sell what a firm

produced. There was little research into what the customers wanted. All selling
efforts were directed towards achieving the firm’s objectives of profitability, sales
growth, or return on capital employed. Customers wére considered to be no more
than the means of achieving these objectives. Consider, for example, the following
definition of marketing :

The performance of business activities that direct the flow of goods and
services from producer to consumer in order to sallsfy customers and
accomplish thc firm's objectives.

(E.J. McCarthy, Basic Marketing, 1964)

As the industrial activity intensified, the compelition increased, and the customers
became more discerning. They were no more ready to buy what was offered to them.
This change increased the need to improve product features, distribution, and to use
advertising and personal selling. A" new, more scientific approach, called marketing
orientation, emerged. The approach relies on first finding out what the customers
want and then creating and developing products or services that satisfy their wants.
The effort is to create a preduct that satisfies the wants of the customers rather than
to change their wants to suit the product. The main issue is not to préduce something
but to produce according 1o what is wanted by the customers. Selling focuses on the
needs of the seller; marketing on the needs of the buyer. When this is clear, one
would be able to offer a product that is saleable through usual marketing efforts.

Fig 5.1. illustrates the difference between the selling and the marketing orientation.

. OBJECTIVES
Pricing Sales
Personal selling >
Advertising . Profits
{a) Selling orientation
OBJECTIVES
EXTERNAL Product policy Cuslomers
satisfaction
Pricing " Sales
—r— .
Branding . Short 1erm & long
m . teem profits
FIRM >—| Product |— Advenising - Goodwill [or the firm
u Personal selling
Brand image
- Physical distribution [ | -
\ Expansion-and
diversification
ENVIRONMENT Channels

{b) M=;rkclirl|;: oricntation

Fig 5.1: Difference between the selling and the markeling onenlannn

Under the marketing otientation, instcad of being ‘company centred” the deﬁmuons
of marketing moved their focus on ‘exchange’ and ‘value to the consumer’. Have a
look at the following widely accepted definition of marketing:

Mafketing is a social and managerial process by which individuals and
groups obtain what they need and want through creating and exchanging
products and values with others.

(Philip Kotler, Marketing Management, 1988)

Thus marketing lays emphasis on forming relationships with the customers, and- on
beneficial exchanges vather than one sided rip offs: In simple terms, at the conception
stage itself of a new firm, the owner should think of the ‘henefits’ his product will
offer to the customers. The benefits may be tangible or intangible. Tangible benefits
are those which can easily be measured, assessed, or compared. These may be in the
form of better product quality, durability, lower price, easy availability, gooé

———
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after-sales service, instalment facility, or better packaging and presentation.
Intangible benefits are those which are to be felt or perceived as a consequence to the
use of a product or service. As an example, you may feel that the use of a particular
product enhances your status in the society. Or, the use of a product may give you a
feeling that you are being appreciated as a person with simple and sober tastes.

Activity 1
Try and spell out the tangible and intangible benehis that you look for while buying
the foltowing products or services:

Tangible benefits Intngibie beaelits
Toiict soap

Wedding suit/sarce

Huir dressing

Whatever benefits that are offered should be of real value to the customers. It must
be remembered that a product which lacks real appeal cannot be salvaged in the long
run by any marketing inputs like heavy advertising. It is important, therefore, that the
owner of a small firm finds out the wants of the customers and offers a prodiict that
is able to satisfy at least some of those wants. As shown in Fig.5.1, under the
marketing approach, we achieve sales and profits through customer satisfaation,
Many decisions at the time of launching of an enterprisc like the scale of operations,
the choice of technology, the level of product quality, and the price to be charged,
will be influenced by the wants of the customers. When this kind of marketing
orientation is present right from the beginning, one can be sure of the effectiveness of
the marketing efforts. T

The marketing orientation will force an cntrepreneur to seek answers to many hard
questions—relating to product quality, price, market segments, technology of
manufacture, marketing inputs etc. — before setting up his venture. The exercise
will enable bim to move ahead with greater confidence and confront the problems
that may arise during the later stages in a professional manner rather than getting
caught unawares. .

5.3 NEED FOR MARKET ASSESSMENT

To determine what the customers want is not an easy task. The market is composed
of a large variety of customers who differ in their education, employment, income, )
status, preferences, likes and dislikes, and opinions. Some may be iocated nearer you
in your town or state, and the others in distant states or even in other countries.
Depending upon several factors like the resources available, the scale of operations,
and the impact on profitability, one has to decide which customer groups, called
target segments, are of particular interest to the firm. The identification of the target
segments helps in making a rough estimate of the market demand for the product.

Once an estimate of the market demand for the product is made, one has to look for
the competitive situation prevailing in the market. A firm cannot just pursue its own
policies without regard to what the competitors are doing: Competition may be from
other small firms or ever from large, well established companies. The nature and

extent of competition will put several constraints on the marketing policies of a firm.

Markel Assessment for
SSE
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For gxamplé, it may not be p'ossiblc for it to charge a price thal is higher than what
the competition is charging, especially during the Rrst one or two years. A detailed
analysis of the competitive situation will also help in identifying the gaps and
opportunities that may be available for exploitation.

. One of the most disturbing thoughts that comes to an entreprencur’s mind during the

conception and tmplementation stages of sctting’up a small enterprise is how he
would reach the numerous prospective customers, They may be scattered in a wide
geographical area. Many products are such that they require the help of marketing
intermediaries — wholesalers, distributors, retailers etc. — (o reach the ultimate
consumers. Through their contacts, experience, and specialisation, these
intermediaries make the product available and accessible to the target markets. Since
intermediaries are independent organisations, they have thier own ways of doing
business. Their expectations and requirements regarding price, discount, credit,
promotional support, and mode of delivery of the product may vary quite
considerably. However, these usually conform to the trade practices that are
prevalent in the market. Understanding the prevailing trade practices, therefore,
forms an essential part of market assessment exercise.

. .
These three things — namely, analysis of the market demand, the competitive
situation, and the trade praclices — are important for sound market assessment, We
shall now consider each one of them in some detail.

5.4 MARKET DEMAND ANALYSIS

One of the trickiest questions that haunts an entreprencur is: Whether the product or
service that he wishes to offer to the market will have sufficient demand or not?
Proper demand analysis and forecasting helps in formulating effective marketing
programmes. For example, the price to be charged for a product, the advertising
budget to be zllocated for its promotion, and the sales promotion tools to be
employed, will all be based, at least to some extent, on the assessment of its demand.
If a firm is able to make an accurate prediction about the level of demand for its
products, many decisions pertaining to marketing, inventery control, purchasing,
production, personnel, and finance become cxceedingly simple.

The actual situation, however, is not so simple. The demand picture for most
products and services is very complex and unstable. Even after much advancement in
the field of marketing, demand forecasting remains a grey area. There are a large
number of variables and assumptions involved in any exercise of demand estimation.
Many factors that impinge upon the demand for a product are external to the firm
and hence unconirollable. These include behaviour of the customers and
competitors, government policies, lechnological breakthroughs, and general
economic conditions. Many assumptions are required to be made which may or may
not come true. The process becomes more complex for products which are
innovative and yel to be tried in the market.

Notwithstanding such compiexities, potential investors will wish to see, and rightly so,
some evidence that there is a reasonable prospect of marketing their project’s output
in a profitable manner. Rightly, because starting a new bysiness is no time for
self-deception and some hard questions asked in the beginning may save a lot of
money and trouble later on. One must be able to provide satisfactory answers to
questions like: 1) Who would buy the product? 2) Why would they buy it? and

3) How many would buy it? The exercise.of market demand analysis will provide
some insights into these questions.

Market Demand

According to one definition, demand refers to the willingness and ability of
consumers to buy products and services. Thus, when the consumers have both
willingness and ability to buy a product, we say that there is demand for it. This is a
very broad definition and if we consider all the potential customers who have the
willingness and ability to buy a product we arrive at whal is termed as its ‘total
market’ or its ‘potential market’.

A firm has its own area of operations and is normally concerned with the demand for
the product in that particular area or market. We, therefore, narrow down our
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definition of demand by making certain qualifications and concentrate on what is
termed as ‘market dernand’, Consider the following definition given by Philip Kotler
(1988): : :
' .Market demand for a product is the total volume that would be bought by a
defined customer group in a defined geographical drea in a defined time

- period in a defined marketing eavironment under a defined markeling

; programme,

As clear from the definition, there are eight elements or variables which must be
understood in order to determine market demand.

" 1) Product: The class of product has to be clearly defined. For example, a
manufacturer of fans must decide whether its product is 1able fan, ceiling fan,
pedestal fan, exhaust fan, cooler fan, industrial fan, or a combination thereof, Then
there are various sizes and other features in each class. Opportunities available to the
manufacturer differ according 10 the exact nature and specifications of the product.

2) Total volume: We have the question of how total volume is measuted. It can be
measured in terms of physical volume (i.e. in termns of units sold), in monelary terms,
or both. It can also be measured in terms of per cent of to1al market, i.e., in rclative
terms. As an illustration, a demand analysis for shoes may reveal that in one
particular region, the number of pairs of shoes sold is 1000, valued at Rs. 50,000..In
another region, the number may be 750, valued at Rs. 150,000. It is evident that
depending upon our requirement, the data on total volume must be in appropriale
ugits. ;

3) Bought: The third element *bought’ needs also 10 be understood. Do we have to
assess the volume ordered or booked, despatched, paid for, received, or consumed?
The figures may vary according to the basis used. In-the case of foodgrains we
normally refer to quantity consumed, and in the case of construction industry we
refer to orders booked. The relevance of the correct understanding of the term
‘bought’ becomes clear when we look at the example of the scooter industry in India.
Only a few years ago there was a huge order booking and a customer had to wait for
several years before he could get the delivery. Many people had booked scooters in
anticipation of the high premium that was prevailing in the market. As the supply
position improved, the premium reduced considerably and many of them cancelled
their bookings. Thus, the figure of order booking was portraying a distorted picture
of the actual demand for scooters. '

4) Customer group: Market demand for a product should be measured for the
customer group that is of interest to the firm. Examples are a manufacturer of brief
cases who estimates the volume to be bought by the high income group people, and
an educational institution that estimates the demand for its courses from the already
employed and the unemployed youth.

5) Geographical area: The geographical boundaries within which market demand is
to be measured must be clear. This is particularly true for 2 small enterprise since its
operations are usually confined to small areas. Service establishments also have to
defirie their geographical boundaries while estimating market demand. A Yoga
centre or health clinic enjoys considerable demand in a metropolitan city but the
concept is yet to establish its utility and acceptance in smaller towns and rural areas.

6) Time period: Demand estimation must always be for specific timeperiod — for

the next season, for the coming year, for the Plan period, and so on. When the time
frame is an year or so, we call it short range forecasting, and when it is in terms of several
years ahead, long range forecasting. As we increase the time frame, the forecast
becomes more tenuous as the environmental factors may change beyond our present
imagination. Thus, for products like computers and fashion goods it is almost futile to
make any long range forecasts.

7) Marketing environment: Market demand is influenced by many external
environmental factors. These include general economic conditions, technological °
breakthroughs and developments, government policies, political changes, changes in
consumer behaviour and competitive situation, and even natural phenomena like
rainfall and weather conditions. A cold drink manufacturer has to make certain
assumptions about the length and severity of summer period in the region of his
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Establishing The Small interest; a film maker about the tastes of his audience; a helmet manufacturer about

Scale Exterprise the new legislations that may be put into force for the scooter drivers; a TV
manufacturer about the technological developments that may take, place in the feld -
of electronics in general and reception and transmission of audio and video signals in
particular; and so on.

8) Marketing programme: Finally, there are controllable factors which the firms use”
to influence the demand for their products. These may be termed as marketing
efforts or marketing programmes of the sellers. These include pricing strategies,
advertising, sales promotion, and personal selling. The marketing efforts.proposed or
assumed should be specified in order (o determine market demand.

The definition of market demand, although lengthy and complex, gives us an idea of
all the factors and conditions on which the demand for a product depends. Company
demand can be derived from the market demand. Tt is the company's share of the
market demand.

it must have been abundanily clear by now that market demand analysis is a complex
sxercise. Very few products or services lend them to easy forecasting. For an accurate
and reliable forecast, many factors have io be considered and consequently the cosl
becomes prohibitive. Fortunately, a small entrepreneur does not need to go for high

" sophistication and can manage within modest costs, At the project planning stage his
primary concern is whether there is enough demand for the product or service that he
wishes Lo produce. An experienced cntrepreneur has to make the following
comments on the process of demand analysis:

“If we are contemplating the manufacture of an item on a small scale, we
should see that it has enough existing sales in the market we have chosen 1o
cater to. If the total sales of the item in the chosen market is more than ten
times our contemplated level of production, we do not have to worry too
much about the demand for our product at the planaing siage. Adding a
small unit is not going to alter the production figure of the industry in a
substantial manner, and, I am confident, with proper efforts and planning,
one can snalch, over a period of two or three years, around ten per cent of
the market share so as to achieve the 1argeted sales. In case the product is an
innovative one, we should be satisfied if it has sales poteatial large enough o
be tapped with the help of limited marketing inputs that we can afford to
support.” '

Still, some -efforts have to be made to arrive at the broad demand estimate. A firm

can have both household as well as institutional demand for its product. The demand

from the household customers is generally met through the dealers and, as such, a

“rough estimale of demand from such customers can be made by personally

conlacting the dealers sclling the item. Similarly, contacting the relevant institutional

customers should be able to give an ideq of the demand from this quarter. Besides

helping in the exercise of demand estimation, such contacts with the dealers or the

institttional customers will help the entrepreneur in:

a) assessing the customers’ requirements in terms of price and quality;

b) getting information on various aspects of buyer behaviour;

¢) getting an idea of the nature and extent of competition, and strengths and
weaknesses of the competitors; and -

d) getting some knowledge of the prevailing trade practices.

Such personalised contacts can be gainfully made only when the customers are
concentrated in parlicular areas. In case the customers are scattered in wide areas,
publisited daia regarding domestic production, installed capacity, exports and
imports, raw materials availability, number of units producing the item, their
geographical dispersion, and general health of the existing units may be of relavance
in assessing the demand potential for a product at the firm’s level. One has to find
out the right sources of such data. One serious limilation of published data is that it is
usually available after considerable time lag. The data should be analysed in light of
the firm’s typical requirements. )

In some cases, it might be useful to conduct a sample survey; maybe, by sending a
guestionnaire through mail to a small but representative number of potential
99 customers. It is advisable 1o 1ake the help of an expert in the designing of the




questionnaire, selecting the sample, and analysing the data for arriving at the demand
figure. While designing a survey plan for a small enterprise, one must bear in mind
the cost aspect and try to strike a reasonable balance between the cost and the
refinement of demand estimate. A broad but reliable estimate of demand achieved
through cost-effective and simple methods should be sufficient to serve the purpose.

Some institutional customers like Directorate General of Supplies & Disposal
(DGS&D), and State Directorates of Industries enter into rate contracts with the
manufacturing units for meeting the bulk requirements of government offices. To be
able to enter into rate contract with these agencies, a firn must have enough financial
resources, and production capacity to execute buik orders that may be placed on it. It
may be difficult for a2 new firm to capture this market in the initial stage and as such
this point must be kept in mind while estimating the demand.

Activity 2

An entrepreneur who plans to manufacture shoes opines: “Since the population is
ncreasing cvery year. the demand for shoes is bound o increase with time. B,
herefore, don't sec any problem for my firm from the demand side.™ What 2re vour
:omments?

5.5 ANALYSING COMPETITIVE SITUATION

‘or any business, the understanding of the competitive situation is extremely
mportant. In fact, it may be a matter of business life and death.

\ typical small enterprise may face competition from other small firms, and from
irge companies having established and well known brand names. The exercise of
emand analysis would have already given the entreprencur a fairly good idea of the
ature and extent of compclition prevailing in the market. He would have got a
ough assessment of the market share being enjoyed by each competitor. However,
1e true nature and extent of competition can hardly be judged from the market
hare being enjoyed by each competitor. In a vast country like India, the nature of
ompetition may vary drastically from market to market. We have highly
rice-sensitive markets as well as price-insensitive, quality-sensitive markets, It is,
1erefore, important for the entrepreneur 1o study the competitive situation with
:ference to the chosen market segments. In case of many products, the household
nd the institutional markets may have altogether different types of competition. In
rder to assess and understand the competitive situation, an entrepreneur should try
» answer the following questions: '

How many firms are in competition with him?

What are their market shares?

What are the strengths and weaknesses of their products?
What kind of consumer image does each product enjoy?
What trade practices do the competitors employ?

Who are the major customers of each brand?

e Vet Mgt M ot

. study of this kind can be systematised by using a chart shown in Fig. 5.2. The
tercise of preparing the chari may be quite tedious but the help it will provide in
aderstanding the competitive situation would justify the work involved.
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Conipetitive Murket Price Produclt Produgl | Discount Credit Major
Producis share fealures image o terms customcrs
dealers
BRAND 'A' i
BRAND 'B’
BRAND -C*

Fig. 5.2: A framework for understanding the competition

This kind of rigorous analysis will bring 1o light where the entrepreneur can score

over the competition, where the competition has an edge over him, and what are the -
"areas of opporiunitics and threals, The analysis will help him tune his marketing,

efforis to the requirements of the customers and the trade. Correct understanding of
the nature and extent of competition is essential as the whole process of marketing
planning revolves around this understanding.

wetivits 3
Fake uny product of your chotee and ten wo filip ihe chan shown s Tig, 3,20
Muontion below swhat you thinh needs e be done 1o get the informatios that vou o

N Prossess’?

5.6 UNDERSTANDING TRADE PRACTICES

Once a product or service comes inlo existence, it has to reach the ultimate
customess, An enlreprencur may either do it on his own, or take the help of
middlemen, called intermediarics, like distributors and retailers. In case of many
products, duc to the naturc of the product, 1the dispersion of the customers in large
geographical areas, or their buying habits, it may not be feasible for a firm to reach
the ultimate customers directly. For example, if it is almost customary for the
customers (o buy delergent powder from the retailers, it is neither easy nor fruitful to
approach them directly through own salesmen or through mail. There are many
products like woollen garments, plastic toys, crockery, stationery iterms, and utensils,
which are sold only after the customer examines and evaluates the various options
available to him. It, thercfore, becomes almost a necessity to employ middlemen 1o
sell such goods. Even those companies making high-value products like computers
and machine 100ls are today taking the help of middlemen in order to expand their
markets. The study of trade practices in this light becomes important.

There are many types of intermediaries like distributors, wholesalers, retailers,
commission agents, brokers, super-bazars, and expogt houses. Each one of these

performs particular functions for the manufacturer. The kinds of services they offer

are different. Some invest money in stocks before selling them for  profit. Some just -
provide the service of consummating 2 sale for a nominal payment or charge.

" Depending upon the kind of service provided, each has its own terms and conditions

of business.

An entrepreneur must try to understand the trade practices that are relevant to his -
product. If middlemen are wo be employed, the chain of distribution, the selling load
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to be taken by each membeér, the discounts to be offered to them, and the general Morket Assessment for
credit terms, have to be studied. It is important to know where the distributors and $SE
retailers are to be appointed and what are the available modes of transportation to

reach them. The prevailing sales tax and other legal implications in selling to the

middlemen siluated in different locations should also be studied.

In many cases, it is seen that the price of the product, especially when it is
manufactured by a new, small enterprise, is determined by what the middlemen are
ready to pay. They also dictate other terms of business like the length of the credit
period to be allowed to them. Bigger among the trade members may even ask for
their own brand name to be put on the product. A study of the trade practices in the -
beginning will provide some insight into how the product shall ultimately reach its
customers, what are the costs involved, what infrastructural facilities are to be
provided for, what kind of product features the trade members are looking for, and
at what price they are willing to buy it. A realistic assessment of this kind will help in
ultimately bringing out a product that is saleable through normal marketing efforts,
and in formulating policies that are in tune with the market requircments.

3.7 SUMMARY .-

A small enterprise has to constantly interact with the external environment, especially
the market in which it has to operate, Its marketing efforts must stay fine tuned to
suit the requirements of the market in general, and the needs and wants of the
customers in particular. To be successful, it has to develop marketing orientation in
its outlook. At the planning stage itself, thc owner must think of the benefits — both
tangible and intangible — that his product will offer to the customers.

In order to understand the ¢xternal environment pertaining to the market, and to
determine the needs and wants of the customers,.an entrepreneur needs to undertake
the exercise of market assessment. This exercise will provide answers to many
questions such as: Who is likely to buy my product or service? Why would they buy
it? How many would buy it? What kind of competitors do I have? What are their
strengths ‘and weaknesses? and What are the trade practices in respect of my _
product?

Three aspects need to be delved into in order to complete the exercise: 1) Market
demand analysis, 2) Analysing competitive situation, and 3) Understanding trade
_practices. Once this exercise is completed, the owner would be able 1o move ahead

with much greater confidence and sagacity.

5.8 KEY WORDS

.Marketing orientation: A marketing approach that relies on first finding out what
the customers want and then creating and developing products or services that satisfy
their wants,

Target segment: A fairly homogeneous group of customers (market segment) to-
whom a company wishes to target its marketing efforts.

Demand: The willingness and ability of the consumers to buy a product.

‘Market demand: Market demand for a pr;oduct is the total volume that would be
bought by a defined customer group in a defined geographical area in a defined time _ .
period in a defined marketing environment under a defined marketing programme.

Company demand: It is the company’s share of market demand.

Sample survey: A marketing research method in which a representative sample is
drawn out of the population and a survey is then carried out to obfain’ the relevant
information.

Intermediaries: Marketing middiemen — like wholesalers, retailers, commission
agents — who perform a varlety of functions in reaching a product from the producer
to the final consumer. s
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3.9 SELF-ASSESSMENT QUESTIONS

1y Whal are the implications of ‘marketing oricntation” on the process of produci
selection?

2) Think of the ‘benefits’ that an entreprencur trying to establish a (yping schoo!
can offer to its customers.

3) Analyse the competitive sifuation with respect o the scooter market in India.
Dacs it face any competition from the moped and the motorcycle markets?

-4} What kinds of intermediaries are involved in selling a) pressore cookers,

b} cigarettes, and c) life insurance?
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UNIT 6 CHOICE OF TECHNOLOGY AND
SELECTION OF SITE

. Objectives _
‘Upon completion of this unit, you should be able to:

. ® explain why product or service design is important to any organisation
e discuss various stages involved in product design :
« identify major aspects that determine process -
» identify and discuss some of the criteria used to evaluate process
e cxplain why location decisions are important -
e identify and discuss the general factors involved in determining the location of a

business - '

e use the techniques presented to solve typical problems

Structure

6.1 Introduction

6.2  Product/Service Design
6.3  Technology Determination
6.4  Selection of Site

6.5 Summary

6.6 Key Words

6.7  Self-assessment Questions
6.8  Further Readings

6.1 INTRODUCTION

Man has been striving to convert the scientific discoveries to application of human
needs through invention, development, and innovation. The results of the efforts will
be products and services to satisfy human needs. The backbone of any small businéss
is the products or services it offers. The decisions related to product and service
design will significantly affect the future of 2 small business organisation. The most
effective way to approach a small business is either by creating an unique product or
service that would be in great demand or to adopt something that is currently on the
market.

Product and process go together and are critical elements of a small business
operating strategy. The environment in which small business prevails is dynamic and
pressures for change in product or service design can come from within the firm,
competitors, suppliers, legal sources and legislations. A manufacturer is liable for any
injuries or damages caused by a faulty product either because of poor workmanship
or design. This aspect, known as product liability, provided under Consumer
Protection Act, 1986 is a strong incentive for design improvements. The relationship
between the product selected and the organisation structure can best be seen by
considering the technology by which the product is produced. For new organisations
the choice of product essentially determines the technology of production.

Processes can be defined as the facilities, skills and technologies used to produce a
- product or service. Technology selection will significantly affect the management of

human resources, plant and materials capacity of the operation system. It also affects .

the external environment like markets, competitors and society. The technology
chosen to preduce should be flexible to take care of the changes in design of product
or service. - '

Decisions relating to location are dynamic in nature and are important to new
organisations. An ideal plant location is one where the unit cost of production and
physical distribution is minimum 2nd revenues are maximum. It should also provide
an opportunity for the organisation to grow. It is important to avoid a troublesome
location rather than finding an ideal site. -
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6.2 PRODUCT/SERVICE DESIGN

Decisions relating to the final product/service design will influence or detennine the
firms image, profitability, opportunity and as well as the problems it may face in the
future. Product design specifications paves way for the Manager to take a decision

regarding process selection, quantity, quality, and type of materials, the required

labour skills and supervision to manufacture the product.

The first step in evolution of an effective operational system is the design of the

- product or service that is to be offered. The path from conception of an idea to a
finished product depends upon the firm, the product and numerous other factors.

Figure 6.1 shows detailed stages involved in product design. The concepts of

standardisation, reliability, product simplification, modular design, reproducibility,
maintainability, consumer quality level, value analysis-are important considerations in
evaluating designs in order to prevent unnecessary investment in equipment, labour,

materials and overhcead costs,

From intcrnal _‘ollmionlol’ ideas From extcrnal
environment 4 environment
"R&D *Consumers
* Production ; *Inventors
* Marketing New Product development *Competitors
*Employces " [General specification] *Vendors
L Feasibility Study
Marker Technical Financial Economtc
appraisal appraisal appraisal appraisal
*Demand * Materials *Investment . * Economic costs
*Supply and inpuls outlay- and benefits
positian *Production *Means of * Impact on
*Strueture of techneology | financing socicly
camperition *Product mix *Cost of *Sell
*Cast *Equipment capital sufficiency
structure choice *Projected *Employment
*Imports and *Location and profitability
cxpons site *Breakeven
*Consumer *Layout point
behaviour *Wark schedule *Cash flows
* Distriburion * [nvestment
channels warthiness
l Preliminary product design l - Prototype
testing
I | technical/
| Technical specifications [ ] Marketing
L 1
[ : Detailed Product design ‘
I Functional Form Production
design design design
*Market quality *Physical * Product
level . appearance stmplification
*Materials —colour *Product
seléction —style diversification
* Reliability —fashion *Standardisation
*Maintainability *Personal *Modularity
*Warranty, identification *Value Analysis
guarantee *Packaging
* Patents, copy-
right, trade-mark

L

Pre-production run

H Manufacturing

Figure 6.1: Stages in product design
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Service systems like entertainment centres, health centres, hotels, public
transportation, retail establishments, educational institutes, personal services, financial
services elc., have acquired a greater importance in todays business world. The
concept of designing the services is more difficult than product designing. Service
organisations will concentrate more on lines of services offered, level of service and
service availability in designing services.

Service organisations deliver their services mainly through the human resources of
the productive system. The technology of transformation shouid be flexible enough to
. allow variation in needs of the customers. Since human resources are flexible and
trainable, they can at tune to almost any. service requirements which the environment
needs. While designing the services, care is taken regarding methods of delivéring the
Sservice rather than engineering specifications and productive process technologies. In
fact it will be difficult to specify the service prior to the start of service. Market
acceptability of intangible services are determined through surveys rather than
through testing and demonstration. Services must be specified in a way to assure their
conformity to the intended function, right 1iming, optimum cosl and right quantity.

Activity 1
Select two service organisations and two product organisations from the SS1 sector,
study them to find out: '

a) What were the considerations used in desipning the product/service?
b} How do considerations for designing scrvices vary from designing those for
product?

6.3 TECHNOLOGY DETERMINATION

Process decistons commence with product analysis that extends to cvery subassembly,
raw material or component comprising the final product. Before 1aking up the
process selection issue, the fundamental question to be considered is whether to
make or buy the product. New and small enterprises concentratée on increasing the
turnover through the buying process. Make or buy is a strategic decision and mus( be
made periodically on each material or component required by the Rnished product.
Some of the factors influencing make or buy decision are:

1) Idle facilities :
2) Plant capabilities (Product quality, quantity and service, Personnel, equipment,
- future capabilities)

- 3) Economic advantage

_4) Suppliers reliability (Quality, quantity, service, schedule)

3) 'Trade refations . :
- 6) " Employment stabilisations

*7) Trade union views

\8) Alternative resource uses

.'9) Legal restrictions (Patents).

Make or buy analysis provides the planners with the comparison whethecto produce
or buy. After arriving at the decision of making the product ourselves the process
determination phase can begin. The major aspects that determine process are

technological and sequential. Technology can be defined as a combination of labour,... .

machines, processes, energy and other inputs directly involved in the trans_foi'rn;é\tiqn
of materials into products. Technology hias increased the outputs of industrial and |

non-industrial sectors. It has improved the quality and reliability of the products, and 3

saved the capital costs. Technology has not only been a primary source of improving
productivity but also created new resourcés. Technological considerations oceur at
two levels. - .

Choice of Technology and
Selection of Site
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1) General technological feasibility.
2) Specific choice of equipment.

General technology feasibility may be thought of decision regarding the theoretical
feasibility of the making the product (Major technological choice), the general nature
of the processing system (Minor technological choice), the specific equipment to be
employed (specific component choice).

Sequential considerations are those that aim at determining the most efficient
relationships between processing steps. Firms using existing technology should
maintain a continuing interest in improving it as long as changes are economically
desirable and can be justified. Increasing the output rate, reducing unit costs and
improving the yield are the motives for seeking improvements in existing technologies.

Service organisations must decide how wide and deep their lines of secvice shall be.

In many situations, firms.depend on the financial resources to provide a wide range of
lines. To arrive at the level of service the organisation has to trade off between its
ability to supply the services against the need Lo operate economically at the same
time. The managers need to plan how long the service will be available in a day and
week. It is also essential to locate the service ideally 10 provide better service 1o the
customers.

Various criteria for evaluating production process and equipment selection are

1) Product/service requircments

2) Technological feasibility

3) Financial considerations

4) Labour and skill requirements

5) Output and capacity needs

6) Compatibility with existing facilities
7) Flexibility

8) Raw material requirements

9)  Size and weight limits imposed by plant or building
10) Maintainability

11) Spare parts inventory requirements,

The selection of the most desirable technology can be aided by tools like economic
analysis, capital investment analysis, linear programming, marginal analysis,
breakeven analysis, and incremental analysis. Motion and time study, work
standards, and work measurement are the aids for'integrating the human factors in
process equation. For further reading you can refer Work and Job Design

(Blocks 2 and 3) of MS-5 Management of machines and materials,

The sources of process knowhow for small manufacturing units are as follows:

1) National Research and Development Corporation, Council of Scientific and
Industrial Research. '

2) Private research laboratories recognised by CSIR like Shri Ram Research
Institute, New Delhi, Gharda Research Centre, Bombay or Shroff Technical
Services, Bombay. )

3) Individuals who have experience in similar iines.

4) From turnkey suppliers of plant and machinery.

5) Foreign Technology.

Following is a list of institutions equipped with the facilities of pilot plant, prototype
product manufacturing facilities, testing of product, R apd D of new products:

1} Industrial Research Laboratories set up by different State Governments,

2) Central Institute for Plastics Engineering and Training Madras/Ahmedabad.

3) Prototype Training Centres of Small Industries Service Institute located at
different places in our country.

Activity 2 ) _

Contact fiveentrepreneurs in your town and study them to gather the following
information:

a) What were the criteria used while selecting the technology in use?

b) What were their sources of information regarding the technology?




...... .- Choice af Technulogy‘nnd
- Selection of Site

6.4 SELECTION OF SITE

Any new otganisation has to take the major strategic deciston on locating its facilities.
The general objective in selecting a site is Lo minimise total cost of production and
distribution. The selected site should also maximise revenue and provide an
opportunity for further growth and expansion. Regardless of the Lype of business,
there are some general factors that will influence locating an operation. The most
important factors may be:

1y Personal faciors. ) .

2) Economics (Purchasing power of community, number of people employed in the
area, per capita retail sales etc.).

3) Compgetition.

4) Geographic considerations.

5) Local laws and regulations.

Small business can avail benefits provided by the government through its policies on
licensing, locating public sectors, subsidies, financial concessions, taxes, duties, and
establishing industrial estates.

General procedure for making location decisions
Selecting a facility location usually involves a sequence of decisions. The general
procedure propdsed by William J Stevenson for makmg location decisions consists of
the following steps.
1) Determine the criteria that witl be used lo evaluate location alternatives, such as
increased revenues or community service.
2) ldenitify factors that are important, such as location of markets or materials,
3) Develop location alternatives.
i) Identify the general region for a location.
ii) Identify a small number of community site altématives.
4). Evaluate the alternatives and make a selection.

A summary of the factors that affect location is provided in Table No. 1.

Table 1: Factors Affecting Location Decisions

Level Factors Considerations
l.ocations of raw -] Proximity, modes and cosis ol transportation,
malerials or supplies quanlity available
Region/ Location of Proximity, distribution costs, target markes.
Couniry Markels Trade practices/restrictions
Labaur ' Availabilily [general and for specific skills), age
distribution of wark foree, atlitudes 1oward work, untan or
nonunion, productivily, wage scales, unemployment
compensation laws

Facilitics Schools. churches, shapping, housing, transportation,
eniérianmenlt, ele.

Scrvices Medical, fire and police

Attitudes Pro/con
Community! Taxes State/local, dircet and indirect

Environmental State/local

rcgulations

Utilities Cost and availability

Development Bond issucs, tax abatemecnt,

support low-cost loans, grants

Land Cost, dcgrcc of development required, soil chamctcnstlcs,
Site room for expansion, drainage, pnrklng

Transportation Type [access roads, rail spurs, air freight]

Environmental/legal Zoning restrictions

Source: Production and Opcrations Management by William J. Stevenson, Richard D. Irwin, [nc.
Illinois; 1982 . 31
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Esiablishing The Sroall To make a thorough evaluation of pertinent factors involved in plant location it would
Scale Caterprise be convenient to classify locational problems as follows.

1) Single facility location

Many locational*problems like location of a manufacturing unit, a warehouse etc.
which may fall under single facility location require the selection of a site. An
important assumplion made here is thal revenue, costs and other facility .
characteristics of the firm do not depend on the location of other facilities of the firm
or competitors. Single facility location situation can be evaluated by qua.hlatwc factor
rating and locational break-cven analysis.

Procedure for qualitative factor rating

1) Identify and evolve a list of relevant factors.

2) Allot a weight to each facior 1o indicate its relative importance [weights may
total 1.00] among the faciors considered to take a decision.

3) Establish a common rumerical preference rating scale {0- 100 points] to all
factors.

4) Score each poteniial location based on comparison with other polential
locations. _

5) Multiply the preference rating by the weights and obtain resultant weighted
score.

6) Sum up the weighted scores for each location.

7) The location with [he maximum points is desirable.

Example 1

Tamil Nadu Glass Company is evaluating three locations for a new plant and has

weighted the relevant factors as shown in Table 2. Scores have been assigned

with higher valucs indicative of preferred conditions. Using these scores, develop

a qualitative {actor comparison for the three locations.

Table 2
Trichy Madurai Coimbalore
Score Weighted Scare Weighted Score Weighred

score score score
Relovant | Assigned i
[actor weipght .
Product-
ion cost 0.3s 55 T 1828 40 14.00 a5 12.25
Raw
Marerial 0.2¢ 75 15.00 80 16.00 74 14,80
supply
Labour |
avaijlab- 015 55 8.25 72 10,80 60 9.00
“ility
Cast of
living LU L/ I 82 8.20 70 7.00 54 5.00
Environ-
ment 0.02 65 1.30 60 1.20 70 1.4
Markets 0.i8 80 14.40 20 16.20 85 15.30
Total - .
Locartion 66.40 65.20 57.75
Score .

Weighted scores are computed by multiplying the score times the assigned weight[for’
example, 55X0.35=19.25]. Weighted scores for each location are summed up to
obtain total location score. Based on this data Trichy is preferred location.

Procedure for locational break-cven ansalysis

1) Determine all relevant costs that are associated with the locations,
Classify the costs for each location into annual fixed costs {F CJ and per unit
variable costs [V C)

3) Plot the costs associated with each location on a single chart of annual costs on Y
axis versus annual volume of X axis.

4) Choose the location with the lowest total [T C] at the expected production
volume [V]

i
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Example 2

Potential locations at Trichy, Madurai, and Coimbatore have cost structures shown in

Table 3 for a product expected to sell for Rs. 150/-.

a) Find the most economical location for an expected volume of 7,000 units per
year.

b) What is the expected profit if the site selected in [a] is used?

¢) For what output range is each location best? .

Table 3
Potential location Fixcd cost per year Variable cost per unit
Trichy Rs. 1,50,000/- Rs. 75/-
Madurai Rs. 2,00,000/- Rs. 50/-
Coimbatare Rs. 4,00,000/- Rs. 25/-

a) For each set, equate total costs to the sum of fixed costs and variable costs.
TC=FC+VC [V]

Trichy : TC=Rs. 1,50,000 + Rs. 75 [ 7,000 | = Rs. 6,75,000.

Madurai : TC=Rs. 2,00,000 4+ Rs. 50 [ 7,000 ] = Rs. 5,50,000.

. Coimbatore : TC = Rs. 4,00,000 + Rs. 25 [ 7,000 ] = Rs. 5,75,000.

Total costs for Madurai is least hence the most economical location for an expected

volume of 7,000 units per year.

b) Expected profits [Choosing Madurai} =
_ Rs. 150X7000 — 5,50,000 = Rs. 5,00,000/year.

¢) Plotting for each location the total costs on Y axis and volumes on X axis, we

have
i) Total cost curves of Trichy and Madurai intersecting at 2000 umls,_and
Rs. 3,00,000.
i} Total Cost curves of Madurai and Coimbatore intersecting at 8000 units and

Rs. 6,00,000.

Hence for volumes )

upto 2000 units Trichy will be preferable,

between 2000 units and 8000 units Madurai will be preferable,

for 8000 units or more Coimbatore will be preferable.

Activity 3

With respect to enterprises studied for Activity 3, study the criteria used for selection
of site. To any onc of the enterprises, apply the break-cven analysis to detcrmine
whether the location decision was justificd on this basis. ’

2) The multi facility location
In the case of single facility location pruolem we have been concerned to select the

Chaice of Technology and
Selection of Site
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Establishing The Small
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minimum cost location, whereas in a multi facility location problem we must sclect
the location which when added to existing locations, minimises the cost of the entire
system.

Location of multiple factories and warehouses

In this type of location problem, total distribution costs and perhaps total production
costs will be affected by the location decision. This problem is usually formulated by
considering a production distribution network of plants and warehouses with

criterion of minimising a transportation cost, subject to satisfying overall supply and
demand requirements. The transportation linear programming [ L P | method may be
useful. For further reading the reader can refer Chapter 6 “Location and
Distribution™ of Modern production/operations management, Elwood S. Buffa,
Wiley Eastern Limited, 1983.

3) Location of competitive relail stores
Many retail location problems can be formulated with the criterion of maximising
revenue. These problems Lypically-occur for retail stores, departmental stores and
restaurants, where the revenue of a particular site depends on the intensity of
competition from other competitor's locations nearby. Most retail location models
are based on the assumption that revenue is proportional to the size of the facility
and inversely proportional to the time the customer has to travel to the facility. The
basic statement of the retailing model developed by D.L. Huff is E;=P;C,

ij=i

where .
E; = expected number of customers at i likely to travel to shopping center j.
C, = number of customers at i.
- Py = probability of a customer at point of origin i travelling to shopping center j. P;

is a function of the size of shopping center j, the travel time for a customer at
point of origin i to travel Lo shopping center j, and the effect of travel time
on various types of trips.

4) Emergency —Service location

A significant class of location problems concerns the delivery of emergency services
like fire, police, and ambulance. These problems often have minimum response time
as a decision criterion, since time is of the essence in delivering emergency service.
These problems illustrate location decisions where a measure of service, such as
response time, is the most important location criterion. Emergency response time can
be estimated for different location sites by using simulation models. These models
permil the incorporation of factors such as density of calls, speed of travel,
despatching rules, and number of vehicles available. For further reading the reader
can refer Chapter 6 “Location and Disirtbution” of Modern production/operations
management, Elwood S Buffa, Wiley Eastern Limited, 1983.

Activity 4 :

Study the location criteria applied for the establishment of

a) A retail store
b) An emergency service outlet

How do these criteria vary and why?

6.5 SUMMARY

Product of service design and process selection form an important part of operations'
strategy. Decisions on what to produce and how to produce are central to all other
elements of operations strategy. Ever changing nature of envircnuient subjects
product and service design to continual changes for improvements, Product
improvements come from internal and external sources. Product feasibility is
carefully assessed before a product is designed. The primary concerns in product
design relate to standardisation, reliability, simplification, reproducibility,
maintainability, and modular design. Process determination consists of evalu.iing a
series of decisions on the alternative ways of producing a product/service, the type of
technology to adopt, the plant and machinery to be employed, the work flow system
for the product/service and the method of performing the job.
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The location of a facility involve far-reaching decisions which affect a new cnterprise. Choice of Techrology and
Many factors like location of raw materials and sources of supply, labour supply, market ' Selection of Slte
consiclerations, eommunity related factors, site related factors. and climate influence

location of a facility. On a long-term basis these factors exhibit a potential impact. A

common approach to take 2 decision on locating a facility is to classify the location

problem as single facility, multiple facility, retail stores, emergency service and apply

appropriate tools and superimpose the solutions with behavioural-aspects to arrive at

a solution which may not be.an optimal but an ideal one with minimum problems.

6.6 KEY WORDS

Capacity: The amount of output that can be realised under a specific set of
conditions, circumstances, and time. it gencrally refers to an upper limit on the rate
of output.

Design: A detailed plan for a product or service that may include drawings, sketches,
and measurements.

Effectiveness: The actual accomplishment of multiple objectives with a possible
prioritisation within objectives. “Daoing right things™. )

Efficiency: Producing the desired output of goods and sérvices with a minimum of
effort, expense, waste, resources, and time. It is measured in total by dividing output
by input. **Doing things right™. .

Maintainability: It refers 1o the ability of a product or system to s1ay in operating
condition with a reasonable amount of effort.

Medular design: It allows manager a variety of final product models with only a few basic
components. Modules are common components grouped into interchangeable
subassemblies.

Planning: The managerial function of projecting appropriate aclion well on time
about a predetermined objective together with the means needed to achieve that
objective. ' X

Process: The sequence of steps or the system used to convert inputs of labour,
materials, and machines into outputs of semifinished or finished parts, componecnis,
Jor products. '

Productivity: A measure of the relationship between the output of goods or services
and the resources required for their production. “Efficiency of production”

" Products: ‘Tangible outputs resuling from combining materials, labour, capital, and
managetial skills.

Prototype: A model of a product or part of a product; first embodiment of features
of a product to be used for testing. .

Quality: Is a mcasure of how closely a good or a service corforms Lo specific
standards. '

- Reliability: It refers 10 the ability of a product, part or system to perform its designed
function satisfactorily for a specified period of time under a given set of conditions,

Reproducibility: It refers to the ability of the productive system to produce producls
of desired quality consisiently.

Research: The deliberate and planned effort 1o seek anything new such as new
relationships or new applications. -

Research and development: Research with subsequenl efforts to more cleary define
uscs and applications, -

Services: Activities performed (o provide people with benefils such as transportation
or healith care. .

Simplification: It refers to reducing unnccessary variety in product line by decreasing
the number and variety of products produced.

Simulation: Is a means of modelling the essence of an activity or system so-that
experiments can be conducted to evaluate the systems behaviour or response over
time,

Specification: [s a detailed description in form of measurements, quantifies, or
qualities, required of a product or service if it is to meet the design requirements for
function and aesthetics. ] .
Standardisation: It refers to the atempt to gain uniformity in characteristics of a . 15
"product such as size, shape, colour, quantity, and performance., )
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. Strategic: In application to goals and strategies, the identification of those fnost

important to a firm’s long run survival and prosperity.

Strategy: The plan of activitics identified as being necessary to achieve a specific goal
or objectives. . . '

Technology: Is the systematic process of using scientific, material and human
resources to produce goods and services for human purposes. '

. Transformation; ‘The act or means for converting inputs of one form into outputs of

another.

ﬁchnological feasibility: When a process or machine is inherently capable of
performing the necessary transformation requirements set forth in the design
specifications.

Value analysis: The use of comparative cost and function figures in making
purchasing and design decisions. It aims at ensuing that cvery element of cost
contributes propoitionately to the function of the product,

6.7 SELF-ASSESSMENT QUESTIONS

1) What are the basic steps in system of bringing a product/service from an idea to
a finished product/scrvice?

2) How does production design relate to technology determination and equipment
selection?

3) The swastik company is considering to start a manufacturing plant in eithcr
Madras, Coimbatore, or Madurai. The company has collected the economic and
non economic data shown below.

Factor . Maedras . Coimbaitore Muadurai

Transportation

Cost/week Rs. 860 " Rs. 660 Rs. 490
Labour costs Rs. 1100 ) Rs, 1080 Rs. 12690
per week

Selecied criteria scores

(based on a scale of 0- 140 points)

Raw maicrial 45 85 75
Housing facilities 545 as ! 40
Maintenance facilities - 60 80 75

Company has pre-established weights for various factors, ranging from 0'to 1.0. They
include a standard of .2 for each Rs. 10 per week of econornic advantage, Other
weights that are applicable are .35 on raw malterial, .15 on housing facilities, and .3
on maintenance facilities. Develop a qualitative factor comparison for the three
locations?

.4) Describe briefly how transportation linear programming can be used to help

analyse location problems?

5) Describe how an entrepreneur may simultaneously consider both guantitative
and qualitative factors in facility location analysis? '

6.8 FURTHER READINGS

Effective Small Business Management—Richard M. Hodgetts, Donald F Kuratko,
Academic Press College Division, 1986.

Modern Production/Operations Management—Elwood S. Buffa, Wiley Eastern
Limited, 1983. :

Production and Operations Manageﬁrent, A Problem Solving and Decision Making
Approach—Norman Gaither, The Drysden Press International, 1987.

Production and Operations Management—S.N. Chary, Tata McGraw- Hill Publishing
Company Limited, New Delhi, 1988.
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BLOCK 3 SMALL SCALE ENTERPRISE—
_GETTING ORGANISED

Once you have made an assessment of the market and have identified the criteria you would
use for finalising your site and location. it is time to draw up your business plan so that you
have a clear idea of how would you wiilise your resources 10 achieve the goals you have ser
for yourself, It is also time for You to decide upon the form of ownership that you would like

lo adopt because this has important implications for profit sharing and internal management
of the enterprise. '

You also need to decide about your sources of long-term and shert-term finance, depending
upon the projections that you have made in Your business plan. This block discusses

preparation of the project report, arrangement of the financing requirements and selection of
the proper form of ownership.
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UNIT 7 FINANCING THE NEW/SMALL
ENTERPRISES

Objectives

Afler going through this unit yau should be able t1o

® develop a framework for assessing your financing requirement

®  describe the institutions which provide financial assistance to SSE

®  explain in detail the various types of loans that may be availed from these msutuuons as
well as the attendant requirement

® ¢laborate upon the defined role of the various financing institutions in respect of SSEs.

Structure

7.1 Introduction

7.2 Financial Planning—Assessing the Financing Requirements

7.3 Providing Bank Finance—The Indian Perspective

7.4 Financial Institutions which Provide Assistance to Small Enterprises
7.5  Types of Loans

7.6 Institutions and their Role

7.7 Self-employment Scheme for Educated Unemployed Youth

7.8 Summary .

7.9 Self-assessment Questions

7.10  Further Readings

7.1 INTRODUCTION

Finance is one of the essential requirements of any enterprise. Smalt entrepreneurs, before
setting up their organisation, need to be very clear about the extent and value of their
financing requirements as well as the possible alternative sources.{rom which these finances
may be availed of while they would need to put in capital of their own. Tne Government of
India as part of its policy of promotion of the small scale sector has set up a number of
institutions to meet the financing requirements of this sector. Let.us in this unit try to
understand the type of financing needs that entrepreneurs may have and the msululmnal
provisions to meet these requirements.

7.2 FINANCIAL PLANNING — ASSESSING THE
FINANCING REQUIREMENTS

Financial Planning is appraisal of the financial aspects likely to happen in the future for
which decision on course of action has 10 be tzken now. Financial plannmg deals with
futurity of present decisions in tefms of goal setting, It helps dcvelopmg strategics to
achieve them by chalking out strategies, operational programme and assures smooth work.
Goal-setting may be in terms of profits, sales, market share, acquisition of assets ¢tc. Such
goals are set after considering various functional areas like production, rna:keung.
sersonnel, inventory, etc.

The goals that are set could be short-term and long-term. For example, determining capital
siructure of the firm shall be 2 long-term goal. The second step shall involve forecasting or
Jerermining the most probable course of events. A financial forecast includes esumanon of
he following :

Capital requirements

Working Capital requirements
Capital structure (debt-equity ratio)
Credit Policy

Conlingencies

e Y R
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Small Scale Enterprise -

Gelting Organised

also started giving assistance 1o small enterprises. Aller nationalisation of the major Indian
commercial banks as also recognition of small scale enlerprises as one of the priority sectors
of material economy, perfermance of the bankmg sectors in this regard has been
progressively improving. ' .

Government of India having recognised the imporuance of small scate industries in the
overall industrial development as also overall economic development of the country, has
been enpaged in formulating suilable policies and active programmes from time to time with
a view Lo assisting small scale units in meeting their credit requirements. Since the second
Five Year Plan (1956-61) several institutions have been created to provide financial
assistance to small scalé units on terms and conditions which are relatively more liberal than
those applicable to large scale inc'ustrial enterprises. There are, at present, various
institutions/agencies which aré engaged in the implementation of several schemes for the
promotion and development of viltages and small scale induslries in tfie country. Financial
institutions rendering dssistance to the small scale enterprises are given in the following

Acllwlv 2
A) Talk 1o some smalt entrepreneurs who have availed of bank credit, Discuss with them to

find out:
a) What were the procednres followed (o avail the credit?

b) What were the problems faced by them in getting the credit?

B) Talk to the Bankers of these entrepreneurs to gather information on problem that the
bankers face with respect to financing in this sector.

T T L LT TTE N TPE LT PERP T

7.4 FINANCIAL INSTITUTIONS WHICH PROVIDE
ASSISTANCE TO SMALL ENTERPRISES

Financial Institutions rendering promouonal assistance and credit facilities assistanze 1o
small scale industrial units/enterprises.

a) Reserve Bank of India : lays down the policies of lending supervision and follow up of
advances to small scale industrial units which is recognised as priority sector:

b} All India Lending Institutions

I, Industrial Development Bank of India (IDBI}—Small Industries Development

Bank of India (SIDBI)—Varicus Schemes of the IDBI/SIDBI :

i) Refinance Schemes for industrial loans

ii} Speciat schemes for assistance 1o artisans and village and cottage industries.
scheduled tribes/scheduled caste entrepreneurs, physically handicapped
entreprencurs, small scale industrial units

iii) Refinance scheme for rehabilitation of small enterprises

iv) Refinance scheme for modemnisation of small industries

“— ~v) Seced capital scheme -~ - -




vi) Bills rediscounting scheme .
vii) Assislance through National Small Industries Corporaiion
viii}Scheme to assist women entreprencurs eic.

Industrial Finance Corporation of India (IFCI)

Industrial Credit and Invesiment Corporation of India (ICICI)
Indusirial Reconstruction Bank of India (IRBI)

Export import Bank of India (EXIM Bank)

National Bank for Agriculture & Rural Development (NABARD)
National Cooperative Development Corporation (NCDC)

Mok WP

¢) Other Financial Institutions

i) Comimercial Banks

ii} Siate Financial Corporalions (SFCs)

i) Export Credit Guarantée Corporation (ECGC)

iv} Deposit Insurance and Credit Guarantee Corporation (DICGC)
v) Regional Rural Bank and Cooperative Banks

d) Others
i) National Small Industries Corporation

iiy Siaie Small Industries Corporation

Activity'3

Contact any one of the inslitutions described above, find oul its financing service in relation
to the small enterprises. Do you feel that there is still some 2ap bewween the financing needs
of emerprises and the provision made by these instituticas.

7.5 TYPES OF LOANS

A small scale unit as any other industrial unit requires loans for short-ierm and medium and
‘long-term. Shon-tem finance or working capita finance is required for day-to-day
operations of the enterprise and it is generaily provided in the form of cash credit, overdraft
facility and bills purchase and discount facility. Shont-term credit is also required for
stocking raw materials, parts cornponents, sub-assemblies required for producing /assembly
of the end product. Medium and long-term credit (also known as lerm finance) is required
for acquiring fixed assets including land, building, machinery and equipment both al the
time of starting an enterprise as also its expansion of productive capacity by replacing or
adding to the existing equipment.

To be specific the term “finance” sanctioned in the form of “term |oan” is required for :

i) Land and site development

ii) Building and civil works

ili) Plant and machinery -

iv) Installation expenses, and

v) Miscelianeous fixed assets which comprise vehicles, fumnilure and fixtures, office
. equipment, workshop and laboratory equipment, miscellaneous tools including erection

tools, equipment for distribution of water & power supply and reatment of water, fire -

. ﬁghliqg cquipment, affluent treatment and disposal plant etc.

Another element of the miscellancous {ixed cost, particularly. in respect of units to be
located in backward areas is 1he expenditure on infrastructure facilities like waler supply.
power connection, roads;iransportation including railway sidings in large projects,

Financing the New/Small
Enterprises
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The short-1erm loans or working capital is required for the following :

a) Purchase of raw materials, chemicals, components, parts. sub-assemblies.

b) Consumable utilities, power, water and fuel.
.¢) Labour and manageria! service facilities, wapes, salancs bonus provision of provident -

furnds eic.

di Repairs and maintenance, light, rent and tax on factory assets, insurance of factory
assets, miscellaneous factory expenses. contingency, distribution costs, financial
expenditure including interest on loan. both for long and shori-term, guarantee ’
commissions, depreciation ete. :

Working capital facilities as are available from the commercial banks may be classified as :

i) ° Dock and kcy pledge of stocks
iiy Factory/mundy type hypathecation advances (pending stalement of stocks held by the
Unit to be intimated to the banks)

.iii) Advance against stock in process

iv) Advance against bills (when finished goods are supplied on credit)
v) Cliean advance (contingency needs) .
vi) Packing credit to exporiers for executing export erders.

It is advisable that the working capital is never allowed to be inadequate which calls for on
the one hand saving the unit from trading and on the other arranging for necessary siocks
and other requirements to be pledged as per arrangement with the bank, Otherwise, the

- inadequate working capital can result in the fellowing :

i) Hampers the growth of the enterprise because it becomes difficult for the entrepreneur
to undertake profitable projects on account of non-availability of working capital ~
funds, ]

it) It becomes difficult to implement operating plans and achiéve the targetied profits.

iii} QOperating inefficiencies creep in when it becomes difficult even to meet day-to-day
commitments.

iv) Sometimes the paucity of the working capilal renders the enterprise unable to avail of
aractive credil.

v) Fixed assets cannot be put 1o optimum use which affect the rate of investment.

Working capital finance js sanctioned in the form of cash credit, overdraft facility and bills
purchased coupled with discounting facility working capital is physically an investment in

_ the current assets. In any industrial enterprise initially cash is converied into raw materials

which is converied into work in process and into financial goods and back to cash, This
. process being continuous results into blocking of some of the amount in this cycle The
waorking capilal or the level of investment in the operating cycle depends on :

iy changes in the terms of production, sales, while other factors are constant.
ii) change in the price of raw materizl, time required to produce these, changes in the
manufacturing lechniques, process of manufacture, policy ete.

“Activily 4

Take z sample of 10 entreprencurs from your nearest industrial estate and find out from
them : :

a) What are the sources of their working capital finance?

b) How far are commercial banks adeguately meeling their working capital needs?

c} Are all these entrepreneurs using any non-organised creditors,
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7.6 FINANCIAL INSTITUTIONS AND

Financing the NewJSmn-ll
Enterprises

THEIR ROLE

Long and medium term loans are available from various organisations including National
Small Industrial Corporation. Commercial Banks, State Small Industries Corporation, State
Financial Corporation,-etc. In addition. these Corporations have got the re-finance facilities
available 10 them from the Industrial Development Bank of India which has recently staned
a separate subsidiary Institution to take care of the requirements of the small scale industdal
sector. The lauer is know as Small Industries Development Bank of India and it has siarted
operating with its head office at Lucknow only duritig 1990. There are specialised agencies
to provide long-term finance. The role of different organisations is given in the following

paras :

Small Indusirics Development Bank of India

Small Industries Developmeni Bank of India (SIDBI) under its Charter. has been, inter alia,

assigned the-lask of being the main purveyor of term finance to

the small scale sector in Lhe

country. Small scale indusirial units, smali road transpon operators and artisans, viflage and
coltage industrial units in Lhe tiny sector are extended financial assistance mainly by way of
refinance through State Financial Corporations (SFCs), State Industrial Development
Corporations/State Industrial Invesiment Comporations (SIDCs/SIICs) and banks which haw,
wide neiwork of branches. This way, it has been possible Lo reach even the tiniest industrial

unit in the farthest comer of the couniry,

Eligible Institutions

et i

et

'!.*'\ NH

The institutions at present eligible for availing of refinance facitities from SIDBIrcompnse.
18 State Financial Corporations (SFCs), 26 State Industrial Development Corporalions/State

Industrial Investment Corporations, 76 Commercial Banks, 196

Repgional Rural Banks: .,

(RRBs), 1| State Co-operative Banks and 542 Central and Urban. Co-bpemuve ‘Banksi»

Eligibility

ST ey

rexl

o ;)

A N

Term loans extended by eligible institutions (o small scale industrial projeclh ms‘pecuVe of

the location and form of organisation of the unit are eligible for

reﬁnaric a_ssnslange

vi)
Similarly, assistance is also made available rormodernlsauon and rehabﬂnanon of small

industries.
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SIDBI provides refinance a1 concessional rates.of interest in respect of leans to cerlaim 1,
ipecial category of barrowers. The present refinance interest rate ';truclure Is gl\:-eli below :
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{Percentages}
[ )
I tier i tier
Ceilind on SIDBI's Ceiling on SIDBI™'s
primary e for . primary rate for
lenders" rate ~ refinance lenders' ate refinance
on loan on loan

(N Rates of interest under specific
schemes/purpases irrespeclive
of location of the unit— .
(i) Rechabiliation assistance —_ — 10.00 9.0
(i) Unils setL up by SC/ST
cnirepreneurs & physically
handicapped persons
{uplo Rs. 50.000 per unil} — ’ — 10.0 6.5
{iii) Manufaclure or installation -
of rencwable cnergyfencrgy

saving systems 12.5 9.0 13,5 10.0
{iv) Quality Control Facilities —_ — 13.5 11.0
{g} Road Lranspor operalors
(upto six vehicles) —_ — 15.0 t1.5
(h). Eguipment Refinance Scheme — : _— 15.0 12.0

(i) Single Window Scheme
Working capital loan—
(i) -All loans upto

Rs. 2 lakhs —_ —_ 15.0 11.0
(i}  All loans exceeding
Rs. 2 lakhs — —_ 146.5 12.5
{j} Scheme of assistance for women |
. enirepreneurs/MUN Scheme 12.5 5.0 11.5 10.0
(k) Ex-Servicemen Scheme— .
{i) backward arcas 125 2.0 135 100
(i) non-backward areas ' 13.5 10.0 14.5 11.0
(iii) Transport Opcralors - - 15.0 11.5
{iv) Hotels, hospilals &
tourism related aclivity-—
{2) backward areas : 12.5 9.0 13.5 10,0
(b) non-backward areas 14.0 10.5 15.0 11.5
[{\] D_.G. Sets — — 15.0 11.5
{irmespective of location
and size of loan)
(m} Equity assistance under
NEFMUN/SEMFEX
Schemes - — 1% service charge —
{n} Assislance for acquisition of N
cleciromedical and other equipment — — . 150 [1.5
(0) Assislancefor purchase of
mobile sales vans — — 15.0 11.5
(p) Assistance to markeling
_ _ 15.0 11.5

organisations

*Primary lending institulions may increase the rate upto 11.5% p.a. in cases where the higher rate is justilied on
the basis of anticipaled profilability of the borrowers.

Procedure for availing loan/refinance

. Intending borrowers need approach only 1o eligible institutions for assistance. The refinance

operalions are fully decentralised and all offices of SIDBI prdcess refinance proposals
emanaling from regions/states under their respective jurisdiction. The eligible institutions
are required to first sanction assistance to industrial concems and, after complying with
certain procedures laid down, seek refinance sanctions and disbursals from SIDBL.

Some imporntant schemes of the SIDBI are given below :

Composite Loan Scheme

The scheme covers composite loans upto Rs. 50,000 sanctioned to artisans, village and
cottage industries and small scale industries in the tiny sector by eligible institutions.
Assistance is provided for equipment finance or working capital or both. As the loans can be
covered under the Credit Guarantee Scheme of DICGC, eligible instilutions have been
advised not Lo insist on collaleral securily.

H
-
5
1
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National Equity Fund Scheme

With the objective of providing equity type or support to small entrepreneurs tiny/small
scale sector and for rehabilitation of viable sick units in the SSI sector, the SIDBI provides
equity fund scheme.

Ehg:b:hry

(a) Entrepreneurs setting up new. projecls in the tiny and small scale sector for manufacture,
preservation or processing of goods and.existing sick SSI units undertaking
rehabilitation if they are found 10 be potentially viable by the financing institutions, are
eligible for assistance.

(b) Al industrial aclivities and service industries, except road transport, hotel, restaurant
and hospitals/nursing homes, are eligiblé for assistance under the Scheme.

{¢) The unit should be located in viilage/lown having population upto 5 lakhs (15 lakhs in
the case of hilly areas and North-Eastern Region). However, in the case of the
rehabilitation proposals, the project could be located in towns/villages with population
upto 15 lakhs.

(d) New projects which avail of any margin money or seed/special capital assistance under
the schemes of Central or State Government, SFCs and other State-level institutions or
banks (except Central/State Investment Subsidy} will not'be eligible for assistance.

(e) The rehabilitation proposal should conform Lo the norms prescribed under the
Rehabilitation Refinance Scheme of SIDBI for SSI sector:;

() The unit should be registered with State Directorate of Industries/appropriate stawtory .
authority.

2) The unit shouid be eligible for assistance under the Refinance Scheme of SIDBI.
Sanction of refinance in respect of term loan for the project by SIDBI is a prerequisite
for extending equity Lype assistance under the Scheme.

) The total fund requirement of projects in the form of equity assistance under NEF, term
loan and working capilal will be provided by a single agency. Central/State subsidy
may be retained for meeting working capilal requirement.

*roject Cost .
’roject eost (including margin money for working capital) should not exceed Rs. 5 lakhs in
he case of new project. In the case of rehabilitation projects also, total outlay on
ehabilitation should not exceed Rs. 5 lakhs per project.

\mount of Assistance

\mount required to meet the gap in equity as per prescribed debt—equny norrmn, after taking
nto account the promoters” conuribution, subject to a maximum of 15% of project cost
vithin a ceiling of Rs. 75,000 per-project.

nferest
Inly service charges @ 1% p.a. is payable,

‘ecuriry .
lo sécurity mcludmg collaterals to be ms:sled upon for the soft loan,

‘eltnance Scheme for Working Capital Loan under Single Window to Tiny and SSI
Inits by SFCs/SIDCs

tigible units

lew tiny and small scale units whose cost of project (excluding working capital margin)

oes not exceed Rs. 10 lakhs and the total working capital requirement at the normal level of
perations is upto Rs. 5 lakhs, provided the unit has been sanctioned term loan for fixed

ssels and loan for working capital by the same instituion. :

ature and amount of assistarce
forking capital loan upto Rs. 5 lakhs and permlsmb]e term toan for fixed assets.

ommiintent charge
il

wcurity -
irst cha.rge on ﬁxed assets and hypothecation of current assets,

Financing the New/Small
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Debt-equiry rato

3:1 for the total venture outlay (i.e. cost of the project pius total working capital
requirement) after wking into account the amount of investment subsidy/incentive avaitable
for the project.

Promorters’ comtribusion
As may be required o arrive at the debt-equity ratio of 3:1.

Scheme for Women Entrepreneurs

The Scheme has been formulated with the twin objectives of (i) providing training and
exlension:services support 16 women entrepreneurs and (ii) extending financial assisiance on
concessional terms to enable them Lo set up indusirial units in the small scale sector.

Training and Extension Services
Programmes for training and extension services for women entrepreneurs are organised
through designated/approvad agencies.

Eligibilicy
All projects in SSI sector including cottage, village and tiny industries promoled and

managed by women entrepreneurs are eligible for concessional assistance under the Scheme.

Securiry
As may-be supulated by the eligible institutions. Howevcr no collateral security is Io be
insisted upon.

Scheme of Refinance Assistance for Quality Control Facilities by SSI Units

The Scheme has been drawn up to encourage SSI units to establish facilities for testing and
quality control with a view 10 ensuring betler market acceptability of their products. The
assistance will be provided by way of term loan pormally not exceeding Rs. 7.5 lakhs per
project.

Refinance Schemne for Modernisation of Small Scale Industries

The primary objective of the Scheme is 10 encourage industrial units overcome the backlog
of modemisation and to adopt improved and updated technology and methods of productian
and prevent mechanical and technological obsolescence. Modemisation may include
replacement or renovation of plant and machinery or acquisition of balancing equipment for
fuller and mere effective wilisation of installed capacity. Assistance under the Scheme is
need based dnd as such, there is no.maximum or minimum limits.

Bills Rediscounting Scheme
SIDBI's assistance to small sector aso flows through its scheme of rcdlscoummg of blllS,-"

Jpromissory noies arising-out of sales of indigenous machinery 1o purchaser-users on

deferred payment basis oh special concessional rates of discount/rediscount for purchaser-
users as well as seller-manufacturers.in this sector. There is no minimum limit for
ransaction under the scheme. Banks are allowed a higher spread of 1.25% p.a. between their

«discounting rates so as to encourage them to cater more effectively to this sector. The

facilities under the. Scheme are available for purchase of machinery for expansion.
diversification and modemnisation. New SSI units can also avail of the facilities under the
scheme for purchase of- machinery SIDBI has decided to waive the requiremcnl of physical
lodgement of bills wilh it] arising out of sale or purchase of machinery by SSI units
irrespective of the amount involved. An advance/down payment of 15% is usually insisied
upon under the Scheme with a reduced norm of 10% applicable for commercial vehicles and
textile machinery. The discount/rediscount raies applicable for small scale sector are as

under :
Flai rates for BillsiPromissory
notes of uncxpired nsance of
6 months and over

Rediscottnt Discounr
{% pa) {% p.a.)
Normal* 10.25 * 1550
SEBs/SRTCs . 10.50 11.25
Winery/Brewery/Malt 12.50 13.50

*would be applicable to SRTOs also -




National Equity Fund Scheme Financing the New/Smalt
With the objective of providing equity type of support 10 small entrepreneurs tiny/small . Enterprises
scale sector and for rehabilitation of viable sick units in the SSI sector, the SIDBI provides

equity fund scheme. :

Activity 5
Contact the banker you contacted for Activity 2. How do they evaluate the role of SIDb¢ f. :
the purposes of refinancing schemes? : )

National Small Industries Corporation ' T
Tke National Small Industries Corporation (NSIC), 2 public undertaking was set up in 1955,
Tnainly to meet the requirements of ‘term Loan’ 1o the small seale units for purchase of .
mported and indigenous machingry and supply the same to the entrepreneurs on lire- o i
aurchase basis. This scheme of the NSIC was most-popular in 1950s and 1960s because, as ) '
itated earlter, prior lo the nationalisation of the major commercial banks, this was the orily
igency rendering the aforesaid service to the small scale units. Commereial banks and other
inancial institutions had neither the charter of function nor were prepared to consider the
imall scale entrepreneurs as safe risk for advancing.money on long and medium term basis.

intrepreneurs wishing to avail of this scherne have to pay eamest money varying from 15 to
0% of value of machinery. In addition a service charge varying from 2 to 5%, depending

i the value of the machinery ard the location ¢f the unit, has also to be paid to the hirer.
‘he full hiring value-of the machine alongwith interest on unpaid amount and service
harges is payable in 13 half-yearly instalments—first instalment falling due after one year -
f the instaliation of the machinery. In case of fumnaces, boilers, cold storage, plants, tyre
strading, canning, electroplating etc. the loan has to be returned in 9 instalments.

Goms — =T

‘eriain special categories of entrepreneurs, such as, technocrats, physically handicapped
ersons, defence personnel and those belonging to schedule castes/schedule tribes are
harged concessional rate of earnest money, interest and service charges. The entrepreneur
 free 1¢ made his choice which, of course, is subject to scrutiny aboul the essentidlity of the
1achine, technical abilities to operate, its capacity and above all, the country of import
ecause at times due to constraints of forcign exchange shortage, NSIC may not be in a
psilion to amrange foreign exchange from the specific country from where the entrepreneur
interested to purchase the machinery. : ‘

rescribed application forms are-available from the NSIC and its regional office/branches at
¢ State. These have (o be submitted to the NSIC or its branches at the Sute/District level
rough the Dy. Director/Regional/Jt. Director of Industries.or through the respective

istrict Industry Centre. The application has to be accompanied by latest quolations from

€ manufaciurers of the suppliers of machinery approved by the NSIC. The details about

e machinery fequired for individual product lies under engineering and non-engineering
uegory. can be oblained from the. Small Industries Services institutes or branckes of the -
stitute set up by smali scale industries development organisation of the Government of
dia or througn the district Industry Centres. NSIC also supplies machinery to existing

ofit making and financially viable small scal€ units (with permanent registration as an

551 unit) on easy leasing tecm, Reputed small scale units or entrepreneurs of proven ability
n also gel machingry on lease basis from leasing companies on terms agreed to mutually

' the parties concerned. Under this scheme, during 1980-81 to 1989-90 more than 1,10,000
1all scale units purchased machinery worth-14,668,29 lacs of rupees through NSIC.

ate Financial Corporations )
ate Financia] Corporatiens (SFC) which exist almost in every State and Union Tertitory
-I.) of the country constitute the most important single source of long-term credit to small

: . 5




Small Scale Enlcrpris«e—l
Getting Organised

16

scale industrics. In view of the wide disparities in the levels of indusirial development in
different States and the vast size of the country in early 1960s it was felt that there was need
to supplement the work of Industrial Finance Corporation of India (a Ceniral Government
institution set up for meeting the credit and capiial investment needs of large scale corporate
bodies) by setting up a SFC in each State and UT for granting term ‘Finaace' and equity
capital to small scale and medium scale industries which are mostly either ownershigp or
partnership concgms. Where there are no SFCs the Industrial Development Corporation
operating in the Stales or UTs concemed perform the functions of the SFCs also. The SFCs
have their regional offices, branches and field level offices. The loans granted by these
Corporations are payable in equal annual instalments spread over a period of 10 (o 12 years;
the first instalmerit falling due for payment afier one or two years of the disbursement of the
loan. Generally speaking, advances are made up 1o 50 to 75% of the value of assets offered
as seturity including those acquired out of the loans. Number of units covered in the scheme
has been gradually interesting. During the period 1980-81, 1988-89, 2,30,839 units were
covered under the scheme. The amount sanctioned to them was Rs. 5,664.52 crores and the
actual disbursement was Rs. 3,858.92 crores. However, the percentage share of the small
scale units from this source continues to be nearly less than 40 per cent. It may be mentioned
here that the loans obtained from this source is also used for purchase of land, construction
of building besides purchase of machinery.

Although there is no statutory debl equity norm (10 be followed by these Corporations and
Commercial Banks). normally they follow 3 : | debt-equiry ratio while evaluating the loan
applications from small scale units. This means that the unit is eligible to raise three times of
its own resources by way of term "Debt”, Another norm followed is the rate of promaters’
contribution which is fixed in accordance with the cost of the project. The actual rate
applicable would, however. depend upen the location of the project, the class of
entrepreneur and the type of scheme under which the loan is sanctioned. In censidering the
actual amount of 1oan to be advanced by the SFCs, the lauter have prescribed certain upper
limits. The maximum amount of loan which can be sanctioned by NFC is Rs: 60 lakhs in
case of limited company or Corporations Societies while the relative limit in other cases
including for proprietory and partnership concern is Rs. 30 lakhs. SFCs operate various
schemes for financial assistance to SSI units, most popular among these is composite loan
scheme which covers both term loan and working capital upto a maximum of Rs. 50,000
under which no promoters’ contribution is necessary while the integrated loan scheme
enables the unit 1o operate upto Rs, 1 lakh inclusive of working capital component. Besides,
there are other schemes also operated by the SFCs and these are meant for special type of
enmeprencurs, women entrepreneurs ete, The seed capital and-special capital scheme also in
operation by the SFCs are intended for extension of equity types of assistance for new
entrepremneurs.

The applications for loans to be submitted to SFCs are 1o be accompanied by a project report

- and other relevant information as may be prescribed by the SFCs. The applications are

considered for sanclion on the basis of the financial viability, lechnica) feasibility and
compelence of |he entrépreneur as assessed by lhe'Corporalion. The financial viability nere
means the capacity of the product to operate satisfactorily, generate cash surplus, service the
loans and other liability and earn a fair return on the capital invested. The technical
feasibility of 1he project comprises the operational efficiency of the unit in 1etms of plant
and machinery installed, spares used, raw material and other inputs, know-how/technology
employed, capacity utilisation of the plant, scale of production, quality of the product, cost
of production vis-a-vis the norm prescribed for particular process. On receipt of information
about sanction of loan, the entrepreneur has Lo 1ake steps that may be prescribed by the
corporation [or compleung the documentalion requirements to faciliiate drawal of loans/
instalments according o the requirements of the unit. These would comprise execution of
loan agreement, irrevocable power of allomey, promotes, deed of undertaking, guaraniees
elc. as may be required by the corporation. .

State Level Small Scale Industries Corporation

States-Swnzll Scale Indusiries Corporations (SSICs) which exist almost in every State and
UT render a very useful assistance in meeting the long-term credit needs of the small scale
units particularly for industrial premises either in the form of self-constructed buildings or

“sheds in the industrial estates. In view of the varying cost of land and cost of construction of

buildings.

FL Iy —=




Commercial Banks ) _
Commercial banks in India comprise the State Bank of Indiaand its Subsidiaries,
nationalised banks, foreign banks and other scheduled commercial banks, regional rural |
‘banks and non-scheduled commercial banks. The total number of branches of commercial
banks are more than 45,000 and the regional rural banks approximately 8000 covering 280

_ districts in the country. While a major portion of the commercial banks providing assistance
“to the industrial sector is for meeting the working capital requirements, these banks also
.meet a part of the lerm “Finance" requirement of industrial units. According to the data
compiled by.Reserve Bank of India (RBI) of all the advance given to small scale industries/’

sector by thé commercial banks the share of the term ‘Loan” is riearly 30%. As stated earlier,

lhé_ lead in this regard was taken by the State Bank of India (SBI) in March, 1956 when a
pilat scheme for guaranteed credit to small enterprises was started. Initially the scheme was
confined to the branches of the State Bank of India at nine centres only; gradually it was
extended io all other branches of the State Bank in the country. Subsequently some of the
other commercial banks also introduced special schemes to assist small enterprises. Later
on, the other commercial banks also adopted this scheme, Under this scheme, the banks”
provide to the small scale enterprises the medium term and instalment credit for acquiring
fixed assets for the purposes of establishment and extension of their units and term credit for
meeting their working capital needs. Instalment credit granted by the bank for purchase of
machinery/equipment either new or old against the hypothecalion of equipment proposed to
be purchased out of the profils of these loans. The borrower is required to make a down
payment of 20 t6 33.1/3% of the cost of equipment to be purchased from one’s own resource
while the rest is financed out of the loan. The rate of interest charged on these loans varies
from time to time as per directive of the RBI, The peried-for which this loan is granted
varies from seven 10 ten years, These [oans are repayable in half-yearly or yearly instalments.
A notable step taken in the financing of the small scale industries by RBI is intreduction of
the “Lead Bank Scheme™ under which each district, in the counlry has been allotied to'one
of the major Indian Scheduled Banks for intensive development of banking facilities.

In view of the fact that the stnall scale enterprises have a week capital base .and they often
find it difficult to offer acceptable securities. Commercial banks and other financial
institutions grantin g loans to them as also because of their unfavourable debt-equity ratio,
these units are considered bad credit risks by the lending institution. With a view to”
removing this impediment the Government of India have introduced a “Credit Guarantee
Scheme" in.1960. Under this scheme, the guarantes organisation stands surety on-behalf of
the small enterprises and guarantees loans granted to them upto a certain limit apainst the
default or bad debL The idea behind the introduction of this scheme is that the banks and
other lending institutions should have assurance of security while dealing with the smal]
scale.industrial sector. Initiaily the scheme was applicable 1o 22 districts but, later on, it was
extended to the entire country and as at present a very large number of financial institutions
are taking advantage of the same and are being offered guarantee cover. The scheme is
Teviewed from time to time and all efforts are made by the RBI to make the scheme to the
best advantage of the small scale industrial units. The guarantee fee charged by the
guaranteed prganisation is very nominal (1.5%). Accordin g to the figures released by the
Reserve Bank of India, by the end of 1989 (March), number of accounts of small seale units
was 26,59,000 and the amount outstanding was Rs. 13,130 crores.

In spite of the declared policy of the Government as also of the RBI the commercial banks
are still operating with the concept of security. Consequently, branches which are located in
the far flung areas in the country need mucirto improve in their perforrnance.
Notwithstanding this lacuna it will be appropriate to mention here thet the banks have got
laudable scheme to assist in the promotion and development of smail scale industries. Most
of the banks have got specialised units in their administrative structure to take care of the
financial needs of the small scale industrial units. The fixed capital needs or the long and
medium term needs of the small scale units are presently being taken care of by the banks
under their integrated scheme of credit for the small entrepreneurs. Néw units apart from the
existing units are also eligible to avail of the advances financed 1o meet their medium and
long-term credit needs for replacement of machinery. addition of the machinery,
modernisation etc. The rate of interest charged normally from the small scale industrial units
is between 12 and 15% as against [8% from the large scale units; Arrangements also exist in
zertain branches to help small entrepreneurs in filling up necessary forms and completing
‘he other documents which are necessary for the banks to consider the loan applications
Tom the small scale units. Unfortunately, in smaller town where the enwepreneur is yet
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diffident, it is considered to be in an unsurmountabte difficulty with the result that many of -
thern remain coniented with the meagre resources which they can draw upon from among
their family members, friends and relatives. ’

7.7 SCHEME FOR PROVIDING SELF-EMPLOYMENT
TO THE EDUCATED UNEMPLOYED YOUTH

In the successive five year plans special consideration has been given 1o the uncmployed
particularly-among the educatad youth. While the results obtained have not been as per the
expectation, the very idea has created awareness, among the Planners, Administrators and .
Development Agencies to devise and chalk out special programmes of assistance to provide
employment 1o the educated unemployed youth. One such scheme launched in 1983-84 was
to provide assistance to the educated unemployed youth to become self-employed by
starting their own industrial enterprises, services and business establishments through a
package of monetary assistance. Under this scheme of providing self-employment to

unemployed, youth who have successfully completed their matriculation and are in age

group of 18 td 35 can take advantage of getting themselves registered with their district
Industry Centres which number more than 400 all over the country. Under this scheme,
beneficiaries are entitled to a composite loan not exceeding Rs, 35,000/- for an industrial
venture, Rs. 25,000/- Yor a service venture and Rs. 15,000/- for a small busipess venture.
The monetary aspect of the scheme is implemented through the lead bank in each district.
The banks are not expected to insist on any collateral security for loan upto Rs. 35,000/-.
The loans sanctioned under this scheme are charged interest @ 10% per annum (PA) in
specified backward areas and 12% P.A. in other areas. Repayment of the loan is made in
instalments, the first instalment falling due between 6 months and 10 months after the date
of disbursement of the loan. The period of instalment is spread over 3 to 7 year depending
on the nature of venture and expected profitability. The recovery of the loan is the
responsibility of the bank concerned. Local managers of the banks are allowed sufficiént
flexibility in dealing with the defaulting borrowers particularly by re- schedulmg the
recovery penod in case of bonafide defaullers. The District Industry Centres have been
asked to moniltor the implementation of the scheme at district level. Besides educational
qualifications and the beneficiaries mentioned above, the youth belonging.to a family with
an annual income of Rs. 10,000/~ and below are eligible 1o avail of the scheme.

The progress of the scheme during the last five years as under :

Year Target Application recd. Applications sanctioned Amount sanclioned
(in lakh nos.) {in lakh nos.) by banks by bank
(in lakh nos) - {Rs. in trores)
1985-86 ,2.50 . 8.58 221 42999 -
1886-87 2.50 2.10 217 469,91
1987-88 1.25 ' 6380 1.20 259.76
1988-89 250 6.11 1.92 404,61
198%9-90 1,25 4,43 0.97 190.00

Source : Office of the Development Commissioner Smatl Scale Industries.

7.8 SUMMARY

In view of their inability to provide adequate collateral security, small enterprises in the past
have found it difficult to meet their financing needs: From the third Five Year Plan onward,
however, with the Government recognising and promoting the small seclor as an important
cdntributor to the national ecohomy, things have changed for the better. Today in addition to
the Small Industries Development Bank of India we have a number of institutions including
commercial banks to meet the financing needs of small enterprises. This unit discusses the
assessment of financing needs and the alternative ways of meeting these-needs by the small
entrepreneur. :
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7.9 SELF-ASSESSMENT QUESTIONS © ' Enterprices

-1. _ What are the main sources of short and long term finance-for a small enrrép(eneur‘?.

2. Comment upon the position of commercial bagks vis-a-vis the fi t'nancmg of small -
enlerprises. '

3. Discuss the various types of financing requirements 1hat a srna]] entrepreneur ma'y have.

4. Discuss in detail the,role of SIDBI as an institution in the context of fi f‘nancmg of SSEs

7. 10 FURTHER READINGS

Fi
Dan Strenhoff and JF Burgess, “Small Busme.ss Mm:agemenr Fundamentals, McGraw Hill
Book Company (1986),
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UNIT 8 PREPARATION OF THE BUSINESS
PLAN

Objectives

After going-through this unit you should be able to

e  discuss the importance of a business plan in the small enterprise

. explam the steps involved in preparation of a business plan

® describe 1he criteria to be cansidered while presenting a project report for purposes of
industrial finances

® estimate the various projections that need to be made for your enterprise planmng

Structure

8.1-  Introduction

8.2  Project Report—Significance and Scope
83  Execulive Summary of the Business Plan
8.4  Product Description

8.5  Location Criteria apd Checklist i
8.6 - Plamt and Machinery—Space Consideration ,
8.7  Technical Feasibility and Know-how ;
-8.8  Raw Materials ;
8.9 . Working Capital Computation—A Checklist
8.10  Project Cost Components

8.11 Cost of Production and Profitability Pm]ecuon
8.12 Cash Flow Statement

8.13 Break-even Analysis

8.14 Drawing up an Implementation Schedule

8.15 Common Errors in Business Plan Formulations
8.16 Summary ]
‘B.17  Self-assessment Questions . i
8.18  Further Readings :

8.1 INTRODUCTION

A business plan is a written statement of what you hope 1o achieve in your business and how !
are you going to achieve it. It is a course of action that you chart for yourself in order to
reach the destinations determined by you.

' One of the important reasons for preparing a business plan is the realisation it brings to you
about the amount of financing that you will need and the times at which you will need it.
Whenever you go to a financial institutions or a tender to borrow money, they would
certainly want to sec how investment worthy you are, by la.kmg a look at your business plan
or the project report as it is sometimes called.

Having a plan also enables you to look ahead and prepare for future developments. In
accordance with these planned developments than, you would need to start activating the .
enterprise in the direction that would lead you 10 realise those future plan. This unit givesa
detailed account of how to prepare a business plan for your enterprise and the pitfalls to
avoid while preparing the project repori.

8.2 PROJECT RE_PORT_—SIGNIFICANCE AND SCOPE

A project report also referred to a8 pre-investment feasibilily study or a Business Plan is a
detailed description of what business you want to be in. How the business will achieve the
stated goals and-wheil wauld that happen. It is an operating document.

~he description of a project indicating what products are to be manufactured or what
~vices are to be offered (in case of a Service Venture) and to whom, constitute answers 1o




what business? While sich ar operatfonal description is relatively easy.te formulate, it is
:ssential that the promoter of a byusiness venture has ‘conceptual clarity’ on what business he
o she is in. For example a manufacturer of ‘drill bits* may think that the customer needs a
irill bit but what the customer really wants is a ‘hole’. As Phillip Kotler puts it *there are no
sroducts, there are only services performed by products.” If the manufacturer understands
hat the need of the customer for a drill-bit is a hole, it is most likely that the fnanufacturer
vould keep pace with the technology advancement and may advocate, at an appropriate
#age, use of laser technology for drilling. Such conceptuallsauon €quips an entrepreneur
vith the vision necessary to understand the needs of the “client system’.

Jetails regarding infrastructural facilities required for the business, manpower, material and
inancial resources needed to reach the envisaged activity level, how such resources would
le mobilised and managed and with whart financial implications constitute the answers lo the
zestion, ‘How the business will achieve the stated goals'?

‘he time frame with,in which a project is implemented when it will produce the envisaged
iutput, when the business would reach optimal activity level generating findncial surplus
onstitute the answer to when of a business plan.

Jne major issue that needs to be addressed while preparing and presenting a business plan is
why is the'business, who.needs the envisaged output of the business (in other words, who
re the clients/customers) and why would they buy the same, need to be established as a part
f the marketing component of a business plan’. Essentially a business plan must establish
that competitive edge it has to enter, survive, sustain and grow in the market.

chivity 1

:Ssume you are entrepreneur planning to start any of the following businesses
1) A Curio shop

1) A family enterprise supplying lunch packs Lo office complexes.

What details would you require to define ‘what. how and when and why' of the above
businesses. -

hat follows is a presentation of a detailed *outline of a business plan with notes’ appended
elaborate, wherever necessary, the gwen component.

3 . EXCLUSIVE SUMMARY OF THE BUSINESS PLAN

Summary
— What is being proposed
. Product{Scrwce
* Location
e  Ownership
_® Project cost
—  What is wanted
+ Funding pattern including term loan and workmg capital loan requlrement
e  Assistance regarding technical collaboration

Introduction
— Curmrent industrial status in the country
— Current status of the industry in the international scene (if the proposed project is to

Preparation of the Business Plan
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operaie at international level in terms of marketing)
— Rationule for project selection

Aboul the Promoter - )

— Educational baékgrouljld. work experience, project related experience.

— Similkar information for any other key persons associated in promoting the project.

— Ifthe State is one of the premoters, and if the project has inlernational ramification
with respect to marketing, technology, etc. the information regarding similar
projects promoted by the State is to be provided.

About the Projeci

— Description of product and its use

— Installed capacity

— Operating capacity

- (for deiails sce 8.4)

— A write up on what will distinguish the proposed pro_|e.cl from others already
operaling in the markel place.

-— Any legal requirements/stipulations regarding the product at natienal/international
level? Describe.

— Clearances from govenment and other regulatory agencies for seiting up of the
project—what are they and what is the status with regard 10 obmmmg such
clearances,

About the Location

— Exact location of the project .

— Various aliérnatives available which have been examined

— Criteria for selecting ihe location . )

— Locarional advantages including infrastruclural facilities available at the localion
(for details refer to 8.5)

Land and Buiiding

— Area of land

‘— Constructed Area

— Type of Consiruction

~— Cost

(Refer Note 4 hereafier) -

Planl and Machinery

— Capacity

— .Equipment balancing

— Suppliers

— Cost

— ¥arious alternatives available _ |

— Criteria for choosmg the proposed equnpmems amongsl several altemauves
(Refer 10 8.6)

Miscellaneous Assels .

— Nature of miscellaneous assets that form a part of the project, For example air-
condilioning systems, office automation equipments, etc.

— Ttemised description of such assets alongwith cost and source of procuring.

Production Process*
— Description of the production process
— Process flowchan
— Delails of 1echnolopy -
*  Has the technology been developed indigenously or would the technology be
bought out from certain sources within or outside the country?
What are the arrangements for lechnical know-how?
What are the lechnology alternatives available?
How these aliernatives have been evaluated?
Whar are the possibilities of change in the technology in the course of lime and
how the project proposes to adopt such changes
&  Various process paramelers. '
(Rcfer to 8.7)

_— -
While the description in this wrile-up indicate a bias lowards manufacraring ventures, the basic format of the

business plan along with explanatory notes hold pood. by the large, for *service venlures® Loo,




10. Production Programme

Time required 10 make one unit of the product.

How much/how many in one week, one month, first year, 2nd year and so on upro
10 years. -

Input-output ratio.

Any national or international standards set for product quality? If so how they are
to be maintained with respect to-production programme and production process.

11. Raw Matenial

List of raw materials needed.

Quantity required for one unit of outpui.

Quantity needed in the first year, second year and so on upto 10 years.

Quality specifications for the raw materials. . ,
Sources of procurement; If the raw materials are Lo be procured from 1he
international market, are there any restriciions on supply.

Cost of raw materials for the firsi year, 2nd year and so on upto 10 years.
Supply position, i.c. position regarding availability of the raw materials.

Any tie-up arrangement for procurement of raw materials.

Are there altemate raw materials other than what is proposed to he used? Have
such alternatives been examined? Provide ‘details.

(Refer to 8.8 for de1ails)

12, Utililies

Requirements of power, waler, sieam, compressed air and other consumables:
Quantity and value for the first year, 2nd year and so on upto 10 years.
Source of said materials,

.Posilion regarding availabilily of said materials.

Any specific arrangements for electric power.

13. Manpower

Requirement of skilled, semi- skllled personnel for preduction operations for the
first year, second year and so on for upto first 10 years of project life.
Requirement of admmislrauvcfma.nagena] staff and marketing personnel.

Cost of manpower during first year, second yéar and so on for 10 years.
Position regarding availability of skilled manpower. .

Any scheme for training skilled manpower in case they are not readily available:
Describe. . .

14, Market

A)

Current market status )

-— What are. the major end uses of the product?

— Are there any substitute products available in the market?

— Is the proposed product a substitute for on already existing product in the
martket?

— Who are the major buyers?

— Who influences purchase decision?

— What are the major criteria that a buyer looks for while purchasing the
product?

— Are there similar products avallab]e in the market? If 0, what are the m:qor
alributes of such products? :

— Status regardmg competttors at the regional/national level and at the -
intemational  level if the project 1s expected to market the producis in the
intemalional scene.

- — What are the major strengths and weaknesses of the competitors? |
. — How the preduct proposed to be manufaciured would differ from Lhe producits

already available in the marker? :
— On what sirengths does the project propose to make an cm:ry into the ma.rkel
and caplure a reasonable market share?
-— What are the trade praclices being adopled by the c0mpemo'rs or those:
. producing the product currently in the market place?

— Whal are the trade channels normally adopted by the competllors'?

+* Note: The points mentioned under the title ‘Mn.rkeung as mdn:alcd above are not exhnusuvc PL. refer 10 unit

6and unil 13 af this course.

’ Prcimralion of the Busingss Plan
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B) Propmed approach lowards markeling
—  The geographical area 1hat wonld cerstitute' the limil for ma:kelmg the

producl—regional, national, international (name/s}
* —— Distribution channel you wish Lo adopt.

— Trade practice
— The strategy that you have in mind for entering the market and promoting

sales.

" Working Capital Requirements’

——  What would be the stock levels of raw material, work-in-progress and finished
goods? Why such stock levels have to be maintained? What is the amount involved
in the stock of raw materials, work-in-progress and finished goods?

'— What would be the extent of credit facilities to be offered to the buyers? It has to be

reflected in terms of the cost of that quantum of goods against which payment
_would be cutstanding at any given pomt of time considering the length of credit
facility offered.

— Based on the above the total working capital requirement is to be calculated and the
source to meet the same has 10 be indicated.

— If foreign currency loan is'being sought for import of raw materials on a regular
basis from outside the country details of the requirements have to be provided.

— What is the nature and extent of credit facilities available from the suppliers of raw
materials? The same have 10 be accounted for while arriving at the working capital
requirement.

— The arrangements for financing working capital are (o be indicated.

{Please refer 1o 8.9 hereafter) "

16. Requirement of Funds :

— Cost of the project giving a break-up of the cost of land, building, machineries,
miscellanepus assets, technical-know-how fees if any, preliminary/pre-operative
expenses. contingencies and margin money for working capital.

{Refer Note 8 hereafier)

— The proposed funding pattern to meet the cost of setting up the project-
requirements of funds from nanonal!mtemalmnal financial-institutions towards
capital expenditure and contribution from the promoters of the projects. Also
include any other sources of funds including subsidies available from the State.

17. Cost of Production and Profitability Projections for Ten 'Years.

{Refer 10 8.11 for details)

18. Cash Flow Statements
(Referto 8.12)

19. Break-even Analyses
(Refer 10 8.13 for details)

20. Imiplementation Schedule
(Referto 8.14)

Activity 2

Talk to some successful entreprencurs about their project planning activities. What was the
sequence of information search and pattern of erganisation of this information as a project

report?




84 PRODUCT DESCRIPTION

You must, in the first place, onderstand, in sufficient detail what you propose to make. It is
not enough to state that you want 1o make aluminium collapsible tubes. The tubes have
specifications.-The tubes come i 'a range of sizes. The technical-cum-size specifications
have a direct connotation in terms of use of the ube—whether it will be utilized by
toothpaste producer or medicinal cintment producer. There often exisL recommendatory or
statutory standards which a product should fulfil (InIndia, Indian Standards Institute lays
down such standards; These are popularly known as ISI Standards. These are available,
product-wise, at a nominal price). *

Capacity: A Key Parameter : It is useful to state, right in’the beginning, the production
capacity which you propose lo instal, A back-of-the-mind awareness of such proposed
capacity will tell you how in-depth a market study you need. For assessing plant and
machinery and other physical facilities and later for financial viability calculations, installed
cdpacity is the most imporiant parameter.

On the question of capacity, remember the following :
®  You must specify the number of days your factory will work in a year. It is customary
to presume 300 working days. However, if it is a seasonal enterprise, because of
being dependent or agricultural output {open pan sugar made frofn sugarcane) or
part-of-the-year demand (firecrackers in India), it may work for less than 360 days.
Enterprises located in areas where life gets paralysed for few months in a year on
account of inclement weather may work for less than 300 days in a year.
¢ You must specify the number of shifls, on average, your enterprise will work
everyday. One shift consists of 8 hours. One shift working is the most popular patiemn
" among small enterprises. Three-shift working is rare, being limited largely to
. continuous process enterprises where prod uction cannot | be-intérupied for technical
reasons.

Activity 3
What are the paramelters in terms of product description, that would consider while
developing a project report for :

(a) publishing business.

(b} an industrial lubricant

8.5 LOCATION CRITERIA AND CHECKLIST

Lfviven a choice, you may like to establish your project in your pljéseﬁt address town or your
“home town". There is however the problem of stiff land-price, if your present address or
home-lown is a 1arge city. Besides, you are aware that the government offers investment-

subsidy and tax-concession to entrepreneurs setung up enterprises in specified areas. You
are also aware that you need various physical and commercial facilities to run an-enterprise. -

Present-address town or home-town, thus, is no longer an‘automatic location-choice. You-
nave [0 consider a gamut of-points while deciding upon a location. There is, in addition, the

ask of choosing a site—the specific piece of land, in a given town, where the enterprise will

% located. Sometimes, the location-selection and site-selection are intertwined in so far as
f0u may drop a location for want of a good site. '

{ow will you go about location/site selection? We recommend a rwo-slage procedure. For’

Preparation of the Business Plan
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practical reasons. just a few locations are likely to merit consideration. Under the First stage,
kidentify two or three such locations. Also identify one or two sites at cach location. Under

the sccond stage. examine each location/site in terms of 2 six-dimension location/site
selection checklist given below.

. Even if you have just one location/site in view, it is useful to evaluate it in terms of the
checklist to make sure that you are not making a major error. The six dimensions of the -

checklistare :

1. Basic Considerations (Development siatus of the town and its location with reference 1o

enterprise needs)

Physical Infrastructure Position (Power, Water, etc.)

Commercial Infrastructure Position (Telecommunication, banking etc.)
Social Infrastructure Position (Housing, Health etc.)

Financial Incentives Position (Investment Subsidy, Income-tax concession ete.)

I

Site-specific considerations (Land Price, Contours erc.)

So, put down your {inding against each point in the checklist before you pass the final
comment on any location.

The checklist is enclosed.

Checklist for Location and Site Selection
Basic Considerations : Dimension I

1. Location (City/Town/Village)

Population

Nearest large city (Name and Distance)

Connections to major cities (Rail, Road. Air-distance, Connection, Frequency)
Climate (Minimum/maximum temperature, humidity, minrimum/maximum rainfall)

Distance from imponant geographical markets

A Sl

Distance from major raw material sourcés and significance (or lack of it) of enterprise
proximity to'such sources

8. Distance and connection 1o relevant ports (in case of export/import oriented enterprises)
9. Manpower : availability, of required skills and prevailing wage rates

10. Overall industrial relations (strike/lockout/dispuie in the area)

1L _'Law and order posilion in the area

12. Leve! of industrial development in the area and anticipated tempo.

13. Composition of industrial development in terms of types of industry and size/health of
exisling enterprises,’ :

14. Proposed enterprise and govt. preference for type of industrics at proposed location.?

£5. Whether ready buili-up factory shed is available at the location and whether its size
conforms to your need. ’

Activily 4
With reference to the entrepreneurs you contacted for Activity 2 evaluate the location
drcision on the checklist provided above,

I. An eictronic enterprise may sulfer from an environmenta) hazard i industries in the area are predominantly
chemical. A sirong presence of large industries may ensure guick development of facilitics bul push up
housing cost and wage-levels. Wide-spread industrial sickness in an area may dilule govemmenital interest in
area development programmes,

2. The Government may wish cancenirated growth of a particular industry—electronics or ceramic or any
other—at a given location.- The facilities meant specifically for such industry will develop quickly there.
Likewise. the govemment may wish lo keep certain indusities—waler intensive or neise-inlensive—away
26 from cerain locations. - '

Bt o=
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Physical Infrastructure Position : Dimension If

I
2,
3.

9,

Land : Availability and Price
Whether there exists an organized industrial estate.

Water-supply : Source (river, canal, wbewell), distance, quality (pH. Hardness), rate,
commen storage facility, operating authority (Public Works Department, industrial
estate authorities corporation, municipality).

Power Supply : Nearest substation. feeder type (industrial/rural),

Effluent-Treatment and Disposal {if relevant): Disposal point (land. sea, river),
arrangement for remment (individual, common), drainage arrangement for conveying
the effluent (open, underground), ireatment and conveyance charge,

Approach roadfiniernal roads
Street lighting

Responmb:[lly for maintaining roads, drainage and street lighting (a single er multiple
agencies).

Annual maintenance charges.

Commercial Infrastructure Position - Dimension H1

1.

15,

Telecommunication (availability of new telephone connections, manual or automatic
exchange, STD facility, Telex facility, etc.)

Postal and telegram facili-[y
Banking facility
Transport-operator facility
Weighbridge
Typing/photocopying
Courier

Warehousing

Nearest offices of law-enforcing agencies (excise, sales tax, labour laws, laciory
inspection, pollution control eic.).

. Nearest Offices of Industry-assisting agencies (State Finance Corporation, Indusirial
"Estate Corporation, Raw material/Marketing Corporation, District Indusiry Cenire

which sanctions and disburses finaneial incentives).

. Building/Electrical/Fabrication contractor facility.
- Building material, spares parts and such other shbps.
. Molor-rewinding, painting. gas-supply and such other industrial services.

- Technical educational facility (e.g. Industrial Training Institute, Polytechnic),

Professional resources position (management/industrial consultants, ﬁnanc:lalﬂcgal
advisers, management/productivity associations).

Soctal Infrastructure Position : Dimension IV

Housing : Availability, Quality, Price (ownership and rent), Public Housing (Actual
and Planned housing by State Housing Board, Infrastructure Corporation or such other
agencies).

Education : Primary, secondaty and university education facility (qualny number of

seats. case of admission, medium of instruction). 27
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Health : Disperary, hospitals, specialities.’
Recreational Facility : Cinem:i-',d}éstauranl. library, parks étc.

Hotel Accommodation .

Service Organisations : Rotary, Lionelc.

Financial Incentive Position : Dimension V

l.
2,
LR

4,'

5.

Investment, subsidy (from the Govt.)
Income-tax concession,
Sales tax exemptionfimcrcst—free sales-tax loan.

Promoter contribution {margin) and interest-rate policy followed by Finance
msmunons

Electricity-duly exemption, local-tax e;émpr.ion and such other incentives.

Site-specific Consideration : Dimension VI

1.

2. Direction of town-growth with reference to the site.

3. Non-agricubtural status of the site.

4 Silo-conlouro {levelled, hilly, pits, ravines, brick-kilns).

5. Site-shape (regular/firegular)

6. Immediatc proximity of railway line, natiqnal highway, state highway.’

7. Overhead telephones or powerlines or underground waler,!dramage;‘gas line passing
through the site.! -

8. Access 1o nafional/stale highway or other, roads provided by the site.

9. Wind direction in refation to the site. -

10. Soil-ype.

Whether the proposed site is a part of an organised industrial estate.

8.6 PLANT AND MACHINERY—SPACE

CONSIDERATIONS

It is necessary to identify the complete range of machines’ and equipments required to carry
out manufacturing/auxillary operations and to specify the capacity and technical features of

individual machines,

So far as capacity is concemed, the emphasls should be on balancing. A polyurethane foam
" project invgives machines for foam- makmg and then for culting slabs into required sizes.
The foam- rnakmg is very rapid while culting is slow. In most cases, cutting machines
capacity is so low that production remains at 10% of foaming machine capacity level. So,
cutting machine consitutes a bottleneck to achieving desired overall plant-capacity: Such _
bottlenecks must be avoided. Likewise, excessive investment in the capacity of a single 1

equipment is undesirable.

While firming up a plant and machinery list, it is essential 10 arrive at ‘make or buy’

decisions. The producer of a collapsible tube may decide 1o make slugs on his own or to
procure these ready from the market. In the former case, he néeds a power press. In the latter
case, he does not need it. So, decide what you are to make and what you are 1o buy before

you drawupa list of machinery.

The suppliers sometimes exaggerate the capacity of a machine. The claimed capacity
{guantity of output per 8 hours) is often with reference Lo ideal operating conditions which
do not exist, The actual capacity, therefore, turns out Lo be lower than claimed. So take =~

1. This rhay imply leaving out sonte porticns of a plot for building purpose.




supplier-claims with a pinch of salt. make enquiries with entrepreneurs who are operating
the machine and uiilize, if necessary, a suitably downward revised capacily estimate for
working owt enterprise performance projection.

Machinery List : An Illustration o
Please look at an illustrative list of machinery below. This is for aluminium collapsible tube
€nterprise envisaged ro have a capacity to preduce 75 lakhs tubes per year an a single-shift,
300-day working basis.” - :

While all machines, in this case, will be utilized well, the power press and to some extent
offset printing machine will be utilized for fewer hours—say 4 or 5 hours per shift of 8
hours. There is o practical altemnative to this. It may be observed that there are two
components of machinery—exirusion and other machines to make 1ubes and machines to
maintain and make dies and accessories. We have called tube-making machines the main -
plant. The dies are required for each tube-size and they wear out. Lathe and other
equipments—what we have called toolroom equipment—are required to make and-raintain

dies. . . R

Details of Plant and Machinery : Aluminium Collapsible Tube Project

3. Machine Quy. . Cost
No. ~ : {in Lakhs" Rs.)

I. MAIN PLANT

1. . Exlrusion Press @ 100 ton capacity speed of 1. 1.70
30-60 strocks/min, with 25 HP molor siardelta :
starter. die-sel & aceessories

2. Auromatic rimming machine : speed 40-60 [ Q.75
lubes/min. with cluich reduction gearbox, 2 HP
molor and accessarics

3. Rumbling barrel with T HP motor & gearbox | 0.09
4. Annealing umnace for slug & tube with 3 trays, 2 - 0225
10 KW raling . )
5. Tubecoaling machine : speed 40-60 wbes/min. | 0.65
Autofeed 1ype with 2 HP molor. réduction gearbox
6. Four colour offset wbe printing machine ! specd | 1.40
35-60 iubes/min. wilh 3 HP motor. gearbox, sianer
1. Drying.ovgn capacity 40-60 Lubes/min. max. 1 ' 070
lemperature 250°C
3. 30 ton capacily power press wilh suitable electric molor i 1 0.40
TOTAL (A} 5.94

II. TOOL ROOM & MISCELLANEQUS EQUIPMENT
- Lathe 15 em. bed, suilabte for precision work [ 0.30
wilh mior & arcessories :

n  Drill machine, pillar type 2.5 em capacity with 1 ’ o 004
motar & accessorics N
Hackshaw machine 22.5 emr capacity with molor [ | C m )
Surface grinder, 1able size 45 x 150 ¢m hydraulically | 0.28

operaled table driving mechanism with motor
& accessories

Welding transformer, 400 amps with accessories H U.(-)?
Bench grinder 22.5 cm wheel size ‘ . | 0.02
Weighin-g scale, platform type .1 ton capaciry- : 1 : 0.05
Extra dies, instrumenis _ ‘ 0.07
TOTAL (B) 0.80
L TOTAL A + TOTAL B . : 680
IV Freigh, Insurance, Sales-tax Octrai, eic. @ 10% ol I1[ . o 0.68
-V Erction miaterial & charge @ 5% of I ' o '9:34.
V1l GRAND TOTAL (I +1V + V) : 782
—_— - .

ez All cqufpmcnls can handle whes having 13-35 mm diameler.

Preparation of the Business Plan
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- These are major consideralicns. Some term lending erganisations maintain a list of approved

suppliers. In this case, ascertain whether the selected supplier is on such an approved list. In
any case, make sure that he is not black-listed by the term lending agency.

We have discussed the question of computing the cosl of plant and machinlery under the

" subject of project cost. For the time being, it is pertinent to point out that it is customary to

gel offers or quotations from the suppliers and to carry out a comparison of these in order to,
convince the term lodn organisation that you have made the most judicious.supplier

seleclion,

Old Machinery : Need for Caution

I you are buying old machinery you must satisfy yourself regarding the present conditions
of such machinery and its value and residual life. The term loan organisations, but for
imporied machinery, may not lend any money at ali against old machinery. It is advisable to
check the policy of term-loan organisation belore deciding to acquire second-hand
maclinery.

Identification of Sources of Machinery

You may ask-—How does one identily sources of plant and machinery? The person
responsible for providing lechnical know-how is normaltly in a position to pinpoint such
sources. However, there are directoriés of machinery manufaclurers brought out by term-
loan erganisations, industry associations and research organisations which you can
profitably utilize. Owners of similar existing enterprises can shed considerable light on
sources af machinery.

activily 5 ' .
Choose a sample of len.entreprenedrs who are in manufaciuring business. Find out from
them

_ (a) How did they identify sources of machinery?

(b) Whal were the considerations in machinery supplier selection?

Dies, Spares and Extras

Your job exlends beyond identification of equipmenis and laying down capacity and
specifications of such equipmenis. There are dies and. spares to be bought alongwith
machinery. It is imporiant to appreciate the significance of these "exira’ or “oplional’ tlems.
The dics ofier held the key to determination of your product-range and production
capability. The absence of critical spares can cause lengthy praduction shut-downs. So,
consult your technical associale, interview machinery suppliers, discuss the experience with
present users of equipment and work out a statement of dies and spares which you must buy
initially.

Machinery Supplier Selection

Next, there is the question of machinery supplier-selection. It is not necessary—on most

occasions, not possible——that all machinery comes from a single supplier. The supplier-to-.

supplier comparison normally rests on the following consideralions : .

technical features of equipment offered by individual suppliers

reliability of equipment offered by individual suppliers

price of equipment offered by individual suppliers

delivery period stipulated by individual suppliers and their respective reputation in

terms of delivery schedule fulfilment

nature of warranties or performance guarantees offered by individual suppliers

¢ scope of after sale service, lerms and conditions of such service and reliability of such
service offered by individual suppliers.
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Space Consideration - I'reparation of the Business Plun
We have alrcady discussed Lhe issues of location/site selection. As a general policy, itis
wise for a small-scale enrepreneur 10 locate the enlerprise in an organised industrial estate
so that he does not have 10 deal with such problems as land development (filling or
levelling), provision of utilities, encroachment and security. There is, however, the question
of amount of land an enirepreneur should-acquire, In this behalf, the following
considerations are relevant ;

*  Compute the built-up area requirement and ascertain the building regulations.

*  Yourenlerprise may grow and you may wish to raise installed productive capacity. It is
prudent to keep a provision for expansion of built-up area in the future. A popular
practice is to provide this@ 100% of built-up area proposed for construction in the
initial years.

¢ You musl consider Lhe open slorage area which you will need, if such storage is (o
occupy a large amount of open space. A mini paper enterprise devoles a good deal of
open space o storage of rice siraw,

¢ Do not forget to lake into account the laws, These [aws may pertain to construction
resiriction.

Given built-up area need, it is not difficult to arrive at lhe lang requireiment. The question, .
however, is—how does one fix the buili-up area requirement?

In the first instance, it is essential 1o visualise the built-up area separately for the fo!lowmg
purposes :

Production (Factory)

Auxillary Services (e.g. laboralory, workshop, steam supply)

Administration (Office)

Godown

Miscellaneous non-factory purposes (secunly-cum time cabin, excise cabin erc.)
Silos, tanks, wells, cisterns elc.

A small enterprise may not require space for some of the above cited purposes. It is,
however, useful toassess the requirement purposewise and it is essential to work out the
layout plan accordingly. Based on the layout plan, you can compute the gross amount of
required built-up area,

Itis not sufficient to determine the built-up area requirement. The building specifications—
length, width, height, type of construction—must be worked out, The specifications will
flow from the technical considerations. In lexturising industry, double-<woryed siructures are
common sifice machinery is light while in most industries. single-storey.is th norm. Mosl
factory building have asbestos roofing while in pharmaceutical reinforcement cement
concrete roofing is customary,

-Once the built-up area, size and specifications are setlled, il is usetu! o consult a civil
engineer or a contracler. You will get a cost estimate.!

If your project is large or involves complicated buil4ing design, il may be desirable 10 seek
the services of an architect,

Activily 6

Assume that you are cstablishing a factory to manufacture polypropylene sheets. Talk to a
manufacture in the small sector of this proguct and assess the space required for a small
scale organisation.

It is useful to bear in mind the general cost of one square melre of factory building prevalent in the area, This
will pive you a quick, prr:,hmmary estimate of lactary- -building eost, N ) 31
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8.7 TECHNICAL FEASIBILITY AND KNOW-HOW

Technical Feas:h:hly

You will often come across a reference to technical feasibility of an'enterprise. In simple
words, the concept of technical feasibility denoies adequacy of the proposed manufacturing
process and plant and machinery to produce a given product largely within the framework of
predetermined quality-specifications, raw-material and utility-consumption levels and output
quantity per 8 hour norms, without long, or expensive break-down problems. We are
devating this part to a discussion of technical feasibility. However, we shall touch upon, in
the course of this discussion, on some commercnal points inlertwined with technical
feasibility.

Scope of Technical Arrangements

In order to-accomplish technical feasibility, you must make sound \echnical arrangements.

For a small enterprise, the technical arrangements normally over the following :

s laying down the manufacturing process.

»  working out.the specifications of plant and machinery, identifying possible sources of
supply, evaluating offers from various suppliers and formulatling a machinery
procurement-cum-crection plan.
preparing a [actory layout plan and assessing built-up area requirement.
selecling a location/site.
estimating raw materiat and urility (power, water, fuel) consumption norms, selecling
equipment-syslems required (o ensure a satisfactory supply of utilitics and assessing
capilal expenditure required to install such equipment/sysiems.

* coping with anti-poltution fav.

Before we discuss these components of technical arrangements, let us hlghhght the question’
of technica! know-how.

Provision of Technic::ll Know-how
You need a fund of knowledge 10 carry oul 1he above-cited and related technical tasks. In
other words, you need 1echnical know-how.

If you are a technacrat possessing experience in the business-line you want [o set up, you'
already have such know-how. If it is a low-technology project—say making wirenails—you
may be able to aequire a quick technical appreciation through exposure to existing
enlerprises. interaction with plant suppliers and may be in a position to undertake the
technical tasks through a combination of quick apprecialion and hiring of an experienced
technician.

Depending on tectinology-content of your enterprise, you may contemplate seeking
assistance from a specialised technical consuliant. While secking such assistance, satisfy
yourself that Lthe consultan is knowledgeable and dependable. If his knowledge is poor, you
will end up with wrong machinery and defective process and not be able to produce the
desired product al a reasonable cost. Check the track-record of the considiant and watch for
yourself work he may have done earlier. Pay attention to drafiing your commercial contract
with the rechnical consultant 10 make sure lhal he does not leave you halfway or does not do
a shoddy job.

Whelther you are dealing with a technical consultant or a research organisation, bear the
following in mind.

" Wha works at the laboratory scate somelimes does not work at the commercial scale. One is

forced to make modifications in the design of equipment, raw material composition or
construction of equipment-material in the process of scaling up. The final owtcome, in view
of this, becomes somewhat uncertain. A manufacturer of magnesium oxychloride tiles could
1ot manufaciore it because the process borrowed from a national research organisation was

* meant for laboratory and not for continuous fair-sg:al'e production. A producer of furfural.

was forced 1o drop the initially chosen raw material, viz., com-cob because the yield was
lower than criginal projection. Many chemical plants switchover from mildsteel to stainless
steel equipment, thanks to corrosion problem. Thus, utmost circumspection is called for in
case of lechnology-oriented small projecis. It wilt'be prudent to ask another technocrat to
look al the lechnelogy in respect of such projects. Besides, a financial provision for further
technology-relaled work to ensure technical feasibility must be built into the project cost.




There are instances, rather rare, of a smalt enterprise having to borrow technical know-how
from abroad. This is called foreign lechnical collaboration, There are legal provisions in
force from time to time which specify products for which such collaboration wiil be atlowed
and-the permissible terms and conditions {or it. If you contemplate such collaboration, you
must check the policy/legal provisions. So far as foreign collaborator is concemed, assess
the capability. It is worthwhile to secure offers from a few prospeclive collaborators and get
the best deal. The provision of technical know-how in case of foreign collaboration normally
encompasses supply of equipment, drawings, crection-support, training of Indian manpower
by the colfaborator. It is important 1o ensure that all mutual obligations are. spelt out
comprehenswely and carefully in the collaboration agreement,

There exist voluntary/public organisations which can provide help to a small enterprise in
locating foreign suppliers of 1echnology and somelimes in bringing about a tie-up.

8.8 RAW MATERIALS

You will have 1o do a fair amount of techno-commercial work on the subject of raw
materials. The work must cover following poinits : -

1. Idemily ali raw materials required for producing (he proposed product.

2. State clearly the specifications of all such raw malerials.
3. Analyse raw material loss at-each slage of production process.
4. Ideniify all chemicals, stores, consumables and packing material required for producmg

ke proposed product.

5. Workoul the consumplion norms in respect of raw maitertal, chemicals, siores,
consumables and packing material per unit of output,

6. Identify boughl-duts required, the rate at which they are required per unit of finished
oulput, the price of broughi-outs and the names of prospective suppliers.

7. State whether (which) raw malerials are available indigenously or imperted.

8. In case of imported raw materials, describe the c]earancesfhcences required and thus
give an idea regarding ease of import.

9. State names and addresses of major supplicrs of raw materials.

10. Asceriain the {prevailing} price of various raw materials, chemicals, stores,
consumables and packing materials. Comment on the volatility or otherwise of price.

11. Add axes. freight, duties, excise. octroi and such other charges Lo the price.
12, Ascertain the credit-peried which suppliers normally grant to the buyers.

I3. Comment on availability of major raw materials—whether these materials are easily
available or are occasionally or continuously in short supply.

14. Whether there is a price control on raw malterials. If so, the details of such control.

I5. Whether there is a distribution control in respect of raw materials. If so, give details
pertaining to registralion status, quola allotment expected and so on.

16. Incidence of loss of material in wransit or slorage, if such incidence is significant.

_Activity 7

In consullation with the respondents you chose for Aclivity 6. lry te find oul the raw
material cost for your products. How much bank linyncing can you expect for this estimate
of raw material?

Preparation of ihe Business Plan
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8.9 WORKING CAPITAL COMPUTATION — A~
CHECKLIST ' |

(1) What is the expected capacity utilisation or output {in physical terms} during the first
year of operation?

{2) In order to produce outpul, as envisaged under No. 1, he quantily of raw material
required and the unit price of each raw material. If there are multiple raw malerials,
state the requirement/unil price separately,

(3) Determnine the quantity of raw material which your enterprise, given first preduction
targel, must carry. This may be equivalen to 15 days or one month or two months or
any other period's requirement. While determining carrying-level, it is useful to keep
the fellowing in mind. .
¢ Ifitis an imported raw material, an enterprise generally likes Lo carry a relatively
large—a few months—requirement since the time lag berween order placement and
proecurement is considerable.

+  Anenlerprise carries a heavy inventory of a raw material which is frequently in
short supply or which takes long to arrive afiter order-placement.

e If the raw maierial price is volatile, an enterprise iends 1o stockpile it 1o lake
advantage of a favourable price.

s If the raw material is available on a seasonal basis, an enterprise is forced to cary a -

large volume, e.g. agriculwral raw materials. : .
¢  There may be in operation in a law which limils raw-material levels e.g. edible oils.

(4) Ascertain the value of raw material which the enierprise will keep in stock. This isa
product of quantity of raw material fixed under 3 and the uniju price of raw material.

(3) Carry oul the exercise identical to what you did for raw material in case of stores,
spares, consumables, packing material and arrive at the value of these which the
enterprise will keep in stock.

(6) Estimate the value of goods in process which the enterprise will carry al any poini of
time. This will depend on the length of manufacturing cycle. Suppose, there is a
Ghamela (a pan-like article used for material handling in civil construction and farming
work) enterprise whith is expected to preduce 1,50,000 Ghamelas by working 300 days
(single-shift) during the first year. It needs iwo days to complete raw material 1o finish
product process. This means the length of manufaciuring cycle is two days. In other
words, 1000 Ghamelas-will remain under process at any point of lime. No. of Annual
output units X Length of Manufacturing Cycle in Days. No. of Working Days in a Year.
How does one put value on such goods under process? Take all direct cost-raw material,
wages and utilities. Ignore depreciation, administrative and selling cosi. :

(7) Estimate the level of stock of finished goods which the enterprise will generally carry.
This may depend on whether it produces against orders or in anticipation of demand.
An enterprise producing against firm orders carries no or little siock (limited to time
taken to get ransport or o cover cancellation of firm orders) of finished goods. In
contrast, an enterprise selling in anticipation of orders always carried some stock of
finished goods. If the demand is seasonal, e.g. firecracker, the enterprise may have to
carry a large volume of finished goods. The quantity of finished goods stock should be
‘valued at cost—direct as well as indirect (exclude only depréciation).

‘(8) Segregidte your total sales in cash sales and credit sales. Assess the credit time limit

which you will have 10 grant. This will furnish to you the amount of outstanding book
.debts. While putting value on sales, exclude your own profit. In other words, consider -
productidn cost of sales.

(9) The amount required 10 meet one month's wages and salary bill.

(10)Cost of fuel, lipht, power and other utilities for a month.




(1t} Adnuinistrative and selling expenses and repairs and mainenance for a month,

(12)Total-up 4, 5, 6, 7, 8,9, 10 and 1.1. You will arrive at the gross working capital
requirement.

(13) Thebank extends credit against the following components :
*° Raw Malerials

Goods in Process ]

Stores, Spares, Consumables, Packing Maierials

Finished Goods Slock

Book debts

The bank does not give credit against wage and salary utilities (No. 10) and administrative/
selling/repair expenses (No. 11), Against permissible components, credit is generally
granted @ 70% of total requirement. This may, however, differ from component to
component, project to project or Lime 1o time.

A bank may grant credit @ 75% of requirement in case of raw materials, slores/
consumables, 30% of requirement against goods in process, 60% of requirement against
finished goods and 70% of requirement against book debts. It is useful to check the
component-wise margin policy with a bank before you finalise bank assistance estimate.
70% against all components and no assistance against expenses (wage, salary, power, fuel,
administration, sale) is a generalised thumb rule.

8.10 PROJECT COST COMPONENTS

I Land and Site Development
— Coslof land
— Land-related legal charges
— Levelling and filling charge
— Approach/Internal Road Charges
— Fencing/Compound Wall charge
— Cost of Gates

II.  Building and Civil Works
~— Factory Building
- Office, Godown and such other structures at project site
— Well, Tank. Silos, Garage at project site
— Sewer, Drainage :
— Architect Fee

M.  Piant and Machinery
— Price of Machinery :
— Excise-taxes, freight, packing. transit insurancé and octroi in respect of machinery
— Stores/spares bought alongwith machinery :
— Foundation and installation cost

IV.  Other Fixed Assels
— Furniture
— Office equipments
— Miscellaneous 100ls and equipments
— Vehicles
— Equipment, Cabling for diswribution of power
— Equipmeni and piping for water supply
— Laboratory equipment
— Workshop equipments
— Fire fighting equipments
— Effluent collection, treatment and disposal aZrangement
— Boiler )
— Diesel Generaling set
— Other Assels

V.. Ter:hnicﬁi Know-how Fees (Training Cost Included)

VL. Preliminary and Pre-operative Expenses

Pteparation of the Business Plan
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— Capital Raising .
— Salary and Administrative cost during implementation period
— Rent, Rates, Taxes during implementation period
—~—  Travel Cost during implementation period L
-— Interest during implementation period
—- Insurance during implementation period
—- Morngage expenses in respect of Joun
— Trial Product Cost

VII. Working Capital Margin
VIII. Contingency and Escatalion (generally @ 10% of 110 IV} .

Cost of productiorni and prefitabilily projections

While estimating cost of production and profitability, asumpuons are to be explicitly stated.
For example one may like to work out the projections on an annual basis over a period of
lime at ‘constant cost’ constant selling prices. To illustrate, an entrepreneur planning to .
manufaclure injection moulded plastic goods may project cost of production over a period of '
five years considering the cost of raw materials to be the same year of year. Another :
approach is based on historical data. Other factors one may consider higher cost levels over ,
a period of time and corresponding (if not proporticnate) increase in selling prices. Further,
onc may lake into account the cost of raw materials at a particular level different from the
prevailing market rate based on certain long-term tic-up arrangement envisaged as a part of
the projecl. Such assumptions are (o be explicitly stated.

By the time ane reaches the stage of estimating cost of production and profitability, it is
obvious that all cost elemenis-would have been individually and descriptively worked out
and depicted in a separate statéments. Thus, the exercise of preparing cost of production and
profitability statements amounts to compilation of the dala already gathered or processed

* and presenting the same in a particular format. Enclosed herewith is a format indicating
varicus elements that go into cost of production and profitability statement. Given the basic i
structure of the format, modifications need to be done to suit the nature of the business.
Thus, the enclosed format is suggestive. i

Estimate of Cost of roduction & Prefitability .
' (Rs. in lakhs) I

Operaling year 1 I1 [ v v VI VIl VI

Capacity ol the plant

Production in unil .

Capacity utilisation

‘A Marerial Cosls

a  Raw matenal

b  Companenis |

¢ Consumables

d  Packing malerials

Total material cosl
B. Urilities

a Power
b Waler

c  Tuel

Total wilities cost

C. Labour and Plant
Overheads

a2 Direct wopes

b sFactory supervision
salaries

¢ - Bonus, providen:
fund. gratuity

i Tutzl Jabour cost
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Operaling year

Vil

VI

D. Faclory Overheads

. & Repairs and maintenahce

b Rent and [axes

¢ Insurance

. ¢ Insurance

d Miscellaneous
factory expenses

& Contingency

Toual factory
overhead ¢ost:

- Esfimale of cost

of manufacture
=A+B+C+D

. Administralive

Expenses

a  Administralive
Salarics inclusive
of Graluity, P.F,
Bonus |

b Remuneration 1o Direclors

Professional fces

d  Postage, tclegrams and
telephones

e Insurance and 1axes on
oflice property

Total administrative
£apenses

. Selling expenses and

sales promotion

Advertising

Selling commission

a
b Packing
c
d

Taxesfexcise dury”

¢ Royally

Total cost of selling

& sales promotion

H,

Tolal cost of
production: = E + F+ G

Selling price
lotal sales

Gross profil before
interest = (I-H)

- Financial Expenses
-

a2 Int on LT loans

b Inl. on working capilal

¢ Guarantee commission

Total financial exp.

. Depreciation W.D.V.

- Openting profil=) - K - L

. Other income if any

olz|z|r

. Preliminary expenses

written off

o

. Profiytoss before

axes=M+N-0O

o

. Provision for taxes 20%

=

- Profit After Tax

. Net cash eceruals

L+M+0+P)
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Break-Even Analysis (BEA) Preparation of the Business Plap
As a part of the business plan, the activity level of a business—in other words, quantum of

production of goods or services as the case may be—is projected over a period of time, i..e.

5 o 10 years or even more depending on the nature of the business. However, when the

business plan is implemented, there are several factors that came into play towards

realisations of the targeted activity level. Unforeseen shortages of raw materials, disruption

in power supply, inability to penetrate the market elc., may curtail targeled activity level.

What would be the financial implications of such even finalities?

To what extent a business can afford to curail its activity level due 1o a variety of
compulsions and yel manage to meet-all its liabilities. These questions need to be answered
right at the stage of preparing a business plan so that the entrepreneur as also financial
institutions intending.to fund the business are in a position to assess, though partially, risks
involved. The said questions could be answered through break-even analysis—an analysis of
the relationships amongst costs, production level and profit. What follows is an outline of
the concepts of BEA and the mechanics involved in calculation of Break-even point.

Break-Even Analysis

In order to carry cut profit-oriented aclivity, may be production of goods through setling up
ol a factory or provision of services by seiting up an automoblle workshop or holel/repairs
shop, certain costs are involved. Various ilems of costs may be ihe raw material cost,
salariesfwages, interest charges and the money you have borrowed for selling up the unit ete.
All these items of cost put wogether form the totzl cost,

The cost compenents can be divided into 1wo major types viz. (i) Fixed Cost and
(ii) Variable Cosl.

Fixed Cost

Fixed cost is that cost which does not vary or change with other factors in the preduction
level. In other words, there are certain iterns of cost such as. tnterest on ‘long-term lean’,
rent on factory shed or office if they are rented, depreciation on mizchinery and building if
they are owned, etc. which are to be incurred whether the factory or service centre is
working at full capacity or nol. For example, if an entrepreneur has-borrowed Rs. | lac from
a bank or State Finance Corporation for buy'ing machinery for his faclory to produce 100
Tons of a product per year {proguct A) and the interest rate on the loan is 2.5%, ke will
have to pay Rs. 12,500 us interest per year irrespective of the fact that e, production is 10
Tons or |5 Tons or absolutely nothing. Let us go through another illustration. A factory
building is rented and the rent per month is Rs. 1,000, The preduction on monthly basis is
500 units in January, 800 in February and 600 in March. Now, the question is what ts the
fixed cosl for the factory as such For the months of January, February and March? Likewise,
what is the fixed cost per unit of the output in these months?

The fixed cost for the factory unit as such, assuming that there are no other costs, would be
Rs. 1000 per month lor each of these 3 monhs. The fixed cost per unit of the culput can be
obtained by dividing fixed cost for. a month by the number of units producedfto be produced
for that menth as noted below: '

Month Fixed Cost/No. of Units Iixed Cost per
Unit of output
January ) 10004500 Rs. 2.00
February 100200 Ra 125
Masch ' 1000/600 Rs. 1.66

Amother interesting paint one could note from the above example is that though 1he tota}
fixed cost for the factory as such remains conslant (i.e. Rs. 1000 per month), there is an
increase in fixed cost per unit of the output when the preduction decreases and likewise.’
there is a decrease in 1he fixed cost per unil when the production increuses. |

Yariable Costs :
Variable cost is variable with the level of production i.e. variable cost is directly relaled 1o
lhe quantity of output. For example, if Rs. 100 worth of raw-materials are needed 1o pradduce
L ton of Product A, the variable cost can be calculated as below (Assuming that there are no
other variable costy):. ,
. ) 39

B SRR [t e rraet R

e




Smunll Scale Enterprise — Rayw-maierial cosl per ton of cutput

(ietting Orpanised i.e. variable cost perkg. = - =Rs. i00
Month . Output Variable Cosl
January - 500 kgs. ‘ Rs. 50,000
February 800 kgs. T Rs. 80,000

March 600 Kps, Rs. 60,000

As could be seen from the above illusiration. that the toal variable cost for the venture as
such increases/decreases alongwith the increase/decrease of production level. But the
variable cost remains constant for each unit of the outpur,

In short, any item of cost which does not change with the level of production is *fixed cost’
and that item of cost which changes with the level of production is *variable cost'. Fixed’
cost is fixed for the venture as such. Bul fixed cost per unit of the output varies with change
in production level/activity level. Total variable cost for the veniure as such is variable as

per the production level, But variable cost per unit of oulpul remains constant. (Here we are

nol going into the intricacies of economies scale.)

When we make an attempt 10 classify various ilems of cost into fixed and variable cost we
may come across cerlain ilems of cosls such as, wages which remain fixed till a particular
level of production is reached but vary whenever that level is crossed. In other words, there
are ccrtain items of cost which can be termed as 'semi variable'. But for the operational

convenience, it is sufficient if one could ctassify the cos! Cumponenls into fixed and variable -

without going into further analysis.

Having understood the level of Fixed Cosl and Variable Cost, let us now see how besl we
can understand the concepl of Break-Even Poinl.

Calculaling Break-Even Point

Whenever an entrepreneur estimates profit for his venture al the time of preparing the -
project report or making projections for the coming year (when the unit is alrcady in
operation), normal approach is o deduct total Cost from Tetal Sales Revenue Lo arrive al
Gross Profit. ’

'Suppose.- he goes a step further and calculates profil at two stages by splitting the Total Cost
into Fixed Cost and Variable Cost for the project, the analysis will throw some light. It is

.cknown that Variable Cost per unit of the output remains the same. Hence, given the same

seiling price, the difference belween Variable Cost per unit and selling price perunit which
we call ‘Contribution' also remains the same. Thus, as sales go up, the Contribution
(difference between Sales Revenue per unit and Yariable cost per unit X No, of unils) also

goes up. Given the fact that the Fixed Cost for the project remains the same. the venture has.

to at least earn encugh money to meet the Fixed Cost. In other words. if loss is not to-be
incurred the venture must selt enough number of uaits of the omput so that the contribution
is equal to the Fixed Cost. The profit would be to the extent of the Contribution which is in
excess of Fixed Cost.

Such a 2-stage analysis to idénlify the produciion level aL which the venture mukes ncither
profit nor loss is called Break- Evcn Analysis. The said production level is called Break-
Even Point. .

We can now pul it mathematically as below:

i) Total Cost at *X' Production Level = Variable Cost for ‘X’ No. of Units (VC) + Fixed
Cost. ’ -

i) Contribution (CN) = Sales Revenue (SR) — Variable Cost (YC)

ili) Profit (P) at ‘X" level of production = (Sales Reveﬁue for ‘X" No. of Unils) —Total Cosl.

‘i.e. SR—(YC + FC) Or SR — VC -FC
i-e. Prof'l = Conwibution{SR — VC) Fixed Cost (FC) _

To clarify the concep[ lel us now look at the illustration mentioned below. The' calcu]auons
are done at 3 d:ffercm production levels to illustrate the relation beiween the level of
production and prof'l :




Sclling Price per Unit Rs. 10.00

Variable Cost per unit o Rs. 4.00

Fixed Cost for the Project Rs. -90,000.00

Production Levels

10000 15,000 20,000

. Units Units Units

Sales Revenue (SRf 1,00.000 1,580,000 2,00,000
Variable Cosl (VC) : 40,000 60,000 80.000
surplus (SR - VC) - 60,000 90,000 . 1,20,000

This surplus i.e. *Contribution’ is not profit as we have 10 meet Fixed Cosi also. Considering
the Fixed Cost for the Project is Rs. 90,000 then at 10,000 units production level, the
company is incumming a net loss of Rs. 30,000 (Rs. 60,000 — Rs. $0,000); at 15.000 units
production level, there is no profit or loss (Rs. 90,000 — Rs. 90,000) and at 20,000 units
production level. a net profit of Rs. 30,000 {(Rs. ,20,000 — Rs. 90 0-00} is made.

Thus, Profit = Conr.nbutlon (CN) — Fixed Cost (FC). At 15.000 units production level, the
company is just breaking even and so, it is called Break-Even Point (BEP) of preduction. Al
this level, the Contribution = Fixed Cosl, i.e. CN = FC.

BEP can be expressed either in terms of production level that would 1ake the venture *No
Profit - No Loss Level” or in terms of sales revenue.

- i) Capacity Utilisation Indicator

Usually, Break-Even Point is expressed in terms_of capacity utilisation. In other words
suppose the veriture can produce a maximum of 100 tons of Product A per year which we
can gall 1he installed capacity, at what percentage of installed capacily the venture must -
operate to reach the Break-Even level of production? This could be found out using the
below noted forrnula

BEP = _FC_ 100 = ... %
: SR -VvC .
where BEP = . Break-Even Production Level in terms of percentage
FC = Fixed Coslt per year in Rs.
VC = Variable Cost during that year
SR = Sales Revenue during that year

ii) Sales Revenue Indicator
Break-Even Point in terms of Sales Revenue could be calculated using just two figures viz.,
Fixed Cost and ‘Profit Volume Ratio’, .

One of the 1mponant ratios to watch in business, especlally in Brcak-Even Analysis is P/V
Ratio. It expresses Lhe relation between *Contribution’ (Sales Revenue — Variable Cost) and
Sales. In other words, it tells us that after meeting Variable Cost, what percentage.of sales
revenue is avallable to you to meet fixed cost and then, the extent of surplus generation.

Contribution _ Sales — VC Or SR - VC
-Sales © . Sales SR

Suppose, the Sales Revenue per-year is Rs. 4,000 and the varibaie cost is Rs. 2,000 then the
P/V Ratio is calculated-as under :

Thus, P/V Ratio =

P/V Ratio = Contribution/Sales = SR - VC/SR.
= M = 1 = (.5
4000 T2

In other words half of the Sales Revenue is available to meet fixed cost.

Havin g understood the concept of P/V Ratio, we can now see how (o calculate Break -Even
Revenue using the below noted formula:

Break Even Sales Revenue — Fixed Cost — __ FC
P/V Ratio ~ (SR - VC){SR

Preparation af the Business lan
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With the help of illustration, le1 us now find out how these formula can be applied. Lel us
take the example of a unit manufacturing a chemical product. The below noted illusication
gives details of all costs so that we can practice identifying fixed cost as well as variable
cost. Before one goes through this illusiration, one has to make sure that one has understood
the terminology and concepts discussed so far,

I. Cost of Praject

i) Land . Rs. 10,000
ii)  Building Rs. 99.000
iif) Machinery Rs. I‘.Ol 100
iv) Working Capital Rs. 91,500
v}  Preliminary Pre-operalive Rs. 5,000

eXpenses —_—
: Rs. 3.06.,600

IL Means of Financing

0 Long-term {san from SFC Rs, 1,57.000

i)y  Working capital loan from Bank Rs. 64,000
iii} Capital Subsidy ‘Rs. 31,000

iv)  Own Contribution Rs. 54,600
' Rs. 3,06,600

ITI. Cost of Production
i) Raw Maiterial Rs. 8,46.000

i)  Power Rs. 7.500
i)} Fuel Rs. 25.000
iv)  Wages Rs. 62,000
v) "hSmrcs. and Spares Rs. 6.000
vi) Maintenance Rs. 6,000
vii} Insurance - Rs. ) 5,000
viit) Miscellaneous Rs. 5,000
ix) Administrative Expenses Rs. 8,000
x)  Selling Expenses Rs. 65.000
%x1)  lnterest on Term Loan . Rs. 19,600

@ 123%onRs. 1.57lacs

— Interest on Working Capital Rs. 9.000

Loan @ 14% on Rs. 64,000

xii} Depreciation (Approx.)

{a) On building @ 5% Rs. 5,000
of Rs. 99,000
(b) On machinery @ 15% Rs. 15,000
of Rs. 1,01,000
Total Rs. 10.84.100
Say Rs. 10.84.000
IV. Other Information )
i} Installed capacity = 1500 Kgs. per year on single shift basis.
ii)  Operating capacity = 100% (for calculation purposes.)

42 i)  Sales Quantily = 1500 Kgs. valued at Rs. 850 per kg.




iv}y Profit (Sales
Revenue — Total Cost)

Rs. 12,75.000 — Rs. 10.84,000 = Rs. 1.91.000

From the data in the said illusiration, we have to do the Break-Even Analysis. The first step
for doing so is to segregate the cost components into Fixed and Variable Cests. One could
notice that there are certain items like maintenance cost; cost of spares and stores;
administrative expenses elc. that are neither Fixed nor Variable i.e. they can be classified as
Semi-variable cost,

Right now, we will not go into such intricate analysis. In case we have 1o identify Semi-
Variable Cost properly and accurately, we have to examine the given cost item and if it is
found that it is semi-variable in narure, split the cost items into various sub-componenis and
find out which one is Fixed and which one is Variable. What we will now do for the sake of
simplicity in calculation is to divide the cost components into just two parts viz., Fixed and
Variable Cos. If it is found that a particular item cannot be so classified and falls under the
category of semi-variable cost, we may 1ake 50% of thal item in Fixed Cost and rest-in
Variable Cost. Such an approach would not mislead us since those components of the cost
that contribule most 1o the total cost (in this illustration about 50% of the total cost is thal of
raw material) would be appropriately classified as FC or VC. Hewever, in practice, it is -
advisable to categorise the cost properly and in case of semi-variable cost take that
component which is fixed. under the title ‘Fixed Cost'. The iteins of cost as they appear in
the said illustration can be categorised as follows :

Ttem Variabte Co_f.l Fixed Cosi
1. Raw material . Rs. 8.46,000
2. Power Rs. 7.500
3 Fuel Rs. 25000
q Wages . Rs, 62,000
5. Srores & Spares o Rs. 6.000
5. Maintenance Rs. 3,000 ) “Rs. 3,000 ..
7 fnsurance* . Rs. 5,000
8 Miscellancous* Rs. 2.500 . Rs. 2,500
g Administrative Expcns_cs‘ Rs. 4,000 Rs. 4,000
10.  Selling Expenses Rs. 65,000
1. Interest on term loan Rs. 19.600
2. Interest on Working Capital Rs. 9.000
3. Deprcciation on Bldg, - Rs. 20,006

& Machinery

Total Rs. 5.68,000 Rs. 1,16,100

It could be norticed thal 3 items of cost “star marked® are semi-variables and for simplicity in
calculation 50% of the amount has been taken as Fixed Cost and the rest as Variable Cost.
For example, in this casc, wages are (aken as Fixed Cost because the job calls for skill and
skilled labour cannot be thrown oul just because the production gods down from 1500 kgs.
1o 1200 kgs. or so-per year. So, the categorisation indicated above cannet and should not be
considered as universally applicable.

As could be scen from the above statement to1al Fixed Cost of Rs, 1,16,000 (approx.) and
Variable Cost is Rs. 9,68,000. As a check. when we add both the figures, the sum total must
be equal to the toral cost as it appears in Serial No, III above. Now, with the fbllowing dala,
let us do the necessary BEP calculations using the methodology described above.

Fixed Cost (FC) = Rs. [,16,000
Variable Cost (VC) = Rs. 9,68.000
Selling price (SP) = Rs. 850 perkg.
Production at full capacity = 1,500 kgs. per year
Sales Revenue (SR) = Rs. 12,75,000
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Contribution = SR - VC Rs. 12,75,000 - Rs. 9,68,000

Rs. 3,07,000

FC/Contribution x 100

Rs, 1,16,000 + Rs. 3,07,000 x 100

37.78%

Break-even Production Level

This means that when the production reaches 17:78% of the lnslalled capacity (full capacny)
the venture will reach the level where there is neither profit nor loss.
Let us now see how to check the calculation:

Installed capacity 1500 kes. p.er year

37. 78%
ISDU x 330':]3 =.566.7 kgs. Approx

Break-even Point

Therefore, Production level

We have noted that the contribution is Rs. 3,07,000
- 3,07,“1) - 204 67
1500
It means that for every kg. of output a surplus of Rs. 204.67 is generated to cover the fixed
cosL. Now at Break-even Production level of 566.7 kgs., the contribution is 566.7 kgs. x Rs.

Contribution per kg. of output =

204.67- per kg.
= Rs. 115,986
Say = Rs. 1.16,000

This means that at a Break-even production level of 556.7 kgs. afier covenng all variable
costs, a surplus of Rs. 1;16,000 remains Lo cover the Fixed Cost.

By now one would have glready realised lhar the caIculali_ons are right. However, lel us see

- the below noted calculations

Profit = SR - VC —C = Contribution — FC
Al a production IEvel of 567 kgs.
Profit = Rs. 1,16,000 —Rs. 1,16,000=0

Let us now try to calculate the Break-even Sales Revenue:

Break-even Sales = 2. FC

P/V Ratio
PV Ratio = Contribution _ SR-VC
Sales SR
 _1275000-9.68,000 _ .,
12,75,000
_ Break-even Sales Revénue = L2 LGZE:OO =4,83,300

Thus, when Lhe Sales Revenue reaches the level of Rs. 4,83,300 then the venture neither
make profit nor loss. This calculation can be checked for its accuracy like the one we did to
calculate the Break-even production level. However, if one has understood the concepts of
Break-even Point and P/V Ralio discussed so far, one should be in a posmon 1c check the
calculation oneself.

While it'is not necessary to present the details of the calcuiation of BEP, as a part of the
business plan document, it i$ necessary to provide details breakup of fixed costs and variable
cosis and indicale BEP in terms of capacity utilisation as also sales revenue level.

Aclivity 9
How would you use break-even analysis to judge the profitability of the following ventures
(a) reuwil trade in stationary

(b) establishment offering pholocopying and fax services




8.14 IMPLEMENTATION SCHEDULE

It is essential to draw an 1mplcmemauo-| Schedule or a time- table for your enterprise. The
task of preparing such a schedule forces you .
* to enumerate lhe various steps which you will have 10 take prior 1o commencement of
commercial production.
¢ 1o appreciaie the inter-dependence among these steps and hence the chain-effect of
" delay in camrying out one step on overall implementation schedule.
s {0 work out a calendar for bringing in your own funds for implementation.

Implementation schedule is an aid to ensure timely implementation of your plan. Timely
implementation is important because if there is a delay, it causes, among other things, a
project cost overrun. A project meant to be implemented in 12 months at a cost of Rs. 15
lacs may entail an expenditure of Rs. 20 lacs, if there is a delay in implementation and this
may jeopardise the financial viability of the project itself. Hence, the need to'draw up a
schedule and more impenantly, to adhere 10 it .

You will recall that project cost computation includes interest during construction period.
The amount of such interest depends on your scheduie for drawal of term-lean funds which
in turn is tied up with your implementation progress. Thus, implementation schedule is
fequired.1o arrive at an eslimate of interest during construction period. :

Major Considerations For Formulaling Implementation Schedule
' While working out implementation schedule, bear in mind the following;

*  You will Tike (o carry out tasks involving capital expenditure only after the term-loan is
sanctioned.

®  Some tasks are sequential. For example, machinery can be installed only after it is
received. Some tasks are not sequential and can be carried out simultanecusly e.g.
electrification of factory building and recruisment of manpower.

*  Remember, implementation progress is not entirely in your hands. An unhelpful official
can hold up your term-loan sanction. A transport sirike may delay delivery of
machinery by a few weeks. A state financial institution may claim that a loaa is
sanctioned in 11— months, but enquiries with loanees may reveal that in most cases, it
takes 3 months. It this is so. provide for 3 months. Tt is, thus, imponant to work out a
realistic schedule and to build a sufficient margin of safety. .

Implementation Schedule: An llustration
Let us look at a typical, sim-le implementation schedule for a small project. (Staterment is
given below.)

This is a simplified overall schedule. It is possible to break this up into scores of specific
tasks. An inlerested entrepreneur can use Project Evaluation and Review Technique (PERTY
Critteal Path Method (CPM) to gain better insights into all implementation-related
operations.and to ensure a closer monitoring of implementation progress.

Implementation Schedute: an Illusiration

Preparation of the Business Plan

Task Manth 0 1 2 3 4 51 6 7 8 9 10 I 12

Study of business plan

2, Submission of term-lozn
applicalion

3.  Term-loan sanclion

4.  Negofiations and securing
possession of land

5. Building construction

™
A




Task

Monlh

Tic-up with supply

.utilitics (power, water)

7.  Placing order for machinery -

8. Receipt & Installation 1
of machinery - '

9. Recruitment of key manpower

10. Tridl Production

. Commencement of

commercial production
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815 COMMON ERRORS IN BUSINESS PLAN
FORMULATION -

We have covered the ways in which you should go about working on various facetsof a
business plan. If you work accordingly, you are likely to avoid major ervors. However, there
are some errors which are so widely noticed that we, though it amounts to repetition, have
chosen to highlight here:

Capacity-Ulilization Estimates¢ Gross Unrealism

_ Over-oplimistic and simplistic assumption with reference to wtilization of ingtalled capacity

is a pervasive feature of business plans. There are o many entrepreneurs who presume 80%
capacity-utilization in the first year, 90% in the second year and 100% in the third year. The
assumpltion is made in complete disregard of exising enterprise-performance, market
conditions, competition-level and possible technical snags. The business plan, in such a
case, is reduced 1o financial jugglery. It is exciting to make such an assumption and derive
satisfaction from financial-performance projection. But then, the projection is basedona
cotpletely false premises. Avoid this temptation.

Capacity Computation: A Miscalculation

The computation of installed capacity is a technical 1ask not always performed competently.
There are several finer points—die-changing lime, down time, periodic shut-down, capacity
of other equipments-—which tend to lower the overall installed capacity. An exaggerated
statement of overall capacity on account of entrepigneur being unaware of such finer points
is rather commonplace. So, pay attention 10 capacity-calculation.

Market Study: A Neglected Task .
Market study continues to be a grey area. It is relalively easy to work out technical
arrangement and to make financial-performance projection. You are, in these cases, dealing

-with specific or quantiable variables. Market study, in contrast, entails a less structured

probe and contending with less definite variables. So, there are entrepreneurs who pass by
this component of business plan completely. They cite deln"logra[:ihic (population, income,
etc.) statistics, present sketchy and inaccurate information on demand-supply position,
produce stray opinions and conchide that market is just there wailing to be tapped. This is an
attitudinal block. Make sure you do not develop such a block. )

Machinery Selection: Serious Errors : . :

This is a subject on which-faulty decisions are common. There are machinery-suppliers who
may never have made a ceriain kind of machinery, may not have ability to do so and yet
undertake to supply such machinery. The resulis are sometimes disastrous. There arg plastic
extruders which can scarcely extrude. These are being sold and bought by entreprencurs. A
small entrepreneur does not have the resources to replace or rectify the machinery. So, lake
care that you choose sound machines. :

Technology-Oriented Products: A Shaky Arrangement’ )

There are products which call for sophisticated technology or are not amenable to being
produced in the small-scale sector. The enuepreneur is swayed by reponed profit margins.
He relies on a technician who may have ‘worked in comparable enlerprise but does not have
the capability 1o line-up complete technclogy. Altérnatively, it is not possible to sel up
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enterprise within stipulaled financial resources. In other words, the technical feasibility is Preparation of the Business Plan

not there, The enterprise is fore-doomed to 1ailufe.

Project-Pruning and Resource-straining: Safe Limits Exceeded .

You havea certain amount of money to invesl. You are not in a Position to exceed a pre-
determined financial limit. This is understandable. However, there is an entrepreneurial
tendency to accommodare enterprise-parameters within such limit, even if it is not possible
1o do so. Thus, an entrepreneur may cut down built-up area or exclude some machinery ta
keep the project cost down—within his own financial limit. He may make most favourable
assumption on means of finance (75% of project cost to come as term-loan) while sore
amount of economy or optimism may be in order, this is sometimes carried out to such
.extreme lengths as to render the enlerprisé-]:roposal technically unviable (because important
facilities are missing) or unrealistic (in terms of proposed financial resource plan), It is
better not ro pursue such an enterprise-idea. So, do no1 distort technical viability or pin your
hope on the best deai from financial institutions to fir the proposal within resources at your
disposal. '

Project Cost: An Underestimate

The promoters of very small enterprises do not consider P & P expenses and working capital
margin, They, consequenily, underestimate the project cost and own resource requirement
(margin). The others tend 1o-play down magnitude of working capital margin. This is
because if the working capital margin is.large, financial institution will expect the
entrepreneur-1o ratse his own contributiorr 1o project cost. Thus working capilal
underestimales an error you must guard against.

Location Selection: Some Temptations ,

There are two major errors which an entrepreneur makes in respect of location-selection.
First, he is so completely swayed by the offer of financial incentives (subsidy, income-tax
concession) that he does not look into other criteria for Idcation-selec:ion. This sometimes
becomes the sole and ovemiding concern. He may thus choose a location’ which from the
standpoint of markel-proximity, raw material availability, manpower position and operating
cost-siructure, is eminently suitable. Then, there are instances of an entrepreneur choosing a
location merely because it is his homelown or he owns ancestral land—1though it is not an
appropriate location. Do not fall prey lo these temptations. If you are ‘selectin g a location,
take a comprehensive view, -

Selling Price: Unfounded Optimism

A new enterprise, despite offering comparable quality, may not be able to realise the selling
price which established enterprises do. The fact is overlooked. Worse still, entrepreneurs
assume a higher than prevailing price because they believe the quality of their product will
be superior. An unrealistic selling price estimate is an error. I1 js comforting 1o assume such
a price since it\will rnake the enterprise look very profitable. The comfart may be
shortiived. So, follow a conservative path while estimating selling price,

Cashflow in Initial Years: Poor Detail

The cashflow during implemeniation period and initial years is not charted out in sufficienr’
detail. You will be able 10 do this only if you ascertain the disbursement modalities of
financial institutions completely and work out a thorough cash-plan with built-in
conlingencies. They may expecl you to sperd from your own resources in the first place. It
may make direct payment to machinery supplier and reduce your flexibilily. There are
‘machinery suppliers and others who may expect advance payments from you. If you have
‘not envisaged such payments under your cashplan, your implementation will arind 10 a halr,

Avtiviry [0
From the sumple you walked 1o for Activily 5 collect information on their experienees about
the probable errois that can be mige wn developing the project plan.
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8.16 SUMMARY

The business plan is a blue-print of activities that an organisation proposes 10 engage in.
Besides being a guidefrost for aclivities it is an essential exercise required for the purposes
of developing cost and profit estimates, resource planning and feasibility testing, The project
report is one of the important documents needed for the purposes of oblaining external

' financing from commercial banks and other financial insitutions.

This unit provides an overview of the information needed and the sequence of aclivities
needed (o be carried out in order to prepare project report. Common errors in project
planning are also discussed.

8.17 SELF-ASSESSMENT QUESTIONS

1 © What is the need and significance of the preparation of a prbject report for a small scale
entrepreneur? Discuss with the help of examples.

2  Give an overview of the project preparation process.

3 What are the important infrastruclure consideration ﬂ{at yout should keep in mind before
deciding upon the site of your plam?

4 How would you plan for the technology input needed in your sma.ll'énterprise?‘

5 What are the. main project cost components for which of these courses would a

commercial bank offer financial assistance?

6 Explain the utility of break-even analysis for judging the profitability of small
. enterprises, with the help of an example.
7  Describe the common errors in project report formulation.

8.18 FURTHER READINGS

Richand M. Hédg'ilis; “Effective Small Business Management, Academic Press
Incorporated, Harcout, Brace Jovanovich. '

ST ST T R T




UNIT 9 OWNERSHIP STRUCTURES AND
ORGANISATIONAL FRAMEWORK

Objectives

After going through this unit you should be able to:

® Describe the different organisation alternatives open to you

» Distinguish bétween a proprietorship, a partnership and a company

® Explain the relative advantages and disadvamages of these legal forms

#®  QOutline the important considerations in the selection of an appropriate organisational
form. )

Structure

9.1  Introduction

9.2  Forms of Business Organisation

9.3  Proprietorship

9.4  Partnership

95  Company ’

9.6  Forms of Ownershlp—Advanlagcs and Disadvantages
9.7 ' Taxation and Leghl Forms of Organisation
9.8  Zeroing in—Making the Selection

8.9  Summary

9.10 Self-assessment Questions

9.11  Further Readings

9.1 INTRODUCTION

In the earlier units you have studied about environmental scanning. Opportunity appraisal
and preparation of the business plan for your enterprise. Integral to all these steps is the
decision to choose upon the legal form of organisation within the framework of which your
plan to carry out your activities. This unit describes the various forms of business
organisation, their comparative advantages and disadvaniages, the tax structure associated
with each form as well as the criterion that govem the choice of-a particular form of
business organisation.

9.2 FORMS OF BUSINESS ORGANISATION

As an entrepreneur, you wish to have a business of your own, but a1 the ipitial stage you are
usudlly neither bothered nor keen to know what the legal and other aspects of the forms of a
business enterprise are. But you can not postpone this decision for long because if you wish

_toraise a loan, your banker would like to krow about the form of organisation you have
found. If you require a good team of employees, they might like to know about it and so on.
So beforeé you abruptty take a decision to opt for one or the other form of ownership of
business, Tet us understand the various options. Your decision has Lo be very caution because
every form has its inherent advantages and disadvantages, limitations, attendent risk and
manner of operation. Further, your decision about choosing a specific fon‘n of ownership is
guided by various factors such as ;

i) your personal capacity Lo take decisions, manage and control particular situations,

ii) your capacity lo cover risk,

iii) .your professional background which includes ydur educaticnai background, technical
expertise and experience or expertise in manufaciure of proposed product, and

iv) your capacity to invest in your dream enterpnsc

Harendra Agarwal before going in for his chemical manufacturing business was curious Lo
know from his Chartered Accountant as to why a formai organisation is needed. His
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" Chartered Accounltant sdtisfied ‘hlm by telling that any nctw:t_y done by an entreprencur has a

definite objective, which is a step lowards his warget, which in turn needs an organisation in-
one form or the other. Consequently any business aclivity in order to be coordinated and
managed needs to bc organised in a formal pattern of relauonshlp Telating to ownership and
control.

Further, at your desire you are free 10 change the form of ownership chosen. If y0|-.: staried

. Your business as sole proprietorship, you may convert it lo parinership or 1o a company, .or

vice-versa, whenever you want. Your options are confined to the following forms of
ownership: .

(i) Indiyidual Proprietorship

(ii) Partnership-Joint family business

(iii) Partnership with others . -

(iv) Private limited company

{v) Public limited company

(vi) Co-operative socie[y\ .

Activity 1

Talk 16 some entrepreneurs about o sel ep their own business. What is the form ol business
organisution ihey have @ mind? Deseribe tw o important reasons they cite for choosing the
desired form,

Let us understand what each of these options offer?

9.3 PROPRIETORSHIP

You are master of your show. In a proprietorship the enterprise is owned and controlled only
by one person. Here a single person sows, reaps and harvests the output of his labour. Of
colrse there are his relatives, friends, family, financial institutions, Government and his
employees to assist him. This form is one'of the most popular forms in India and the reason
for its being so popular is, the advanlages it offers.

Akhllesh Das of Continental Enlerpnses preferred a sole proprietorship because his business
was going lo be very small and thc degree of risk involved, not very high. Ravi Bhushan
preferred this form of ownership for his business because it does not require legal
recognition and atiendent formatities. In this form of ownership, business can be started

simply after obtaining necessary manufzacturing licenSe and permits.

9.4 PARTNERSHIP

When the quantum of business is expecied to be moderate and the entrepreneur desires that
the risk involved in the operation be shared, he may prefer a partnership, Swatantra Rastogi
and Shashi, when they started a business of road construction preferred a partnership
because one of them had experience of road construction and the other had money. In India
the law relating o the parinerghips is given in the Indian Partnership Act, 1930. A
partnership comes into existence when two or more persons agfee to share the profits of a
business, which they run together. This business may be carried on by all or-by any of them
acting for all, Those who thus enter into an agreement are individually called =s ‘partners’
and collectively they are called as firm. The name under which their business is carried on is
called the ‘Firm name'. Some say that firm is nothing but an abbreviation for partners. The'
characteristics of g partnership are: -




(1) Partnership is the outcome of a voluntary agreement between the persons, who after the Ownership Structures and
agrecment has been arrived at, would be known as partners. Therefore, a parmership Organisational Framework
cannotl come into existence by a law or by status and a partnership agreement shauld

have all the essentials of a valid coniract.
y

ity A relation of partnership can be entered into between persons only Maximum number
of members that a firm may have is twenty but if the agreement is to carry on banking
activities, nol more than ten persons can be a partner in such a firm. A partnership
become illegal if it includes more than stipulated number of persons.

Although it is Teft to the choice of the partners to decide as to what should be mentioned in
their partnership agreement but usvally following matters are spelled out in the agreement:

The object ard duration of parinership
The dulies of periners
The right of partners
How the losses and profits of the busmcss shall be divided
" Procedure to be followed when any partner wishes (o withdraw from the partnership or
a new partner enters the business
Manner in which any centroversies that arise out of the partnership agreement will be
seitled.

Mk W

&

In order to appreciate a partnership we should distinguish it from certain non-contractual,
quasi-partnership relationships. which may be created on account of specific customs of
personal law. The members of a Hindu undivided family carrying on 4 family business as
such, or a Budhist husband and wife carrying on business as such, are not partners in such
business. These relationships do not come into existence owing 1o a voluntary agreement
amongst them and are therefore not partnership but “joint ownership”. The contract by
which the parinership is created may be express or implied. It is express when itis in writing
or is created by words of mouth: it is implied when it is to be inferred from the conduct of

- the parties or from the circumstances of the case. But in view of the disadvantages suffered
by a unregistered firm it is in your interest that the parinership agreement should be drawn in
the beginning and signed by all of you, who have agreed to enter into a partnership. It is
advisable even when you are intending lo commence the relationship with your wife. The
losses are a fact of business life. The panners are free to provide in their partnership
agreement that one or more than one of them will not be respons:ble to the losses of the
busmess

(iit) Another characteristic of a partnership is sharing of profits of business amongst the
pariners. Unless specifically mentioned, all partners are supposed to share the profits and
losses of the business in equal share. Sharing of profits is a hallmark of a partnership but
everyone who lakes share in profit does nol thereby becomes a partner. The receipt of such
share or payment—by a lender 6f money to persons engaged or about to engage in any
business or by a servant or agent as remuneration or by the widow (or ch|ld) of a deceased

* pariner as annuity or by a previous owner of past owner of the business, a5 consideration for
the sale of the gpoodwill or share thereof, does not of itself make the receiver a pariner of the
persons carrying on the business.

(iv) The business of partnership may be carried on by all the pariners or it may be carricd on
by any one of them acting for all. This element of partnership—mutual agency-—shows that
the persons of the group who manages the business do so as agents for all the persons in the
group, are bound by their acts and liable to account for all.

After knowing the essential characteristics of partnership let us remember that a parinesship
may be created for a fixed périod only or even for execution of a particular venture. It is a
fundamental feature of partnership that every partmer has an option to withdraw from the
partnership at anylime, after complymg with the formalities stipulated in th€ Act and in the
partnership agrecment.

'A patural query at this stage may be~Can a minor become a partner? The answer is no, but

with the consent of all the partners, the minor may be admitted to the parinership to share

the profits of the business, carried on by them. Such a minor.has the right 1o such share of '

the property and of such profits of the firm as may be agreed upon, the point to remember is

that the minor is not personalty liable for the losses of the business, only his share in the . 51
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parinership business is liable for the dcts of the firm. When such minor attains majority or

when he obtains knowledge that while he was a minor was admitted to the benefits of
pannershlp, which ever date is earlier, within six months of such dale. such person is
required to decide whether he elects to become or not to become a partner, in the firm. Such
election shall determine his position as regards the firm. If he decides 1o becomne a paner
his rights and liabilities continue from the date on which he becomes a partmer and he also
becomes persenally liable 1o third parties for all acts of the firm done since he was admitted
Lo the benefits of partrership.

If he elects not to become a partner in that situation his rights and.liabilities shall continue to
be those of a minor upto the date on which he gives public notice of hlS intention of not
continuing his relationship with the firm. -

Duties of partners

Partners are free, of course, subject-to the provisions of the Partnership Act, to agree upon
their mutual rights and duties. This agreement is not immutable and the terms of the
agre¢ment may be varied by consent of all the partners. Usually the parlners agree to the
following dulies :

(1) that any partner shall not carry on any business other than that of the firm while he is a
parter;

(2) that the partner will attend to his duties diligently in the'conduct of the business;

(3) that he shall indemnity the firm for any loss caused to it by his fraud or wilful neglect in
the conduct of the business; :

(4) that he shall not derive any profit for himself from any transaction of the firm of from
the use of the property or business connection of the firm or the firm name;

(5} that he will be liable]ointly with all other partners and also severally for all the acts of
the firm done while he is a partner; '

(6) that he will remain just and faithfull to other partners and will render true accounts and
full information of all things affecting the firm 10 any partner of his legzal representative.

Rights of partners

As the parmers are free to decide their duties, they are likewise free to decide by contract
between themselves their mutual rights. Usually a pannersh:p agreement guarantees the
following rights to every partner -

(i} thatevery partner is entitled to take part in the conduct of the business;

(ii) thatevery pariner has a right 1o have access to and to inspect and copy any of the books
of the firm;.

(iii) that every partmer is entitled to share in the profits eamed;

(iv) that every parmer:has a right to be indemnified in respect of payments made and
liabilities incurred by him in the ordinary and proper conduct of the business;

{v) (hat cver).( partner has a right lo be consulted and heard before any decision is taken in
relation to any matter concemning the [irm;

{vi) that if ahy partner makes for the purpc;ses of the business, any payment'or advance |
beyond the amount of capital he has agreed 1o subscribe, ts entitled to interest thereon.

Activity 2 ‘

Discuss with 2 small partnership to find oul

(a) How have the objects of partnership been defined?
(b) How are the righis of partners defined?

{¢) What is the profit sharing ratio of these partners ?




Registration of Fi. ...

The law relating to registration of firms is very interesting. While it is not compulsory for a
firm to get itself registered but it becomes highly desirable for firms to get themselves
registered, bécause of the limitation, unregisiered firm has to face.

For the purposes of registration the State Govemment appoints 2 Registrar. When you want
to get your firm registered you may send your application (o the Registrar of Firms along
“with prescribed fee. This application may be sent by post or may be delivered in persen to
the Registrar of the Area in which the place of the business of the firm is situated or
proposed o be situated,

The application has 1o be in the form of a statement which should indicate
(2) The firm-name,

(b) the place or principal place of business of the firm,

(c) the names of any other place where the firm carries on business,

{d) the date when each partner joined the firm,

(e) the names in full and permanent addresses of the partners, and

(f) the duration of the firm.

This stalement should 1hen be signed either by the partner or by their agent specially
authorised in this behalf. After affixing their signatures, these signatures have got to be
verified. When the Registrar is satisfied that all formalities relating to registration have been
properly complied wiih, he shall make suitable entries in a regisier known as Register of
Firms and shall issue a cenificate of registration.

In order to fully appreciate this part, you should know the effect of non-registration of a
firm. If a firm is not registered,

(1} No suit.ilo enforce a right arising from a contract or conferred by this Act shall be
institwled in any court or on behalf of any person such as a pariner. Such a suit can
neither be instituted against the firm nor against any co-pariner including a past co-
partner. :

(2) No suit to enforce a right arising from a contract can be instituted by or on behalf of a
firm against any third party.

{3) Neither the firm nor any partner is compelent to make a claitn of set off or other
proceedings based upon a coniract.

However this disability dees not resirain the third parlies Lo sue the firm or any parner for
the enforcement of their rights.

L. Dissolution of Firm -

If one or more than one partners leaves the firm and other partners conlinue the firm, it is
called dissolution of parinership but when all and each one of the partners ceases-to carry on
the business and decides 10 separate, il is dissolution of the firm. Strictly speaking, the
dissolution of partnership between all the partners of a firm is called the “dissolution of the
firm”. A firm may be dissolved with the intervention of the court or wilhout the intervention
of the court. Following are the wilys in which a firm may be dissolved ;

{1} wilh the consent of all the panners or in accordance with a contract between the
pariners; since a parinership is creared by a contract, it can be dissolved by a contracl.
Alanytime during the firms life, all partners may decide to dissolve it or may dissolve il
in uccordance with a contract already made in the partnership agreement. Mohit Kumar
and Ajay Kumar are partners in a firm. The partnership deed provides that the firm can
be dissolved only by mutual agreement. Mohit Kumar wans to dissolve the firm. He
cannot compel Ajay Kumar to dissolve the partnership.
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The situation would be different of the partnership is Partnership at will. In such a case the
[irot may be dissolved by any partner giving notice in writing to all the other partners. The
firm in such-a case shdll stand dissolved from the date of notice. If no date is given in the
notice the dissolution will be effective from the date of the communicatiomr of the notice.

2. Compuisory dissolution
Under any of the following circumstances a firm is dissolved :

(a) by 1he adjudication of all the pariners or of all the partners but one as insolvent, or

(D) by 1he happening of any event which makes it unlawful for the business of the firm to
be carried on or for the partners Lo carry it on in partnership.

M/s. Rainbow Financiers which has twelve partners are carrying on business of financing
automobiles. The Parliament passes an Acl which makes it unlawful for any firm having
maore (han len partners, to carry as such business. The partnership is dissolved.

However, if the firm carries on many separate undertakings or adventures, the illegality of
oue or more shall not of itself cause the dissolution of the firm in respect of its lawful
adventures and underakings.

3. Dissolution on the happening of certain contingencies
If ihe partners so agree a firm is dissolved
(a) if constituted fora fixed term. by the expiry of that term;

p
(b) if constiluied to carry oul ene or more adventures or under[akmgs by camplelion

thereof;
(c) by the dealll of a partner; and
(d) by he adjudication of a pariner as insolvent.
4. Dissolution by Court

Under any of the foltowing circumstances any partner may present a petition before the
Court for the djssolution of ihe firm, whereupon the court may dissolve the firm, when'

(a) any partner has became of unsound mind;

(b) any other partner has became in any way permanently incapable of performing his
duties as pariner;

(c) any other pamier is guilty of conduct which is likely to affect pr&judlcm‘lly the carrying

on of the business, regard being had to the nature of the business;

(d) any other partner wilfully or persistently commits breach of agreement relating to the
management of the affairs of the firm or the conduct of its business, or otherwise so
conducts himself in matters relating to the business that il-is no1 reasonably pracncable

_ for the olher partners Lo carry on the husiness in partnership with him;

() any other partner has transferred the whole of his interest in the firm to a third party, or
has allowed his share to be attached or o be sold in the recovery of amrears of land-
revenue or of any dues recoverable as arrears of land-revenue due by the pariner;

(f) 1he business of the firm cannol be carried on save at a loss; or

-(g] there exists any other reasonable ground which renders it just and equitable that the firm
should be dissolved.

Activity 3

Partnership has 4 temporary existence in that it can be dissolved with comparative ease.
From 5 entreprencurs who have had experience of running partnerships earlier find out and
describe

«(#) What ure the most common reasons for dissolution?

{1} Do you think these causes can somehow be taken care of, to make the exislence of this
lirm more stable?

-
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9.5 COMPANY

Besides partnership, which is a very common form of organisation among small
entrepreneurs, another form of ownership that you should know about is a Company. The
law relating to companies in India is contained the Companies Act of 1956,

Let us know what a Company is? A company may be undersiood as an association of
persons in which money is contributed by them. to carry on some business or underiaking.
Persons who centribute the money are called the shareholders or the members of the
company: Given below are the characteristics of a company:

(a) Artificial legal person : As soon as an associztion of people gets incorporated as 4
company, assumes 1he identity of an artificial person. Since the company afier
incorporation, in the eyes of law is treated as a person. the company may sue or be sued
by its members/shareholders whenever any breach of their rights or duties is committed,
As a person the company can enter into contracts in i1s own naa,e and likewise may sue
and be sued in its own name. -

(b) Separate legal entity : As is apparent {rom the above description after registration the
company acquires a personality of its own which is distinci and different from the
personality of the members/shareholders constituling the company. Although an
independent person yet the company can neither think. nor do anything by fiseif,
iherefore its affairs are managed by a Board of Directors. who manages the affairs of
the company on behalf of the company and in accordance with its Memorandum and
Articles of Association. '

(¢) Common Seal ;-A company. being a naiural person acis through na.ural persons
(directors and other authorised managerial personnels of the company). Hence when
any contract is entered in the name of the company. the company’s seal is required 1o ba
put on the same, in order to make the contract binding on the company.

(d). Perpetual existence : The company being a creation of law is not effected by the
Joining, leaving, death, insalvency or insanity of any of its shareholders. Since the
company enjoys a separate legal existence from that of its members, any variation in the
num_Ber or identity of its members does not affect the corporale existence and corporate -
identity, It is rightly said “members may come, members may go but the company goes
for ever™. Further since a company comes inlo €xistence only through a process of law,
it can only be dissolved through a process prescribed by law,

(e) Transferability of shares : The shares of a Joint Stock company (except private
company} are (reely transferable. A private company through its articles places certain
resiriclions gn the lransferability of its shares. For all other joint slock compilnics
members owing fully paid up shares can freely wransfer their shares it a stock exchange
or through agreemenis entirely on their own discretion but subject to the rules of the
company. Any absolute restriction on the transfer of shares of lhe company is however
avoided. '

() Limited liability of members : This churacleristic emerges as one of the mujor
advantages of this form of organisation. In case of a company limiled by share. the
Jiability of the members of the company is limited 10 the nominal value of shares held
by therh. In case of a compuny limited by guarantee, members are liuble only to the
extent of the amount guaranteed by them.

An incorporaled company is a corporate body and by fiction of law it is remed as a legal

person. This means that » compuny has 4 personalily of ils own. The company thus has 4 55
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Getting Organised constituting it. Consider this example. Ajuay umar. Arun Kumar, Mohit Kumar and Sadhna
- form a company and get it registered-in the name of Miuer Kumar Pvi. Lid. Once the
company is registered this company Miuer Kumar Private Lid. will be regarded as a person
and as such would have an independent personality differens from the personality of Ajay
Kumar, Arun Kumar; Mohit Kumar and Sadhna., ) '

Aclivity 4
. State whether the following siatements are true or false?

(a) Under law the company is ireated as a separate perspn

(b) The property of the members of the company is separaie from that of the
compuny

(c) The shares of every type of company are freely transferable

(d) The death of all the membcrq of a company would affect the existence of
the company

(¢) The members of a company have only limited liability

diRiigill

()" The company cannol sue in its own rame

Depending upon the type of restriclions you want 1o impose upen your organisation, you
may form a

(1) Private Company, or a

(ii) Public Company.

Under Section 3(1) (tii) of the Companies Act, a Private company has been deﬁned asa
company which by its Articles of Association

2) restricts the right to transfer the shares, if any,
b) limits the number of its members to fifty, and

¢) prohibits any invitation to the public to subscribe for the shares or the debentures of the
company.

A public company by definition Sec. 3(i) (iv) is a company which is not a private company.
By implication, therefore public company is one, registered under the Companies Act which
places no restriction by its Articles of Association on the transfer of shares or on the
maximum number of members/shareholders and can invite the public to subscribe for its
shares debentures and public deposits. You must understand that these provisions also mean
that any member of the public who is willing to pay the price may acquire shares and
debentures of your company. This has interesting implications for dilution of ownership and
control which you may like 1o consider before deciding upon the organisational form. The
distinction between a private company and a pLIbllC company have been detailed out in
Table 1 below:

Table-1
: 1. Formation Public Company Private company

a) At least seven members are a} Al least iwo members arc
required required {

b) Formation is difficult becausc b)  Fonmation is simpler.
il requires many formalities . Documents relating to
such as consent of the directors, directors™ acquiring
copy of contract to a¢quire qualification share are
qualification share within not required (o be
stipulated time, has te be filled submilled te 1the Regisirar
wilh the Registrar of companies, ol Companies. nor director's
Before such company can commence consenl 10 act as direclor is needed.
business it should oblain cenificate " Such company can commence
of Incorporation as Centilicaic of irs business soon after,
Comméencement of business. obldining ceriticate of

Incarperation.

¢}  Minimum number of direclors ¢) = Minimum number of directors *

needed is three. ’ nceded is two.
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2. Prospectus

3,  Documenis

4. Alloiment
of shares

3. Transfer of
shares

6. Direclors

1. Suamwrory
meeting

d)

c)

a}

a)

by

.a)

b)

<)

a)

b}

a)

b}

)

d}

a)

Public Cempany

Minimum number of members
needed is seven,

No restriclion on the maximum
number of members

Filing of prospectus or 4 statement
-in licu of prospecius with the Registrar

ol Companics is necessary before
company can allot shares.

Seven members have 1o sign
Ihe memorandum and zrticles
of association.

If need not prepare articles if it
chooses 1o adopt table A of the
Companics Act as its articles
of association.

Shares cannot be allored

“1ill the amount of otaximum

subscription in cash has been
received.

<uan issue only cquity
ang preference shares

Invitatian 10 public 1o
subseribe for the shares,
debentures or public
deposits can be made
lhraugh prospecius,

Shares are freely transferable
and can be quoted on Lhe slock
exchange

Company can issue bearer
share warrant,

Law places restrictions on
Ihe remuncralion payable w
directors

Directors are subject to
relirement by rolation

Loans 10 directors cannot
be sanctioned withoul approval
of the Central Gevernment,

Any director having an

interest in any subjeer matter

of the meeting can not participate
and vote on the issue, ;

Company must hold a stalulery
meeling and {ile a staturtory report
wilh the Registrar of Companies
within six momhs from the date
of obtaining the cenificate of |
commencement of business,

d)
c)

a)

)

b}

2)

b)

c)

a)

b)

a}

b)

c)

d}

a)

Private company

Minimum number of members
needed is lwo.

Maximum number of .
members canmot exceed fifty.

Not needed

Only two members need 1o
sign the documnents

Articles ol association have

to be compulsorily (ramed

as the company places

certain resirictions on

itsell theough the provisions of
its anticles,

No such restriction is
applicable

<an issue both equity and
preference shares as well‘as
sharewith disproponionale
voling rights )

na such public invitation can be
made

Transfer of shares restricied
by the anicles Ikerefore shares
cannol be quoted al the stock
Exchange.

Such warranl cannot be
issued.

No such resiriclions applies

Directors are not liable to
reire by rotalion.

Direclors can borrow from
their company without the
approval of the Central |

Govermnment

Inerested director can
panticipate as well as vote

No such resiriction applics.

In view of the restrictions discussed in relation to the private company you may think that it
may not be a very preferred form of ownership. On the contrary a substantial number of
entreprencurs prefer to form a private company; as the private company has been granted
several privileges under the Companies Act. Some important privileges among those are:

a) Forforming a private company only two members are required.

b) Such company may commence business immediately after incorporation.

€) A private company is not required to hold a statwtory meeting nor is it requiped to file a

statutory report. -
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d) Such company may issue any Kinds of shares and allow disproportionate voting rights,

e) A privale company need noi file a prospectus or a statement in lieu of prospectus, to the
Registrar of company.

f) - The directors of a private company are nolreguired 10 file their consent to act or to take
up their qualification shares prior to their appoiniment.

g) The directors of a private company are eniitled to vele on a contracl in which they are
interested. .

h) A non-member can not inspect the copies of profit and loss account filed with the
Registrar of Company. -

i) Limits-imposed by Seclion 309 of the AcL, on payment of maximum managerial
remunerations are not applicable.

j) Restrictions on the appointment and reappointment of managing dircctor are not
applicable. )

Activity 5

Whal in your opinion is a4 more suitable form of company for a small enterprise—a privale

or i public company? Discuss with entreprencurs manuging both these ivpes of concerns, to

explain their views on the suilability of public vs, privaie company form? |

In case of both privale and public companies, on the basis of liability of members,
companies can be classified as;

a) Company limited by share
b} * Company limited by guarantee
¢) Unlimited company.

Company limited by share is a registered company in which the liability of members is
limited to the amount remaining unpaid on the shares held by them.

Company limited by guarantee means a company in which each member is liable, in the
cvent of liguidaticn, o pay a specified sum of money, guaranteed by him. If the guarantee
company has share capilal also, the members have two fold liability; to pay the amount
which remains unpaid on heir shares, whenever called upen (o pay and secondly to pay the
amounl payable under the guaraniee when the company goes inlo liquidation. The voting’
power is a guaraniee company is determined by the sharcholding and not by the guarantee.
An unlimited company (Section 12(2-C) is a company not having any limit on the liability
of its members. In the event of the winding up of the company, the liability of the members
may reach upto the fimits of their personal assets, 10 meel the obligations of the cotfipany.
Such companies may or may not have share capital. It may inierest you to know that the
company law recognises some more classes of companies, important among them are

(a) Govemment company

-(b) Foreign company S R e

(c) Holding and subsidiary company, U i Tusn s IGUNY
) el TG 2Tt A VA

A Government company is one in which “nok less than 51% of 1he paid uplshé{e_ga‘pila is

held by the Central Government or by any State Government o Govermthénts 6f partly by

Central Governmen! and partly by one or more State Govertistietits: Indian Telephones? (¢

Industry, Hindustan Machine Tools, and Hindustan Aeronanlics, Limited ,g;p,g;gg,mp;?s;pf a- "

Govemment company. FOANT SENILLTE

S ey il -

TEETE T — T T




A foreign company is a company which is incorporaled in a couniry outside India under the
law of thal country bui has established a place of business in Indiz. Some of the provisions
of the Indian companies Act are applicable to such companies. A foreign company may be
either a privalte company or a public company. -

A holding company is one which has another company as its subsidiary. According to
section 4 of the Companies Act, a company shall be deemed to bé subsidiary of company B
if and only if

(i) company B (holding company} controls the composition of the Board of Directors of
Company A (subsidiary) or

{ii) Company B (holding company) controls more than 90% voting powers of company A
(subsidiary) or :

(iti) il company A is a subsidiary of company C which is itself the subsidiary of the
" company B '

Formation of a company )

As you must have earlier noted a company comes into existence only afier registration, For
registration the following documents need to be filed with the Registrar of the companies of
the State in which the company wants to have its regisierd office.

(i) Memorandum of Association : It is 2 document originally created for every company -
which govems the area of operation and the relations of the company-with the third
parties. It mentions the name of the company, place of its registered office, object/
objects of the company and lays down provisions regarding its capital and the liability
of its members, shareholders and lastly a declaration by the' members of the company
and they have associated to form a company and that all the necessary formalities have
been complied with.

(ii) Articles of Association : It is another document consisting of regulations for all aspects
of the internal management of the affairs of the company like the rights of members,
conduct of meeting, appointment and removal of directors etc.

(i) A list of persons who have given their consent to be the first directors of the company
(Applicable in case only of a public company). -

(iv) A written undenaking by each of the proposed director to accept and pay for their
qualification shares, if any (Applicable only in case of a public company).

(v) A statutory declaration, by a Chartered Accountant as director of Company or an
‘Advocate or the secretary or a person who is named alongwith the required registration
fee and the stamp duty, declaring that all the legal requirements of ithe companies Act in
respect of formation of the company have been complied with. As the company has not
yet come into existence, the preparation of these documents and fulfilment of the
attendent formalities are undertaken by a group of individuals, an individual interested
in the formation of the company called the promoter of ;hc company.

After being satisfied that'all the documents are in order and all the formalities relating to
JTegistration of 4 company have been complicd with, the Registrar of Companies would
register the company and would issue a certificate of Registration of the company. A private
company can commence its business after obtaining this certificate. But a public company

* cannol commence its business unless it has oblained yet another certificate from the
Regisirar of Companies—Certificate of Commencement of business.

Management of the Company ]
You have already noted that a company is managed by the system of representative
management i.e. through the medium of individuals known as directors, collectively known
2s the Board of directors of the Board. The direcitors act as the brain of the Joint Stock
Company. Legally their position is that of an agent of the company in some aspects and that
of a trustee-in some other aspects. As a trusiees, in respect of the properties and powers of
the company, the directors are expected act in good faith and in the interest of thie company
as the company with outsiders and are liable in all cases where an agent is personally liable
under tte taw of contract. Although in matters relating to the management of the company
.the directors are the highest authority, legal restriclions on their powers have been put
through the Memorandum and Anicles of Association, the Companies-Act and the general
law of the land.
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Winding up and dissoluticen of the company
Being a creation of law a company can be wound up only through a process prescribed by
law, Winding up is the process by which the assels of the company are realised ang used for

the subsidiary of company B then company A, is a subsidiary of company B. A company can

be wound up by the following modes:
1. Winding up by court,

2. Voluntary winding up: Member's voluntary winding ui:.
Creditor's voluntary winding up .

3. Winding up under the supervision of the court.

You must be clear about the fact that even if all the members of the company or all the
creditors or both agree 1o dissolve the company as their even they cannot do so except
through a process of law as a company like partnership has not come into existence through
a control between members bul through a process of law.

b =i

9.6 FORMS OF OWNERSHIP—ADVANTAGES AND
DISADVANTAGES OF ORGANISATIONAL FORM

Having understood the salient characteristics of different forms of business organisation, let
us now assess Lhe relative advantages and disadvantages of these forms.

The proprietorship -
A sole proprietorship, as you know, is a business owned and controlled by onc person and
being the simplest forms of a business enterprise has several advantages such as

Lack of restrictions
-Owner's enjoyment of all profits
Owner's freedom to take all demsmns
Financial advantages

Tax advantages

Secrecy.

S A

Lack of restrictions

Lack of restrictions or minimum legal restrictions is the distinguishing feature of a
proprietorship concem. In a proprietorship ihe entrepreneur is required to file few reports
and is not required to draw up legal docuements to commence his business nor is he required
to pay any fees to set up his business. No formal registration is statuterily needed, Most
common amongst the proprietorships are the sole proprietorships i.e. ene person operating
the whole business.

Owner’'s enjoyment of all profits
One advantage of proprietorship is that the owner keeps to himself all profits of his lebour.
Unlike other forms of ownership, in a proprietorship, there is ne other person to share his

_profits, which in turn is a source of great personal satisfaction to him. He may work for as

many or as few hours-a month, as the proprietor.

Owner’s freedom to take all decisiens

Another advantage of proprietorship is that the proprietor is free 10 make all decisions.
There is no other person who can weigh him down or create adminisirative problems for
himn. In this way he may freely concentrate on his business.

Ravi Khatoo owns a nursery which employs 19 people. The nursery has been operating
quite successfully during-the entire period. Number of customers has increased by an
average of 30 per cent per year. One factor behind his sale strategy is that he makes a discret
option in offering the plants at a particular price and is not bothered about the profits. His
prime object is the future business which he thinks he is likely to get from & particular
person. This freedom of decision has paid good results to him.

" Financial advantages

One major advantage of a proprietorship is the financial advantage involved in this form of
ownership. Personal reputation and his personat assets stand behind the concern. Whenever
needed the proprietor can draw upon both to augment his business Tesources.




Tax advanlages Ownership Struciures and
A proprietorship form of legal organisation has cerlain tax advamages which are: nol Organisational Framewark
available to the other forms of business ownerships. Individual proprietorship income is

taxed only once while corpgrate income is at occasion, 1axed twice. Tax action with respect

to all the forms of organisation is discussed separaely.

Secrecy

Secrecy is another major advantage offered by proprieiorship. In present day business
atmosphere, the less a compelitor knows about one's business, the belter off one is. In
proprictorship the proprietor is required to reveal very few things to others, about his
operations, he can keep his business secrets 10 himself and the compelitor can only miake
guesstimales regarding its sales, profit margins and overall financial strength.

Disadvantages of the Proprietorship

1n spite of all the above mentioned advantages, there are some drawbacks associated with
the proprietorship. In deciding whether the typ~ of operation will suit him best for the
business, the entrepreneur needs to consider such things as:

(1) Owner's probable lack of ability and experience—

The owner may truly tack requisite ability and experience o run a business enterprise of his
own. Though this flaw in the entrepreneur’s capability does not apply in sole proprietorship
only, it could.apply as well in partnership and companies. In Yhe latter cases the lack of
ability and experience may be compensated by the ability and experience of other partner/
directors. In sole proprietorship since the entire decision-making is centralised in the
owner’s hands this flaw may become a deblitating one,

(2) Difficulty in rdising capital—The raising of capital single handed can be a problem as
the owner has only his own asset and goodwill to faliback upon, abetted by the assisiance
provided by 1he financial inslitutions. As a generalisation one person would have less to
invest to meet the capital needs of a new small business then a group of owners, If the owner
does not wish to share the ownership of the business, the alternatives for raising capital for
his business are rather limiied.

(3} Limited life 0?' the organisation—The life of the proprietorship depends solely on the
praprietor. If he dies, becomes insolvent or permanently incapacitated or insane, 1he
business may wind up. This has impligations not enly for the employees of the organisation
but also for the creditors. It is this implication which finds an expression in Ike festrictions
on credit granted 1o the sole proprietar, It is not uncommon to find cregitors requiring the
proprietor to carry life insurance sufficient to méet the financial obligations of the
praprietotship.

(4} Lirmited size—There being only one owner of the business the amount of capital that can
be raised for operation and consequently the probability of attaining a large size are limited.
This is especially true since the growih of a proprietorship is to a large degree dependent
upon reinvested profits. As the capital that can be raised is limited the growth of the
business can also autain only a limited size. The problem of size may afso have managerial
ramiftcations. Being the only owner the proprielor is responsible for carrying out all
decision-making activities and quite a few of the aperational ones. This can become a
burden as the business increases in size. Delegation of authority offers a solution, but the

“major decisions continue 10 be the owner’s responsibilily. It is then that he makes a
conscious decision on whether or not 1o increase the size of the business enterprise any
further. ’

(5) Unlimited liability-—By far the greatest disadvantage of sole proprielorship is that of
unlimited liability. The sale proprietor is personally responsible for all the debts that he
incurs. The creditors having a claim on these debts can exercise it against both the business
and the personal assets of (he proprietor. For example of the proprietorship operation is
worth Rupees 10 lakhs bul the proprietor has debts of 25 lakhs. The credilors can sue the
proprietor and force him 1o liquidate personal assels to pay the financial obligations. What
this amounts to is that even though the proprietor believes that only part of his total capital is
invested in the business, he is liable to the full extent of total personal assets for liabilities of
his business. A damaging law suit lost, a serious accident involving injuries o employees, a
critical marketing setback are some of the contingencies ihat can create liabilities for beyond
those anticipated at the time of planning the business. The owner’s personal savings,

investments and all other assels become lizble and may be endangered. 61
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Advanlages of the Parinership
From.the point of view of evaluating il as an organisaticnal form the following advantages

of parinership must be considered :

(a) Ease of organisation—As parinership is based on mutual contract between all the
partners, it is relatively ease to form. The legal formalities associated with formation are
minimal, so much so lhal registration of a partnership firm though desirable, is not
obl:galory

(b) Combined talent. Judgement and skil—The old maxim of two heads being beucr than '
one ptly applies to partnership. If these are three or four or more partners the chances that
better decisions collectively will emerge are higher than in ¢case of a proprielor operating
alone. Pooling of skills, especially when each pariner specialises in a different.area gives the
firm a competitive advaniage of colleclive expertise.

(c) Increased sources of capital and credit—We have jusi seen thal the sole proprietorship
suffers from the limitation of limited capital because (here is only one individual to invest
his assets and bring in credit. A partnership can overcome this problem to a certain extent by
bringing into association mofe people with capital (o invest as well as personal assels thal
can be used as collaleral for bank loans and other credit. The lending institutions also
perceive less risk in granting credit (0 a partnershipdhan to a proprietorship because the risk
of loss is spread over a number of people rather than only one.

(d) Improved chances of growth—Consequent upon the increased sources of capital and
credit and beler decision-making potential, the partnership is ifi a much beiter position to
expand and grow than a proprietorship. Being managed by a group of peopie, a partnership
has both monetary and managerial resources to manage larger facilities and more
employees, Therefore, as the operations expand in size, the owners are able 10 maintain
effective control.

Tax advantage

From the raxation point of view parmershlp seems to be the most desirable form of
organisalion as the taxation rates applicable are lower than both the other forms in question.
¥ou will get a fuller exposure Lo 1axaticn provisions relevant 10 these forms of organisations
in—of this unit.

Disadvantages of the Parinership
Inspite of its numercus advantages the partmership a]so has some important disadvantages
which must be seriously considered before opting for this form of organisation.

(a) Unlimited liability—As already noted, unlimited liability is an importan characleristic of
partnership. Just as this condition is applicable to proprietorship, it becomes an even more
seripus limitation in partnership. Not only is a partner liable 1o the extent of his personal
assets, for the debts of the firm, he is also responsible to the full extent of his resources for
the debts coniraded by other pariners. Similarly, as profits and losses are 1o be shared
between the partners even if one partner can not come up with his share of the losses, the
athers will have to make up the deficits.

(b) Limited life—If any partners dies, becomes insane or is otherwise incapacitaled or
simply wants Lo withdraw from the business, the partnership gets 1erminated. As the number
of partners increases, the probability of occurrence of these conlingencies goes higher. This
creates problems of conlinuity in business.

(c) Divided authority—We just talked about the maxim of two heads being berter than one,
carried to an extreme the sifuation may turn into “wo many cooks spoils the broth™. As long
as each partner restricts his activities to his defined area of operation, the probtems of
divided authorily can be checked. However, other areas like policy formulation for the,
whole firm, financing plans, evolving personnel policy and ideas on expansion can create
possibilities for conflicting authority.

(d) Danger of personal disagrecments—Being ah association of people, a partnership is
always open to the danger of disagreement between its members which at times may
become extremely serious. Even if a parinership agreement is thoroughly detailed, clauses
may be subject to different interpretations. Some partnels may wilfully exceed their defined
authority and discontent may develop because of diverse working styles and conflicting
egos. Many successful paninership firms have been disselved because of serious
disagreement beiween the partners.
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Advantages of a company : Ownership Structures and’

The important among the advantages of a company are : Organisational Framework

(2) Limited liability—The advantage of limited liability offered by a company forms an
effective incentive for choosing this form of organisation as the shareholders are fully awase
that they stand to lose no more than what they have apreed to invest in the business.

(b) Perpetual existence—Continuily to the business is ensured as unlixe a partnership or a
proprietorship, a company enjoys perpetual succession. Death, incapacity or or insanity of

the shareholders do not affect the corporate existence of the company as the shares simply

get transferred to the legal heirs who can sell them further if they do not want to retain the
share contingencies like insolvency of the shareholder or selling of the shares by him also do
not bring the life of the company to an end. As these factors would only result in the change °
Gf ownership of shares. ) :

(¢) Transferability of shares : Ease of transfer of interest in a company represents another
major advantage of companies. The very fact that you can transfer your interest anylime you
want to, facilitates both investmen and disinvestment decisions in this form of organisation.

(d) Expansion potential—In comparison to proprietorship and parinership, the company has
far greater potential for rajsing capital through issue of shares, This has implications for both
ease and volume of expansion. :

(¢) Representative management—Both proprietorship and partnership are characierised by
direct management in that thé owner/partners direcily panicipate in the management of the
organisation. A company on the other hand is characterised by representative management
in thai shareholders elect the directors lo manage the company, The directors in turn manage
the company as agents and trustees of the company, for the benefit of the company. If found
to be deffcient in performing their duties, any director may be removed. In addition to the
Board of Direclors, the company also relies on bringing in specialist$ as managers to
manage the affairs of the company, which augurs well for efficiency and management.

Disadvantages of a company .

a) Lack of secrecy— As the company has to make various stalements available 1o the
Registrar of Companies and Financial Institutions, there is much less confidentiality of
operations as compared 10 the other forms of organisations. In addition, the company has to
provide an annual reportdo every shareholder, which further feduces the degre: of secrecy,
as everyone including the competitors can find out details of all financial data.

b) Legalities of formation—Being a creation of law, a company mvolves far more legal
formalities of formation in comparison to the other two forms. These includes registration
and pre-registration formalities like preparation of documents entering into pre-
incorporation-contracts, obtaining the consent of directors and furnishing the slamp duty. All
these steps considerably lessess the easé of formation characterising the other forms of
OTganisation. ’

¢) Legal resinctions-—The operation of a company are far moré regulated by 1he
comprehensive legislation of the Companies Act. Almost all aspects of its management and
operation must comply with the provisions of the Aci. In addition 10 the Company Act,
scveral other Acts impose resirictions on the activities of companics in India,

d) Heavy Taxation—Companies are subject 10 heavier taxation rates. There is also an
incidence of double taxation in thar after deducting 1ax, when the company pays dividend to
its shareholders, the individual shareholders is also liable 10 pay personal Income tax on all
dividends recovered depending upon their respeciive tax brackels.

Activily 6

Now that you have understood the relative advantages and disadvantages of all the forms of
ownership, what kind of ownership pattern would you suggest for

(2) A person planning 1o form a parl time service organisation who has limited capital
resources.

(b). A person going in for readymade garment export trade.

Give reasons for your answer.
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9.7 TAXATION AND THE LEGAL FORMS OF
ORGANISATIONS

The different forms of organisalions are subject 10 different tax rales under the provisions of
the Indian Income Tax Act 1961. Even though these pravisions keep changing, it will be
useful for you 10 have an overview of tax structure for different forms. The following.
section gives a brief explanation of tax structure applicable to sole proprictorship,
partnership and companles

Sole proprietorship

Under the sole proprietory form of organisation. it is not thc business but the proprietory
who is put 10 1ax and it is not anly the business income/loss bul the total income from all the
sources accruing to the proprietorship which is taxed together as one bloc. Certain incomes
can acerue only to an individual such as salary. Apart from being single taxation the
proprietor ¢an set off any business losses from his ather incomes and enjoy tax immunity to
that extent. The proprietor may also get tax relief for institutionalised savings and
investments. By institutionalised savings we mean investments made in paying the L.I.C.
premium, Provident Fund/Publie Provident Fund contribution eic., money spent in purchase
of National Savings Certificates or paying instalmems for acquiring a res:dcnual house from
any public housing agency or investment in new shares etc.

As against this the major disadvantage of this form of business is disallowance of any
personal expense incurred for the beneftt of proprietory.

The mmimum and maximum tax rates for individuals for the Assessment year 1991-92 are
20% and 50%, respectively. The basic exemption limit for individual is Rs. 22,000.

Partnership.

Firm is one of the most popular assessable entiizs under the Income Tax Act, prowdmg
perhaps the best and the least questioned tax planning device. The Income Tax Act has -
adopted the same definition as given by the Indian Partnership Act, 1932, which defines
‘Partnership” as a relation between persons-who have agreed to share the profits of a '

business carried by all or any of them-acting for all.

Under the Partnership Act, a *Partnership® or *firm’ is nothing but a group of persons (as
such is not a separale independent entity or person in law) and has no legal personality aparl
from the partners, whereas under the Income Tax Act, the {irm is a separate and distinct
legal entity chargeable 10 income-tax and, therefore, is a laxable unit. Therefore, Lthe
provisions of the Partnership Act in this regard cannot be applied 1o the Income Tax Acl. A
firm is not entitled for various incentives provided under the Income Tax Act for Savings,
Expenses and Incomes and centain payments made to partners are disallowed in computation
of firm’s income.

Classification of firms

For the purpose of Income-tax, firms have been classified as registered and unregistered
firms. ‘Registered Firm' means a firm which has been registered under the provisions of
‘Income Tax Act. This registration is separate from the registration under the Parinership
Act. In this case of registered firm, after assessing the total income of the firm, the income
tax payable of the firm itself is determined. Thereafter the share of each partner in the
income of the firm less proportionate tax is included in his total income and assessed 10 tax

accordinply.
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Therefore, it can be said that income of aregistered firm is subjecl to double Laxation;
(Income of a registered firm is taxable) first in the hands of the firm and thereafier the sante
income s taxable in the hands of partners. Whereas, on the other hand, an unregistered firm
Pays tax as its income like an individual and share in profits is included in the individual
assessment of partners for the limited purpose of calculation of rate of tax. In other words,
share of proflis from an unregistered firm is not taxed again and included in the personal
income of partners for rate purposes only.:

Another classification of firms in firms carrying on profession and firms camrying on
business. Section 64 (1) (i) is applicable to the firms carrying on business and not o those
carrying on profession. However, both ‘profession’ and ‘business’ carry a wider meaning for
tax purposes than generally understobd. The tax rates for firms carrying on profession is a
littte lower than for other firms,

Tax Rates
As mentioned earlier an unregistered firm is liable 1o pay tax applicable to an individual,
whereas a registered firm is taxable at concessional rates, -

The maximum rate in the case of an unregistered firm for assessment year 1991-92 is 50%
and minimurm 20%. Whereas in the case of registered firm maximum rale is 159 for the
professional firm and 18% after any other firm and minimum 5% for professional firm and
6% for any other firms, Basic exemption limit for registered firm is Rs. 15,000,

Company

A company has emerged as a form of business organisation and occupies a predominant
place in the modern indusirial era chiefly because of its superiority over other forms of
business organisations such as partnership, individual ownership etc. Its growth has been
accelerated by its prominent characteristics, namely, its identity as a legal person distinct
from its members and the limited liability of its members. No wonder, therefore, the
companies meet special treatment under the Income Tax Act as well,

Under the J:.come Tax Act, a ‘Company’ means any Indian Company or anybody Corporate
incorporated by or under the laws of a country outside India or any institutions. associations
or body, whether incorporated or not and whether Indian or non-Indian, which is declared by
general or special order of Central Board of Direct Taxes to be a Company. Therefore, any
entity, not being a company within meaning of the Companies Acl can be treated as a
company for the purpose of Income-tax Act if so declared by the Central Board of Diréct
Taxes.,

Tax Rates
For the purpose of levy of tax, Companies are broadly classified as :

a) Domestic and foreign company and

b) Company in which public are Sybstantially interested and company in which public are
not subsiantially interested.

In case of 2 domestic company in which the public are substantially interested tax is levied
@ 40% whereas in the case of 2 domestic company in which public are not substantially
interested tax is levied @ 50% if the company is trading and invesiment company and

@ 45% in casc of any other company.

In the case of a foreign company lax is levied at flat rate @ 65%. The tax rales mentioned
above are in respect of assessment year 1991-92 i.e. on the income earned during the
financial year ending on 31st March, 1991 and are also applicable for advance tax paypble
during this financial year (1990-91) whereas the tax rates were higher by 10% in all cases
excepl in the case of foreign company for the assessment year 1990-91.

Special benefits
Certain provisions of the Income Tax Act confer benefit only to corporate assesses.

There are in respect of inter-cerporate dividends and royalty ete, received by an Indian
Company from certain foreign enterprises. As per provision amended by the Finance Act,
1990, dividends received by a domestic company from another domestic company are
deduciible from the tolal income upto the amount which the receiving company has.

Ownership Siruciures and
Organisational Froamework
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disiributed as dividends. Earlier the deduction was restricted upto 60% of the dividend
recerved and balance was laxab]c as business income,

Similarly, if an Indian Company receives any royalty commission, t‘ces or any 51mllar
payment from the Government of a foreign State or foreign cnterprise in cons:dcrauon for
the use outside Indian of any patent, model, design, formula, process ete. provided by the
Indian company. Then 50% of such consideration brought to India is deductible from the
total income of the receiving company.

a

Wealth tax & Gift tax

Finance Act, 1983 revived in a limited way, the levy of wealth tax on companies which was
'suspended by the Finance Act, 1960.

As per'Schion 40 of Finance Act, 1983 wealth tax is chargeable on the net wealth of every
COMpany except a company in wh\h the public are substantially interested at the rate of twao
per cent of such net wealth.

Further this secuon provides that only cenain specified assets like precious metal, precious
Of.semi precious stones, ornaments and utensils of these precious metals and stones, land
other than agriculiural land, motor cars elc. will be included in the ner asseis of a company
for the purposes of levy of wealth tax.

Therefore, it can be sa:d that companies in which public are substantially mlereslcd are not
liable to pay wealth tax at all whereas. wealth tax an other companies is chargeable only in
respect of ceriain specified assets which are usually non-commercial assets.

Activity 7

Compare the tax provisions with respect to the different organisational forms. If you were
planning to set up a small restaurant. Keeping the tax provision in mind what organisational
form would you select for yourself? Give justification for your choice?

"Under the Gift Tax Act aiso companies in which public is substantially inlerested form &

privileged class.

No gift is leviable on the gifts made a company in which public are substantially interested.
Whereas, in the case of other companies gift tax is chargcablc per cenl 309 for the
assessment year 1991.92,

Recent changes
The Gift Tax Bill, 1990 was introduced in the Lok Sabha on 31st May, 1990 with an object
to shift the burden of tax from donors 1o dunees

The new bill intends to levy tax on the gifts received by-ail class of companies except an
Indian company which receives gift from any other company in a scheme of amalgamation.

Thls. the Gift Tax Bill, 1990 intends 10 withdraw the benefit extended to all company in
which public are substantially interested,

Zeroing in-Making the Selection

Having understood the various forms and their relative advantages and disadvanlages, you
are in a position to finally decide upon the form you want to have for your enterprise. What
are the decisions variables thal you would like 1o evaluate these various forms on?
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Fol!owing_ are some of the variables that you might consider ; . . Ownership Structures ang

. Organisational Framework
Your personal characteristics : An entrepreneur's psychological build up affects his
capacily to get along with others, His venturesomeners, his attitude to risk and
unccrainty and capabilities 1o shoulder responsibilities among other things. Depending .
upon whether you are ype'of person who would like to go it alone or venturesome
enough 1o iry out something on your own, you might like 10 choose the form br
organisation that allows you the freedom of decision-making. On the other hand, if you
like working with others and happen to have hig perceptions of risk than you might like
to share the risk of enterprise with others. These characteristics may also affect your
appreciation of characteristics like unlimited liability and temporary existence.

Apart from the personal characteristics, your risk taking capacily in terms of personal
assels and credit rating would also affect your perception of risk inherent in these forms™
of organisarion, their capital formation potential and the liabil:ty scenario.

Your plans for expansion : While choosing a form of organisation you would have to
bear in mind your future plans regarding expansion and growth. As a sole
proprietorship offers limited expansion possibilities it may have 10 be deferred as a
choice in favour of the two other forms of organisation.

Needs for raising capital now and in future : Closely related to the point of expansion
is the point of your capitai needs, both present and future. In case the enterprise require.
tow capital outlays in present but heavy outlays in future, you would like to choose a
form which facilitates the raising of capital to meet your future requirements—for
example, a company on-the other hand if both present and future capital outlay
requirement is high you would go in a form of organisation which cnables a jarger
amount of capital to be brought into the organisation. For example a Company or a

“partnership.

Need for continuity of the enterprise : Of the project envisaged by you is a relatively
short-term project, you can choose any form of business organisation. On the other hand
if it is a long-1erm project, you would not like any conlingency to threaten the
continuity of your business and should choose a form that enjoys slable existence.

Tax adjustmient : No one form of legal organisation can claim the best tax advantage
in all instances. You have already studied the differential tax rates applicable to these
forms of organisations. It is, however important to underline one important difference
between these forms while compuling the taxable income of the organisation. In
proprietorships and partnerships any withdrawals of cash by owners during a parlicular
financial year, ¢ven in the form of salary, are considered to be withdrawals of capital for
tax purposes. In closing the books at the end of the financial year such amounts cannot
be recorded as operating expenses of the business. Proprietors and partners pay income-
1ax on the total profil shown irrespective of any withdrawals made. during the year. In
case of a company, since it is an antificial person, it is considered a separate unjt owners
of small enterprises who operate as companies can charge reasonable salaries to the
business and these become operating the expenses of the company. They are
accordingly deducted while calculating the net taxable income of the company. It is the
remaining income which is taxed. The person dmwing salary files a separate return and
pays personal income tax on his incomes. You-might like to consider these and related
lax implications while choosing 1he form of your organisation, '

9.9 SUMMARY

Most entrepreneurs when they plan to go into a business of their own, do not have a very
clear idea if the relative merits and demerits of choosing one legal form of organisation over
another. The sole proprietorship has the great advantage of your being your own boss and
total autortomy, but it is also characterised by unlimited liability and possible limitations of
‘size through limited owner resources. Parinership offers the advantage of pooling the human
and non-human resources if more than one person, ease if formation and tax advantages, but
has the limitation of temporary life, unlimited liability and non-transferability of interests.
Similarly, while the company form of organisation offers you the benefits of perpetual
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succession, limited liability and transferability of interest, enmeprenetirs may feel hampered
by a far greater amount of lepal formalities regarding formation and management and the
incidence of possible higher 1axation. You must weigh all these and other relative .
characteristics of these organisational forms carefully before you choose a form of
ownership for yourself.

9.10 SELF-ASSESSMENT QUESTIONS

1. - What are the different ownership forms available to you as altematives? Discuss each
form in.brief.

2. Compare & solé proprietorship with a partnership in terms of
a. Tax advantzge
b. Secrecy
c. Capital raising ability.
3. Whatare the important characleristics of the partnership form? Is it necessary to repister
a parmersh;p‘? Describe the effects of non registration.

4, What are the major advantages that the company form of organisation has over others?
What are the important distinctions between a private and a public limited company?

5. Discuss the taxation provisions related to the different organisational forms.

6. Afier going througn this unit, can you develop a framework to help you to decide upon
the selection of the organisational form? What criteria would you wake into
consideration in deciding upon the ownership form of your organisation?

9.11 FURTHER READINGS

Richard M. Hodgetts ‘Effective Small Business Management'. Academic Press Inc. 1982,
Orlando, Florida.
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3LOCK 4 OPERATING THE SMALL
SCALE ENTERPRISE

Once the desirable form of organisation has been chosen, the business plan [inalised
and implemeated, the stagé is set for starting the business operations. The issues in
the operational management of the small enterprises differ significantly {rom large
oncs, apart from the scale of operation. This block deals with the issues relating to
management in the various functional areas, in case of a small enterprise.

Unit 10 deals with the financial management issues in small enterprises. Financial
planning in respect of asset and liability management and growth strategies has been
explained. The issue of performance evatuation as an input in financial decision

- making has also been touched upon.

Unit 11 discusses the issues related to management of operations on the produciion
floor,

. Unit 12 on marketing management issues discusses the issues of market
segmentation, marketing planning and market segmentation in the context of a small
enterprise.

Organisational relation in small scale enterprises have been characterised by non-
formalised- personnel practices and direct contrd! of the owner manager on most
personnel related issues.

Unit 13 discusses the organisational relations practises and related issues in the small
enterprises. '

P Yrart pe pa

——rn

-wyr- -







UNIT 10 FINANCIAL MANAGEMENT
ISSUES IN SSE

Objectives

After going through this unit you should be able to:

& explain the important issues related to financial management in small enterprises,
o discuss conservatism and liquidity management in small enterprises,

e .describe issues related to management of assets and liabilities,

& discuss the implication of financial planning for growth.

Structure

10.1  Introduction

10.2  Business Success or Failure
10.3  Evaluating Performance
10.4  Principle of Conservatism
10.5  Asset Management )
10.6  Growth Strategy — the-Financial Implication
10.7 Managing Liabilities.

10.8  Maintaining Accounts

109 Summary

10.10 Further Readings ’

10.1 INTRODUCTION

In this unit we shall discuss a few Key issues in financial management. Typically
entreprencurs of smatl scale enterprises start well, but somewhere down the line, in
their day-to-day operations they miss the route to success. In more than half such
cascs the reasons identified can be attributed to financial mismanagement. At times,
such entrepreneurs havé a feeling of well being but year end consolidation of accounts
indicates a disastrous situation, loss or almost being on the verge of losing. At other
times, opportunities come by but cannot be grabbed. Reasons for such inadequacies
can be inability to think of sources of funds or rigidity on the part of the banker. The
banker’s non-cooperation, most often, is due 1o entrepreneur’s inability to maintain
accounts and strongly present his case. All such problems can be suitably tackledif,

all along, an entrepreneur keeps upper most in his day-to-day operations certain
considerations in financial management.

Aclivity 1

State whether True/False.

I} Financial management is of secondary importance Trec/Folse
in 7. :st small scale enterprises. ’

%) Opportunitics come and can be grabbed provided TruefFalse
one 18 well-cquipped including finzncially.

3) A vague feeling of well-being is not necessarily a Truc/False
sure indicator of enterprise success. -

10.2 BUSINESS SUCCESS OR FAILURE

The sine qua non of all business is profits. And, the basic underlying soundncss of
business governs its health and growth. Loss may be an indicator of business failure
and, profits may indicale success in day-to-day business operations. This may not
always be so. The surest test of business success would be sufficient and growing
profits — profits thal are growing from year to year.

An important factor, therefore, is 1o determine whether the nature of business has
the potential to produce profits. There is no point selling a lakh rupees worth of your
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product if it costs a lakh and quarier to produce it. in the short run, lack of sufficient
cash at the right time has compelled fundamentally sound businesses to fail.
Therefore. one must determine not only need for profit but cash as well. The moral
of this unit is : knowing where. when and how to ohtain finance is of limited value
if you have little idea how 10 use it eficctively,

The basic soundness of a business can be meusured through Breakeven Analysis and
the cash needs can be estimated through Cashflow Analysis. These methods provide
a balance betwecn accuracy and simplicity. The two analyses should ngt be taken as
mere mathematical or accounting exercises but should be.employed as proper
planning tools to determine and ensure sound business health.

Profit or loss of a business is usually measured with the help of the annual Profit and
Loss Account. This statement, quite often, is prepared five to six months after the
year ends. Therefore, the effect of today’s decision shall be known seventeen or
eighteen months hence. This is too long a peried; in as much time much water would
have flown down the Ganges and an irreparable damage may have been set in the
unit. You should endeavour to prepare the Profit and Loss Account more frequently,
say every month, to measure the success of your day-lo-day operauons and, if justin
case there is a loss, take timely corrective action.

J——

- Activity 2.
"Fill in the blanks:

1) Any business is run for .....cccooeeeeeenn.s
2) Profitis ...........oveinen, necessarily a sure, indicator of success.
3) Adequaleand.................... profit is a sure indicator of business .....................

4) The basic soundness and cash needs of a small business can be measured with the
helpof ...l analysis and .................... analysis’

5) Profit and Loss Attount measures the business T PP PR

10.3 EVALUATING PERFORMANCE

A successful small business person must not only be ‘very committed’ and *hard
working' but also “have a firm sense of direction’. Only then will he be abie to guide
the business unit to its set goal. To ensure that a business unit is running on its sct
course would require monitoring and evaluation. The performance of various
business activities would be measured by relating output to input. This would require
establishment of performance standards. Without a standard there is no logical basis
for taking a decision for corrective action. An entreprencur must have basis for
comparison to enable him decide or act.

Such standard can be of two types : judgement standards or engineering standards.
Based on cxperience standards are set by what has been and 2 judgement of what
they could be. The latter is inwitional or judgemental. Managers and technologists.
like to improvise standards based on modern Lechniques, such as operations research,
work study etc. To non-technical people *‘engineering standards™ may appear
theoretical. Though they may be so they embody the latest scientific lcchmques and
theories. After all, yesterday’s practice is today’s theory and. today’s theory is
tomortrow’s practice. So also is truc of standards. They are revised based on new
revelations. However, while setting standards 1t is desirable that the staff whose
performance is required to be measured is consulted and taken into confidence.

Comparing performance with standards is the most critical process in management
control. This is called “monitoring”. This means “‘to detect” or *'to tap™ 50 as 10
ensure things arc working out as they were originally ptanned. In actual performance
there would be distortions. At times this may be owing to lack of appreciation of such
performance standards. This can be arrested by asking for report, oral or written.
This also avoids doubts between the giver and the receiver.

Performance standards can even be set based on budgeting. The (hree major
functions of budgeting are planning, motivation and control. Accordingly, Planning
Budget, Motivation Budget and Conltrol Budget can be prepared. Planning Budget

‘could be the Operating Budget, Financial Budget or the Projected Income Statement.




Motivation Budgets can be sales quotas or other motivational budgets. Control
Budpets are prepared in order to assign responsibility for cost incurrence within the,
business enterprise so that they are controlled at the point of incurrence. Unlike
planning and motivational budgets which are prepared only once, control budgets
require preparation on two occasions. First. they arc prepared in advance of the
activity lo indicate what the cost shonld be. Then at the end of the reporting period.
these budgeted costs are adjusted to the actual volume of activity so that they can be
compared with the actual cost incurred. '

Business performance can even be measured based on ratios. In this case the
standards used can be : historical, horizontal and budgeted. Historical standards are
based on past performance of the business enterprise. Therefore. new enterprise will
not have historical standards. New firms can employ budgeted standards which are
arrived at after perparing the budget for a set period based on planned performance.
While these two standards are internal, horizontal standards are external as they
measure the performance of your business enterprise with other firms in similar
industry or trade. Both internal dnd external anlyses are important. Internal analysis
tells how you have performed compared 1o the past. But when the external
environment turns unfavourable and your business performance declines, 1s it
indicative of your good or bad management? External analysis will now come to your
rescue, If your decline in performance is less than the industry average you hayve not
performed so badly.

For performance evaluation to be useful and effective it must be done periodically
and regularly. And, it should be followed by suitable corrective action to ensure your
SSE runs along the course charted.

Activity 3
I} Explain the significance of performance evaluation for financial management.

2) What could be the dilferent methods 1o evaluate performance of a small business
enterprisc?

10.4 PRINCIPLE OF CONSERVATISM

Owing to their high achievement-orientation entrepreneurs arc dynamic, oplimistic
and are usually noticed 1o be going in for high goal sctting. This is reflected in their
exercise in planning, budgeting and setting standards. Formulaling a project report ~
is an exercise in planning. In project reports the tendency is to indicate a lngher value
of sales, production and profits in a bid to impress bankers. Such a disposition is not
recommended from a good financial management point of view. Sound financial
“management assumes conservatism.

Conservatism in accounts means that.of the many pictures or positions available, the
least atiractive is presented. The principle is “anticipate no gains or revenue and
provide for all possible losses or cxpenses”™. It is nol to suggest that you go on
providing for expenses or losses which would reasonably not occur or ignore revenues
which should be reported. This principle is recommended in situations of uncertainty,
in situations where a clear-cut decision is not possible usually in issues relating to
valuation, classification or timing. It is a guide for unusual situations in which clarity
is missing and not a hard and fast rule. .

Following the principle of conseriitsm will save you [rom awkward situations, save
your face and your reputation. Suppuse in your project report instead of following
the principle of conservatism you indicate the most hopeful salec, production and

Flnanciat Management Issue (o
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profits. Based on these, loans are got sanctioned. But tomorrow, when profit and
other projections slip, the entreprencur will have to cut a sorry figure with his
financiers. So also for cash flow forecasts. If one is too optimistic, the slightest
downturn in business activity can create situations of cash erunch and subsequent loss
of reputation,

In the case of inventory of merchandisc one can take the cost price or markel price.
The convention, based on principle of conservaiism, is 1o take the lower of cost or
market value. This is the principle for writing books of accounts or while submitting
stock slatements to your banker. - ¥ 4

In case of fied assels, particularly Iand and bmldmg, one has the opticn to reflect
.the cost price, market value or book value (cost price less depreciation). As per the
principles of conservatism reflect the least figure: In case of some banks, the value
of buildings owned is reflected in the balance sheet as just Re 1 while thc actual value
is several crores! This reflects their strength.

* Undue optimism can be harmful. Following the principle of cqnsci'varism w_oulld add
intrinsic strength to your financial pesition and'condition. It is far better to be humble
than to eat a humble pie.

( .
Activity 4 |

1) Enumerate the pros and cons of being conservative and optimistic in small
business. )

2) ‘While valuing stocks the value to be taken should be
a) Cost price
b) Market price
¢) Market price including premium especially when the commodity price is
controlled.
d) Lower of (a) and (b). .
3} While reflecting the value of land and building as also cther fixéd assets one
should indicate : .
a) the cost price
b} market value
c) book value
d) None of the above

Ans : 2(d) 3(c)

10.5 ASSET MANAGEMENT

The funds raised in a business are invested in various assels.. Such investmenis have
associated costs. These could be interest on 16ans, debentures ete. or opportunity cost

in case these funds are owned. If proper care is not (2ken the costs would go up,
profits shall come down arid the return on investment would decline: Therefore,
analysis and supervision is required at pre-investment stage — thar is, before the
assets are purchased — and at the post-investment stage — that is, after the assets
have been purchased. To maximise return on investment every business {irm should
endeavour to ensure maximum uiilisation of each and every asset. Here, we shall
discuss management aspects of only thosc assets where pitfalls are commonly
observed in the daily operations of a small business.

Land and Building

A new business firm would do well to start operations in a rented premises rather
than owned.premises. In big cities entrepreneurs usually prefer to go in for f)wned
premises as their value appreciates fast. This is not advisable for a new cnterprise as




a substantial portion of the total project cost — usually 25 10 30% — gets locked up. F[mncinlstgg;nenl Lszue In
Such funds are interest bearing: own land and building invites a varicty of rates and mall Scale Entexprise
1axes. may be even wealth tax. Then there is cost of repair, maintenance and
dcprécinlion of buildine. All 10ld rent of as big a prémise normally works out lower

. than totad of all recurring costs likely to incurred vn own buildings. To that extent .
onc can earn more profits. When funds to be mvested in land and building are your
own, there is opportunily cost associated.

In any business there are opportunities that constantly keep coming your way, If
funds are available they can be grabbed and extra profits carned. On the other hand,
if funds are locked up in owning land and building one may not have funds to grab
a large order or make use of extra discounts a supplier may offer on goods and

SCTVICeS. .

Finally, owning land and building increases total debt. This increases debt-servicing
liability. With less profit, chances of default in debt servicing (paying inlerest,
instalment etc.) are more. The appreciation in value of land and building is also
meaningless for a going concern unless you are thinking of winding up the business !

You may think of going in for own land and building only after business is established
for a few years and operations are established.

Trade Debts

Trade debts or bills receivables-are extended by small enterprises either to gain a
niche in the market or to increase sales usually in difficult times such as business
recession. Sufficiency of the extent of trade debis is usually judged by receivables
turnover ratio also called collection ratio or book debts to sales ratio. Too high a
ratio would indicate early collection of book debts and too low-would indication
extension of long credit periods. The question of how long is long is usually resolved
by making an inter-firm and intra-firm comparison. An absolute position is never a
good indicator; a comparison gives a clearer picture.

If in the past 45 days credit was being extended and now this is reduced to 40 days
it indicates a better position. But, if on a comparison with other business in same
business and in the same area, one discovers the usual credit period extended in 30
days then 40 days credit is indicative of a bad position!

At times, the receivables turnove: ratio may become 'ow because there is a big chunk
of old trade debts that are being carried. To enable a proper-analysis a statement of
trade debts age-wise would then be in order. Business with bad paymasters may be
slowed or completely stopped especially when they are not paying.

The measurement of receivables has always been a contentious issue in small
enterprises, Small Scale Entreprencurs usually do not like to write off bad debts
(uncollectible accounts) and reduce these from the balance sheet as well as the
income statement-lest this reduces profits. To impress bankers and other creditors
they prefer 1o carry on trade debts even when they are over a ycar old. This is bad
practice.

At times, entrepreneurs increase the trade debts unusually high especially around
- year end 50 as to show an increased sales in a bid to impress their bankers. Such a
practice is not only undesirable but can be dangerous and costly.

Neither too high nor too low a receivables wrnover ratio is good. A too high a ratio
may indicate over-zealousness in collecting trade debis; possibly at the cost of hurting
some good old-time custemers resulting in loss of fulure business.

Too low a ratio may mcan an undesirably large trade debt portfolio resulting in ,
locking up of costly funds besides increased collection cosl and bad debts. The right
credit period will be determined by a trade off between cost of funds, cost of cash
discount or early payment, bad debts, collection cost and profitability. Such business
must leave a net surplus. Stretching credit term to obtain sales is not indicative of a
wholesome condition.

However, as a general rule when business is good, period of trade debi should be
reduced and when business is bad. credit on sales may be extended. This sounds

siple but would not be so easy in actual practice. - —
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Cash .
Cash is a necessary evil. It is necessary as it acts as a lubricant that facilitates day-1o-
day business operalions. Bul then, why is it an evil?
'
Is cash a source of funds or a usc of funds? Have a look a1 the balance sheet shown

in Figure 1.

Fip. I : Balance Sheet

LTABILITIES ' . ASSETS 7 -

Rs. . Rs.

Proprictor's
Capital L Cash - .

Where is cash appearing? On the asset side. That means it is a use of funds. Whatever
cash you are having whether in hand or at bank is coming from funds which are

- liabilities. Such funds have cost associated with them. Therefore, carrying too high a

cash increases.cost of funds and. carrying too low would mean facing embarrassment
in business owing to inability to make payment of expenses due. One must carry the
right amount of cash which would be an amount just sufficient to enable you make
payment of all expenses as and when they fall due.

Activity 5
13 A new enterprise should preferably own/rent out business pll'cmisesl.
2) In times of business bogom trade debts should be ........ocveeeeene

- 3) Cash on hand is

a) source of funds ' .
b) use of funds '

.Ans : 1) rent out 2} decreased . 3) use of funds

10.6 GROWTH STRATEGY — THE FINANCIAL

IMPLICATION-

Good financiil management is one which ensures that a business enterprise is live
and kicking. That is, it is growing. Business growth is dependent on solvency.
credibility, ability to raise funds, availability of resources and liquidity.

Solvency .

To keep the business running its solvency must be maintained at all times. Solvency
is the ability of (he business firm to pay offall debts. Itis measured by Tangible Net
Worth. ’

Tangible Net worth
= Own funds (or Net worth) — Intangible Assets

If tangible net worth is positive, the enterprise is solvent; if negative, it is insofvent.
Such industrial units have negative langible net worth.

Bankers also keep a track on solvency position by monitoring the debt; equity ratio.
In Indian siluation a debi-equity ratio of 3:1 is allowed for SSE. Usually the tendency
amongst small entreprencurs is to borrow to the hilt, that is, keep debt-equity ratio
1o its maximum level of 3:1. Tn a new enterprise. during gestation period losses are
certain. If these losses exceed your equity, thé firm’s tangible net worth becomes
negative : it becomes insolvent or sick. Thus a stigma-gets attached to it and the firm

spoils its chance of growth.

Debt-equity ratio should be kept as low as possible. If you start with 3:1 reduce it.”
How? (a) By reducing debt; and, {b) by increasing equity. Equity can’be increased
by investing additional funds from your own sources or by ploughing back profits. A -




reduced debi-equity ratio gives you leverage Lo borrow. It indicates your debl_ra'!sing_
capacity. Thus, if debt is Rs. 2 lakhs and equity Rs. 1 lakh, debt-equity ratio is 2:1.
Since 3:1 is permissible, when opportunity comes for growth, you would be in a
position to borrow an additional Rs. 1 lakh.

Credibitity

Credibility is the bedrock on which al} businesses — small, medium or large — run,

As he old adage goes, if reputation is lost everything is lost. Maintaining credibility

in business not only ensures sustainability but also growth. Credibility ensures finance
and availability of adequate finance leads to business viability. The reverse )
relationship is also true. If business proposal is viable, finance is available; and, if a
businessman has [inance his credibility gets more easily established. This relationship
can be expressed in the following equation. .

Yiability = Finance = Credibility

How is credibility established? By sticking to your commitments. If you project

certain sales, production and profit, work assiduously to achieve them, to make them
come true. Similarly, if certain payments are committed to your bankers, creditors
or others, ensure you pay them when due. If you keep paying your material supplicrs
on limé, when need arises you telephone them to send double the normal quantity
(say, Rs. 2 lakhs as against Rs. 1 lakh normally) the supplier gladly obliges, Thus,

on telephone you have raised Rs. 2 lakhs. If, however, supplier was paid hesitantly

and with great difficulty, would he so oblige? Definitely not. This is true of all
creditors, including bankers. Thus credibility ensures finance and hence business
growth. o

Trading on Equily _

A business enlerprise using borrowed capital along with its own capital is,said to be
“trading on équity”. If equity is more than borrowed capital it is described as highly
geared; and, if the own capital employed is less than borrowed capital, it is said to
be low geared. o a highly geared capilal the return on equity is generally low and in
low geared capital it is high provided cost of capital 1s, lower than return on capital.

. Suppose return on capital is 30%. Interest on borrowing is-15%. The return on equity
is shown in Table 10.1 in situation I of high gear and situation 2 of low gear.

Table 10.1
Effect of lrading on cquity

Situalion  Gearinp Equity Borrowing Profit Profit ROE

Belore Alter

Interest Interest
L Cow Rs. 100000 Rs.2,00.000  Rs.90,000 60,000 60%
2 High 2.00.1H0 1.44.000 90,000 75,000 37.5%

Thus, low earing gives
ROE of 60% and high gearing 37.5%

This makes trading on equity atiractive. An owner of SSE would like to borrow more
and more to maximise ROE. When there js business boom, there are orders on hand,
cconomy is looking up, there is enthusiasm everywhere and even creditors like to
lend more and more leading to a situation of overtrading. However, in bisiness such
situation does not last forever. Soon recession may set in or a large order may gel
cancelled or any unfavourable event may take place. With drop in sales, profits would
decline, interest payment may suffer and creditors will stop further credit suppliers
and may even take away their materials. Thus, stocks d2cline, current asséts are
reduced. production sulfers, profits are further affected, worker morale goes down
payment position further worsens leading to a definite slide-down and general gloom
all aver. A healthy business is now sliding down to its doom.

The moral is : keep trading on equity. within healthy limit. Even if attractive
opporlunities are before you, do npt borrow more till you have widened your equity
base pari-passu: That is, hold on to your debt-gquity-ratio; do not allow it to worsen.

Financial Management Issue In
Small Sale Enterprise

11




"Pporaticg (be Swall Scale Enterprises

12

Liquidity )

Liquidity is short- term solvency. While insolvency is faced only once in the life of a
business illiquidity is faced from time to time. Liquidity of a firm is its ability 1o meet
expenses incurred in the short run. This is most essential for maintaining the firm’s
credibility and potential for growth.

It'is measured by Current Ratio, Acid Test Ratio and Net Working Capital. Current

. Ratio should be 2 or more (minimum acceptable to an Indian banker is 1.33).

Alongwith the Net Working Capital should increase from year to year. From Figure 2
it may be observed that for ‘Current Ratio to be more than one, currcat assets will

+ be greater than current liabilitics meaning thereby investment of funds from equity

and other long-term sources in current assets. Current asset-size remaining same
profit level would remain constant lowering return on equity. This is not tenable to
the owner of a business. He would, therefore, be interested.in lower Current Ratio
at the expense of impairing liquidity.

Fig. 2 : Concept of NWC

LIABILITIES ASSETS
l;mg-tum Funds
Flixed Assets
(Equily + Funded :
Debts) : R --
" Liabilities ) Current Assets”

To tide over liquidity crunch, the. critrepreneur should prepare pro;ectcd cash flow
statements on-a monthly basis and initiate corrective action well in time.

Activity 6

1) If own funds arc Rs. 1,70.000 and intangible assets Rs. 90,000, tanglb]c nct worlh
iIERs,

2) 1If curren dssets are-Rs. 2.50.000 and current liabilities Rs, 1.30.000. nei working
capitalis Rs. ..o

3) Increase in net working capiial from Rs. 30000 last year to Rs. 75.000 this vear
Indicates the liquidity of the frm has .ol

Ans. 1} 80,000 2) 120000 3) improved.

'10.7 MANAGING LIABILITIES

If finances of the business enterprise are to be managed comprehensively, both assets
and liabilities require o be managed. Managing liabilities is as important as asset
management. Many a firm is known not to have progressed well because it could not
manage its trade credits or accrued expenses.

Accrued Expenses

In business many expenses like rent, salaries and wages, taxes etc. get accrued but
are not payable. Till such time as the expenses are incurred but not payable (the
enterprise has taken the benefit of such goods or services on which aceount expenses
are incurred) they are termed as accrued expenses. These are an important source of
‘funds. When an enterprise requires funds, the entrepreneur should not pay off the
expenses till they become payable. There is no sense in being over-zealous and
making early. payments especially when the enterprise requires funds. There are

mutually -and legally acceptable dué dates. Hold payments Lill such dates and ulili_si’.:

=l i




such funds for day-to-day operations. But do take care that on due dates sufficient Fhwnchfs:mrrausue In
- . . - - T . 1
funds are available 10 make pavinents and maintain business credibility. ¢ Enterprise

Trade Credits _
Like acerucd expenses trade credits should not be paid of [ till they are due, especially
when your firm is in need of rhoney. By making timely payments eredibility is assured.

If credit is extendued on sales, it makes sensc to avail cfedit on purchases. By and
_large these should be equal though this is nota hard and [ast rule. I{ trade debts are
more than trade credits. it means market of your product is not so good. If trade
credils are more than trade debts it could mean vou are overstretching credit
purchases or chasing your customers for early payments or demand of your product
is 50 high that customers pay on cash or ncar cash basis. ’

However, remember nothing in this world is free. Your supplicr may not charge
interest on credit supplies but it is in built. He may overcharge; or, sell infecior quality
goods; or. give least preference in supplies and so on. At times, suppliers offer cash
discount on early payments. Suppose you buy Rs. 1 fakh worth of goods on 30

" days credit and the supplier offers 2% cash discount for payment within 10 days. Then
for availing Rs. [ lakh credit for 20 days you lose 2% discount. This works out t0 36%

(2% x 32%0(?:?5 ) on an yearly basis. In fact. you gain 18% per annum if the cash

discount is availed of even by taking bank credit at 18% interest!

The use of credit [rom suppliers is an important source of meeting short-term
requirements of funds. Bul this should not be at the cost of losing suppliers’ goodwill
or compromising on other trade terms.

Activity 7

Fill in the blanks.

1) Accrued expenses are a .o..ooeeeeieeeiiiiaieenannn. of funds. _

2) To maintain credibility of the business firm trade credits should be paid off in

3) Suppliers offer ... T di_scounl for carly payments,

Ans. 1) source 2) time 3) cash

10.8 MAINTAINING ACCOUNTS

Accounis are the raw material of financial planning. Financial accounting provides
linancial information 1o parties within and outside the business — the entreprencur,
banker, creditors, statutory Government agencies and others. Survival and success of
a smatl business depends on a healthy relationship between its three key players —
the banker, the small business person and the accountant. Most small business firms
do not maintain accounts ever when they have availed bank credit which always
stipulates provizion of adequate book-keeping. To the small-scale entreprencur an
accountant is a costly provision. The business operations, according to him. are not
many and he feels he knows and understands all the transactions.

In the absence of proper accounts, losses are incurred. pilferages taxe place; dues

remain uncollected and most operations are conducted in the most unbusiness like
manner. Bankers and statutory requirements like stock statements. returns, financial.
stalements are cither not prepared or prepared late and in an adhne manner creating

mutual suspicion and affecting relationship.

If an entreprencur canndt afford a full-1ime accountant, he sheuld einploy a part-time
accountan! or maintain accounts himself.- The cost of hiring #n accountant gets paid
many times over. Al successful businessmen have an accountant handy and maintain
up-to-date accounts. They realise in the absence of adequate book-keeping and
account they do nol have a correct picture of costs. expenses, sales. trade debts, trade.
credits, 1ax liabilities, profits aund return. It helps in establishing credibility with
bankers, 1ax authorities and others. Every businessman must regulariy maintain

proper accounts to ensurc financial planning, mld-way corrective action and profits, : .
. b ]
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10.9 SUMMARY

Critical issues in financial management require to be constantly borne in mmd Lo
ensure that a small-scale business cnterprise remains healthy. Planning for profits
must be ensured at all times by resorting to periodical performance evaluation. While
reporting such performance, actual or planned the merits of being conservative
should not be lost sight of.

Proper utilisation of various assets is critical to profit maximisation. z}long with
credibility, solvency and liquidity arc essential for enterprise growth."During
emergencies liability management can be helpful. But all this would be possible only

- if proper books of accounts are maintained. An accountant ensures criticalities

involved in financial planning and management are taken care of through timely

provision of financial information. All aspects of financial management contribute in

smail or big measure to maintaining business survivability and growth,
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UNIT 11 OPERATIONAL MANAGEMENT
ISSUES IN SMALL SCALE
ENTERPRISE

Objectives .

Aftér going through this unit you should be able to:

® discuss production operations management aspects of small scale enterprises,
¢ identily features of production operations regards small enterprises,

& comment upon [acilities development in SSE,

® discuss importance of enterprise maintenance and quality control.

Structure

11.1  Introduction
112 Product/Products Selection, Development and Design
113" Development of Protolype and Selection of Process and Plant and Machinery
11.4  Piant Location ’
11.5 'Plant Layout

11.6  Industrial Engineering

11.7  Production Planning and Control

11.8  Work Services and their Management

11.9  Quality Control

11.10 Summary

11.11 Self-assessment Questions

11.1 INTRODUCTION

In this unit you will learn in general the aspects of production and operalions
management (POM). Production Management has traditionally been associated with
manufacturing. Today it encompasses a large variety of other activities concerned
with the conversion of inputs.into outputs using physical resources so as to provide
the desired utility/utilities to the customer while meeting the organisational needs of
cffeclivencss viability and quality. POM activitics extend to hospitals, educational
institutions, offices, Petrol Pumps, ‘ransportation (rail, road or air) maintenance
workshops, banks ctc. You cannol think of an activity which cannot be brought within
the purview of POM. Graphically the concept has been represented as shown in
Figure 1. )

Figure 1 : Production and Operntion Management — Some Cases

Sl Case Input Physical Resources Output Type of Input/ Type of Utility
No., Used Quiput Provided Lo the
Customers
1. Inorganic Chemicals Ores Chl:mic:}l Plant and Inerganic " Physical inputand  Form
. Preduction equipment, other chemical physical output
. chemicals use of
labour
2. Ourtpatient ward of Unhealthy ‘Doclors, nurses other Healthier Physicalinput 2nd ~ State
a general hospital palicnts staif, equipment, paticnts physical output
other facilities
3. Educational Institution  *Raw’ minds Teachers, books ‘Enlightened’ Physical inputand  State

teuching aids =~ - minds physical outpirt
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81,  Case lnput Physical Resources Output Type of Inputf ~ Twpeof Utility
MNo. Used Quipuwt Provided to the
Customers
a, Sales Office ata from Personncl. office Processed Non-physicil input Stinte
mirkel vquipment and “informtion” and nen:phisical
lacilities. el uuiput
5. Petrol Pump Petrol {in Operators. ¢rrand Putrol {in Physical input and Posession
possession of bogs. cquipmenl.cic. possession of physical vutput <
petrol pumip the car owner) '
owner)
6. Taxi Service Customer (. ©  Driver. tau iself, Cusiomer (m Physical input and Place
Railway petrot his residence) physicat ourput
station)
7. Astrologer/ Customer Astrologer, Panchanga. Customer Physical input and Siate
palmist {mind [ull other books_cle. {mind hopc- physical output
of guestions} fully
§..  Mainleoance workshop Eyquipment Mechanics, engineers. “Good® Piusical i-npu'l and State and form
pone “had’ repairs equipment eic. Fquipment physical outpul
0. Incame Tux QOffice *Infurmation’ Officers and other Ruidh Non-physical input State (Possession)
walf, ofice facility und physical ourput
Productivity

The only way our standard of living can be improved is to increase our per capita
productivity. You can meet your requirements (or export the surplus to earn very
valuable foreign exchange) only if you produce more. This increasing the per capita
productivity as essentially the main mission of POM. Productivity is the efficiency of
converting the inputs (such as labour, materials, equipment (machines). finances.
time and space. technology and management skills) into tangible outputs (such as

{44

goods, services, enhanced sales or exports, greater customer satisfaction and higher
operating efficiency). Mathematicaily

Qutput ()

Productivity (P) = “Tnput (T)

Thus productivity is not only achieving higher levels of output but also at.the least
cost of input which in other words is maximisation of resources or alternatively
reduction of waste{ulness. Productivily should not be confused with production. To
increase production, you must produce more by merely using more labour, better
machinery, more finances and more time. .

11.2 PRODUCT/PRODUCTS SELECTION,
DEVELOPMENT AND DESIGN

a) Producls Selection is one of the key strategies decisions of any organisation which
commits itself to the product/products selected for a long time 10 come. The
drganisation attempts to match the changes in environment, technology and
consumer requirements while finalising the design.

b} Production Selcction can be through any of the foliowing processes:

i) Market research for existing products: You will have to very carefully evaluate
the economic viability keeping in view the market segment you wish 10 Lapture,
the region vou wish to dominate and the customer level you wish 1o serve.

ii) Research laboratories: You wiil come across @ large number of national
organisations like National Research & Development Corporation who are
continuously developing new products and are prepared to sell the patents. In
‘Gngoing organisations research projects. properly initiated can come up wilh
good product variations, improved versions and even newcr prodtjcts to serve
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better the sume consumer needs. Such produr:ls have by far the least risk and
good pay off. - ) .

iii) Innovation and Technologicat Upgradation: You can achieve this by brain
storming, use of consultants and selection of newer technologics, may be even at
the drawing board stape. through a world wide research. While such products
promise the highest pay off, they atso carry the tnaximum risk.

Product development is a very detailed, deliberate and drawnout phase. The product
should be deliberated upon in maximurmi possible detail. Various enviconmental
factors internal as well as external, particularly the market reaction (lest marketing,
publicity, demonstrations, etc.) should be thoroughly evaluated. More the time you
spend on product-development, better become your chances of success. You can
build the pitch to such an exlcnt that the product launching should be pulled by the
market demand.

Product Design : You will'have, to kecp the following conmdcralwns in view:

i) Test effectiveness.

i} Quality commensurale with cost and market sustainability. -
iii) Maintainability and Rellablllly -

1¥) Servicing

v) Ease of Producuon

Design alternatives lnvanably are. plenly Decision matrix is thc evaluation of various
trade offs. A hypotheltical chart is shown below at Figure 2. It is wrong 1o go for cost
reducticn to remain competitive. Today's customer wants cost effective quality
products. )

Figure 2 Design Characteristics Trnde ol

Itis difficult to visualise any project design which is not affecied by its features whether essential, desirable
or optional. Valuc analysis also has a Tnajor role to play. Final selection of the product characteristics is

.the rélative fmportance, you attach to various features and contributory elements given below :

Funciion : Maintainability Salety & Security
Reliability Cost ~ - Environmental Hazard X
Accessibility Appearance Productionability -

, Activity 1 .

With respect to your own organisation or any other small ¢rganisatiap that you are
familiar with, discuss the constderations affecting the choice of product design. .

11.3 DEVELOPMENT OF PROTOTYPE, SELECTION

OF PROCESS AND PLANT AND MACHINERY

a) Prolotypes are generally the hand made models which concretise the product
formulation ideas. National Small Industries Corporation has regional Prototype
Development Training & Tcslmg Centres to cater to these needs of smalf,
entreprencurs,

b) These prototypes are thoroughly evaluated keeping in view the considerations
covered above under the sub-heading “Product Design”. A very delailed costing
is done. Choice of raw materials is made. Material estimates are drawn. Various
manufacturing processes are contemplated. Requirement of work force of
different skills is estimated. Work norms to evolve labour costs are thought of.
You would thus see that the development of prototypes, is a very vital stage
before going ahead with the manufacture and launching of a new product or any

" improved version of the existing product. You can have the maximum pay off if

_ ._You put product through_value analysis. Value Analysis or Value Engincering is

Operational Manopenent Istues
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" an idea what gigantic proportions cafi water as a resource assume, please note that a

a coordinated approach to isolate costs which neither increase life, nor add to use
value, cstecm vaiue or quality. In other words it is achicving desired function at
the lowest cost without sacrificing quality. ‘

¢} You have now reached the next stage of selection of plant and.machinery and
finalisation of process. The two are interrelated, If you go in for a conventional
manufacturing process, you can mahage with standard machinery available in the
-open market. Bul should you select a high tech process, you have necessarily to
look for NC/CNC/ONC machines may even be based on robotics. These processes
are no doubt costly but suit high volume operations particularly inyolving special
purpose machines. ' - :

d) The last stage in the product development is the manufacture of Pilot Production
Models. These are checked and re-evaluated for various functional aspects such
as tooling, material estimating, rate of production, cost of production, quality
control techniques reliability-and maintainability. You arc now ready to launch
free flow production. ’ o

11.4 PLANT LOCATION

a) Plantlocation is a strategic decision and has to be arrived at after careful
. deliberations of various factors involved. It is a one time decision and cannot be
retracted without paying heavy penalties. You may have to make this decision
_based upon the. following considerations: .

iy  Proximity to Market.

ii) Neamess to raw materials.

iii) Adequate power and water arrangements and other infrastructural facilities.
iv) Transporiation facilities and their costs. ;

v) Labour and wages. :

vi) Laws and taxation. . .
vii) Incentives, Land costs, subsidies Backward areas. ;
viii) Climate. : :
ix) Ecology and environmental factors. ;
x) Politica! conditions. '

hY

Market: While considering the market you have not only to assess the existing |
segment and the region but also the potential growth, newer regions and the location .
of competitors, If your products are fragile and susceplible to spoilage proximity to -
market gets added weightage. Similarly if the transportation costs add substantially '

- to your product costs, then also a location close to the market becomes all the more

essential. If the market is widely dispersed, it is possible to statistically find out the
point which will provide the lowest cost of distribution. In case of goads for export,
processing facilities gains importance. )

Raw Materials and Supplies being near to raw malerials allows you to get better
supplier service and to save on incoming freight. Other supplies include tools, :
equipment. ancillarics, vendor supplies etc. Here you look for promptness and ;
regularity of deliveries. If the raw materials arc bulky low in cost or perishable and
to be consumed as such locate the plant near to raw materials source. Suitable
examples can be steel and cement industries. In the small scale sector these could be
food and fruit processing. Meal and fish canning, jams juices and ketchups etc.

‘Power Water and Other Infrastructural Facilities : Depending upon the types of
industry these could assume disproportionate priorities. Power situation should be
studied with reference to its reliability, adequacy, rates (Concessional if any) own
requirements, subsidy for standby arrangements etc.

If power contributes substantially Lo your inputs costs and it is difficult to break even
partly using your own standby source, you may esseniially have to locate your
enterprise in lower surplus areas such as Maharashtra or Rajasthan. Similarly
adequate water supply at low cost may become a dominant decisional factor in case
_of leather, chemical, rayon, food processing and such like industries. Just to give you




tonne of synthetic rubber requires 60 thousand gallons, a tonne of aluminitm takes
3 lakhs gallons, a tonne of rayon-2 lakh gallons and a tonne of steel 30 thousand
gallons of water. :

Other infrastructural facilities include. telephone. telegraph, fax, telex, post office,
roads, etc.

Transpor(ation : Movements of materials invoive huge costs. Packaging in case of
- delicate products adds considerably (o the transportation charges. The most common
media are rail, road, air and water. Liquids and gases can be effectively handled

through pipe lines. HBJ pipe line is a very progressive step in this direction.

The cost of moving material per kilometer tapers off as the length of the hawl
increases. .

A break even analysis can be made to decide about the selection of the most
cconomical media. Linear programming is commonly adopted for tackling
transportation problems. Even a mix of two og three media may prove-more cost
cffective. Some of the examples where transportation media becomes the dcmdmg
criteria for plant location are:

i} Jute industry on tiver Hoogly.
i) Sea food industry next to port of embarcation.

Labour and Wages : Availability of sufficient labour skilled in the required trades
and category is yet another factor for enterprise location. Presence of technical

. training institutes in the area prove useful. You can study labour relations though
lurnover rates, adsertism and liveliness of trade unionism. Such information should be
available from existing industries of the area. Whether the labour is rural based or
urban; is also a point to consider.

Wage levcls prevalant in the area also have an 1mportant bearing on location decision.

" Higher regional norms are supposed to be compensated by increased output levels of
traditionally indus(rial labour. While you may get cheaper labour in industrial
backward areas, cost of their training and fall in efficiency may not allow you to take
this course,

Laws and Taxation : Laws prohibit putting up polluting industries in prone areas. In
order to contro) industrial growth laws are enforced to decongest some areas while
simultancously encourage certain otlier areas.

Taxation is a centre as well as State Subject. In some highly competitive consumer
products, its quantum may turn out to be the negative factor while its relief may
become 1he final deciding factor.

Incentive : For balanced economic growth of the country, very lucrative backward -
area concessions such as subsidies, tax holidays for number of years, assured and
cheaper power supply price concessions for state purchases etc. have been made
available. Land also is available at a very much cheaper rate. A large number of
entreprencur have benefited from these incentives. Other factors being comparative
this factor becomes the decision maker.

Climate : affects human efficiency and behaviour a great deal, Wild climate is
conducive to higher productivity. Certain industries 1ake jute and textiles require high
humidity.

Ecology and Environmental Factors : Manufacturing plants apari from producing
solid waste can also pollute water and air. Stringent waste disposal laws, in case of
_certain industrics, add to the manufacturing cost to exhorbitant limits.

We as the society members at large have no alternative but to pay this price for
maintainance of our ecological balance in the longrun.

Palitical Conditions : Palitical stability is essential for industrial growth. Community
attitudes such as the “Sons of the Soil Theory™ may not be viable in cvery case. You
have also to [ook into the availability of community services such as housing, schools
& colleges, recreational facilities and municipal services.

There are many qualitative anu quantitative- techniques adopted to interpolate the
above factors 1o arrive at a logical decision. The simplest and most commonly
adopled is weight rating method-illustrated in Figure 3 below.
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Operating the Small Scule Enterpriscs Fig. J
.- Flant Location : Dreclslon Moria

) POTENTIAL SITES {(WEIGHTAGES) .
S FACTORS FACTOR 51 [T S} s
e WEIGHT WEIGHT  TOTAL WEIGHT  TOTAL WEGHT  TOTAL WEIGHT 10Tl
RATING RATING  WEIGHT-  RATING  WEIGHT-  RANING  WEIGHT-  RATING  WEIGHT.
AGE AGE AGE AGE .
.. Puoximity 1o Main Markel l 12 (132) 16 {176) n (143) i (187
2, Neamess 1o Raw Materials - 11 1 (209) 12 {132} 7 (187) 13 ! {143)
1 Infrastructural Facilities 5 8 (4 [ {20) ? (35) 5 %
4. Trosporiation Costs - 5 0. (50} 14 {m 9 {5 T {55)
5. LandRequirememts & Costs 15 -8 ) 12 (150 - 5 s~ n (195)
6. Incentives 0 3 (260) 1y .(39:1} t {120) 0 (400)
7. Availabilityof Trained Labour 15 16 (240 1o T150) 15 (29) 7 {105)
_ 8 Laws& Taualion 0 6 (60) 9 (%0) ? (70 )] {100)
9. Ecology & Cavi ronrnclmal
Factors .2 ) 4 ®) 2 4 3 {6) L2 [€)]
0.  Climale 6 4 ) 2 12 P! @G 2 (1)
1143 214 ; L% 1226

.

Activity 2
Talk to.three entrepreneurs, one in manu’aclunng, one in trade and one in services

business. Discuss with them to find out :
a) the factors considered by them in the location decision.
b) how have availability of transportation and labour affected their location decision.

11.S PLANT LAYOUT

Plant layout is an analytical and economic arrangement of various facilities like
workmen machines, equipment, materials, plant services, incoming, in service and
outgoing materials, tool and intermediate storage and inspet:lion areas with a view
10 acnieving their optimum utilisation. The facilities layout also is a stralegic decision
since a layout once implemented cannot be changed easily. Some of the advamages
of a pood layout are:

i) Higher Productivity.
- 1) Ecopomic utilisation of floor space and other aperating areas such as loading &
unloading.
iii) Better supervision and control.
iv) Better working environment and employee safety.
v} Minimum material handling.
vi) Lower investment in plant and building with bcllcr maintenance facility.

Flow Patterns : Basically there are three types of flow patterns viz. horizontal, vertical
and the combination of the two. These patterns can be evolved by the use of flow
0 nrocess chart. r -
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Aclivity charis and orflow diagrams. The best way of analysing a flow pattern is by
the use of a Travel Charl." The basic types of horizontal flow lines are;

i}y Straight line

ii} Right Angle

iy Horizonwl U™

iv) 3 flow and

v} Circular flow.

" There arc diagrammatically represented in Figure 4 below. The choice of a particular
flow pattemn would depend upon the types of the building, the types of the products.

typc of the raw materials used and their frequency of use; out inspection, packing
and despatching requirements, Mostly the “U” flow and circular flow patterns are
commonly used.

Figure 4
FLOW PATTERNS
L LY [N 3 - L
C4 - Cal - -
b
i v
(a) STRAIGHT LINE {b) RIGHT ANGLE
= -
— -
£
{c) HORIZONTAL "U* (d) SERPENTINE FLOW
——
-_—
L}
{c} CIRCULAR FLOW

Activily ~

Visit a restaurant which you can classify as being in the small sector. Comment upon
how has the lavout of facilities added 10 or detracted from the ease of movement.
Could you suggest some alternative layout?

11.6 INDUSTRIAL ENGINEERING

"No production and operation management study is complete without the knowledge
of industrial engineering commonly called Work Study. The ILO hand book states
work study as a term used to embrace the techniques of method study and work
measurement which are employed to ensure the best possible use of human and
material resources in carrving out a specific activity. A more descriptive definilion as
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Operntlng the Small Scale Enterpeises given by British Standards Institute is: *“Work Study is a generic term for those
techniques particularly method study and work measurement which are used in the
examination of human work in all its contents, and which lead to a systematic

invesligations of all the factors which affect the cfficiency and economy of the-
situation being reviewed in order to effect improvements,™

Method study is the systematic and scientific evaluation of cxisting or proposed plans
& performance of any work system and the evaluation of improvements through the-

analytical process of critical examination. Method study if concerned with reduction

of the work content of the operation. While making suggestions for improvements,
economy in human efforts, reduction of unnecessary fatigue and the development of

a better physical working environment should be taken note of. Method study in its

genealised field of activity can also be termed as work simplification. Conventional
symbols used in work analysis are as under :

Standard Name of - Delfinition of activity
Symbol Activity )
O Operation An operation occurs when information is

O

‘given or taken, planning or calculation takes
place operations could be *do’ make ready
‘or' put away type.

Transportation It occurs when an cbject is moved from one

operation to another or from one place to
i another. .

Inspection To check and or verify qualitatively and or
quantitatively.

Delay ) A temporary halt or interference which

) comes up in the planned sequence of.

operations.

Storage It occurs when an object is intentionally kept

. aside. ’
Combined Various combination of simultaneously

occurrence of two activities. :

" Work Measurement : It is the application of techniques designed to establish the time
for a qualified worker to carry out a specified juu at a defined leve: of performance.
It is concerned with the investigation and reduction of the ineffective time and the
subsequent establishment of time standards for the operations based on the work
content evaluated by method study. There are a number of work measurement
techniques. Some of these. are mentioned below :

i}

i)

Time Study : This is a direct observational techniques in which an industrial
engineer watches a worker’s time and rates the work. It is a very simple and
straight forward method but viewed with suspicion by the workers who think that
all stop watch work is either to set a rate or to cut it.

Activity Sampling : It is a random observation metiuod under which state or
condition of the object or person under study is noted for yes/no position from
the proportions of observations in each category, inferences are drawn -
concerning the total work activity. Accuracy of the result will increase as the
number of observations increase. Activity sampling is less presented by the
workers while the results can be fairly accurate compared to time study. Work

Sampling is based on the stalistical law of probability and is derived from the .
“statistical sampling facility previded by the mean and standard deviation of a

sinomial distribution that closely approximates to a normal carve under certain
set of conditions.

Predetermined Motion Time System (PMTS).: Workers acceplance'of time
standard is very essential for any work norms to be effective. It has been engaging

the attention of management theorists so as to avoid all irritants of the process.

One such evolution has been the PMTS. Here each element of work such as
reach, turn, grasp, move apply pressure etc. elc. have been broken down into.
very very small basic movements. :




They could be of the order of 1/30th of a second and are determined by studying cine Opmilinr:;l Alanagement Issues
film records. Tables for times for these basic movements under varying conditions o Small Seale Entecprise
are published. These are universally acceptable. The industrial engineer now

allocaltes precise timings for elements of work involved in his process under study by

combinition of various basic movements as given in the tables and totalling their

timings. PMTS requires training since the definition of basic elements is not always

obvious.

iv) Synthesis and analytical estimating : Within any organisation the same type of
elements of work will recur even if the total job differs. Work measurement can

be achieved if the times of all these elements are added together. If originally
these limings were obtained by time study, then the process is called ‘Synthesis’
whereas if obtained by the use of knowledge and experience, then the process is
called-analytical estimating. ’ '

Industrial Engineering has gained enormous importance the world over. It tells
you the ways to improve productivity. Labour input costs cannot be worked out
unless work norms have first been established. To work oul correct work norms
you have to report to industrial engineering. There are also cssential for wage
settlements with workers as also to draw up incentive schemes.

11.7 PRODUCTION PLANNING AND CONTROL

Production Planning consists mainly of the evaluation and determination of-
_production inputs such as labour machinary and equipment, materials and utilities to
achieve the desired goals. The definition of the goals is also a part of the Production
Planning process. The process of Production Planning can be divided into the

following three phases:

i) Allocation
ii) Rouling
iii) Scheduling -

Allocation : The marshalling of all the resources of production which will be required
to perform the task is called allocation. This division is concerned with the provision
of space, the supply of labour availability of machines and_equipment and the _
provision of materials and spaces. Allocating of resources is done taking all the other
commitments ‘nto consideration and the priorities allotled to various products.

Routing : includes planning of where and by whom work will be done, determination
of both the path work will follow and the necessary sequence of operations.

Routing as applicd to manufacturing is the application of predetermined orderly
logical -and economical sequence of operations through which materials, parts and
sub assemblies must pass Lo prepare them during each successive operation for their
subsequent development into larger sub assemblics or complcted products. The
Route card or commonly called }ob Card is prepared by the Methods Dept. Products
are prepared from materials processed within the plant, purchased from vendors,
precured on sub contract from other manufactures or the combination of the three.
You must coordinate their routing so as to avoid held ups at the assembly line. It is
"sometimes necessary to allow controlled banks at work stations. This helps
maintaining the flow in following manners:

t) Allows time minor machine changes or sequencing

ii} Does not let the rejections due to stage inspection to interrupt the free flow.
iii) Rcjections in the meantime can be reworked and put back on the line.

iv) Helps'tide over absenteeism for a short while.

Scheduling : Covers many porlions of the manufacturing cycle. Master schedules are
prepared for various periods of time. The ideal master schedule is the nne that
forecasts accurately specific items and the quantities to be produced daily for the
maximum number of days. The ideal schedule though is scldom realised in actual
practice because it is not always possible lo ensure all variable inpuls to be available
at the right time and right quantity.

Production Plan is drawn in agvance, may be three-to six months. It starts with the
corporate planning for the year. Annual agpregate plan dovetailing the requirements B 23
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of the Annual Marketing Plan is drawn up, indicating monthly schedules, Production
Plan is issued in advance so that the requisite materials procurement and ptacement
is done in time to avoid any boltlenccks in operations. A good production plan has
two parts viz. Firm Schedule for the ensuing month and tentative schedute for the
-succeeding month or two months. The advantape of such a type of scheduling is the
preplanning that can be done by concerned agencies such as Miterials, Purchase,
Finance etc. This way bottle necks can further be avoided.

In jobbing type of work or a Service Centre or over-hauling workshops where large
numbeér of products scrials are simultancously progressed, computers are used {or
production planning and control. In certain cases sparcs/materials i inventory alone
runs into théusands, even lakhs of items. They have to be available just in time to
avoid heavy inventory carrying and storage costs.

Production Controal is'the updating and revising procedure where according to Lthe
requirements of the implementation, the labour assignments, the machine
allocations, the job priorities, the rates of lines flows, the schedule routes etc. may
be critically examined and changed. It is basically a monitoring and correcting
mechanism which goes on throughout the production process of the already drawn
production plan and schedule. For frequent revisions of schedules you need a
supervisor to look after the changes, monitor them and communicate decisions fast
on the production lines. For efficient contract, production schedules are drawn to as
detailed a level in time as possible thereby exercising tight control over the smallest
of deviations. In'order to continually monitor the sched ulc many control techmques
are adopted, some of these are:

i) Periodic Production Review Conferences
ii) "Repors and Retumns and their review -
iif) Charts & Graphs '

iv) Growth Charts

v) Line of Balance

vi) CPM/PERT

vii) Computers .

[nlegralive Nature of Production Plans: PP&C is an effort to optimise the process of
conversion of raw materials into finished goods. PP&C therefore has to be an
integrated function to derive maximum benefit out of planning. The procurement and
inspection of raw materials the invenlory levels of in proeess and finished goods,
Quality Control, plant maintenance, production costs, manpower and training and
the machinery equipment all have their influence on the planning of producllon
operations.

Aclivity 4 ’
a) From your nearcst industrial area, choose a sample of 10 small enterprises.
Discuss with them to find out what mothods of production planning and control

are being used by them.

b) In case you think the methods used are not adequate what methods would you
like lo suggest?

[
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11.8 WORKS SERWCES AND THEIR MANAGEMENT *'Io Soall Scale Enterprise

In the madern complex production operations environment, for every hand engaged
dircetly in production. there are a number of hands supporting his effort. Without
this it would be impossible for the production man to carty out his [unctions smoothly
and uninteruptedly. A fine anomaly can be drawn from our defence services. For
every ground soldier in the front line, fliér in the air or a seaman in the high seas,
there are 3 to 5 men'supporting him from behind. To achieve efficiency in production,
work services such as materials, procurements and personnels training, plant
maintenance, Quality Control, R&D, PP&C, healthy, safety, fire fighting
supcrvision, etc. have to be equally if not more efficient. In costing work services are
accounted as overheads. Due to technological advancements works, services costs,
have gone many times higher than purely production costs. But these high costs are
offset against increased productivity. Work services practically include every
functional aspect of 2n enterprise except the workforce directly deployed on
production lines and may be the personnel functions. Some of these l‘uncuons are
mentioned in bricf in the succeeding paragraphs.

Material Management: Materials acecuat for 70 to 80 per cent per unit cost of -
production. Thus it-deserves and occupies a high place in POM. You should be
. already aware of varfous inventory management technigues such as ABC & VED
Analyses. ABC deals with the calculation of 'annual costs of each-item in the
inventory and listing them in descending order of value. You will notice that 5 to 10
per cent of the top number of items account for aboul 70 per cent of the total
consumption value. They need the most attention. Call them ‘A’ items. Next 15 to .
20 per cent of the items account for about 20 per cent of the total consumption value.
-They are called ‘B’ items. Persue them periodically. Remainder 70 to 80 per cent of -
the items account for about 10 per cent of the total consumption value. Call them ‘C*
items. Delegate ‘their responsibilily to the lowest functional level. You would have
seen that ABC Analysis is based purely on grading the items according to the usage
alone. Some items even though less costly in monetory value, may be vital for running
the plant. These could be machinery spares, test equipment and othier stores required
for plant maintenance. Hence ABC Analysis should be done in conjunction with
VED Analysis. VED stands for vital, Essential & Desirable. Vital items should be
taken case of at the highest materials management level while essential items can be
dealt with at middle level and desirable items can be delegated to the lower levels.
Newer techniques are being practiced in the sphere of materials management. There
is a concept of Zero Inventory where materials are procured in the quantity
immediately nceded and are passed on to production line straight away. While all
these new concepts are cfforts towards costs cuttings and have. their pay offs they are
not able to ¢liminate conventional well beaten techniques.

Plant Maintenance : i) Sophistications in technology have led to very high cost gencral
as well as special purpose machines such as NC/CNC/DNC machines. Similarly-tools,

_ gauges and test equipment have become highly: costly It is not only.the high initial

- costs but also the penalties you will have to pay in case of their breakdowns (even
very temporary) that have made the plant maintenance as such #s an exceptional area -
of POM, meriting specific attentions at the corporale level. In the technological
sphere, specialisation like plant Engineering has come up. Failures are a natural
phenomenon. You at best can achieve longer MTBF (Mcan Time Between Failures)
there are basically four types of maintenance systems viz.

i) Breakdown Maintenance : This is a crises situatidn and.has to be dealt with-on
war footing. Its possibility cannot be completely eliminated. In the orgamsalmnal
set up, maintenance special Repair Personnel are earmarked and they swing into
action moment the breakdown occurs leaving all other routine work aside.

ii) Scheduled Maintenance : Normal wear and tear of any equipment can be
determined statisticaily to a fairly accurate state. Keeping this in view the
‘equipment manufacturer issues periodic inspection and servicing schedules along
with the equipment which should be meticulously followed just as is done in case
of aircrafl, locomotives and olthcr critical ground cquipments. -

ii) Planned Maintenance : It is slightly difieren! than the scheduled maintenance in
‘that thg m_a_ir_u_cgappc plan is issued by the plant Eugineer well in advance and
the equipment being put through the planned maintenance is made available for 25
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iv)

v)

the duration. Narmally planned maintenance so executed that it causes the least
amount of disruption ir the production activity. 1t is thus carried out either during
off shift hours or on weekly off days. ’

Prevenlive Maintenance : It consists of routine actions taken in a planned manner
1o prevent breakdowns and ensure operational efficiency cconomically it starts
with daily cleaning, oiling and inspection by the operator himself and goes on 1o
periodie lubrication turning up and testing by the maintenance department.
Faults noticed by the operator or his superior during the usage are reported and
immediate repairs get done before the fault causes a breakdown.

Other aspects of plant maintenance : include all other areas of gquipment
management, operation of services and [acilities such as : ’

1) Maintenance of buildings and other equipment on the shop floor.
+ii) Maintenance of transport external as well as internat like conveyors, forklift

trucks, cranes etc.

it} Provision of standby power, water and other facilities like air conditioning,
compressed air, water coolers etc.

iv) Housekeeping including seweraging, gardening footpaths.

v) Health, fire fighting and industrial safety.

Miscellaneons Works Services

)

Materials Handling : In any manufacturing orgainsation, the product has to pass

'through many processes before assuring its final stage.’It has been computed that

on an average 50 tons of various materials are moved to achieve one ton of .

finished goods. Material handling costs money and yet does not add any value to

the product. Some of the factors to be considered while tackling the material

handling aspect are: o ’

a) Should be as nearly automatic as possible to keep the cost low.

b) Use gravily as an aid. .

¢) Movements should be in straight line & as straighl as possible like frictionless
roliers.

d) Moves to be in straight lines.

e) For fixed paths use conveyors.

f) Integrate production control, inventory control and material handling.

Some of the Material Handling Equipment are

i)

.a) Chutes, inclined rails,. gravity roolers, conveyors.

5) Conveyors such as powered rollers, belt or chain conveyors, apron conveyors
and overhead conveyors.

¢) Elevators bverhead runaway, trolleys & lifting stocks.

d) Crancs-fixed, overhead as well as mabile.

¢} Trucks and other wheeled vehicles.

Fire Fighting : Fire prevention measures have become a statutory obligation.
Requisite [ire fighting equipment such as extinguishers, beaters, water and sand
buckets should be provided. Today highly sophisticated electronic fire alarm,
systems having audio as well as video signalling are available. Fire fighting
contingency plans should be drawn up and left updated. It should cover on duty
as well as off shift situations. Proper unit areas for workers and entrance for fire-
men and equipment should be earmarked. Men should be properly trained in the
handling of the equipments. More practices should be periodically carried out. It
is always better to take out an insurance policy against loss due to fire. Still more
important is to review it periodically with the help of insurance advisors or
consultanis. .

Accident Prevention : A safety officer should be appointed by name. Proper
position should be put up at prominent places with work areas. Gloves and
goggles etc. should be provided for hazardous jobs. Exhaust fans in the areas
where fumes got generated should be required. Gangways should be kept clear.
No oily surface, regular scraping of shop floors, guards on machines and
conveyors are some more measures to achieve accident prevention.

Health, Hygiene and First Aid : Environment should be kept as clean as possible.

_ Adequate latrines and urinals with running water, water coolers, electric fans,

exhaust fans etc. are some of the essential reqjuirements for a healthy and




conducive work environment. A {irst aid post with trained stalf must be - Operating the Small Scale Enterprises
established on the shop floor. Certain percentage of men should be trained in

first aid specially resuscitation due to electric shock and such take serious

accidents.

v} Energy Management : This is gaining tremendous importance noi only s i cost
saving measure bul a national emergency. Maintain your power lines (o correct
specifications specially the switches. Mechanical power transmission should be
properly adjusted, well lubricated and with least friction. Switch off power tools
even when not in use for short intervals. Electric motors should be of very good
quality and correct rating.,

11.9 QUALITY CONTROL

Quality is the performance of the product as per the commitment made by the
producer to the consumer. A product is called a quality product only when it satisfies
certain criteria for its functioning. Bureau of Indian Standards is.doing a yeoman
service by designing and laying down various criteria for a very largé number of
industrial and domestic product. A product shouid not only satisfy the criteria at the
time of manufacturing but the same performance should be available over a
reasonable length of time:

Quality assurance is a strategic decision. Thus it is the responsibility of all functional
managers viz. Purchase, Production, Operations, Warchousing (Storage) and the
‘transportation and packaging. Quality implementation is total organisatignal effort.

Control Charts

i) Varations in any process can be deseribed in terms of central tendency and
dispersion. Central tendency is for the samples to stay as close to-the criteria as
possible while dispersion is described as the extent to which the variation from
the criteria exists you have also to understand a bit more of statistics before we
can apply it for evolving our quality control measures. Central limit thereon
slates that the means of the samples tend to follow a simple statistical distribution
called normal distribution.

ii) Therelore the procedure you follaw will be;
- a).Take a few samples at a time. Measure their quality charatteristics.

b) Tind the mean of the sample. Also measure its range of dispersion. -

c) Gather statistics for the ranges and (he means of the various samples taken

, over [requent or regular intervals of time.

d) Flot these statistics approximately on a graph paper.

e} You have your control chart ready now to guide you as to when a particular

process nceds to be rectified and in what manner '

iit) Based on the sample size, there is a definite relation between the standard
deviation of the population and the standard deviation of the sample mean. In
other words inspection of samples means statistical inspection of the whole
manufactured lot.

H ]
Popur]'al:on and .

U population

where

standard deviation

means

value of the measured characteristic

mean of the values of x observed of the sample

sample size.

x chart

i) This is the control chart for the control tendency. It is also calied the average
control chart. You fire the lower and the upper control limits for the values of x.
Usually these limits are £ 3 which give an accuracy of 99.97 per cent of the results.
Fig- below indicates it graphically : 27
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Centra! Lipe

Fig. 5 : X Chart for Control Process

An illustrative examiple is given below :

A company using an automotive machine fills one leg sugar boxes with a lower limit
of 1.000 and upper limit of 1.005 the machines has natural process variability of
0.0003. The three sinma limits of the machine therefore are 3x0.003=0.0009 leg on

cither side which means 2 total dispersion of 0.0018.

Since the specified dispersion is 0.005, the automatic machine is adjusted to fill 1.0025
Kg. boxes. This becomes the Central line. You are now ready to set up an x chart to
detect when the machine goes out of the control. Weigh sainples of n = 5 boxes and

record X the average weight per box for each sample.

‘population
Using the formula X }
n
We got
0.0003
5
= 0.000134 Kgs. and
3 x 0.000134
= 0.0004
Critical Examinativa
The chart represents four samples, a total of 20 one kg. 1.0034
I kg. boxes. It will be seen that the fourth samples is on the 1.0029
upper control limit of the sample dispersion. All four 1.0025
samples show the lendency for positive values progressively 1.0021
indicating thereby that more sugar is being put into the 1.0016

boxes than what was intended and that the machines need fewer
adjustment.,

10034 - T —————————————————————————
30 i
Upper Control Limit for X
l.mlu( il - -
T
v
[ ]
g 1.0025 " »
E Lty
; 1.0021 J'
| Lawer Control Limit for
Jur
L.00LA —J _________________________

Time

Fig. § : X Chart -




R chart . . : ) ) -
Range control chart are for studying the dispersion. Range is the difference between
the maximum value and the minimum value of the observations in a sample. We use
the samples range for controtling the dispersion of the population. The formula are:

and R = d; x pop
values of d; and d; for a given sample size n arc read off from standard statistical and
quality control tables.

The control limits for R charts are determined differently. There is no need for lower
conirol limi{ which is zero for n<b

Now you apply the formula R = d,%6 pop
We have already scen that 6 pop is 0.0003 and the value of d, 5rom the tables for
n=5 is 4.918.
Hence R = 0.0003 x 4.918
= 0.00148
Critical Examination -
It will be seen that all four samples are close 0.0015 _upper contral unit

on the Centre line. Hence no statistically R=0.00148
significant shifts are present. 0.0010 Centre line R=0.60074
Hence the automatic weighing o
machine needs no adjustment 0.0005 1 ower control limit
as far as the range of the - R=0.0000
dispension is concerned. 0.0000
0.0015— Upper Control Limit for R = 0,00148
o 0.0010 ®
5 ® @
g —— - R=0.0007 — _.
= .
= 0.0005—
0.00 60 Lower Conirol Limit for R = 0.0000
Time
Fig. 7 =

Acceptance Sampling Plan

i) The sampling procedure consists of taking a small sample comprising in number |

of items from a consignment of N number of items and accepting the consignment
only if the number of defective items in the sample is less than or equal to a cost
number C or else rejecting the consignment.

i) An OC curve (operating characteristic curve) is typical of a particular sampling
plan. Different sampling plans give size to different OC Curves.

In using the Acceptance Sampling Plan, there is a further probability that the lot
may be accepted even of the quality is not really good. Also conversely the Iot

may be rejected if the quality is actually good. The first type of risk is called the

consumer’s risk and the second type is called the producer’s risk.

Average Qutgoing Quality Leve! )

i) You know that on the basis of a sampling plan a lot is either accépted or rejected,
if rejected it undergoes 100 per cent inspection at the suppliers or the consumer's
and before its acceptance. The chance of bad quality entering the consumer's -
plant due to rejection of a tot is zero. The lead danger to the incoming quality is

from the accepted ones. At any value of percent defectives in the lot, there is a

corresponding probability of acceptance of the lot. The defectives entering the

Opcratlonal Management [ssues
In Small Scale Enterprise
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o o
perating the Smalt Scule Enterprises .plant due to the acceptance of the lot are = Probability of Acceptance (Pa) X

Per cent Defectives in the lot (p). This is the Average Outgoing Quality Level.
For each possible value of a p there is a corresponding ADQ value. You as the
company are interested in knowing the maximum value of ADJ. This is the
maximum risk your company is exposéd to under the given sampling plan.

ii) The example below will illustrate the ADQL concept better,

The prababilities of acceptance. of the lots of uniform size under an acceptance
sampling plan are :

Actual Per cent Defectives o Probability of
in the submitted lots . Acceptance

12 - . - 0.731

1.4 . 0.650

1.6 0.570

1.8 _ 0.494

2.0 . 0.423

25 . 0.278

3.0 : 0.174

3.5 ’ ' 0.106

4.0 0.062

50 ~ 0.020

6.0 0.606

What maximum bad quality can enter the plant, under this sampling plan.
Solution ‘ g

Tt is required to calculate the ADQL under the sampling plan because ADQL is the
maximum limit of the bad quality entering into the Plant:

Actual Per cent Defectives Probability of Average Qut-
in the submitted lots Acceptance going Quality
(P) ' (pa) " (ADQxpaxP)

1.2 ) - 0.731 0.8772

- 1.4 0.650 0.9100

1.6 _ 0570 0.9120

1.8 C T 0494 0.8892

2.0 o 0.423 0.8460

2.5 0.278 0.6950

3.0 ' 0.174 0.5220

3.5 - , 0.106 0.3710

4.0 0.062 ’ 0.2480

5.0 0.020 - i 0.10C0

6.0 0.006 0.0360

Therefore the Avei‘age Outgoing Quality Limit (AOQLY) is 0.9120. This is the
maximum risk to which the plant is exposed under the given sampling plan.

Wm——l:'rmlucl:n Risk, =
T

0.90

0.80
0,701

0.60 4 o
N = 2000
h=120
c=2

050
0.50

rabahility accepranee ("a)

0.30
.20

el B DY
00 L _LmAQL . \; .
1 2 3 4 5 ] .7 B

Consumer’s
Rk, O

3 Fig. § Percent defectives in the 1ol (PD)




Double Sampling - * Qperatlenal Management Tsaues
The double sampling procedure consists of Laking first a sample of size n, and In Small Scute Enterprise
inspecting it for.defectives. If the number of defectives is less than or equals cut off

number C,. reject the lot, If the number of defectives are more than C,, reject the

lot. If the number of defectives are in between C, and C, then take another sample

of a different size up. If the number of delectives in the combined sample of u;+u,

is less than or equal 1o Ca then accept the lot, Gtherwise reject it.

TQM (Total Quality Management) :

The scope of quality management is not just devising a samphng plan for the
acccptanccfre]ectlon of the incoming materials and conlrollmg manul‘aclurmg process
conditions. It is infact a job at every step of the company’s activities.

Cost of Quality Conftrol

i) There is no hard and fast rule as to what percentage of product costs should
contribute towards the costs to be incurred for ensured quality standards. There
are 50 many inponderables that it is difficult to precisely define this cost.

ii} However it should remain a minor percentage of the product cost is not disputed.
That is why-you do not go in for cent per cent inspection of each and every
component. Furthermore, this percentage should remain as low as possible. It
would depend on:

a) Type of Product : its functional use, the hazard involved in the use penalties
for failure eic. ]
b) Quality awareness prevailing in the organisation by implementation of
concepts of TQM, ID and QC. °
¢) Costs for ensuring higher quality standards. You can go on improving in the
quality if coslts are no consideration and also if functicnal requirements so
- dictate. There is no optimum value between quality and product costs.

Activity § ‘
a) From the sample that you collected for activity 4 alsa coltect information ofquallly
control methods used.

b) Are these methods appropriate?
¢) What modifications would vou like to sugges1?

11.10 SUMMARY

The concepts of productivity, product,selection, focation, location decision, value
engineering and quality awareness are as important determinants of success for a
small enterprise as they are for a large scale one. This unit, on operational
management issues, discusses in detail some of the underlying operational
management concepts in relation to SSE and explain the significance of utlllsauon of
these concepts for a small entrepreneur. : '

11.11 SELF-ASSESSMENT QUESTIONS

' 1} What are the important considerations in a product design sclection? Explam with

the help of an example. 3
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a2

2
3

B
5)

6)

Discuss the process of protolype development. b -

How do availability of transportation facilities and labour affect the location
decision? What in your opinion arc the three most important variables affecting
the location decision?

What do you understand by method study and work measurement? How relevant
do you think ihese are for a small scale enterprise?

What are the tools of production planning and controt that a small entreprencur ‘

can use? Comment with the help of an example.
Explain the various quality control tools that can be used by small entrepreneur.

e e




UNIT 12 MARKETING MANACEMENT
' ISSUES IN SSE

Objectives

After reading this dnit, you should be able to:

& jdentify the tarpet market segments for a producl,

¢ familiarise yoursell with the concept of marketing mix, .

® appreciate the need for proper intcgr'all'bn of various clements of marketing mix,

e take appropriate decisions with respect to product, price, promotion, and place
(4 Ps) and

® ulrimately formulate a sound marketing strategy for a small scale enterprise.

Structure

12.1 Introduction
12.2 Market Segmentation
12.3 Marketing Mix
12.4 Product
"12.5 Pricing
12.6 Promotion
12.7 Place (Distribution)
12.8 Summary
12.9 Further Readings

12.1 INTRODUCTION

In Unit-6 we understood the meaning and imporiance of marketing orientation, and
the need for market assessment, Marketing orientation helps us to offer those
products or services 1o the market that would satisfy some needs and wants of the
customers. The exercise of market.asscssment helps us in understanding the nature
and extent to demand, the competitive situation, and the prevailing trade practices.

When a product or service is offered to the market, several decistons need to be taken
in regard to its marketing. For example, the price of the product has Lo be
determined, its advertising budget has to be worked out, and the channels of
distribution have to be identified. But before these decisions could be taken, we need
Lo identify our target customers. Market segmentation belps us in this task.

12.2 MARKET SEGMENTATION

The market consists of a large number of individual customers having different
characteristics, They may be living in different cities or towns, Their responses and
preferences with respeci 1o products, prices, promotional strategies. and distribution
channels used, may not be homogeneous. Thus, different sirategics and approaches
are required to tap the poteniial in different types of customers, Inspite of this
heterogencity in the marker place, groups of potential buyers, called market
segments, can be identified which share certain characteristics of significance 1o
markeling. The exercise of market segmentation helps us in identifving these groups.
To put it in the form of a simple definition:

Market segmentation is the act of dividing the market into distinctive and
homogeneous groups of customers.

Each group, thus formed, is called a market segment. The market segments that are
of particular intergst to a firm are called target markel segments or just target
markets. Lel us try to understand this through an example. A firm manufacturing
shoes wants 1o define its target markets. Suppose it specialises in shoes mcant for
men only, Women are, therefore, excluded from the target market. Siuce the shoes
manufactured by the firin are rather expenstve, it identifies those nien who belong to
high inconte group, and living'in urban areas ax its prospeciive customers. Thus. the
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target market of the firm can be defined with the help of three characteristics 6f its
customers: ) men, 2) belonging to high income group. and  3) living in urban areas

The identification of target markets helps an entrepreneur in fine tuning his efforis
to the requirements of his customers. This fine tuning helps in reducing wastages.
and in achieving greater effectiveness. There are many exanmples where small
emierprises tricd to market their producis without proper segmentation of the market.
and sulfered. Onc of the most common mistakes is to try o sell a product nationally
(and sometimes internationally) when none of the resources — time, money,
infrastructure, and manpower — allow this. Through market segmentation an
cntrepreneur.comes to know who his customers are, where are they locatedy what
price aro they ready to pay,.what product aitributes do they value, how much do they
buy, and how to communicate with them. He is not likely 10 commit mistakes such
as pricing the product too high or too low, choosing wrong media or message for
advertising, and sclecling wrong kinds of middlemen.

When a firm concentrates its marketing efforts in one or two markel segments, it has

good chances of success and establishing itself firmly in the market. The targel
markets must be chosen on the basis of an analysis of the available markeling
opportunities, and the constraints of the firm. They should be able to offer good sales
and profitability potential, and have easy accessibility.

A market can be segmented on the basis of many defining variables. Some commonly
used variables are :

1) Geographic variables

2) Demographic variables

3) Psychographic-variables

Geopraphic variables .

An important characteristic that distinguishes different groups of customers is their
geographic location. A small firm may distinguish between the customers located in
its own city of operation and those in other cities. Another firm may target its
marketing efforts in an entire state, or in a couple of states. A large firm may identify
a whole country as its target market. And 2 multinational corporation may like to
spread ils wings across different continents. With the larger target markets, territories

" or regions may be identified which require greater attention. Some areas, like rural

or urban, may be viewed as more fertile (in terms of marketing opportunilies) than
the others. In all these cases, the geographical variables define the market segmenis.

Demographic variables

The term demography means the study of population. Various characterstics of

population such as age, sex, education, occupation, income, family size, religion,
nationality, and social class are termed as demographic variables. These variablés are
very commonly used as bases for distinguishing customer groups. They are easy to
identify and can be well correlated with the characteristics of many. products. For
example, the particular age group of, say, six to twelve years can be easily identified,
and correlated to products like loys, school bags, toffces, and comic books.

Psychographic variables ] .

We have seen that the market can be segmented on the basis of geographic variables
and demographic variables. However, 1o be really effective in marketing, especially
of consumer products such as cold drinks and clothing, we need to know and
understand our customers in greater depth.

We must study as with respect to certain other variables like their interests, attirudes,
tastes, needs, values, opinions, and personality styles. These variables, since relating
to the psychology of the people, are called psychographic-variables, They are
particularly important for fashion goods, and certain other consumer goods which
come in varied designs and styles. An excellent example of psychographic
segmentation in the Indian context is provided by the sellers of jeans {trousers). They
seem Lo have identified their market as consisting of inen and women who seek
up-to-date goods, are pleasure oriented, casual in their life style, non traditional, and
outward looking. The product design, advertising, and pricing, are all influenced by
the identificatiori of these personality traits in their potential customers. Some goods
are projected as made exclusively for ‘status seekers’ with a high price tag attached
to them. Fhis type of psychopraphic segmentation is common for goods like brief
cases. pens, furniture; sanitary fittings, cosmetics, and watches,




Sushil Cooler Co.
Sushil Tandon, the son of a high ranking government official, was in the final year
of his engineering course. In his spare time, he tinkered with mechanlcal devices in
which he showed a great deal of ingenpuity.

He noticed that the traditional room coolers made a |6t of noise, tooked rather crude,
.and were not very scientific in design. As a part of his project in the final year of the
“engineering course, he assembled a cooler thal was technically much superior to the

commercially available coolers.

After passing out from thecollege, he set up a small-scale unit for the manulacture
of room coolers in a metropolitan city of north India. He could get a rented shed for
Rs. 1500/- per month. He took a loan of Rs. I lakh from a bank and his father
promised him help to the extent of Rs. 50,000/- as and when required.

The first batch of coolers that came out from,hls [actory, named Sushil Cooler Co.,
made him really happy. The coolers were distinctive; they bore the looks of an
air-conditioner. They WwEere comparatwcly silent in operation, and the-cooling was
elfective,

While the normal coolers that were presently available in the market were priced at
around Rs. 2,000/-, Sushil’s variable costs were around Rs. 2,200/-, due-primarily to
better quality fan, pump, and accessories.

Being a technical man-himself, Sushil is at a loss as to how he should marke( his
product. -

Activity 1

Try to identify the target market scgments for Sushil Cooler Co. Teke iato
consideralion as many bases for segmentation as you think are usefui [or the product.
List your recommendations in the space provided below.

12.3 MARKETING MIX

There are several marketing aspects which are under the control of the entrepreneur.
He can choose the features or attributes of his product, keep its price high or low,
advertise it through newspapers or radio, sell it through own salesmen or retailers,
and so on. In each decision, there are a targe number. of allernatives. He is always
in search of a proper ‘mix" of all the decisions so that they yield the desired results,
There are four basic decision areas viz. product, price, promotion, and place,
commonly called 4 Ps, which constitute the marketing mix of a company.

Marketing mix is an essential part of marketing management. It is a powerful concept
which integratés various kinds of markeling decisions to form a well-knit marketing
strategy. Every marketer uses this concept as a ‘tool kit® to do his job of reaching the
target markets.

il
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I.  Preduct

-l 2. Price

43 Prormotion. —— | TARGET
4. Place MARKETS

(Distribulion)

Fig. 1 Marketing mix

The overall marketing strategy of a company can be describéd by presenting its target
markets and the elements of ils marketing mix. As an illustration, let us briefly
describe the marketing strategy of a hypothetical company ABC, manufacturing
television sels.

) Marketing strategy of ABC
Target market segments:  Households in high income group; living in urban areas;
status conscious. )
Product: Black and white, and colour television sets incorporating

latest imported technology.

Price: ‘ High, to project superior quality image of the product;
: not high enough to make it out of the reach of those in the
lower bracket of high income group.

Promotion: . " Heavy advertisingin high image magazines and on
- television, stressing mainly on product quality.

Place (Distribution); . Through high quality retailers in selected urban areas.

Marketing mix of different companies selling different products is bound to be
different. However, here may be, and usually are, difference in the marketing mix
of companies selling same product categories. This can be appreciated-from the fact
that another company manufacturing television sets may choose to have a
Substantially different marketing mix from that of company ABC mentioned above.
These differences are not anomolies. They represent the strategies in the effort to get
an advantage in the market.

Vartous clements of marketing mix have a Iot of interaction within themseives. For
cxample, a decision to enhance the product quality will have repercussion on its price;
widening of distribution network will enfail a corresponding increase in advertising;
‘introduction of a promotional scheme to win over the competition will require aclive
support from the channel members; and so on. This interaction between various
eleménts of marketing mix requires that no decision should be taken in isolation, and
its impact on the other elements should be carefully assessed. A good marketing mix
will have a logical and ‘consistent fit between all its elements.

Aclivity 2

Iy Activity | vou bavie alveady identified the target market segments for Sushil Cooler

Co. Now try 10 provide an eutline of its marketing strategy (as we have done for

ABC on page 8.

Marketing strategy of Sushil Cooler Co.
Target marketsegments: . S
Prodoct: L et et e a e e et na ey ens
P, e e e e e e e

Promotion: i e e ettt ne

Place (Distribution): . PRTTTTTUT e eeem et iaaaan s

R
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You.may have found it difficult to take decisions with respect to product, price, .
promotion. and place. Let us now discuss these marketing mix elements in some

detail.

12.4 - PRODUCT

Anything ihat is offercd to the market for sale at a price fs lermed as a product. [t
may be a physical product, like soap or toothpaste, or a service, like repair of
“typewrilers.

Products can be broadly classified into three types:
1) Consumer products-

2) Industrial products

3) Services

Consumer products are those goods which are bought by the individuals or
households without requiring any further processing. Soap, toothpaste, refrigerator,
[urniture, clothing, and toys are examples of consumer goods. These consumer goods
can be further divided into durable and non-durable goods. Durable goods are those
which survive many uses and have a relatively long life (e.g. refrigerator, radio,
television set, fan}. Non-durable goods are those which are consumed in one or few
uses and last ' relatively short period (e.g. soft drinks, soap, shampoo, cigarettes).
Consumer goods can also be classified in terms of the shopping. habits of the
consumers. We have convenierice goods which are frequently purchased with
minimum of cffort in comparing or deciding (¢.g. soap, toothpaste, newspaper,
detergent). Then there are shopping goeds which are bought after comparisons based
on suitability, quality, price, and other features (e.g. sarees, furniture, readymade
garments, clectrical appliances). We also have speciality goods which have unigue
features and characteristics and, therefore, require special efforts on the part of the
purchaser (e.g. Hi Fi sterco system, racing cars, sporting cquipment, photography
equipment). :

Industrial products are those goods which are used primarily to produce other goods,
or rendering some services to the manufacturers. These can be further classified into
capital goods (e.g. machinery), materials and parts (e.g. raw materials and ’
manufactured parts), and supplies and services (e.g. lubricants, repair and
mainlenance servicesh

As distinct from the normal physical products, we have services which zre largely
intangible in nature. Insurance, banking, transportation, entertainment, education,
health care, excursions, and repairs, arc all examples of services. Some services like
teaching have a high degree of intangibility while some others like health care have
both tangible and intangtble components,

Product Mix

A product mix is set of alt the products offered by a firm for sale. It may consist of
a single preduct linc such as different varieties of soap, or more than one product
fine such as different varieties of sbap and toothpaste.,

Smail {irms usually produce just a single product or a couple of products in a product
line. However, as they grow, they have to take decisions with respect Lo their product
mix. Following factors-need to be considered while taking product mix decisions:
1) Profits and sales growth potential -

-2) Stability in sales '
3} Capacity ulilisation
4} Customer service and satisfaction
3} Ulilisation of available know-how (both technical and managerial)
6) Cost reduction

A firm must periodically review its product mix so that only those products which are
worthwhile to produce are continued with.

Product Attribufles .

A product has many features called ils attributes. A soap has size, weight, essence,
colour, hardness etc. as its attributes. A voltage stabilizer will have its technical
specifications, external design féatures, and reliability. From the peint of view of the
customers, some attributes will be more important than the others. The importance

Marketing Manegement Issues
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of an attribute will also be determined by the wanis of the particular market
segments. While the high income market segment may rank the essence of a bathing
soap as a highly relevant attribute, the Jow income segment may rank its size as the
most important one. Thus, the relative importance of various product attributes
should be judged in reference to the market segments of interest to the firm.

Since a {irm has to operale in a competitive environment. the product attributes

offered by the competition should also be studied. The exercisc will enable us to
determine the gaps that may be available in the market between whial is offered and
what is wanted by the customers. Once this information is available, we can position
our product at a place which seems most approprialte from the market point of view.

Packaging

Packaging has traditionally been used to protect the goods, and to improve their
handling convenience. Today it has acquired additional signilicance in terms of its
promolional value. Many products like cosmetics, readymade garments, playing
cards, agarbattis, and gift items including sweets and dry fruits have fancy and
elaborate packagings which act as attraction to the customers. Some products like
bread have.to be packed, out of necessily, in a particular manner so as {o protect
them and increase their shelf life. Thus packaging performs many functions such as:

1) Protection from damage during handling, transportation, storage, and use.

2) Packaging makes it easier for the customers to differentiate between different
brands, and to choose the one that is preferred.

3) It provides the consumers information about several product attributes including
price, weight, name of the manufacturer, date of manufacture, conlents, and
expiry date (e.g- in case of medicines).

© 4} Good packagin'gihelps in creating a favourable image of the product in the minds

of the customers. . -

5) Packaging makes it easier for the members of the trade, and the consumers Lo
handle a product. It can be systematically stacked in a store, and the consumers
can use it withiout any inconvenience and wastage.

Several new materials and technologies are available today which have revolutionised
packaging. We see soft drinks in more convenient and disposal tetrapacks, pain
relievers in aerosol cans, and many items of household use in reusable plastic jars.
Attractive and inexpensive plastic-lamination is done on cardboard cartons. In
general, while designing the packaging for a product, following points must be
considered:

1) The functions which are expected to be performed through packaging;
2) The practices being followed by the co;n-petition;

3} The tastes and preferences of the target markets; and

4) The costs invelved under different options.

Branding

Most products that are sold today are branded. A brand is a word, mark, symbol, or
combination thereof used to identify goods or services. A brand rame is that part of

a brand that can be vocalised. Thus, Promise, Charminar, Lux, and Godrej are brand
names. A brand mark is that part of a brand which can be recognised but not
vocalised. Brand marks like telephone, monkey, and elephant can easily be identified
for some popular products in the Indian context. A trade mark is that part of the
brand which has legal protection for exclusive use. '

Some of the advantages of branding are :
1) It helps in giving a distinclive image to the product;

2) It helps in communicating to the customers some desirable features of the product
(e.g. Vicco Turmeric, Quickfix);

3) It makes it easier for the members of the trade and the consumers to order and
identily goods;

4) It can help in providing legal protection to a product from limitation;

5) It helps in building up'a loyal sct of customers; and

~6) Tt helps in earning goodwill which is-useful for growth and diversification.




Markeilgg Management Lssues

There are certain costs-also associated with the decision to brand a product. A In Siall Seic Emterpris

branded product requires good amount of promotif)n anic! as such adequate furrds
need to be earmarked for this purpose. Consistency in the quality of the product has

to be ensured.

Wetiviny 3
What product alnibutes would a customern in the chosen siarka SCEMICAL (ace Aclivity )
look for in a room covler? How would you like 1o positon the product of Sushil

Cooler Co. interms of its product attributes? Suggest a brand name for the product. -

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

12.5. PRICING

By price is meant the amount of money that consumers must pay for a product or
service. Pricing is one of the key elements of marketing mix. Pricing decisions greatly
‘influence the profitability of a firm. Also, price seems to be the most handy tool
available to'a marketer for adapting his markeling strategy to changes in the

competitive situation, and in the environmental factors,

Pricing decisions are quite complex and many factors — economic and nOn-economic
— impinge upon them. These include: : -

a) Costs associated with the product;

b) Demand for the product; '

c) Price-elasticity of demand;

d} Competitive situation;

e} Government regulations; .

f} - Behaviour of the consumers; and

g) Long-term and short-lerm objectives of the firm.

Some common pricing methods and strategies are discussed below:

Cost-plus method . )

This is perhaps the most commonly used method of pricing by small firms. Under
this method, the total cost of the product s first determined. Total cost is the sum of

variable costs-and fixed costs that are attributable to one unit-of output, A margin
for profits is then added to the total cost to determine the price. Remember that

margin is generally calculated on the selling price. To make the concept clear, an

example is given below. '

Example

Q) A manufacturer of valtage stabilisers finds that his variable costs per unit of
output are Rs. 300/-. His total fixed costs per month, when he is making 100 units
per month, are Rs. 6,000/-. What should be his selling price if he wants a margin
of 20%? ' ~

A) Let us first find out the total cost per unit of output.

Total cost = variable costsfunit + Fixed costsfunit

- 6000
Rs. 300 + Rs. =00

Rs. 360 per unit

If the sale price is X, the margin of the manufacturer will be X - 360 (total cost).
If 20% margin is required on the sale price, using ¢lementary mathematics,
X —360 02X
or, X (I-0.2) 360 .
X Rs. 450 39

S et
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Cost-plus method of pricing has.certain advantages like I) the price can easily be
adjusted 1o changes in costs, 2) the profitability of the enterprise is in view at all
times, and 3} a sense of cost-consciousness is build up in the operations.

“There are some disadvantages wiso in following this method. It does not take into
account many lactors like the demand and supply position, and the behaviour of the
CONSUMETS.

Variable price policy )
Under this policy, different prices are charged from different customers depending
on the situation prevailing in the market. Some situations under which variable price
policy is adopted are :

-

1) Diflerence in the size of the customers (e.g. bulk customers may be offered lower
price); o

2) Différence in the anticipated business from different customers;

3) Difference in the bargaining power of the customers;

4) Difference in the demand and supply position at various locations;

5) Difference in'the customers’ ability o pay; and

6) Ignorance of the customers.

Some entreprencurs adopt variable-price policy in their effort lo maximise profits.
They determine the minimum price to be charged by the total cost of the product,
and the maximum price by the customers’ ability to pay. Bargaining is usually
resorted to in finalising a deal. As such, this policy may be detrimenial to the
long-term interests of a firm. : : )

Base price and discounts

Under this method, a base price or list price is used and varying price discounts are
offered to different categories of customers. Under the variable price policy, the price
is changed according to the particular situation. However, under the base price and
discounts method, discounts are offered uniformly to all customers and each one of
them can avail these on satisfying the stipulated conditions. Discounts are of several
kinds. Trade discount is given to a trader to cover his costs and provide him with a
margin as incentive o deal in the product. Quantity discount is-offered to bulk
purchasers because of their value to the seller. Cash discount is given to the customers

making cash down or immediate nayment. Seasonal discount is given to boost the sale

of a product during slack season. Electric fans, woollen garments, and cooler. pumps
are typical examplés where seasonal discounts are offered.

Market rate method -

Prevailing market rate, many times, is the basis on which an entrepreneur determines
the price of his product. If the nature of the product is such that it is largely
jndistinguishable from those of the competitors, or if it is found thal all manufacturers
are charging more or less the same price for their products, the market rate method

of pricing is usually adopted. In case the entrepreneur finds that the prevailing market
rate is not economical for him, he has to lower down his costs somehow rather than
increase the price unila.crally. This method is commonly used in case of unbranded
products like oils and chemicals, and services like courier, tailoring, and car or
scooter servicing. One advantage of this method, especially for new small enterpriscs,
is that they get some immunity from the vagaries of price wars,

Market skimming pricing

Under market skimming pricing strategy, a very high price is charged in the beginning
with the objective of recovering the investment in a short period. High price is usually
supported by heavy promotion. This strategy is seldom possible except when the
product is an innovative one and is expected to command good reception from the
customers. One cannot continue with such a strategy for a long period of time as high
price acts as an incentive to the competitors o enter the field. The price is permitted
to fall as the competition sets in. '

Market penetration pricing

Market penetration pricing strategy calls for a very low initjal price in order to
penetrale into the market. The strategy puts emphasis on creating a mass market for
the product even at low margins. This stralegy can be adopted when the demand is




cxpected to be price elastic, i.e. customers are price sensitive, and whan the
economices of large scale production are substantial.

Aclivity 4 ' ) . _ \ '
Can vou help Mr. Sushil Tandon in working out a price for his coolers? You may
Mitke vour nwn sspmptions rzpording the tevel of his votpul. aed denmand dusig

the seasan.

12.6 PROMOTION

.We try to influence the customers in favour of our product through various mieans of
communication. These means of communication with cuslomers are commonly
referred to as promotion, one of the 4 Ps of marketing mix. There are threg
promotion tools thar are generally available (o an entrepreneur; 1) advertising,
2} personal selling, and 3) sales promotion.

Advertising

Adverlising is mass, paid communication under clear sponsorship, the ultimate
purpose of which is o impart information, develop attitude, and induce action
beneficial to the sponsor. One basic purpose of advertising is to increase the
likelihood of customers buying the product. Thus, an advertiser may try to inform
the potential customers of the benefits that the product offers to them, or remind the
existing users of the continued availability of the product. Advertising is also used to
perform certain other functions depending upon the specific requirements :
“a) To make an announcement of a sales promotion scheme:

b) To expand the distribution network;

<) To counteract the-competitors’ moves; ; _

d) To build up the enthusiasm of the dealers'to promote the company’s products;
€) To boost the morale of the sales force; and . :

f) To boost the image ‘of the company.

Newspapers, magazines, televisions erc. through which we advertise our products
are called advertising media. There are a large number of media that are available 1o
an entreprencur as shown in the table below.

Advertising media

Newspapers: National, regional, local, dailies, weeklics etc.

Magazines: General interest (e.g. India Today), and special interest {e.g. Business
India}.

Trade journals

Televiston-

Radio

Cinema (slides or films)

Video films . )

Outdoor hoardings, posters, display cards (e.g. on buses), wall writings.

Handbills in newspapers (used commonly in small towns)

Direct mail

Yeilow papes

One or more of these media are selected on the basis of their effectiveness in reaching
the advertising message 1o the larget customers. One has to also sce the cost aspect.
Due to their financial constraints, many small enterprises cannot afford to advertise
in national dailies or on television..ITn fact, if the enterprise is catering primarily to .
local markets, advertising in such media is ruled out both in terms of the cost and
the effectiveness. : ) :

Muarketing Management Tasues
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The primary purpose of advertising is to sell; an advertisement which cannot move
the customer nearer Lo the act of purchasing is waste of money. An advertisement
must, therefore, offer a persuasive and distinctive proposition that is able to attract
the maximum number of prospective cuistomers. In the field of advertising such a
proposition is called a Unique Selling Proposition (USP). Thus, USP s a spuditiv
proposition in an advertisement that is unique and distinctive. and is strong enough
to pull over new customers (o the advertised product.

USP determines what is to be said in an advertisement. The next step is to determine
how il is to be said. An advertisentent has (o fight for getting attention in a crowd of
numerous other advertisements that a consumer comes across each day. The
message, thercfore, needs to be presented in an inleresting and effeciive manner.
Creativity and judgement play an important role in making a good advertisement. A
checklist to assess the soundness of an advertisement is given below:

1) Does the advertisement place emphasis on the right things?
2) Is the presentation persuasive?

3) Is the advertisement interesting Lo read?

4) Is it ecasy to read?

5} Isit able to draw attention?

Persanal Selling .

As against mass selling (advertising), personal selling is man-to-man selling and,
therefore, involves a two way communication process betwecen the buyer and the
seller. Personal selling is more flexible than advertising as the method of persuation

can be moulded according to the needs of the particular customers. Personal selling .

performs several functions in the marketing of a product; .
I} Order booking '

2) Enquiry generalion

3) Technical assistance to the customers

4) Providing efficient service to the customers

5) Price negotiation '

6) Collection of payments

7) Collecting market information

The exact nature of the functions to be performed in each case will depend upon the
nature of the product to be sold, and the role that has been assigned to personal
seiting in the marketing mix of the firm. Personal selling method is extensively used
for selling industrial products, and consumer durable products. In case of consumer
non-durable products, the role of personal selling is predominantly to meet the
requirements of the trade.

Salesmen in different companies differ widely in terms of their education, skills, and
salaries. This is quite natural since different qualifications and skills are required to
sell computers, and nuts and bolts. Still, there are some characteristics that
distinguish a good salesman from an ordinary one : '

Thorough knowledge : A salesman must have good understanding of his product, its
applications, special features, and the competitive situation. This understanding will
cnable him to deal with the customers confidently.

Preparation for each visit : A good salesman plans his visits properly and makes
preparations for them. Previous appointment is helpful in eliciting positive response
from the customer. All the relevant information and back-up meterial should be
readily available with the salesman.

Empathy : Empathy means the ability to feel — inteltectually and imaginatively —as
the customer does. Sefling involves the matching of the interests of the buyer and the
selter. No salesman can hope (o be successful if he doesn’t see and appreciate the

viewpoint of the buyer. Listening, therefore, is as important in personal selling as

talking. : ‘

Trustworthiness: A good salesntan generates confidence in the customers through faic
dealings, helpful attitude, and honouring his commitments. Developing
trustworthiness takes a long time bul the rewards are also long term.

Dynamism : By dynamism is meant positiveness, open-mindedness, and
purposefulness. It does not necessarily mean aggressivenesss or hard selling. A




dynamic salesman is not unduly perturbed by the fear of rejection or failure which is
s0 common (o personal selling.

Sales Promotion _

Sales promotion consiats of those promotional activities which are designed to
stimulate the sale of a product by offering some kind of incentives. The incentives
may be directed towards the consumers, trade, or sales force. While advertising
usually offers a reason to buy, sales promotion offers an incentive to buy. The
incentives are usually for a short duration of time. L

There are a large number of sales promotion tools or methods. Some important sales
promotion tools that are directed toward the consumers and the trade are given
below. : ’

Lirected toward the consumers :

Price-offs: A discount.in price for a specific period.

Satmples: Distribution of free or subsidised samples.

Premiums : Offer of an article (e.g. a spoon) along with the product.
Quantity-offs : Offering more quantity of a product at no extra cost.

Coupons : These entitle the bearer to a stated saving on the purchase of.the product.
Cash-refund offers : These are like coupons except that the refund is made after the
purchase rather than at the time of purchase. -

Contests : The consimers are invited to participate in contests or campaigns and a
few are given prizes.

Directed toward the trade : -

Buying allowances : Spectal discounts offered (o the trade for buying large quantities,

Free goods : A specific quantity is given free along with an order (e.g. one botule free

with each dozen). ’ )

. Display goeds : Special displays, racks, banners ete. distributed free to the dealers.
" Advertising allowance : A part of full expenditure incurred on advertising by dealers

is reimbursed. ’ ) .

Dealer sales contests : The dealers are invited to participale in sales contests and win

prizes. ,

Dealer gifts : Useful and attractive articles are presented to the dealers as gifts,

Dealer conferences : Meetings of the dealers are arranged in expensive hotels with

the dual purpose of discussing marketing aspects, and build up their enthusiasm for

the company.

Aclivily §
Formulate a promotion strategy for Sushil Cooler Co. Assume that the total budpget
available is Rs. 50,000.

- 12.7 PLACE (DISTRIBUTION)

A firm has the responsibility of making its product available ncar the place of
consumption so that the consumers can easily buy it. The consumers may be scattered
tn targe geographical areas and it may be difficult, if not impossible, for the firm to
reach them on its own. Many times, the nature of 1he product is such that the

gonsumers are not ready to wait and would buy any brand that is readily available at
the retail shop.

Because of these {actors, most producers use rriarkelii'ng intermediaries, like
wholesalers _and retailers, to reach their products 1o the ultimate consumers. These
intermediaries are indepenrdent organisations. A set of intermediaries that is used to
move a product from the producer to the consumer is known as marketing channel,

Marketing Management Issues
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_ T_hre-e basic alternatives are available to an entrepreneur as regards the channel of
- distribution. .

[Manul’aclurch—)‘[ I Consumr:rJ

a. Direct selling

L. .
Manulacturer r g Retaiter > Consumer
b. Through retailers
. Manufacturer 1 Wholesaler > Retailer - Consumer

[P Y

"E Throiigh wholesafers and retalers

Fig. 12.2 Mn.rkeil_n'g channel altc;-u_:lallvs '

~ H

Slight variations of the above cha,n@lel alternatives are often encountered which.are
mostly the characteristics of particular industries. Intermediaries like commission
agents, brokers, export houses, and super bazars are also used. An entrepreneur
‘should consider the following factors while-choosing a particular channel of
distribution: : S
a) Financial implications

: : ® initial investment in facilities .

' ¢ working capital requirement .. - ) .

® long run growth plans '
b} Contro} aspects regarding ) ‘
® selling price ~ ' ' : ;

e promotional efforts at points-of sale B ' ' ;

® kind and quality of display

& points of sale inventory

® geopraphical coverage

& cislomer service . o _ :

T T T T T T T T T I T T T T R T e s

¢) Competitive practices .
dJ Consumers’ and retailers’ purchasing habits. )
o " Place (Distribution) also encompasses activities pertaining to physical distribution of
the product. Decisions regarding location of warehouses, inventory levels at various
points in the marketing channel, mode of transportation of goods, routing of
despatches, size of shipments, and bulk packaging have (o be taken under physical
distribution. All the above decisions can have considerable implications on the firm’s
cash flow and profitability.

Activity 6 :
Do you envisage any role for intermediaries in the marketing mix of Sushil Cooler
Co.? Please suggest a suitable channel of distribution.

12.8 SUMMARY

Inspite of great amount of heterogeneity in the market-place, groups of customers
called market segments, can be identified which share certain common characteristics
of relevance to the firm. The identification of target. market segments helps in fine
tuning the marketing efforts to the requirements of the customers, and in reducing
- wastages. Geographic, demographic, and psychographic vaniables are commonly
4 . used as bases for segmenting a market. :




There are a large number of decision areas in marketing. Most of these pertain to

“four basic elements of marketing mix viz. product, price, promotion, and place (4Ps).
A marketer is always in search of a well-knit marketing mix that has good consistency
within its elements. Product decisions include decisions on the product mix, product
altributes, packaging, and branding. Pricing decisions are quite complex and have
substantial bearing on the profitability of the firm. One basic decision in pricing is 1o
determine the price of the product. Promotion encompasses decisions on advertising,
personal selling, and sales promotion. The role to be assigned to each one of them
has to be determined depending upon their utility in a particular situation, Place will
include decisions on marketing channel, and physical distribulion.
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UNIT 13 ORGANISATIONAL RELATIONS |
IN SSE

Objectives i

. . |
After going through this Unit you should be able to:. l:
explain the importance of personnel relations in SSE, i
outline the reasons for the neglect of human factor, '
describe the nature of Human Resource Planning, '
expldin the recruitment process,
identify the steps in selection process,

Tecognise the need for training and development,

list the benefits and services offered,

bring out the relationship between working conditions and personnel relations

explain the process of handling grievances,
® Suggest measures for improving personnel relations.

e N e

Structure

13.1 [Imtroduction . _ . .

13.2 Human Factor in Small Industry

13.3 HRM in Small Industry: Studies in India . ;

13.4  Human Resource Planning :

13.,5 Recruilment

13.6  Selection

13.7 Training and Development . I

13.8 Remuneration and Benefits ) f
[
|

-13.9  Working Conditions and Personal Relatlons

13.10 Relationships with Employees
13.11 Improving Personnel Relations
13.12  Summary .
13.13 Key Words

13.14 Self-assessment Exercises
13.15 Further Readings ’

13.1 INTRODUCTION

Efficient management of human resources is an important factor in determining 1he
growth and prosperity of business enterprises. This is particularly true in the case of
small industry where the owners are forced to have a close and more personal
association with their employees. For a large scale organisation, the untimely loss of
an employee can be frustrating, but for a small firm it can be devastating. hey and
important people in small firms are likely to assume more responsibilities than they
do in a large scale organisation. Improper handling of human resources through :
defective and haphazard personnel policies may compel a small firm to be satisfied o
with less qualified and less efficient workforce. Personnel and employee relations are |
100 serious [0 be wished away through fanciful thinking and haphazard actions. In
order to build up loyal, efficient and committed workforce, small business owners
must pay adequate attention to hiring, training and employee development activities
and undertake systemaltic human resource management practices on a long term basis.

13.2 HUMAN FACTOR IN SMALL INDUSTRY

Many small business owners are not good at handling employce relations for a variety
of reasons :

Ignorance : They simply do not know what is involved. The personal function is often
looked down upon as an unnecessary and useless activity. Fhe fact that workers are -




critically dependent on the owner for their survival and continuance in the smail
business, compels many to think that investment in personnel work is unnecessary
and unwarranted.,

Small Size : Many small business people feel (hat their firm is too small to have human
relations problems; they feel, because the firm is small they can be in touch with their
employees daily and climinate their problems. They feed their informai, open-door
policy will alert them to any serious personnel problems; or that they possess the
insights needed lo hire the kind of employees who never create personnel problems.

Little Time : Many small business owners are constantly haunted by financial and
marketing problems. Factors such as cut-throat competition, market fluctuations,
governmental interference, compel owners to preoccupy themselves predominantly
with production-finance-and-marketing problems daily. In the unhealthy race for
capturing a fair share of the market they tend 1o view the problems that surface and
occur with incfeasing frequency as crucial, discounting in the process, he vital issues
that flow beneath the carpet. The human element, which is so essential for oiling the
wheels of progress and putting the industry on the right track, is completely ignored.
The fact that workers are unorganised and illiterate also encourage them to
conveniently think that personnel issues are postponable things. The chronic absence
of national, industry and plant unions in the small scale sector also add to the
situation. The poor bargaining strength of the workers injects a false sense of strength
in the minds of owners and, not unreasonably, the need for striking a harmonious
balance between owners and employees through good human resource practices is
never realised. :

Small scale sector has registered tremendous’growth in recent times. The days of the
owner-managed firms enlisting the services of family members have gone,
Now-a-days, most firms are set up in industrial estates by qualified, educated and

- trained entrepreneurs. Thanks (o the governmentat support, the size of the firm tends
to be large. The entrepreneurs are conscious of the fast developments in science and
technology and the growing demands of a modern organisation. The dangerg of
‘in-breeding’ and ‘family-house-keeping’ are realized by every forward-looking
entrepreneur and, consequently, the services of technically competent people are
sought after in an attempt to manufacture high-quality products. In the absence of
wholehearted support and high-quality contributions from labour force, small
industry cannot floursh. The growth of employment in small industry and the
growing dependence on skilled labour force necessitates the adoption of scientific -
techniques for managing people. Human Resouree'Management (HRM) with iws
emphasis on fair treatment ‘and employee development enables small business

. managers to manage their human assets effectively and efficiently.

Activity [ .
Visitan entreprencur whoisin g manufacturing business and another who is in retail
business. '

a) What sort of employee relations problems do those entreprencurs have?
b) How do lhese problems differ?
¢} What are the coping mechanisms that these entrepreneurs use?

Organbutional Relatloas in
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13.3 HUMAN RESOURCE M;’LNAGEMENTIIN SMALL
INDUSTRY: STUDIES IN INDIA

Human Resource Management is the function performed in organisations that
facilitates the most eflfective usc of people to achieve organisational and individual
goals. It is the use, development, assessment, reward and management of ermployees
or worker groups in an organisation. Unfortunately, while there is much literature
dealing with problems of preduction, finance and markeling in respect of émall-scale
industries, not much attention has been paid to personal problems. A few studies
made so far have examined only peripheral issues like the extent of self-employment; -
working conditions and wage structure, labour relations etc. A comprehensive study
examining all important personnel problems was, however, missing (ill recently, as
shown in Table 14.1. The studies made after 1983 have, more or less, tried to bridge
this gap by exploring the personnel problems in small industry in detail. In the light
of these studies, let’s examine how personnel work is actually carried out in small
industry. '

13.4 HUMAN RESOURCE PLANNING (HRP)

Human resource planning is one of the most frustrating situations which the typical
small business owner will encounter. Perhaps the reason is that the small firm isnot
big enough to hire (he exact type and number of people nceded. Typically, it lacks
facilities for properly recruiting, selecting, developing and utilizing its personnel.
Lack of economies of scale so far as record keeping and administration of a systematic
personnel programme may also exist. One disgruntled person represents a much
larger percentage of the total workforce in the small firm than in the larger one.
Therefore, it is important for the small business owner to iry to keep from hiring the
wrong employee. In actual practice, however, the process of getting the right of
number of qualified people into right jobs was thoroughly discounted. Lack of
adequate resources for initiating systematic personnel programmes was the reason
cited by employers in Kurnool and Visakhapatnam studies. In most cases owners
were compelled to succumb o the pressures brought in-by relatives and influential
personalities, i.c., DIC officials, Factory Inspectors, Excise Collectors, Managers of
Banks and financial institutions while fanning their ‘key’ positions.

*  Table 1 Personnel Issucs in Small Industry : Studies in lndia

Author/Qrganisation Yenr Place Issuc Examined
Zacharaiah 1954 Bombay " Industral relations & personnel problems
Balgit Singh 1y6h Maradzbad Working conditions & Wage siructure
UNESCO 1900 Rajkot Working conditions & Union refations of
Rescarch Centre Delhi workers in small industrics in four major cilies
Hyderabad
Ludhiana
Ramakrishnan HR Delbi Labour-mar:igement relilions ol warkers
Hein Streelkerk 1981 South Gujarat Wage structure & living conditions
Kalpagam 1981 NMadras Wage structure & living conditions
Mehta 1981 Aditvapur Labour relations in small firres
Munshi 1UR3 Siurashera Personnet Problems of Non-supervisory
. cmployees
Sublsarao 1983 Elurns Personnel Management in [ndustrial Estates
Gupra 1984 Kanpur Personnel danagement in Smali Units
Allahabid
Gorakhpuor
Apparao 1985 Kumaol Personnel Problems in Small Seale londustry
Tistrict
Survaprakasa Rao Ly Visakhapamam Human Resource Management in Small

Industry

In the face of these mounting pressures, the decision making capabilities of owners
aré watered down and they are forced 10 accommodate ‘misfits’ in their organisations.




‘The recent developments in small industry such as modemisation, increased
compelition from large scale units and the resullant need to maintain quality and
precision dn their products, the availability of jobs demanding specialised skills (for
instance, electronics and engineering sectors) demand a serious rethinking on the part
of owners with regard to Human Resource Planning in the years ahead.

13.5 RECRUITMENT

Recruiting is the process of generating a pool of qualified applicants for
organisational jobs. Recruiting employees is more difficult for a small business
because suci a business cannot compete with large companies in salary, fringe
benefits, and apparent stability. Potential employees ofien do not sée the
opportunities for advancement that exist in the smalt company, .and they may have
doubts about the future of the business. By paying wages comparable to those offered
" by large units and by stressing promotional opportunities or a better chance o learn

. the business, however, the small employer can largely offset this handicap.
Aggressive solicitation and image building the company by the small businessman can
further lesson some of these limitations and help to secure an adequate supply of the
right type of job applicants. He should strive to create a public image of his plant as-

a ‘good place to work™ '

Another prevalent practice in the small business is to seek out and select candidates
rather than wait for applications. Perhaps the best source of manpower is the friends

and relatives of present (satisfied) employees. Company’s customers and suppliers, -

teachers, local leaders, tradé associations and educational institutions can also be
solicited for their help in locating prospective employees who possess desirable skills
or personality traits. In any case, when applications for employment are received,
standard employment procedures should be followed, though perhaps more -
informally in the small business than in the large one.

Small business OwWTIers, Tecognizing the problems of competing with large cornpamcs
should use every resource available to attract competent people. However, this is
easier said than done. In actual practice, as the following studies indicate, the small
business owners have not tried many of the job-search-methods thal are popular with
large scale units, .

Trble 2 Recrullment Sources in Small Industry : Studles in India

Sources of Recruitmenlt

Research Study

Kinship, fricndship and village tics played a
major part in the recruitment process

Direct as well as indirect reeruitment methods
used depending an convenicnce and expedicncy

Caste and Communal loyally played a major part
in recruitment

Dired requests from candidates, intermediaries,
adveriiscments played a major part.

Occasional advertisements, gate hiring, kinship
ties played a major role in recruitment

Friends, relatives, recommendations from
infiuential persons played a major partin
recruilment process

67 per cémt of employces through personal sources
- and 33 per ent through employment exchanges
{Tolal workers ; 1236)

Persanal contacts, employee referals and
recammendations of local leaders played a major
role in the recruitment process

Pre-employment acquaintances, casual callers,
garte hlrmg major factors in recruitment

a \

M.N. Srinivas, A Sociological Study of Okhla -
Industrial Estate, Delhi. 1962,

S.V. Ayyar, Social Implications of Small
Industries in Hyderabad — Seafnderabad, 1963.

5.B. Rangnckar, Social and Ecoromic Aspecis af
Small Industiries in Ludhiana, UNESCO Research
Cenire Publication, 19462,

Hein Streedkerk, “Too Little to Live On, Too
Much to Die On’* Economic and Political Weekly,

_April, 1981,

Shashi Bala, Management of Small Scale
Industsries, Deep, and Deep New Delhi, 1984,

N.M. Munshi, Personncl Mann'gcmcnl inthe
Uniits of Small Scale Industries of Saurashtra
Region, 1983-84,

M.C. Gupta. Entreprencurship in Small Scale
Industries, Anmol Publications, New Delhi, 1984,

P.B. Appa Rao, Personnel Problems in Small
Scale Industry, Doctoral Thesis, Ananlapur,
1985.

V. Suryaprakasa Rao, Human Resource
Managemcnt in Small Indusiry, Discovery, 1990,
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Aclivity 2 .
Take a sample of 10 small scalc industrics. Discuss with the emplovers to find out:

a) What were the sources of recruitment they used.

b} Do these sources vary over type of jab,

b Cmnvom saeaest some alterpative snd suttable recraimen: s oo o these
Cchileprencul s,

13.6 SELECTION

short a time. As we all know. the first few days in a new position are usually the

The selection decision is considered 1o be one of the most important in the entire
personnel process. It is at this point the small business manager makes very crucial
decisions regarding his manpower. A poor decision or one made in haste at 'this
juncture may mean untold expenses and emotional hardship for both the individual
and the organisation. Since the basic purpose of selection is Lo find out right kind of
people to fill the available positions, an orderly and systematic procedure is-always -
advisable, irrespective of the size of the organisatdon. While the policies and practices :
in regard to selection will naturally vary from place to place and agency to agency,
it is possible to identify certain common principles and objective practices which, if
followed, would go a long way in ensuring open and fair selection. Small business
owners can prévent many unpleasant situations if they do not attempt to short-circuit :
the selection process. In most cases, it is equally as poor a policy to select somebody :
who is over-qualified as one who is under-qualified for a position. Employees whose
talents remain under-utilised on the jobs get frustrated quickly and the turover rate
inevitably would be high. Under-qualified persons get frustrated, too, because of the
lack of skill or'knowledge and the job performance would be inferior inviting the
indignation of the employer frequently. Thus, selection is a’ critical function in the
personnel relations in every way. :

- -

The selection devices can be grouped into four categories : the application blank
{which provides pertinent personal information, educational and experience
qualifications, work history and relerences), the interview (used to estimate-the
applicant’s personality and attitudes), various iests and examinations (to find out the
applicant’s proficiency, skills, aptitude, vocatiorial interests, and other job-related
capabilities), and checks of individual’s prior work record. Though these techiniques
have been available to owners of small scale units for decades, they are seldom put
to use sincerely. They are, often, misundesstood, slighted away or dispensed with

seemg T —

-

. altogether. The time and expense involved seem to be too prohibitive. Employers

also presume that elaborate selection techniques could not be employed in small scale
units for a variety of reasans, and in most cascs, employer’s own judgement would
help them make a wise choice. As the studies have indicated, the small business
owners feel that the various kinds ol selection tools that are commonly employed in
large units cannot be used in small companies because of:

» paucity of funds
e interference from friends, relatives, local leaders’ -

& shortage of time
e non-availability of people possessing requisite skills etc.

In view of the time and money involved in following a multi-step process for selecting
suitable candidates, the small business owners must try o follow an informal
approach screening the applications and interviewing the candidates carefully.

Placement

Once a new employee has been selected, the employer must not expect him or her
to take over the job operation without additional hetp. Among the common mistakes
made by the employer are: i) not alfowing cnough time for training, ii) not providing
close supervision under actual working conditions, and iii) expecting too much in too




har_dcst. A newcomer should be introduced to his fellow workers, showr. the location
of émployee facilities, informed of any regulations, and encouraged to ask for
additional information as it may be required. A good plan is to assign an older, more
expericnced worker 1o act as spansor until the introductory period is over.

The "owner himsell should [oflow on the new employee by occasional visits with him
until he or she feels at home in the organisation. Consideration and reasonable
attention at this time are a good investment ‘in personnél relations.

13.7 TRAINING AND DEVELOPMENT

Training may be defined as ‘any procedure, initiated by the orpanisation, which is
intended to foster and enhance leaming among organisational members’. In a small
scale unit the owner has the responsibility for developing and conducting the training
programmes, aimed at providing opportunities for employees to acquire job-related
skills and knowledge. The training may require a few hours, a few days or evena few
weeks or months, varying with the nature of work and the previous training or
expericnce of the employec. Some types of training available to employees are
discussed below:

On-the-job-training (QJT): On the job training is the most practical.and most often
used training technique in the small business. It consists of the employees receiving
training while they perform their regular jobs. Thus, they are both producers and
learners: An elfeclive programme consists of these-steps:

® The job is demonstrated to the employees and each step of the process is explained
thoroughly. .
o The trainees perform the task by applying what they have leamed in step one.

 In the third step, the work is inspected and immediate feedback of the job
performance is given to the traineés. .

Apprenticeship Training: Apprentigeship training is a formal type of training that
combines both formal classroom feamning and on-the-job experiente. This kind of
training programme is provided mainly in the skilled trades—plumbers, electricians,
bakers. ’

Job Rotation: Particularly in the small business, it is helpful if cach employee has a
good understanding of the different functions performed in the firm, In this way, if
one employce is absent, another employee can fill in. One way to accomplish this
objective is by rotating cmployees from job to job for a few hours aday, a few days

or several weeks depending on the difficulty of the task.

Outside Training: Outside training consists of the employees beiny, trained at
schoolsfinstitutes outside the company. This is relevant in‘areas like computer
training; training for a particular liable etc.

Training is a continuing part of the employee development process. Periodic internal
training sessions; coaching on the job, attendance ai manufacturer and distributor
sponsored courses, and seminars and formal courses provide additional training.
opportunitics. A reasonably stocked library of books on pertinent business and
technical subjegts related to the small firm in question is a good training resource. By
speaking enthusiastically about the books and by encouraging employecs to check
them out and use them, the owner can give an ‘extra push’ to training efforts at low
cosl.

Training Function in Small Thdustry

-Contemporary studics clearly indicate the fact that the training function is the most
neglected one in small industry. The training, wherever il is given, is mostly on the
jot)_v_aricty and owners are not enthusiastic about sending their employees for outside
training. Training period does seem to be pretty iong, considering the nature of work
!1andled by trainees, and though the trainee has learnt the intricacies of the job, he
is f)[len made to work with meagre payments. The training opportunities for beth
skilled and unskilled employees were either absent or very few. The following table
reveals the picture more clearly (Table 3).
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Table 3 Tralnlng Function io Smait Indusiry : Contempuraﬁr S'lud.iﬂ In Indla

Aspects of Shashi Bala Munshi Apparao " Suryapraksasg Rag

Training , Ludhiana Saurashira Kurnool Yisokhapatnam
1} Coverage and nummber of Skilled and Skilled and Shilled and Skilled and
people for which Lraining Unskilled Unskiiled Unskilled Unskilled
offered Sclectedones  Sclectedones  (selective) (selective)
only anly
2) Nutureof T2. On the job QOnhe job " On thejobplus Onthe job plus
minimak informal apprenticeship; afiprenticeship;
: minimal & | formalas wellas
informal informal
3) Periodof Tg. Unspecificd Unspecificd 3tei2months 2 to 6 months
4) Payment during training Low wages Paid very little  Nominal wages Low wages paid
period .
5) Outside training Not affered Irrelevant Not offercd Not offered
Costly
Unnecessary

_Unfortunately, many small business owners tend to overlook training function and
take too much for granted. As the studies have pointed out, the owners complain
about the expenses involved in imparting training to their employees on a continuous
basis. They also resent the consequent dislocation to their production schedules.
Sometimes, the fear that the trained would not stay on the jobs for long, also acted
as a deterrant. Again, after receiving training, employees may demand more wages,
and if these are not met, they may quit the jobs. Such psychological fears and
emotional objections have prevented many a small business owner to undertake
systematic training programmes for their employees or send their employees for
receiving training from outside institutes.

In India the various training programmes for operations, supervisors, managcrs' and
proprietors of small enterprises are designed by the Small Industries Development
Organisation (SIDCQ), National Small Industry Corporation. {INSIC) and Srnall
Industiries Extension Training Institute (SIET). The Nationdl Institute for
Entrepreneurship and Small Business Development (NIESBUD), New Dethi,
co-ordinales the training and research dctivilies for entrepreneurship development in
small industry. Other central institutes like Prototype D=velopment and Training.
Centres of the NSIC; Central Institute of Tool Design (Hyderabad), knstitute for
Design of Electrical Measuring Instruments (Bombay), Central Tool Room and
Training Centres, Ludhiana and Calculta Central Institute of Hapd Tools,
Jalandhar; National Institute of Foundry and Forge Technelogy, Ranchi; Central
Tnstitute for Plastics, Engineering and Tdols, Madras; also provide specialised
training to technical personnel engaged in specific small scale industries. To
supplement these, State Governments have also started training centres, tool room
and testing facilities in various parts of the country.

Aeiivity 3 .

L) VisiUiRe nesrend Smati aadestnies Deveiopment Organisaton (SIDOY or Smaid
sndusiries Excounve Trsiving Insdtute J3IETY. What are die training aeeds < the
“mull Eirerarses asidentfizd by these maiitutions. What e the kind of raining
programmes wiraertaken by them 3 fullld those nceds.

1 Vil the industrial area and discuss with come siaah ntreprencurs (o find out
shout the tramcyg neads of their cmolovees. How weil Joes the NS"SSH'ILH( of ihe
SHOVE TRSULUICHS Madell 1hal o The enirenrengurs,




SOOI et e e e tev * ‘Orgenisstionst Relstions in
Small Scale Enterprise-

Developing -Employees

The concept of starting at the bottom of the ladder when one is young and rising in

status and income as one grows older is deeply embedded in our culture.

Development is concemed with the growth of an employee in all respects.

Promotions, job rolations, special training courses, etc. are designed o’ develop

employees while at work. Unfortunately, a large majority of the small scale units are

characterised by low-ceiling jobs, where there are limited opportunities for significant

progression. They are flooded with a vast army of plateaued personnel who have

temporarily or permanently stopped at their career paths. In the absence of vertical

mobility .not sirprisingly, many employees tend to get frustrated and perform much

* below their capacity. Since promotions are virtually unheard of in small industry, the
dearth of research effort in this area is not a surprising thing. In the Saurashtra study
also, only three units out of 150 had arrangements to promote employees to higher
positions. The Kurnool and Ludhiana studies had ignored the subject altogether. In
the Visakhapatnam study majority of the units did not have any promiotional avenues
for the employees. Even when promotions are granted, they are products of mercifut
giving and adhocism on the part of the owneys. Lack of meaningful promotional
avenues, thus, is a characteristic feature of small industry in India. This handicap,
however; can be tumed into an advantage by stressing the greater range of training
and experience to be secured by employment in the small unit. The owners can make

. this appeal to men who later hope to enter business for themselves.

13;8 REMUNERATION AND BENEFITS

In the organised sector, the worker is not satisfied with the wages he receives. He
expects to be protected against the galloping inflation. He wants to improve his
standard of living by sharing in the gains of economic progress in the country. He is
politically awakened and is ready to protest to secure his rights. In the unorganised
and small scale sectors however, the situation is réally pathetic. Wages in these
sectors are round one-half of those in the organised sector though labour productivity
does not differ between them significantly. Often, high wages in the organised sector
have been described as ‘islands of prosperity’ when compared to the poor wages or
‘oceans of distress’ in the small scale sector. The low level of productive efficiency
and morale of employees in the small scale sector is often attributed to this
factor-dissatisfaction with wage levels.

An equitable and competitive wage and salary plan is therefore, essential in the small
business. Paying lower wages or salaries than is paid employees of another companies
in the area is certain to increase employee dissatisfaction and increases the chances
of losing key employces. The earnings of employees must be high enough to motivate
them to be good producers, yet cconomic enough for the owner to maintain a
satisfactory earnings level. ’

Wage Fixation in Smzll Industry .

In small industry a considerable amount of guesswork and arbitrariness crecp into
the wage determination process. Because of his complete dependence on
employment for his livelihood, a worker is compelled many a time to live with wages
that would cover only subsistence needs. Wage fixation is done on an ad hoc basis
and though the workers are painfully aware of the wage differentials that cxist even
for similar comparable jobs inside an organisation, their poor bargaining strength
does not permit them to voice their concerns in an arganised and vociferous manner.
As atesult, there has been a heterogeneous growth of wages in different smatl scale
units for the same skills. The problem is alsa agpravated by the limited financial
potency of small scale units to offer fair and satisfactory wages to their employees.
Their vulnerability (o market flucteations, too, does not permit them to base their
compensation plans on well-established norms and principles, i.e., equal pay for
equal work, ability to pay, cost of living index etc. Thus, wage determination process
in small industry presents interesting paradoxes: while the workers' aspirations are ' 53
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unlimited, the employer's ability.to pay is limited; while some employécs are greeted - j
with fair compensation plans others are not; while some industries follow the rates :
in the industry others do not. In the Saurashira, Kurnool and Visakhapalnam studics
owners have considered factors such as job difficulty, amount paid in similar units,
zbiiity to pay ctc. while [ixing wages for skilled ecmployees. In respect of unskilled
employees, moslly it was a product of negotiations between the individual employee

and the owner. 'ayment by time was mostly followed. Increments, however, were :
not granted to employees regularly. Inter-industry and inter-unit wage differentials
exisred. p

TET

Benefits and. Services

In addition to compensating cmployces fairly and adequately for their contributions
in the performance of their jobs, organisations these days, typically pay for a wide
varicty of supplementary items—often called ‘fringe benefits’. Broadly speaking,
these may be classified into four groups; premium payments consisting of bonus and
oyertime; payments for time not worked consisting of payments for rest periods,
holidays, vacations and leave; payments for employee welfare covering medical,
provident fund and gratuity; and payments for employee services such as housing,
conveyance, loans and advances, canteens, etc. Lel’s examine how these benefits and
services are extended to employees in small industry, based on the evidence from the
research studies cited in previous seclions. :

Bonus : The Payment of Bonus Act, 1965 applies to every factory and to every other :
establishment employing 20 or more persons- The latest arrangement is that bonus |
must be paid at a minimum of 8.33 per cent of annual wages to all employees drawing ’
wage/salary up to Rs. 2,500 p.m. A minimum of 30 days’ working in a year qualifies

an employee for bonus payment. The fact that the Act applies to only those -
establishments where 20 or more persons are employed has put employees in small-
industry at a considerable disadvantage. Often, employers do not register-the names
of their employees on the payroll to avoid legislative provisions. The employees in
small industry also suffer because of the absence of unions, bargaining with employers i
in an effective manner. Employers were of the opinion that a small scale unit cannol
afford 1o pay bonus as per the legislative provisions.

Overlime : The Factories Act, 1948 stipulates that if a worker works in a factory for
more than nine hours in any day or for more than 48 hours in any week, he shall in 7
respect of the overtime work be entitled (0 wages at the rate of twice his ordinary
rate of wages. The evidence from research studies is, somewhat, depressing, as most |
of the employers did not pay overtime as per the legislative provisions. Employees ;
were paid at ordinary rate, i.c.. normal wages. There were also instances where the
employers, have not paid overtime even at ordinary rate; instead, they simply gave

workers a cup of tea or food. Earlier studies on administration of Labour Laws in

small firms also pointed out that *violation ol labour laws in small industry is casy

and natural and in many cases, il is even cheaper’.

Payments for timme nor worked : Paid benefits for time not worked on the job include
rest periods, lunch periods, wash-up lime, clothes-chanpe and get-ready times.
Employees in small indusiry were given a rest pause consisting of 30 to 60 minutes

-tenure. Apart [rom weekly off days amounting to 52 annually. cmployees were also

ailowed 1o go on leave subject to a maximum of 10 days in a year. The provisions of
the Faclories Act, however, were not observed.

Wellare payments : The Employees State Insurance Act. 1948 is applicable 1o all
(actories using power and employing 20 or more persons whose monihly wages does
not exceed Rs. 1,600. It provides for {rece medical treatment in case of sickness and
employment injury, {ree malternity case for women employces, cash disablement
benefit in the casc of cmployment injury and pension for family or dependents of
deceased in the case of death. However, actual experience showed that most small
business owners did not provide medical benefils Lo employees, observing these
provisions. In case of émployment injuries, too, employers did not offer any
compensation. Such cases were “hushed up” and not reported. The EST dispensaries
were operated cither without medicines or doctors. The provisions of the Provident
Fund Act, 1952 and the Payment of Graluity Act. 1972 -were also thorouphly
discounted.

Payments for Employee Services : Employccs in the small industry received loans and
advances {rom employers on festive occasions like Diwali, Dussehara. Pongal, etc.




Housing and conveyance [acilities were, however, not extended to them. In vicw of-

the paucity of funds, limited scale of operations in the small industry, lhe_ benefits
offered by small business owners do not seem to be worthy of special meation.
However, unless employers extend these benefits and services 1o their employecs,
personal relations in small industry cannot be improved in 2 significant manner.

Activity 4 .
a) With respect to the sample that you choose for Activity 2, find out the type of
benefits and services received by the employees of those enterpriscs. )

b} Do these benefits differ over type of enterprises? How?_

13.9 WORKING CONDITIONS AND PERSONNEL
RELATIONS

Human beings are complex in their mental make-up and, hence, small business
owncrs howsoever close they might be to their employees, cannot influence
employees’ inner States directly. They can, in any casc, create pleasant working
conditions with a view to improve personnel relations in their units. Unfortunately,
wherever the studics have been carried out, most small business owners did not pay
much attention to this aspect. Operations involving removal of dirt and refuse from
the floor and benches of work-rooms, cleaning of foor daily, waste disposal were
most unsatisfactory. The factory rooms had very low ceiling and workers had very
little room for free movement inside the factory premises. They were housed in filthy
work environments and owners did not take any steps to prevent inhalation of
dust/fume by employees. Most units were noisé-prone and suffered from inadequate
illumination. The provisions of the Factories Act with regard 10 maintenance of
latrines and urinals, drinking water, rest and dining rooms were also conveniently
ignored. ’

The small business owners must reatise the importance of providing safe, pleasant
and comfortable work environments inside theiv organisations before expecting
meaningful contributions from employces. When working conditions are satisfactory,
employcees tend (& have good relations, their attitudes towards work improve and
they tend to produce more. A number of research studies have confirmed this fact.
In order 10 develop a healthy work climate, it is thercfore essential 1o create pleasant
working conditions in small [actories as Well.

13.10 RELATIONSHIPS WITH EMPLOYEES

The approaches to working with and through people are myriad. However, in view
of the close personal contact between employer and employees in the small industry,
the approaches to lecadership and motivation tend to get clouded by informal
rclations. The old hard-line autecratic **Do it now™ approaches do not produce results
in a satisfactory manner. The small business manager must. therefore, visualise the
importance of taking employees into confidence in running the show and encourage

Organbatfonal Relations §,;
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them to participale in all important decisions affecting their work lives. He can earn
respect from employees if he:

e treats employees fairly

® works with reasonable moral standards

respects employces showing promise

allows employees to participate in important activities

communicates with eriiployees in a simple and straight forward manner

motivates employees through financial as well as non-financial rewards
¢ handles complaints and grievances from employees in a sympathetic manner.

(Forrest H. Frantz, Successful Small Business Management, Prentice Hall, 1678
Chapters 13 and 14 ; Management and Human Resources)

Handling Employees® Grievances

An axiom in all personnel relations is that most major troubles result from neglected
minor prievances. Complaints and grievances will inevitably occur in small businesses
as well. The small business manager should encourage employees to ventilate their
grievances openly, frecly and frankly. He should be aware of the fact that workers
will be usually reluctant to talk aboul their ‘gripes’ with ‘higher-ups’ unless they are
encouraged to. Therefore, an assurance to employees that expressing their
complaints will not prejudice their relationships with lhelr immediate supervisors
must be given initially. )

Huge enterprises have organized systems to secure and use employee complaints for
better employee relations. The small businessman who relies solely upon his ‘close
personal contacts’ in this area is courting unnecessary risks. He has the following
avenues to use in arriving at the best solution to this problcm

® A clear method from the employees’ view point ofpresenlmg'lhelr grievances, and
a description of how those complaints will be processed.

® A minimum of red tape and time in processing their complaints and determining
a solution,

® An alternative approach of communi¢ating with employees who cannot express
themselves well to present gricvances.

Unresolved grievances can lead to strikes. The small businessman should, thereflore,
listen paticntly and deal with a grievance promptly even when he believes that the
grievance is without foundation. He should thank the employee for bninging the
gricvance to surface. Before rendering judgement on the grievance, he should think
aboul it carefully and gather pertinent facts. In this regard he can use the :
exit—interview techniques—that is, find 'out from cach employee who quits just what
his complaints about the company were. He can also inslitute a continuous plan of
cmploycc suggeslions with frequent conferences and requests for ways in which the
firm can improve employee relations. The small businessman has the big advantage
of being able to establish a close bond of confidence and trust with his ecmployees if
he will take the initiative in doing so. More importantly, he should inform the
employce of his decision on the grievance and flow up later (o determine whether
the cause of the gnevance has been corrected. He should alse maintain written
records of all grievances m employees' files. These records are beneficial in his
defense against any charges of unfair labour practices which may come up later on.

Dealing with labour unions
Many small business managers have rather strong personal anti-union fcclmgs
because they believe © i) they have made it on their own, and employces want to take

_it away from them; and ii) an individual’s drive and initiative are more produclive

than group-set norms. This partly explains why unionism in small industry is not
widespread. Apparao’s study on personnel problems in small industry also indicated
how the rigid attitudes of employers came in the way of formation of unions in small
industry and how employees are victimised consequent to their joining unions. This
has been conlirmed in the Visakhapatnam study 100. Interestmgly, these studies have
also indicated the fact that gwen the opportunity, majority of employees in small
industry would.like to join unions. Against this background, we can safely conclude
that there are two options before the small business owners now : i) avoiding
‘unionisation. ii) accepling unionisation as a necessary part of business activity.




If the small busingssman wants to avoid unionisation, he must understand the forces
that drive employees to seek a union and through proper management prevent these
forces from developing. Employzes usuaily want unions for some quite clear reasons:
to get better pay, to have job security, to gain means for recognition Ell:ld to be
protected from unpredictable behaviour of the boss. These forces clearly indicate the
steps the small business owner must take in order te avoid unionisation, i.c., fair
wages, continuous employmeht, reasonable hours of work, pleasant and safe working _
conditions, growth opportunities, fair treatment etc. :

Where the company is already unionised, the owner should be prepared for the
possibility that certain difficullies may occur. Employees may begin to view the owner
“more as an economic opponent than as a person with whom cooperationrcan be
expected to obtain mutual benefits. Three essential steps neced to be observed
scrupulously where the company is.unionised, as indicated below ;

Preparation : The owner must be ready with facts about wages, hours, working
conditions prevailing in various units in the area/industry. Disciplinary actions,
grievance handling procedures, and other matters that are brought to the negotiation
table currently must also be kept in mind, before undertaking the negotiations.

Negotiation: This is the crucial step in dealing with unions. The owner must realise
that anything given up now probably can never be regained, He must, therefore,
consider the impact of wages, benefits, services, etc. on the company’s overail
performance. The union agreement, when executed by both parties, usually consists™ _
of the following clauses : union recognition, wages, benefits, working. conditions,
.layoffs and rehiring, management prerogatives, hours of work, sentority, arbitration.

and renewal clause. -

Live with the contract : Once the agreement is signed, the owner should live with the
contract until umpe to negotiate a new one. All the supervisors must also be
thoroughly briefed on the contents. Meanings and interpretations of each clause
should be revieweéd, and the wording of the contract should be clear and
uﬁambiguo‘us. More importantly, the company's.labour relations and.personnel
practices should be consistent, uniform in application and interpretation, and based
on'a sense of ‘fair play’.

13.11 IMPROVING PERSONNEL RELATIONS

Small business managers should recognize the uniqueness of their firms. The level of
efficiency achieved'in the small firm is significantly influenced by the performance of
the employees. Unlike a large firm, the small unit with its limited financial resources
does not ordinarily employ a personnel specialist. Instead, the owncr-manager may
take personal charge of the personnel activities or delegate them 10 an employee who
performs them in addition to a regular assignment.” Although the personnel
management function does not have the status of a full-time manager. it by no means
detracts from its importance. In fact. it should signal to owner-managers (hat they
must devote greater energy il the persorinel relations have to be developed and
maintained in a satisfactory manner. Small business managers can contribute greatly
to improving empleyee relations by being aware of the specific suggestions listed
below: :

1) Improve your own uriderstanding of general behaviour.
2) Accept the fact that others do not always see things as you do.

3) In any differences of opinion, consider the possibility that you may not have the
right answer. :

4) Show your employces that you are interested in them and that you want their
ideas on how conditions can be improved.

5) Treat your employees as individuals; never deal with them impers&nally.
6) Respect differences of opinion.

7) Insofar as possible; give explanations for management actions.

8) Provide information and guldance on matlers affecting employees’ security.
9 Mak_c reascnabie efforts to keep jobs interesting. ‘
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10) Encourage promotion from within.
il} Express appreciation publicly for jobs well done.

12) Offer criticism privately. in the form of constructive suggestions for
improvement.

13) Train supervisors to be concerned about the peopte they supervise, the samie as
they would be about merchandise or materials or cqmpment

14) Keep vour staff’ up-to-date on matrers that affect them.
15) Queli false rumours and provide correct information. ’
16) Be fair.

(Martin M. Bruce, Human Relations in Small Business, Washmglon D.C. Small
Business Administration).

13.12 SUMMARY

The unit deals with' the iinportance of personnel relations in small industry. Factors
such'as ignorance of the small business manager, small size of business, lack ol time,
often, come in the way of discharging the personnel function cifectively. The small
firm lacks facilities for properly recruiting, selecting, developing and utilizing its
personnel. Many of the job-search methods that are papular with large scale units
are not employed by the small firm; the selection process is short-circuited; training
and employee development aclivities are tharoughly discounted; wage fixation
process is undertaken on a subjective basis and the benefits and services offered are,
rather, poor. The small firm, too. ¢an have problems with employees. A systematic
procedure [or handling grievances must be established. Likewise, owners must shed
their anti-union feelings and learn to live with unions by executing the contract
carefully. Personnel relations can be improved in a small firm by giving meaningful
participation-lo employees in all important matters affecting their working lives.

13.13 SELF-ASSESSMENT EXERCISES

1) What, in your opinion. are the reasons for neglecting human factor in small
industry?

2) What does human resources pianning entail in the small company?
3) What methods can be used by small business managers in recruiting new people?
4) What steps should you observe in selecting emplovees in a small firm?

5) Why should personnel development be emphasized in a small firm? Describe
brielly the methods of training nbn-managerial employees.

6) What do vou think are the factors that go into thé process of wage [ixation in
small industry? Describe briefly ihe berefits and services offered to employees in
small industry in modern times.

7) How should a small business manager bandle grievances of his employees
effectively?

8) Why are small business managers™ anti-union? Describe the preparation for
bargaining with a labour union in the small company.

9) Explain the importance of developing sound policy [or personnel matters in a
small firm. Suggest measures for improving personnel relations therein.
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BLOCK S PERFORMANCE APPRAISAL

'AND GROWTH STRATEGIES

After going through the issues related to all the functional areas in a small scale
enterprise in the last block. let us concentrate upon issues related to growth
performance evaluation and control of small enterprises.

This block consists of 3 units. Unit 14 on performance evaluation and control.
highlights the need of evaluation in a small enterprise and discusses the measures and
tools for performance assessment.and control.

Unit 15 takes you.through the stages in the growth cycle of an enterprise and discusses
the strategics used during the stabilisation and growth phases,

Family based enterprises occupy a significant place through their prevalencein the
S81 sector. Unit 16 discusses the issues, problems and strengths associated with family
bissiness in India.




R

ilaia




UNIT 14 MANAGEMENT PERFORMANCE
- ASSESSMENT AND CONTROL

Objectives .
After going through this unit you should be able to:
® describe the need for performance assessment and control for a small scale
enterprise E '
.* discuss the measures of total performance assessment
® explain the significance of short term and long term measures of performance -
® describe and apply the cost and asset performance measures.

Structure

14.1  Introduction
14.2 A Total Performance Index
14.3  Shont Term Measures: Control of Cash Flow
14.4  Measures of Marketing Performance
14.5  Production Schedule as a Evaluation and Control Tool
14.6  Asset Measures of Performance: Some Financial Ratios
14.7 A Comprehensive Check List to Rate Yourself
14.8 Summary
14.9  Self-assessment Questions
14.10 Further Readings

14.1 INTRODUCTION-

Smail entrepreneurs need to be better managers than large business tycoons. They
face, downscaled of course, all the problems of the larger business and have to deal
with most of them personally, without the backup of professionaily trained staff and
far fewer resources. However, better managing yields rich dividends to the small
businessman, earnings on assets have typically been found to be higher for the small
entrepreneur.

One of the ways to learn to manage better is by measuring our performance
constantly as we move ahead, and correct ourselves for errors. This unit discusses
some easy to apply performance measures which will help you measure your own
j::erformancc,_rnake corrections and finally, manage your success.

14.2 A TOTAL PERFORMANCE INDEX

As a small entrepreneur, you are in the market place because you are able to fulfil
some unfilled customer needs. The success of your enterprise is therefore measurable
by (i) a steady growth of new customers and (ii} a high ratio of repeal customers who
sustain the business. Simple monitoring and record keeping will help you keep a track
of new and repeat business. With every sale; you know whether it is a new or a repeat
customer. Your sales records will let you monitor this information easily. Over a
period of time you will get a fair idea of the percentage of customers who contribute
lo your repeat business as also the rate at which new customers are joining in. A
.Cursory analysis may reveal the following situation.

Table-I
Time period

1 2 3 4 s5_ 6 7

Average Performance .
New Customers ) ’ 6 52 54 56 58 61 63
Repeat Customers 0 3 3 33 -.¥M 35 37

Tolal ’ S0 8 85 &9 92 96 {00
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Pour Mew Soles

New Customer ’ 3 50 40 45 35 40 30
Repeat Cuslomer 0 30 3N 24 21 21 24

50 80 70 69 62 61 54
Poor Repeat Sales - S0 52 54 56 58 61 63

0 o 26 22 17 11 06

50 82 80 78 75 72 69

The average performance scene shows a slow but steady growth {(around 4%) of new
customer and a 60% repeat buying rate. You can imagine the scenario that would
exist if both rapid new sales and repeal sales accrue. As it is, the.business has attained
double the sales in the 7th period as compared to the 1st period.

The second case, poor new sales, still shows a fairly high repeat business rate, but

dwindling rates of new business. The cause may be poor promotion, poor location, a

new effective competitor joining the market and so on. You must analyse the reason
adequately to find out the reasons for lack of growth.

The third situation, poor repeat sales, shows the same rate of new business growth as
in the first case but the repeat sales fall continuously from 60% in the first period to
10% in the last. The firm is not going out of business as it is still able to attract new
customers, but.it is not growing, as the repeat business is not adequate, the reasons
may lie in poor product performance or bad after sales or indifferent consurmer
relations. : '

As a rnanager you would need to see both the aspectsi.e. growth of new business and
an adequate sustenance by repeat business. You must decide for yourself a desirable
and attainable rate of new business growth as well as the percentage of repeat
business to ensure that you have some steady increase in new customers and are able
to retain at least 50% of your buyers as repeat customers. This measuré of growth
gives you a very general idea of whether you are able to serve your market adequately.

Another overall measure of performance is financial, that of earning on assets which
enables you to see if your utilisation and earning of resources compares well with that
of your competitors. Your ability to earn on total assets and earn on owners networth
are basically survival measures. The first among these i.e. earning on total assets
measures your performance in terms of efficiency with which you use all your
resources. The second measure, earnings on networth, shows how much gain ia

_ wealth you have made. Just suppose you are in.the chemicals business and your

accounts look like the figures shown below. Let us see how the two figures can be
arrived at *

Co. ABC - : ]
List of Assets Value Co. ABC Income Statement
shows eamings of the firm
Cash at hand '
and in Bank Ras, 20,000 Tatal Sales and .
: Receipts 300,000
Accoums‘ Minimum cost of
rgrelvable 40,000 goods sold 200,000
Inventory 60,000 All business =~ 50,000
{Lner current ’ 4,000 Net Profit
assets (before taxes} -10,000
Plus Interest ’ 10,000
Fixed asset (Net) * §0,000 Contributions 12,000
Intangible Eamning, excluding
assels 0 compensation .
to officers 22,000
Other assels 15,000 Plus compensation
to officers 30,800
Total Asscts ' 220,000 Eamings belore

taxes, including
compensation to-
officer . 52,800

Your earning on assets would work out to be 220000 <+ 22000 = 10%

If the networth of the firm is given as Rs. 78,000 then the return on networth (before
taxes) would be 10,000 = 78,000 = 12.8%. '

R R e B =R i o




You can now compare these figures to those of similar firms, or with the data on
carnings of SSI units available with your local small industries service institute (SISI)
or the local D.1.C. The data is normally given industrywise. You can therefore
compare your figures with the industry norm.

The Total Performance Index

You can develop a total performance measure by combining the sales index with the
financial performance measure. This index also give a basis for some preliminary
diagnosis.

In order to do moderately will a business should be able to as well as the average
performance level (indicated in Table 1) as also on the front of earning on assets (in
which.case average performance can be assumed to be 1 to 1i.e. 100%). The total
performance index would then be 1.00x1.00=100%. The total performance index of
a business is the product of its sales and earning indices. This is how you can calculate
your own total performance index.

Take your own sales performance figure and divide it by the third line from Table 1
under average performance for the relevant period.

If we take the same assumption that we took under-average performance then your
own sales, should be increasing by 4% through addition of new customer and you
should be experiencing a 60% repeat customer rate. Suppose you are in your second
year of business and in your case the total customer purchases are 150% of the first
year. In the Table A the number of customers in the 2nd year under average
performance has increased 164% over the first year. Your sales performance index
then would be 150% =164%=91%.

2). Calculate your earning on assets and divide them by the industry norm for your
type of business. Suppose your assets are Rs.220,000 and your earnings before
taxes are Rs.68,000. The earning on assets would be 31%. If the industry norm for
your type of business is 27% then your index of earning performance would work
out to be 31%+27%=115%.

3) Now find out the product of the sales performance index and the earning
performance index (91% X 115%) you get a total performance-index of 105%.

The diagnosis of this figure would be that you are displaying slightly above average
performance (the total performance index for average performance is 100%) with a
better financial performance on earnings but.below average marketing performance.
The suggested remedial action obviously would be to strengthen your marketing
effort.

Table 2 suggests some other possible combinations of total performance index with
diagnosis which may suggest appropriate action.

Table 2
Total Sales Earning Diagnosis
performance performance performance
index ) index index
I 12t 110 110 ] Execllent overall
performance
2y 110 . 110 100 Good sales average
' i earnings
3) 110 100 110 Good eamings,
averape sales
4) 100 100 100 Avecrage Performance
5) 1 90 100 Poor sales, average
camings
6) 90 100 90 Poor camnings average
7) 8l 20 o0 Poor earning pooc

sales

The case 1 shows outstanding performance cases 2, 3 could improve on the areas
(Sales or earning) where they have average showings but they are still above average.
The problem cases are 5, 6 and 7 where case 5 needs to-pay special attention to
augment the sales and marketing efforts and case 6 needs to work hard on his
financial management to improve his prospects on eaming performance index. Case 7
is the one with real problems that may-threaten his survival. He would need to
improve both market growth and returt on assets if ht_3 is to survive. -

Management Pecformance
Assessment and Control




Performance Appraisal You have already seen that the sales performance index is actually made up of two

and Growth Strategies : faclors i.c. the new customers and the repeat customers. In all cases where the
marketing performance is low, you would have to analyse whether it is due to low
percentage of repeat customers or deficient addition of new customers.

The overall performance index enables you to evaluate your overall managerial
performance against other entrepreneurs and give possible clues to the causes of your
problems. The following sections will give you more information to enable you to
follow up on the diagnosis given by the total performance index.

Activity 1

A} Collect the relevent figures from your balance sheet and income statement {or
[hose belonging 1o any small scale enterprise that you are familiar with) and try to
work oul - ) -

(a) your sales performance (b) your earnings on assets

B) Taking Table A and the average performance figures and assurting you are in
vour fifth year of operation work out your sales performance index.

C) Assuming that the industry figure for carning on assels in this tvpe of business is
-25, work out your earnings performance index.

D) After calculating your total performance index, what is your diagnosis for your
firm/the firm you have taken into consideration.

14.3 SHORT TERM MEASURES: CONTROL OF CASH
FLOW

Cash crisis is a very frequent ailment afflicting small enterprises. Qften enough
& . developing as unhealthy outcome of rapid sales growth which has not been




accompanied by generation of cash to pay the bilis! While enlarging business in the Management Performance
growth phase i.e. getting into the heady experience of being able to add new Assessnient and Control
customers fast and retaining old ones, the entrepreneur often focusses so strongly on -
building up sales and earnings that he may start generating expenses for expanding .
the business faster than he can collect cash from customer. The cash flow statement ' )

provides a way of relating your sales and earning efforts with their effect on the cash
balances. '

]
The purpose of the cash flow statement, as you have already seen in Unit 10, is to
trace impact of operations shown in the income statement, upon the cash accounts
with the objective of enabling you to maintain enough liquidity to pay your bills in
time. . .

In order to act as an evaluation and control tool the cash flow statement has to be 'J
projected into the future. You need a reliable estimate of your cash needs in future in
order to avoid a cash crisis.or worse, an insolvency on your hands. The possible :
remedial action in case of cash flow being deficient in meeting cash needs would be

|

@ you can reduce the volume of business and therefore your expenses to reduce . i
demands on cash . i

® you can expedite collection on accounts receivables
® borrow additional funds from the bank or : : I
® put in more cash yourself if you can. '

In order to estimate your cash needs in future you can draw a cash flow schedule and

use it as a measure of control as well as evaluation. A cash flow schedule is the

projected estimate of cash receipts and expenditures which enables us, if it is

followed, to pay our bills in time. In order to make a cash flow schedule you would .

have to . . '

a) Estimate your cash sales per month. .

b) Estimate your sales on credit, the accounts receivables and the customer payments
per month by aging the accounts receivable.

c} If you have any other ¢ash receipts like those accruing from a loan collection or
sales of assets, estirnate them also. .

d)- A total of (a+b+c) gives you the total of cash inflow per month.

2) You can now estimate your cash outflow by first estimating the parments you
expect to make per month. ' ‘ : '

') Estimate the payments you expect to make for your purchases.

1) Estimate amounts to be paid on account of salaries. i

1) Calculate monthly operating expenses like rent, repairs, supplier and so on.

) Add (f+g+h) to get the total of yaur-cash outflows. .

) Substract the cash outflow from the cash inflow to get cash balance at the end of
cach month. ’

"his projected cash flow schedule in order to function as a tool of evaluation, should
'e compared by what you actually experience, month by month, in term of cash flow.
\ny shortfall in cash receipts, additions in outflow on unutilized cash balance in
xcess of your needs must be investigated. -« '

low much cash do you actually need at hand? Ideally. while you would like to have
nough to enable you to pay bills in time. as you would noi want to have so much cash
round that it lies idle and does not earn-a profit for you. Two ratios have been used
» give an idea of the type of liquidity a business should maintain.

he current ratio is-a ratio of all eurrent assets (including inventory) to all current
abilities. Conservatively. this ratio should be 2:1. You can, on the basis of what you
*tually experience. annually, work out vour Turrent ratia to find out if you have
juidity in excess of your needs or vice versa.

cid test ratio is a ratio of cash plus receivable to current liabilities. The ratio should
least be 1:1 in order to meet the acid test of paying all your current creditors.
ivity 2 - . :
ik to at least three entrepreneurs. find out how they estimate their cash needs and
an their cash schedules. In case they work our their current and acid test ratios what
the norm they follow, in maintaining cash balances? ’
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i4.4 MEASURES OF MARKETING PERFORMANCE

‘You have already studied in Unit 12 how a marketing vlan should be drawn up. As a
performance appraisal measure then, you would like to have some indicators which
could tell you whether your sales targets would be realised as per the plan or not.

You would recall from the marketing plan that you had set targets for marketing tasks
and budgeted the marketing performance. The most general form of control then
would be to monitor the actual performance and to compare it with the budgeted
performance on all targets, periodically, The variance in terms of sales targets,
market coverage and distribution costs can be analysed to find out the underlying
reasons. Corrective action could then be taken either towards improving performance
or modifying the targets to make them more realistic. The tools used to check on plan
performance are many. Of relevance to us here are sales analysis, market share
analysis, sales expense and financial analysis.

Sales analysis comprises of measuring and assessing actual sales against sales targets.
The two specific tools that are used are sales variance analysis and micro analysis.

Sales variance analysis finds out the role each contributing factor has played in
causing the variation between planned and actual performance. If the planned target
was achieving a sales figure of 80,000 by seiling the product A at Rs. 2 per unit (or
selling 40,000 units) and the actual sales were Rs. 48,000 as only 30,000 units could be
sold at Rs. 1.60, your sales performance variance is Rs. 32,000 or 40% of targetted
performance. Sales variance analysis would let you ynderstand what part of this .
variance is attributable to poor sales target achievement and how much ¢an be
attributed to the price cut. You can calculate it as shown below

Variance due 1o price variation = (2-1.60)x30,000
= Rs. 12,000 = 37.5%
Variance due to shortfall in sales target = (40,000-3,0000) %2
= Rs. 20,000 = 62.5%
32,000

Your calculations show that almost two-thirds of your variance is due to decline in the
sales volume. You must closely examine the reasons why the targetted volume was
not achieved.

You may find the answer by carrying out a micro sales analysis. Micro sales analysis
consists in analysing your sales performance productwise, territorywise, sales
personwise by comparing the actual performance with target or sales quota. Quotas
are quantitative target assigned to territories and salespersons individually, which
then also function as standards against which the territory performance or salesperson
performance can be measured. In the case discussed above let us assume that the
company was selling its product in three territories A, B, C, the targetted and actual
performance was as under

Sales in Units
Territory A Territory B Territory C Total
Targetted
Performance 15,000 5,000 20,000 40,000
Aclual } )
Periormance 14,000 5,250 10,750 30.000
Variunce - 1,000 | -9,250 — 10,000

+ 250

B




The micro sales analysis clearly reveals that while territory A shows a small negative
‘variation, territory B shows a surplus and territory C displays a 46% deficit against .
the targetted performance. The indicated managerial action is to analyse tcmtory C
thoroughly and unearth reasons for the poor performance.

Market Share Analysis — While sales analysis measures your performance in absolute
terms, market share analysis gives you an idea of your performance relative to your
competitors. As an entrepreneur competing in the market you need to monitor the
share of the market you have been able to capture, simply put —.an increase in your
-market share means you are gaining.on your competitors, a decline shows you are
losing out to them,

Several measures of market shares are in use. Relevant to us are

¢ Overall market share — a firms overall market share is the sales of the firm
calculated as a percentage of the overall industry sales. If you are a2 manufacturer
of TV picture tubes, your sales figure expressed as a percentage of the sales of the
whole picture tube industry would give you your overall market share.

o Served Market Share — The market, out of the overall industry which is served by
the company offering is known as the served market. The served market share
therefore is the company sales expressed as a percentage of the total industry sales
in'the served market. To develop the example given above, if you were making
picture tubes for the colour TV only, your sales expressed as a percentage of the
sales of colour TV picture tube industry would give you your served market share.

You can decide upon which particular we assure you would like to use. While industry
sales data for overall market share are for more accessible as secondary data, served
market share in a more relevant measure for small industries. You may have to take
estimates of your served market periodically to gel an idea about the overall served
market sales figure.

How do you use the market share information? Suppase your market share (in

rupees) fell during 1991. Following may bé the possible reason

® you have lost some of your old customers to competitors.

¢ your competitors added on more new customers than you did.

® your existing customers are not buying as much of their supplies from you.

® your present customers are smaller buyers as compared to your earliér ones whom
you lost.

® your prices have become lower relative to your competitors.

By regularly monitoring the above factors over time, you can diagnose the reasons for
dip in the market share.

Control of Selling Expenses — Another form of marketing control; the periodicity of
which can be determined according to your own needs, is to appraise your sales
expenses against others. Depending upon how much personal selling is being used,
selling expenses vary by type of product and industry. Total selling costs (including

- salaries of sales personnel, sales management costs travel and promotional expenses)
usually vary in the range of 7 to 15% of sales. The lower percentages apply to
standardised products of established performance. In products where the quality and
performance is to be demonstrated or personally explained, sales costs tend to be
higher. You can use two approaches here. Ypu can compare your sales expenses with
the targets that you have set for yourself as part of the marketing budget, or utilizing
the statistics available from the local $.1.8.1 (small industries service institute) you can
compare your sales expenses to your specific industry type to find out how are you
faring in respect of these cost. .

If you are comparing your sales expenses against set targets, you may actually
"disegregate the sales expenses into various sales expense to sales ratios. You

understand that your sales expenses comprise of sales force expenses, advertising
cxpenses, sales promotion expenses and sales administration expenses. While setting
targets you may express target for these expense components as percentage of sales,
which then act as norms against which actual expenses can be measured. On a
monthly or quarterly basis you can then monitor all these expenses through a control
chart which shows acceptable and unacceptable ranges of variation between targetted

expense ratio and actual expense ratios. Deviation falling in the unacceptable ranges* .

may then be investigated to unearth reasons for these variations.

Manogement Performance

Assessment and Control
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Qualitative Measures of Marketing Performance — All the méasures discussed in the’
context of marketing performance so far are quantitative in native. Qualitative
measures, which allow you to have an idea of consumer attitudes towards your
product and services, enable you to be proactive and responsive (0 the needs and
preferences of your consumers. One conumnon tool that is often utilized is analysis of
consumer complaints and suggestions. These complaints when analysed may provide
a pointer to the trouble spots in your marketing offering. Similarly complaints in
response to changes/modifications in the total product offering may ledd you to a
reassessment of the modification decision.

Periodic surveys of consumer attitudes regarding your products and services also
furnish valuable information in respect of consumer expectations and evaluation of
your offering. The findings may enable you to plan better or improve performance in
spheres which have been sources of consumer dissatisfaction.

Activity 3 . .

A) Conluct three eitieprencurs, such tha!
manufadiurer. ane consumer product i
manufacturer. Discuss with them 1o {ind vut the [0CIS O Markeling conirol that

wen have enzg industrind product
wfacturer and one service

thev are using.

B) Could you suggest in each case some additional/alternative measures of
performance assessment and control, which vou think would scrve these

enlrepreneurs betler,

14.5 PRODUCTION SCHEDULE AS A EVALUATION
AND CONTROL TOOL -

While going through Unit 11 on operational management issues in $.5.1. you studied
the formation of a Gantt Chart as well as the simple network charts. All of them form
part of setting up the production schedule, which simply put, is the organisation of
produciion operations in a given time frame.

A production schedule when formed, is the single most effective performance
measurement for your production operations. It is better than a comparison with
ather firms, because it is designed to reflect your own *vork situations.

Once the production schedules are established, control can be exercised by

=T
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monitoring actual performance to see that it is on time as expected by the schedule.
Any unacceptable range of variation is reported through exception reporting to take a
note of the components of the operation which are not functioning well in time.
Analysis can then follow to pinpoint reasons for variance from expected schedule.

Inventory Control — Inventories form a major share of investment in most
businesses, ranging from 30 to 40% of total assets in retail and wholesale trade and
from 15-25% in manufacturing organisations. The very size of the investment makes
it an important variable from the control perspective. What makes it an interesting

- excercise in controf in the fact that typically the highest usage item may constitute
only 10% of the items in stock but account for 70% of the usage, some 20% of the .
items may account for 20% of the usage and the remaining 70% may account for only
10% of the vsage. This has important implications for inventory planning and

- specifically in deciding how much money should be tied up in particular categories of
inventory. Inventory control should therefore assure that (a) the active inventory
items are always in stock so that there are no lost sales because of a stockout condition
and (b) that the inactive items are carried at an essential minimum so that they do not
tie up money and space. :

Control of inventory comprises of two essential activities. The first consists in
maintaining records to indicate clearly the major items in inventory on access cards or
stock cards as they are commonly called. The second activity consists of setting up
procedures for timely reordering of depleting inventory.

The stock cards are utilized to indicate the amount of inventory of a particular item on
hand, the withdrawl of stocks in quantities datewise, the average nsage rate and the
reserve in stock at the point of reordering. ’

The periodic reordering on the other hand involves two decisions — the reordering
time (called the reorder point) and the quantity of reorder. The reorder point is
calculated by muitiplying the usage rate per day with the lead time in days, required
for the delivery of order. Suppose you are using iron ingots as raw material, the usage
rate of which is 300 kg. per day. The lead time to get the order delivered is 5 days.
Your reorder point is 1500 kg. Every time your stock card shows a withdrawl to the
level of 1500 kg of ingots you would reorder. This situation assumes that there would
be no failure on the delivery time schedule, which may not be always true. To provide
for such contingencies, specially in critical inventory items, there is a practice of
carrying safety stocks, a fixed quantity of inventory over and above the reorder point.

The quantity to order is generally governed by the economic order quantity,
calculated by using the holding costs and the ordering costs of the inventory in
question. The holding cost comprises of costs involved in holding or carrying the
inventory i.e. interest on capital tied up in inventory, insurance and handling costs,
cost of storage space and cost of losses and pilferage. The ordering costs are the
administrative costs of placing and procuring orders for the inventory. The EOQ is
calculated as . S
EOQ =20D =+ CXI
where D = averape annual demand

O = ordering cost

C = cost per unit of the drdered item

1 = percentage inventory carrying cost

To summarise, inventory control is the excercise of anticipating buying needs from
demand and usage and then buying in economit lot sizes to minimise holding and
ordering costs.-

Activity 4
Select a small scale entrepreneur running a restaurant. Design an invel}tory control
process for him. Also try to setup a production schedule for his “evening meals

production operation.”
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14.6 . ASSET MEASURES OF PERFORMANCE: SOME

FINANCIAL RATIOS

One of the objectives of running a business is to make the assets and the networth of
the business grow over years. In section 14.2 of this unit you read about the earning
on asset measure of performance. Besides this overall general measure, some
financial ratios are commonly used by entrepreneurs to assess their own performance.
Some of the prevalent measures are;

Sales to Receivables Ratio — Also known as receivables turnover, this ratio tells you
how expeditiously you get your receivables paid by your customers. The norm varies
from industry to industry ranging from 33 to 80 times a year for the pharmaceuticals
and drugs business showing the rapid repayment rates in this business. A lower than
industry norm suggests that your collection procedures need tightening up as your
accounts receivables are taking longer than the norm to get converted (o cash.

Cost of Sales to Inventory Ratio (Enventory turnover) — The ratio is indicative of the
efficiency with which the inventory gets converted into sales. Median ratios for
industry as a whole are available which show considerable variation across industries.
A lower than industry norm tells you that you have mcre capital tied up in inventory
and are earning lower profits because of lower sales.

Sales to Working Capital Ratio — This ratio tells you how efficiently you are using
your working capital. If in a given business the median ratio is 9 times, it means that
the sales are aboul 9 times the working capital which shows that the working capital
On an average is being recycled every 45 days. A high sales to working capital ratio is.
indicative of high earnings' while a lower than the norm for your kind of business is
indicalive of the fact that you are bearing a higher cost of capital.

Earning Before Interest and Taxes to Interest — This ratio is obtained by dividing the
EBIT by the interest charges payable by the firm. This ratio is primatily used by
bankers and creditors to assess how protected their loan is, because the ratio indicates
how many times their interest charges are carned.

Creditors usually prefer a ratio of 3:1 so as to ensure that their interest charges shall
be secure even in the event of unfavourable fluctuations in earnings,

Fixed Assets to Tangible Net Worth Ratiol— This ratio obtained by dividing the net

fixed assets by tangible networth, is indicative of the extent to which the owrers
equity has been invested in plant and equipment. A lower ratio would mean a smaller
investment in fixed assct as compared to networth, and would therefore be favoured
by creditors,

Total Liabilities Lo Networth Ratio — This ratio of total debt to tangible networth
shows the extent to which the owner, compared to the creditors has contributed to the
capitalization of the firm. The higher the ratio, the greater would be the risk to the
creditor as his contribution relative to the owner is higher in capital formation. A
lower ratio indicates that the owner is providing bulk of the capital and the creditor
therefore is relatively secure.

Sales to Net Fixed Assets Ratio — This ratio is obtained by dividipg the sales of the
{irm by the net fixed assets. It is indicative of the extent of utilization of productive
assets by the business. A very high ratio shows that the business is highly labour
intensive and the fixed assets are not much used or are highly depreciated.

Older firms with depreciated fixed assets would therefore have higher ratios than
comparablc newer firms. If you are using this ratio for comparison purposes careful
attention must be paid to the age of the firm and the depreciation already allowed by
you.
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147 A COMPREHENSIVE CHECK LIST TO RATE Axsssment and Contra
YOURSELF S

Having gone through the different aspects of your business that you may nced to
assess your performance in, you may now be in a position to give yourself an overall
rating for your business. An overall performance assessment, however requijes far
more variables to be included than what we have just been discussing. Given below is
an illustrative check list (you can draw up additional items 1o put into as per your
specific requirements) which can be used to arrive at 2 comprehensive picture of your
own enterprise. Such an listing may help you identily probablc areas of weakness and
highlight activities/procedures worthy of attention.

Aren Attention accorded by you
. High Medium Low Wil
General Management .
1) Existence of business strategy and business
plan.
2) Clear definition and communnication of
organisational goals. '
3) Participation of operating personnel in annual
© budget.
4) Regular monitoring of expenditures. sates,
profit against targels set.
5) Assignment of responsibilities for specific
goal/objective attainment,
6) Clearly defined organisational relationships

" Personnel : Attention accorded by you
High Medium Low - Nijl
7} Policy and procedures clearly communicated .
to the employees.
8) Compensation plans clearly defined and
periodically reviewed.
9) Updated job description for all jobs.
10) Performance evaluation job discussed with
employees,

Financial Position
1) Current financial statements. -
12)  Current profit and its analysis.
£3) Cash flow projection both short term and long
term.
14) Comparison of financial ratios with other,
" similar competitors.

Marketing

.5} New market and product development plans.

.6) Formal assessment of market and product
performances. .

7) Sales analysis and contribution analysis by
product, time, customer accounts, markets
territory, sales people.

8) Longand short term sales projection.

9) Periodic evaluation of promotional plans.

Production
0) Reliability of supply sources.
1) Development of standard costs for each
- significant operation..
2) Periodic monitoring of monthly production
schedules. ,
3} Production tasks clearly defined and assigned. : 15
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Performance Appraisal 24) Time and cost sheets assigning material and
and Growlh Strategies labour costs to products and cost centres.
' 25) Plant and labour preductivity review.

Purchasing .

26) Purchasing assignments and authority clearly
defined.

27) Order cycle for purchase requisitions for both
short term and long term requirements
revicwed,

28) Development and review of consolidated
purchasing plans by commodity and by
suppllers

29) Systemalic inventory system synchromsed
with purchasing action in'repetitively
purchased products.

Rate cach of the above management requirements according to the degree of
altention you give them in the organisation. This check list serves like a illustrative
management audit. You can add (o the list to include your specific requirement.

i Tiirr ra harerba b
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14.8 SUMMARY

N e S

A small scale entrepreneur needs to have a far more continual perfgrmance appraisal
and control of his operations, both financial and marketing as he has very few reserve
resources to fall back upon. This unit discusses overall measures of performance
evaluation and control as well as function specific measures. Both quantitative and
qualitative measures of control have been discussed. Frequently used financial ratios
have also been described. The unit also provides a comprehensive check list to enable
the small scale entrepreneur (o carry out a diagnostic audit of his own enterprise.

14.9 SELF-ASSESSMENT QUESTIONS

1) Comment upon the need for performance evaluation and conlrol for a-small scale
cnlrcprcncur

2) What are the measures of ovcrall peformdnce that can be used to agsess the
working of anp 5.5.1 unit? Explain with an example.

3) How does the production schedule operate as a control tool? Explain.

4) What measures of performance assessment and marketing control would you
apply {or the foltowing S.S.1 enterprises?
(a) A beauly saloon
(b) A boulique specialising in exc!uswe apparel.
{c) A bakery specialising in supplies to the mid-day meal schemes of some

public schools. .

14.10 FURTHER READINGS

ETTEECRA IR T Dzt o emegemom e - o

Stahrl W. Edmunds’ “Performanced Measures for Growing Business”, Van Nostrand
Reinhold Company, New York, 1982,
E.F. Schumacher, “Small is Beawtiful”, Harper and Row, New York, 1973,
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UNIT 15 STRATEGIES FOR
STABILISATION AND GROWTH

Adfter going through this unit you should be able to:

# describe the various stages of growth in the life of a small scale enterprise
® explain the managerial implication of these stages

o discuss the strategies used for stabilisation

® enumerate the characteristics of growth business

® discuss and apply growth strategics for small enterprises.

Structure

15.1 Introduction

15.2  Siages of Growih

[5.3 Stabilisation Strategies

15.4 Growth Strategies

15.5 Strategy, Structure and Sysiems
15.6 Changing Management Demands
15.7 Summary

15.8 Self-assessment Questions

15.9 Further Readings

15.1 INTRODUCTION

In earlier Units we discussed the processes involved in the setting up of a-
commercially viable and technically feasible small scale enterprisé (SSE). We also
examined the various implications for functional areas such as finance and marketing
in a SSE context. [n this Unit, we will take a holistic view of SSE management at the
stabilisation and growth stages of an enterprise. We will identify some of the
successful strategies which might help a SSE pass through these two stages
successfully.

15.2 STAGES OF GROWTH

We have studied that all products pass through different stages in their lives; this is
called Product Life Cycle. Similarly, new and small enterprises pass through distinct
stages (each with its own characteristics) as they develop and grow. The strategies
required to effectively cope with cach stage also vary. This calls for an understanding
of what could be expected at each stage to enable entrepreneurs prepare themselves
to avoid crises due to adjustment problems. Very often sickness in SSE is due to lack
of such preparedness.

The stages in the life of a new {irm can be broadly classilied into five: start up,
survival, growth, expansion and maturity. As shown in Diagram 1, the enterprise,
grows in size as it moves forward on the firm life cycle; firms grow older at the same
time, It should be noted that size of the enterprise can be measured in different ways
such as sales, assets and number of employees. It should, however, not be construed
that a finite level of activity measured in any one of these ways automatically takes
any enterprise from one level to the other. The time taken for any firm to move from
one stage to another varies widely. Also, not all enterprises survive to grow large.
This may be due cither Lo the nature of the activity or simply (o the personal desires
or ambitions of the entrepreneur.
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Diagram 1
ENTERPRISE GROWTH STAGES

Stage T Suage Il Singe IV Suge ¥V
Starlup Survival Expansion Mahusity
Large
Sixe

Small /

Young Enterpme Ape Malurc

The characteristic changes that take place at different stages can be seen from the
following illustrations.

Startup Survival Growth Expansion Maturity

Entrepreneur Direct Supervi-  Supervised Delcgation Decentra- Drecentralisation

Role sion Supervision Coordination  lisatian

Management Entreprencurial, Entreprencurtal, Entreprencurial, Professional, Watchdog

Style individualistic  administrative  coordination administrative

Qrganisation Unstruclured  Simple, centra-  Functional, Functional Decentralised

Structure lised partlycentra-  decentralised  functional/
lised product

Product and Nene Liule Somenew Ncwlproducl Production

macker . product deve- innovation, innovation
lopment market research

We notice here the metamorphoses taking place in an organisation at every stage. It
is in this background that we look at the critical problems faced at each stage by an
entreprencur and the broad strategies required. For the purpose of our discussion
here , we club start up and survival strategies iogether as stabilisation strategies and
growth and cxpansion strategics as growth strategies.

Activity I

(-"_'ollectyda{a on a sample of five small scale enterprises such that you have one
enterprise belonging to each growth stage described above. Do the characteristics
displayed by your sample, in terms of management style, organisational structure,
product and market, match these shown in the texts. Describe the characteristics

shown by your sample, if they differ from the text.

VYariables Start up Survival Growth Expansion Malturity
MANAZEMEMT | -ovenrrmoeutians sooirsrmarnriaes fri s s s ne s o TS T

SIVIE  eeereeeeeereies eereesaeeines seenenoaino i i
OFBANISALONAL  <ovvoeerrreseras srssssrnriras b bt imssrs s e
SIFUCLULE  ooovoeoesresaeets aesmseemsaetesses hasiemmssestsess trpssescmssssaris soosezaiassassoss
PrOQUCE  oreeesertsveeesee cotsrasssmsmesans sossarrnasssins Samnonmiiissnnnes frsnnisn s
and-

ILATKEL  eeooveeeeeoisess Sieeeeeermeeaeens Erereeeeoriees crSerosiEIIIoiIs Srisosiisiriiies
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15.3 STAiSILISATION STRATEGIES

This and subsequent stages of an organisation are diiferent from the stage where an
entrepreneur identified an opportunity and set up an enterprise. Now an ~

entreprencur graduates to become a manager. He has to undertake the functions of a
manager such as planning, organising, coordinating and control. Several enterprises
fall sick partly because they do not get adjusted to the new responsibility of a manager.

This is essentially the stage when a new enterprisc gets settled down and stabilises its
activities. This is where we find entrepreneurs start getting orders regularly and
supply stabilises. The firm's sales crosses the break even point for the first time at this
phase. Also in the light of increased capacity utilisation the firm gets more inflow of
cash than outflow.

Stabilisation phase can be treated as one of the most critical periods in the life of any
enterprise. This is especially so in the case of SSE mainly because the entrepreneur
has to ren a one-man show taking care of most of the operations. He will have to
spend enormous amount of time on the new enterprise. It is like taking care of a new
born baby until it can manage its affairs on its own. The entrepreneur has not only to
have a long-term vision and strategy for the organisation, but also have adequate
knowledge to saolve problems arising in areas such as finance, marketing, praduction
and personnel.

In shert, the major challenge will be in terms of manufacturing a product or providing
a service which will be commercially acceptable in terms of price and quality and
establishing a place for it in the market place. This is the process of creating an
identity for the firm in the commercial society. In most cases, entrepreneurs start with
a single product or service. In the following paragraphs we shall see some of the
critical areas of concern at this phase and the possible strategies to overcome them.

Cost and Time Overruns

Very often entreprencurs believe that what has been planned in the project report
would come true, and there would be no time and cost overruns. In reality, all
assumptions made regarding completion of procedures, availability of finance, input
and market conditions do not hold good when the firm starts commercial operation.
To claborate, if an entrepreneur has already spent all funds available ¢n création of
fixed assets, resulting in cost averruns, there will be hardly any[hmg left for working
capital margin money. As a result, the firm will not be able to maintain the level of
operation projected earlier affecting its profitability badly. Under such circumstances,
the entrepreneur will have to review his plans for working capital management. If
more funds are invested in fixed assets than anticipated, the break cven level of
operation of the firm would go up, again affecting its profitability. Also, because of
time overruns, if competitive position of a new enterprise is threatend by
environmental changes, the entrepreneur may have to review both input and output
strategies to be competitive.

This calls for reassessment of the project, not only its external environmental
opportunities and threats, but also internal strengths and weaknesses. The enterprise
strategy has to be reformulated in the light of such an exercise; accordingly,
functional strategies also will need revision. New small entrepreneurs are best advised
to make realistic or rather conservative estimates and keep enough liquidity to cope
with changed-situations.

Building Strengths :

All enterprises require certain strengths, but they vary from firm to firm depending
on the size, nature and level of competition. Most entrepreneurs may not initially
possess multifaceted skills-required to adequately attend to all the functional areas.
Deficiencies in any area would naturally affect operations of an enterprise to small or
large extent depending on the criticality of the function. For instance, several
technically qualified ertrepreneurs who can produce high quality products miserably
fail for lack of marketing skills or for improper costing and pricing. Cost conscious
financial experts, on the other hand, offen fail to produce good quality products
acceptable to customers.

Despitc their limitations, many entrepreneurs successfully tackle stabilisation
problems. They are aware of their strengths and weaknesses and the criticality of each

Strategics for Stabilisation
and Growth
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function. They handle functions where they are confident of their strengths, but try to
acquire additional strengths whergver and whenever required. Some entrepreneurs
possessing expertise in production ask other organisations to carry out the marketing

tasks for them. They may either continue this arrangement or start marketing on. their-

own after some time once they have acquired enough expertise.

It is clear from the above discussion that entrepreneurs should be realistic about their
strenglhs and weaknesses. 1f they do not possess some critical strengths, they should
cither build them or recruit/associate with-others to have the bencfit of their specific
strengths. 1t will be suicidal to venture into entrepreneurial activities without
recognising the sirengths required to exploit opportunities and thwart threats, and the
willingness o build strengths whenever required.

Coping with Competition

In the conventional sense competition is conmdered only in the marketing context.
Porter (1980) has, however, shown thal this is a imited vision. In fact, an
entrepreneur {aces competition from four sources: existing firms in the same line of
activity, suppliers of inputs, buyers of product or service, and possible substitutes. It
is the bargaining power a firm has against cach of these censtituents which determines
its competitive position. For instance, while projecting the market demand, very
often entrepreneurs do not anticipate the ways in which firms in the same activity
would react. If the market size is vast and the new entrant is insignificant in terms of
sizc of operation, retaliation [rom competitors will be minor. There are, however,
sitluations where a next door nelghbourmg shop might retaliate badly for sheer
survival.

Suppliers of materials, labour and infrastructure alse might change their strategies
hased on the changed situation emerging from the entrance of a new entrepreneur.
Similar might be the effect on buyers and possible substitutes. The basic rule to follow
in such circumstances is to “Know thy competitors well, their strengths, weaknesses
and strategies™.

Recruilment and Retention of Personnel

One of the major problems faced by new enterprises is identification, recruitment and
retention of the right kind of personnel. A new enterprise is generally weak in terms
of an established name and ability to offer very attractive terms of employment.
Above all, an entreprencur should recruit the right kind of people who could
contribute to the success of the organisation. Their attitude to work. temperament
etc. are important considerations for a good entrepreneur. These conditions are not
likely to motivate good quality people to join such a new enterprise. They would be
concerned about factors such as lower than average remuneration and other terms,
risk of losing job, and lack of job satisfaction. :

An entrepreneur should be clear about his personnel policy from the very beginning.
Several entreprencurs use their social contacts to recruit people. Some of them
explain 1o their employccs the enterprise mission and stralegies. They might offer
part ownership in enterprises or ave some profit sharing schemes. The enterprise
strategy towards personnel should be formulated based-on these realities.

Avaid Overtrading

In their eagerness to grow fast, some entreprencurs tend to undertake more work
than what they could really do with the available resources, leading to overtrading.
Such instances might result in imbalances in the system such as building up of
inventories or receivables without leaving enough cash to carry on operations. This
results in effective reduction in working capital and could lead to industnal sickness
unless rectified in time. Entreprencurs have 1o rcmember that they should bite only
what they could chew.

Developing Systems

Closely linked to strategy is the control systems-in any enterprise. Although, no
formal systems could be noticed in a new enterprise at this phase, the entrepreneur
should start working on the development of systems of control. It is when systems get
established that entrepreneur finds more time for developing new strategies.

In short, stabilisation strategies are critically important for the very survival of the
enterprise. It is entrepreneurs who can keep on expanding activities in the beginning
according to organisational capabilities, are the ones who can cross the stabilisation




phase successlully, Scveral entreprencurs remain in this phase for lack of any clear
strategy. We have to remember that a new cnterprise is like a new baby; it needs
attention, tender care, but no overfeeding. Similarly, a new baby should not be forced
1o walk or run before it learns to crawl and sit.

As an enterprise gets stabilised, it has (o start thinking in terms of its growth, unless, .

of course, the entreprencur consciously decides not to grow. In the rest of this unit we

shall see what growth strategies are and how such strategies help firms achieve fast

growth. Discussion related to stabilisation strategies such as overtrading will continue

to be relevant cven in this stage,

Activity 2

a) Talk to at least 3 entreprencurs whao have receatly sel up their smail enterprises.
What were their problems in the phase of stabilisation? What were the copying
strategics they used to get over these problems? .

b) Can you suggest some suitable alternatives 1o tnese entrepreneurs ({looking to
their specific problems) for their stabilisation refated problems.

15.4 GROWTH STRATEGIES

These strategies are formulated and implemented by firms which want 1o grow. Such
firms have to maintain sustainable competitive advantage by delivering superior value
to the customer. Although it is difficult for any firm to be an idcal growth business, it
is worth attempting 1o reach that ideal. Some of the importam characteristics of an
ideal growth business are given below (adapied from Hann. 1987),

a) A near monopoly that can dominaie a market because of patents.

b) A business where the rate of growth in profits is far higher than the rate of growth
in sales.

¢) A business which can grow relatively independentiyv ol economic cycle,

d) A business that has a consistently high rate of inquiries and new and repeated
orders.

e) A business that is dependent on management 1alent.

It becomes apparent from the above that only firms providing unique products or
services which are highly valued by customers can grow fast. A fast growth
erntrepreneur would shape his strategy depending on the situation. For instance,
manufacturers of detergents such as Nirma and Surf follow entirely different
strategies. So is the case with match box manufaciurers such as Wimco, a
multinational on the one hand and small scale competitors on the other. Manimala
{forthcoming) observed after a study of 186 decision heuristics {rules) that most of
them are context specific’ Nobady should try to copy any heuristic blindly. Some of
the important strategies which can achieve this are discussed here.

Value for Money .

Growth firms provide value for money to their customers. ‘They provide so much
value to the customers compared to the cost involved that the customers are
promoted to buy the product or service repeatedly and/or in larger quantities. For
instance, a new bakery operator started and grew very fast to become the largest
confectioner in the city mainly because he always provided very high quality products
to customers. They always wanted such products and were willing to pay a little more
for better quality products. This new entyepreneur was the first to notice this as an
opportunity and exploit it. What he did was to give value for money o his cuslomers.
Itis not the absolute amount or money, but the value in relation to the price they pay
that matters. This is applicable both to manufacturing and service sectors. In India, a
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significant number of the urban customers are not happy with many of the things they
buy or the service they get. They are willing to pay a little more, if the product or
service is worth it. Growth entrepreneurs keep exploiting such opportunities.

Grow Your Customers

Growth of an entrepreneur depends on the satisfaction and growth of his customers.
This is especially so in intermediate products or services. For instance, 2 small scale
chemical industrialist developed a unique solvent to act as a drying agent in paint
industry. He demonstrated to his paint manufacturing customer that by using his new
solvent the paint quality would improve. The paint manufacturer used it and achieved
better turnover. Similarly, a textile processing entrepreneur built up his customer
base by giving useful suggestions to them on colour and shade combinations for
fabrics. !

In order to provide value for money and grow customers, an entrepreneur has to
convince his customers with three things,

a) How much: The entrepreneur should be able to convince his customers with the
quantity of incremental returns on his investments that is possible by buying the
entrepreneur’s product or service. In the case of consumer products, it is the
incremental benofits or satisfaction which the consumer derives that matters.

b) How quickly: The entrepreneur should be able to tell the customer the speed with
© which he would be able to supply the product or provide service. In a competitive
- environment, speed is an important factor. This means that if the entrepreneur
wants to help his customer grow, he should do it fast.

¢) How delfinite: The customer should be given a definite idea about the
entrepreneur’s capabilities to help him grow. He will buy and continue to buy only
if the promise stands the test of time. ’

One important observation we have to make on the above discussion is that we have
not been talking about profits, but customer satisfaction. Although an entrepreneur
has to make higher levels of profit, it should not be the bottom line to work towards.
He has to think beyond, towards the customer without whom he cannot achieve
growth and sustain it. This means providing growth values on a consistent basis. Also
entrepreneurs should approach their customers and prove their growth values (such
as the above) to build up business, to nfake a better impact. In other words,
entrepreneurs should think of long term growth of the organisation and factors
influencing it.

Mainiaining Leadership

In a competitive environment, maintaining leadership is not easy. New substitutes
and products made using new techriologies would keep entering the market eroding
competitiveness of existing firms. Under such circumstances, constant product
improvement becornes essential to maintain product differentiation. Even in fields
where competition is limited, it is worth attempting technological improvements
either for cost reduction or product improvement. This means that the experience
curve of such firms keep shifting continuously.

This is well reflected in the air cooler industry in the recent years. Although itis a
seasonal industry, of lale there is fierce competition to capture the top end of the
expensive market segment. For instance, a leading national level manufacturer in the
small scale sector entered the market with a-revolutionary idea; an air cooler looking
like a room air conditioner. It was technically far better than a conventional air
cooler. He improved upon his new “air conditiomer looking air cooler” and
introduced three different models in three-censecutive years, always improving upon
the previous one, making it difficult for his competitors to catch up. Peter Drucker
(1985) called it “fustest with the mostest” strategy. In the case of the solvent
manufacturer referred to carlier also, there is a strong sense of product diflerentiation
through technological development.

Developing a Niche Market . .

It is generally difficult for a small scale entrepreneur to be the leader in the national’
market in all the segments. Since customer requirements of the different-segments
vary, product/service features also will have to vary. Under such circumstances, most
growth firms tend to specialise in a segment of the market, finding a niche for the
produce/service. Such specialisation enables new firms to acquire and use their




strengths to effectively face competition from large enterprises operating: across the
spectrusm. ' ’

Niche market may be based on geographical classification of target segment. Nirma
washing powder became a success mainly by specialising in the lower end of the
market where utility is the most important consideration of the customer. Nirma
identified that detergents such as Surf were too sophisticated for rough clothes such as
bed sheets and dailyware garments, and the purpose would be served by a cheap,
functional detergent. By pricing its products far below conventional detergents,
Nirma carved out a niche for itself. Similarly, a fast growth ready-made shirts
manufacturer in the small scale has been successful mainly because of his
specialisation in executive shirts. In this niche market, customers look for mature,
sober, fashion-free, functional and price sensitive shirts,

Flexibility

Entrepreneurs should be able to change their strategies according to environmental
changes in order to register fast growth. As shown in diagram 2 (adapted from
Mascarenhas, 1981) a firm would have low or high flexibility, and would operate in
stable or unstable environments.

Dlagran 2

Pirm Plexzibility and Bovironment

(1} (4
Stabla
Inactive Proactive
Envirannent -
(2} (3}
Unstable .
Roactive Interactiva
Low High

Flro Flaxihility

We shall consider the four scenarios here. .

a) Inactive: If the firm’s flexibility to change either in terms of product, market or
technology is low and if the environment is reasonably stable, the firm is likely to
get stable returns. Except under monopoly or near monopoly conditions, firms
cannot expect to make rapid growth in response to growing demand under such
circumstances.

b) Reactive: Firms in the second quadrant also have limited flexibility, but have to
operate in unstable environment: It ig difficult for firms to plan and grow under
such situations, and the entrepreneur will be forced to formulate stralegies
reacting to'changes. It is advisable for entrepreneurs operating in such conditions
to move out either by changing product mix or via market diversification.
Although, it might involve additional investment, this option might be preferable
to operating in such uncertain environments.

¢) Interactive: In quadrant 3 environment stability is low. Since firm flexibility is
high, several small scale activities can grow and flourish. For instance, fashion
garment industry is very unstable, and only dynamic firms with a lot of flexibility
can survive and grow there.

d) Proactive: Firms are most comfortable in quadrant 4 where they have the
maximum flexibility to undertake any change in the environment or suo moto.
The environment is stable here. Entrepreneurs can anticipate environmental
changes clearly and formulate growth plans accordingly. Firms with strong R&D

" such as the solvent manufacturer can make product innovations for specialised
markets and take advantage of premium pricing.
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The above discussion shows the need to retain flexibility in enterprise activities from
the very beginning. Success and growth of new enterprises depend on their ability Lo
overcome their inherent weaknesses and to understand the environment and factors
influencing it. : :

Quality-cost Link

Another strategy which is very success{ully followed by several fast growth small scale
enterprises is cost leadership. Nirma detergent powder and ready-made execulive
shirts cases mentioned earlier are examples of cost leadership in specific market
segments. However, very often entreprencurs tend to averengineer their products in
the process of improving product quality. Developing high quality products is
cerlainly a rewarding stralegy under nermal conditions, but will be counterproductive
unless the market is ready to receive it. In other words, entreprencurs have to find-an
optimum mix of quality and cost stralegies.

Nelworking

Developing and maintaining contacts al social and formal levels is found to be
extremely useful for business success. Fast growth firms do 1his consciously and
systematicallv. For instance, an entrepreneur producing household plastic products
{e.g. buckets) started building up contacts with dealers and vsers of pump-sets when
he almost decided to diversify into PVC pipes. This helped him cut down lead time in
developing distribution and sates arrangements. Similarly, a small scale pesticides
manufaciurer with long vears of experience at the middle and senior levels in a
multinationa! pesticides company could penetrate and start growing in the highly
compelitive pesticides market by making use of his extremely cordial contacts with
industry.

Networking should emerge itself as a system to be very effective in the long run. The
style and culture of the personnel would intluence it. Networks can be built up for
both opcrating and stralegic purposes.

Entrepreneurs should remember that they cannot be oppertunistic in developing and
maintaining networks. It always has a *quid pro quo’ sense and therefore ail the
parties involved in a network should stand to benefit materially or emotionally.

Time .

Earlier it was briefly mentioned that a fast growth entreprencur should be able to
respond to customer requests fast. In these days of increasing competition,
entreprencurs can build competitive advantage based on time, shorter the time,
better it is. There are furniture makers, tailors and bakers who undertake production
and delivery at very short lead time compared to competitors. ‘One hour photo’
laboratories and dry cleaning shop's also belong to this calegory. They in fact have
identified a segment of the customers who are prepared to pay premium for quick
service.

To be the first in the industry and reap the market as quickly as possible can grow an
enterprise fast. Since creating a new industry or market involves great uncertainties
one has to be careful while entering it. An entreprencur who ventured into fresh cut
vegetables activity in one city has found the going extremely good. Initially, he sold
cut vegetables to restaurants and institutional canteens and later expanded to cover
household markel. He had the advantage of being the first to enter the markert and
build business first.

15.5 STRATEGY, STRUCTURE AND SYSTEMS

Strategies on their own will not make any firm fast growth oriented. Organisation
structure and systems also play significant roles in turning a strategy successful. For
instance, in a rigid, bureaucratic organisation where everything is done based on
written orders, stralegies sensitive to time will not work.

Control systems should also be tuned to implement the strategy. For instance, the
success and growth of a restaurant operating in a highly compelitive environment
depends on the quality of items, lead time and attitude and behaviour towards
custemers, often more than on price. [n such places. ordering and delivering systems
have te be closely monitored to ensure competitiveness and resultant growth
oppdortunities.
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Control can be sclf-imposed also if the organisation culture is growth oriented, open Strategles for Stablllaation
and frank. Without a highly motivated workforee it is difficult to achieve high levels and Growth
of growth. Developing a growth oriented culture is not an automatic process. The

ntrepreneur should have clear ideas about the enterprise mission, its strategy and the

organisation structure and systems. He should find a match among them, and build a

team of personnel 1o achieve the mission. The entrepreneur should learn to delegate )
as much as possible to his subordinates while retaining sufficient control. The vadous H
components of an enterprise should work like a well conducted orchestra to draw :
synergy and make it a growth firm. ) L
Activity 3 ]
With respect to the enterpriscs you studied for Activily 2 what growth strategies
would vou like 10 suggest for each of them?
Enterprise 1
Enterprise 2 )
Enterprisc 3 ’
|
i
............................................................................................................... !
................................................................................................................ 1
I
............................................................................................................... I
.................................................... ;
I
15.6 CHANGING MANAGEMENT DEMANDS |
: : \ o |
Since the internal and external requirements of an enterprise varies at different stages i
in the life of an organisation, it will be useful to examine the importance of some of
the factors at the five stages.
Dhagram 3 I
.GROWTH STAGES AND MANAGERIAL ;
CHALLENGES i
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As shown in Diagram 3, the managerial challenges change from stage to stage.
Although the data related to a US study of 83 small scale enterprises, most of the
findings have broad applications in the Indian context. An entrepreneur strategist
must be able to visualise the changing scendrios and build strategies in advance For
smooth transition from one stage to another.

15.7 SUMMARY

Discussion on the stabilisation and growth strategies have shown that dynamism is
fundamental to rapid organisational success. Entrepreneurs should constantly look
for new ideas and change themselves as and when required. The above strategies are
not mutually exclusive. They are rather illustrative, and should be combined in
appropriate ways to suit any given situation. :

15.8 SELF -ASSESSMENT QUESTIONS

1) How do management challenges differ over the stages of growth in a smail
“énterprise? Explain with the help of an example.

2) Discuss the opportunities and threats that free the entrepreneur m the stabilisation
free.

3) Describe the various stabilisation strategies that can be used entrepreneur
operating a fast food restaurant in a busy metropolitan market.

4) If you were a ready-made garment manufacturers about to enter the competitive
field of exports of apparel, what growth strategies would you adopt 1o ensure a
comfortable pace of growth.

5) Describe the organisational requirements for growth orientation in a small scale
enterprise.
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UNIT 16 MANAGING FAMILY
ENTERPRISES

' Objectives

Alfter going through the unit you should be able to:

® discuss the background to the development of family based enterprises in India
® highlight the dynamics of functioning of family based enterprises

® comment upon the typical strengths and weaknesses of family based enterprises
& discuss issues involved in the professionalisation of family-business.

Structure

16.1 Introduction
16.2 Famiiy Business in India
16.3 Family Business Defined
" 16.4 Family Control
16.5 Viability of Family Business
16.6 Family Management Practices
16.7 Issuesand Problems in Family Business
16.8 Coping Strategies
16.9 Summary
16.10 Further Readings

16.1 INTRODUCTION

An entrepreneur and a manager need to fully understand ‘business’, ‘management’,
and ‘entrepreneurship’, in order to successfully step into today’s business world. An
understand of dynamism of these aspects would be incomplete if they are not studied
in the context of family or a group of family running business enterprises.

Indian industry is largely dominated by family owned enterprises. They account for
significant proportion in all spheres of socio-economic and political life of the
country. Family owned enterprises have always been a matter of great curiosity as
they are distinctively different from other forms-of business cnterprises {&.g. public
sector, jeint sector, cooperatives, elc.) in terms of their entrepreneurial,
organisational and managerial behaviours and styles. This is because their behaviours
and styles are subject to the forces arising out of emotions of family members,
personal and interpersonal pressures of relatives of owners, and conflicting interests
and values of family. The uniqueness on these aspects leads a business firm to exhibit
. aunique set of operational characteristics and face a unique set of issue and problems.

This unit is devoted to the nature of family business enterprises and discusses jssues
and problems that are considered important in family owned enterprises.

16.2 FAMILY BUSINESS IN INDIA

Evolution

Historically, all capitalist cconomy became a birth place for family businesses. The
right of possession of private property-and its inheritance has been a major factor in
encouraging the family business sector in India. The origin of family business firm
coincides with the evolution of entrepreneurial firms. In the beginning, a few families
were engaged in money-lending which led them to accumulate handsome capital.
These families slowly moved into commercial activities asid eraft industries'in order to
profitably channelise their resource. o

In the early nineteenth century, the industrial revolution calied for speedy industrial
development with greater emphasis on the modernisation of the'production unit. This
c¢vent came as major breakthfough for a large number of families. They promoted
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built and expanded all types of industries which the British Government of India
encouraged. [t is in this context that family businesses are considered the sine qua non
of industrial development in the early days of industrialisation of the country. ~

The industrial enterprises were the result of joint family effort (capital) and therefore
family control continued in the form of ownership and management. The family, '
therefore, became a unit of ownership, control and managemerit of the firm. To
exercise this, in the beginning they adopted the managing agency system which was

started by British. The system was in line with the need of joint family and became a -

prominent feature of the Indian social structure. Several commercial-and industrial

enterprises were run by the managing agency system as'a body of decision-making.

The managing agency system continued till 1970 as an instrument of maintaining

family control over business enterprises.

Monopolies Enquiry Commission?, 75 largest business houses in India controlled 1536
companies accounting for 47% of assets and 44% of paid up capital of all
non-governmental and non-banking companies. This indicates that family business
has come to occupy a significant place in Indian industry.

16.3 FAMILY BUSINESS DEFINED

Various terms like ‘family owned’, ‘family controlled” or ‘family managed’ are used to
refer to family business. Terms like ‘business houses’ and ‘industrial houses® are also
used in the same context when a family is owning, controlling or managing a number
of business enterprises. The central concern in using these different terms is the
involvement of a family or a group of family in business enterprises in one way or the
other.

Traditionally, a family business was defined as ‘an enterprise in which a family or a
group of families has invested a major share of capital’. This definition has not been

found satisfactory as it did not clearly brought out the aspects like ownership, control

and management of a firm.

Donnelley (1964) has defined family firm as “one which has been closely identified
with at least two generations of a family and when this link has had a mutual influence
on company policy and on the interests and objectives of the family’.

According to Sethi (1968) “family businesses are those enterprises managed or
controlled by a group of people whose interests are tied together by a family unit”.
Sethi does not consider the close identification of the firm with at least two
generations. Davis (1983) has given an elaborative definition of family business.
“Family businesses are those where policy and direction are subject to significant
influence by one or more family units. This influence is exercised through ownership
and sometime through the participation of family members in management. It is the
interaction between two sets of organisations, family and business, that establishes
the basic character of the family business and define its uniqueness™. All the three
definitions given above indicate the following characteristics of family business:
i) A group of peoplé belonging to one or more families in one enterprise. _
ii) Family exercise the influence on the firm’s policy direction in the mutual interest
of family and business. -
jii) Family control can be seen in the form of ownership or in the form of
management of the firm where family members are employed on key positions.
iv) The succession of family business goes to the next generation. -

In essence, family business is one which is substantially controlled andfor managed by
members of family and is succeeded by the next generation. :

Activity 1 i
a) Take asurvey of the small enterprises in yourareaflocality. How many of the§c are
family owned enterprises. Do these enterprises fall into the calegory of family

businesses as described by Davis. _ .
b) What are the characteristics of thesc family based businesses which set them apart

from non-family based business.

2. Report of the Monopoties Enquiry Commission, Govcmmcﬁl: of India, Delhi, 1965, p. 122.
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16.4 FAMILY CONTROL

In the case of proprietorship and partnership, family control is exercised by the direct
participation of family members in ownership and management of the firm. In the .
corporate sector, forms and means of control are variedly applied by families. Three
types of control are possible. In the corporate sector, these are; ownership, operation
and management. Ownership control is normaily held by holding a sizeable block of
equity. This form of control represents the voting power of family members. This

* form of controlisa necessary condition to exercise.the other two forms of control, i.e.
operational control and management.

Operational control is said to have taken place when all key positions at different
levels are manned by family members. Under this control family members have
decisive power and if professionals are hired, they merely give advice 1o family
members, .

Management control is exercised through a Board of Directars where family
members are represented. The family members as directors determine the corporate
objective and major policies of the firm. A firm may be subject to one or all the three
types of control. : -

To determine whether a family has control over the corporate firm or not, Dutt
Comimittee on Industrial Licensing used effective equity as the basis of control®.
Effective equity was computed as total equity less all categories of passive shares. A
family’s maximum share out of the effective equity indicated the power to control.

In some cases, power of control is gained on the basis of family reputation. The
shareholders entrust the power of control to a particular family, mostly known as
business house or industrial house. In such a case, the family or business need not

hold a majority of shares.

Different means are used to gain control over existing business such as interlocking of
Board of Directors or inter-corporate investment or purchasing the controlling block
of share holding in open market. :

Activity 2
With respect 1o the enterprises you studied for Activity |, describe the ways in which
family control is exercised in these enterprises.

3. Report of the Indusinal Licensing Policy Enquiry Commiutee, Government of India, 1969.
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16.5 VIABILITY OF FAMILY BUSINESS

Family business is the most traditional form of business enterprises. Despite the
development of various other forms of enterprises, the family form of business
enterprise still dominates. Those who are-advocates of professional management
argue that the traditional family values of enterprise stability often clash with
changing economic goals of sustained investment and growth. They further argue that
the traditional family structure is vulnerable in the context of increasing
environmental complexity and turbulance. As against this famnily business provide
benefits which are rarely available to professionally managed firms.
Entrepreneurship, dedication, commitment, family reputation, integrity, leadership
and initiative are the some of very important qualities of family business. The
question whether family business is a viable proposition in the present context is
reasonable enough to be raised here. To answer this, let us discuss the positive and
negative sides of family. business. ‘

Negative Side

The intervention of family in the management of the firm is often considered
unhealthy and unprofesSional. This affects the organisational efficiency and
performance in many respects. Some of the commonly occurring negative effects are
discussed here.

Nepotism is one of the marked features of family business enterprises. The blood
relationship determines the entry into the business and holding of key positions.
Merit becomes secondary and even an insignificant criterion for promotion. This
affects the loyalty and commitment of hired professionals. The inefficiency of
relative-employee is-often covered up by the efficient performance of non-relative
employees. This ultimately make the total functioning of organisation inefficient.

Overlap between business and family gbals is another feature of family business.
Logically, the goal of the enterprise is oriented to fulfil the interest and achievement
of the family.

This, many a time contradicts the survival and growth goals of the firm. Family
members very often pursue their personal goals at the cost of sacrificing growth
opportunities of the firm. This threatens the long term survival of the firm.

Family rigidity is the third feature which imposes poor profit discipline »Family
members very often prioritize certain aspects of firm's functioning on the basis of
family value or family decision. For example, family value is to create a good social
image which requires giving to employment to needy people may affect the profit of
the firm. Many times, family members unduely support their pet projects, no matter
how profitable they are.

Succession is the fourth feature of family. The continuity of family is achieved by way
of handing over the charge of the firm to the next generation. Very often the
successors are selected using blood relation as only criterion. They may not be and
may not have any experience of running a well established business firm. In the want
of proper succession a good number of family businesses get into trouble and
sometime are led to closure of business enterprises.

Positive Side

Family, which is considered obstriictive to the business performance is also
considered a major source of strength and support in many respect. Some of the
advantages of family business are discussed here. ' :

The basic premise on which family business rests is its stability and continuity which
are linked from one generation to another. The long term interest of family members
in the business often provides the sentiments of family solidarity and natural loyalty.
Family members work with each other with greater team spirit to attain a common
goal. They make personal sacrifiées by taking minimum dividends from the firm and
bringing in personal financial resources in the time of financial crises. Many time,
business gets greater priorities under their personal needs. Loyalty and dedication of
family members have been responsible for continued operation during the period of
hardship.
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The image and somal reputation of family becomes the goodw:ll of the firm. It helps
in establishing trust and credibility in the market. Bankers and suppliers feel
comfortable in dealing with such family owned enterprises because of their good
image and reputation. .

Since stock holders and managers of the firm works unitedly, managers are less
sensitive to the criticism based on short term performance. They enjoy a great amount
of freedom and flexibility in concentrating on long-term objectives of the firm. This is
possible only in family business as both stockholders and | managers have mutual
understanding and trust.

There are other conditions in which the choice of the family form of enterprise
becomes almost essential. Entrepreneyrs who have worked very hard throughout
their life to build the business empire very often desire that the fruits of their
hardwork must go to their families. At the same time, they have many obligations
towards the family as they derived the initial capitdl and emotional support from the
family. Therefore new énterprises adopt the family business form to satisfy family
needs.

During the transition period, the founder needs trustworthy people to take care of
sensitive operations as he finds it difficuit to manage the business alone. He looks for
family members and relatives as a source of strength to fill the transitional gap. Small
firms cannot afford to hire professionals and therefore they start taking family

" members and relatives to provide support in the growing business. The legislative
environment has also been indirectly a binding force on the founder to adopt family
business to enjoy certain benefits.

The foregoing discussion highlights benefits and disadvantages of the family business
system. It has also been made clear that under certain conditions, the family form of
business become almost essential. As against the family business, the professional
management system is being advocated. The professional management system helps
transform the proprietory firm into a modern corporation in which family ownership
and control are separated. It has been thought that the continuity of family business
can be ensured only through professionalisation due to increasing complexity in the
environment. The advocates of professionalisation observe that family business,
because of its inherent weaknesses like nepotism, favouritism, rigidity. and -
conservative policies, is likely to be vulnerable in the long-run.

Professionalisation is certainly a need of the time to ensure stability and continuity of

the family business in the long-run. However, the professional management practices .

are not fully fool-proof in many respects. Firstly, nepotism and favouritism are also
found in professionally managed companies where it is based on caste, community,
regions, etc. In-fact many decisions of promotions are considered on the basis of these
factors ignoring merit. Professional managers are often criticised for its lack of
entrepreneurial initiative which hamper the growth potential of the business. Their
commitment and loyalty to the business is also doubtful as they do not have any stake
in the enterprise. In fact the so-called professional managers have yet to prove
professional excellence 1o create an image and goodwill. Moreover, the supply of
professional managers is not adequate in the developing countries especially in
country like India.

Despite a few weaknesses of family business, it seems family business is still a useful
system to achieve pace in industrial development. The unique supply of
entrepreneurial and managerial resources from the business family has been
responsible for the large scale success of business houses of the country. Family
business have continued to be viable even in the present context because of its ability
to respond quickly to the changing needs of business by making drastic internal
adjustments.

Activity 3

Take a sample of five small scale enterprises which are family based, Talk to the
entrepreneur with respect to his problems. How many of these problems can be
ascribed to family ownership. Can you suggest some solutions to those problems.

Managing Famlty
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16.6 FAMILY MANAGEMENT PRACTICES

To get aquainted with the family business, it is necessary to learn some of the
commonly employed management practices in family business. An attempt is made to
describe to be choices of management control that are available to the founder,
inicrnal work environment, organisational structure and delegation,

Managemen( Control Mechanism; Choices

The family business consists of two systems: family and lask systems. The task system

is subject (o the influence of the family system. The task system is determined on the

basis of norms, values and principles of family and its members, The family has
different options through which it can control and manage the task system. These are
as follows:

i} In the first case, the founder may decide to exler'cise direct control on the
management of the firm. This is a normal feature in proprietorship and
partnership firms. Under the direct control systems, family members are given a
certain number of shares with the assurance of power of voting by family

members. All important decisions are taken by the founder which are binding on

_the othér members of the family.

i) Another choice the founder has, is to dilute his authority of direct control by
consulting a few selected family members before taking important decisions.
Certain areas are clearly defined where approval of the family members is

" needed. For example, any decision concerning capital investment needs the
approval of family members.

iif) The founder uses professionals to carry out the management function. The

founder clearly defines the boundaries between business and family decisions.
Family members are assured of ownership control while business related
decisions are taken by different.heads of business.

iv) The founder may decide to place the firm under the full control of the family,

Family members are involved in the early stages of enterprise development at
different levels to take charge of various management functions, -

Initernal Environment

Family business consists of two sets of individuals: family members and non-family
members. The sentiment system of the family system is at its core and made up of
those individuals who are bound by emotions and loyalty. The non-family members
are subject to the rulcs made by the family owning the enterprise.

The general feature of the family business is that the top man is surrounded by a loyal
cadre of top-management personnel who are highly trusted individuals and are with
the enterprisé from beginning. They have normally grown with the firm and exhibit
intense feeling of permanent relationship with the founder. The forces of traditions,
kinship, caste and religion support the integrity of the family business. Relatives of
the family members are hired and placed on key positions of the firm. They get fitted
in the intemnal environment of the firm more easily than non-relative employees. The
relatives have free access to the top man no matter at what level he is, while
non-employees have to. strictly adhere to the formal channel.

Decisions are taken by the family members-and power to take decisions are normally
centralised at the top. Professionals are hired to give technical advice and they do not
possess any decision-making power.

Since relation is considered as one of the basic criteria for selecting people to top and
middle levels, non-relative employees at junior levels suspect the authority of those -
who are at the top and feel that they donot deserve it by competence. They often

e s

iy

=r

Ry o




complain that it is difficult for them to work productively with the non-compelent
family' members/relatives. Competition among family members/relatives —
non-relative employees normally leads to sublle rivairies amongst them. This creates
4 climate of poor interpersonal relations and politics.

Objectives and policy direction of family busirfess are oriented towards the goals of
the family. Therefore, the internal environment of family business is created to
reinforce and perpetuate family pride and tradition.

Organisational Structure and Delegation

Normaity, the organisational structure of family business is hierarchical and
decision-making authority is centralised at the top. The organisation is structured on
the functional basis: Functional Specialists and managers at intermediate level are
often between top men and workers. In practice, the hierarchical system reduces to
one-man show. As a result, formalisations are kept to a minimum. It is very often
observed that no written documents are kept which details out rules and regulations
and operating instructions of the organisation. Job descriptions and organisational
charts are rarely available. The family business also avoids standardisation as no
specific policies are clearly stated. Decisions are taken on internal judgement.

In such organisations, delegation of power does not really take place in a formal
sense. Functional specialists play the role of advisers while managers at intermediate
-level do not really exist in practice. They are communicated of decisions for which
they are responsible for implementation. However, they have no power to take
decisions. Very often, family business organisations have a large span of control as
almost everyone excepting workers keep reporting to the top man. To sum up,

- organisation and management in family business is based on personalised modes
rather than professional modes. .

16.7 ISSUES AND PROBLEMS IN FAMILY BUSINESS

Family business are often criticised for their lack of professionalism in dealing with
‘environmental complexities more efficiently. Intervention of family in the business
affects business-like responses to various situations of opportunitics and threals. Asa
result, more and more family businesses are getting into trouble, Problems that most
of the family businesses get into are: conflicting business and family norms; rivalry
among family members, professionalisation and problems of continuity. In the past,

- these problems have led even the most successful enterprises into severe problems
causing sometimes to collapse of business enterprises. Each of these issues and
problems is discussed here:

Business vs. Family -

Family businesses very often face this unique dilemma to make choice of alternatives
that is best for the business against the family norms. Given this choice, decisions are
very often made in the interest of the family and not business. Values, norms and
principles of the family are incongruent with that of business. This leads the family
business to operate under the normative ambiguity. Human resources and growth
opportunities are adversely affected due to this conflict. With regard to human
resources, family management due to its obligation towards the family select,
promote and compensate, its family members and relatives considering the relation as
a major criterion.

The family norm is 1o provide help to its relatives by way of giving them employment.
They have to very often hire an incompetent relative against a professionally
competent non-relative candidate.

Compensation is determined on the basis of the position of the relatives in the family
and their needs*whereas the business norm is to compensate according to one's merit
and competence. Even in the case of appraisal, family members are appraised on the
basis of their standing in the family. :

Training and development of employees is done as per the needs of the organisation.
But, in family business, it is often done on the basis of need of the family members for
their own development.

Because of certain family norms or principles, a number of growth opportunities are
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lost. Family principle is not to have outsiders meddling in family affairs. When the
growth opportunities need raising of extra capitat through equity financing, the family
may decide not to go for equity financing as it means loss of freedom of family in the
businéss. Such sacrifices in the interests of family may weaken the organisation and
make it more inefficient which in turn threatens survival.

Rivalry among Relatives

A number of family members of varying age and relationship participate in the family
business. They very often clash with each other because of conflict of interests: This
causes the breakdown of communication and creates barrier to organisational .
integrity.

The founder's relatives occupy top positions in the family business. The rivalry starts
right from father to son and spreads soon among brothers and other relatives. The
father-entrepreneur normally considers his business as an extension of himself and
only source of power. Despite his being consciously aware of the need to groom his
son to ultimately take over the business, he never gels down to delegate the authority
to his son. He does not even share necessary information with him nor consult him
while making itnportant decisions. He very often presumes his son to continue to
follow traditional styles of management and resist any change in the organisation
initiated by his son. The son, on the other hand, feels confused when he gets to know
a dumber of decisions already implemented by his father contradicting his future
plans. He feels that he is not fully equipped with required level of authority to bring
in changes in the organisation. He starts feeling that his father is too protective and
does not trust his ability. This rivalry often leads to infighting within the organisation.

The brather to brother rivalry is equally intense in family businesses. The tivalry is
caused due to their anxiety to prove their mantle better than the other. Competition
with each other often amounts to pull each other down at the cost of the
organisational resources. The rivatry further gets complicated when other members of
the family directly or indirectly favour one of them. This further leads to the
complication as one of them carries the feeling of unjust and undue favouritism.
Under such circumstances, a few family members can even take actions which may
lead the firm into disaster.

Rivalry among relatives often leads to factional decisions that spring up in the
organisation as the non-relative family starts choosing family members with whom
they want to be identified. Many a time, non-family employeés do not want
themselves to be involved in a family fight until it is restored. This can paralyse the
working of the organisation.

Such rivalries are the peculiar phenomenon which obviously arise owing to clashes of
interests and ego. The organisation become directionless. Even the founder becomes
helpless to resolve such conflicts as every member tries to defend his action. Slowly
the business moves towards-distability and finally becomes sick.

Problem of Continuity

Every family business has to face the problem of continuity or succession when the
original founder retires or dies. There has to be someone to take the charge of the
business to ensure continued inheritance 4 the next generation. It has been noted
that even the most successful business firms have suffered a setback due to improper
succession or non-availability of competent successors. In the U.S., it is estimated
that only 30% family owned enterprises continue to exist in the second generation
and only 15% in the third*

Unfortunately, the founder has almost no choice in the selection of the successors.
The successors are selected on the basis of blood relationship no matter how
competent the successor is in running the business. In fact, in most of the cases, the
prospective successor is ignorant of business experiences and does not possess

- entrepreneurial abilities. Further, the inexperienced successors often start from the

top and therefore remain unaware of dynamics at lower and middle levels.

The outgoing entreprencur generally tries to groom his successor through informal on
the job training. Such training has limited benefit to successor as the process of

4 Birley Sue, “Succession in Fsm:ly Firm: The Inheritor's V:cw" Joumnl of Small Business Managcmcnt
July 1986, p. 36.

RETETE Tor St S A




learning is unsystematic and inconsistant owing to the proteclive nature of the
enlrepreneur. -

Many a time, succession ié'unplanncd‘and therefore in the event of death or early

retiring of the founder, the eligible successor is chosen to run the business. In such

conditions, the successor is not psychologically prepared to take the charge of the

business. A few family members or relatives take undue advantage of the situation
" and try to mislead or misguide the eligible successor.

Apart from the problem of the choice of successor, the process of succession itself is
complex. The founder considers the enterprise as his own ‘baby’. Despite his
awareness of the need of handing over the charge to the next generation, he keeps
hanging on to it. Even after his son being in the business, he does not delegate the
power and continues to take important decisions. As a result, the son feels
overshadowed and frustrated. The successor and the founder continue 1o resist each
other’s actions on matters concerning any change.

In the case of the second or third generation successors, when there are more than
one eligible successor in the family, the distribution of assets and activities of business
becomes difficult. It often results in split. If not efficiently handled the business get
paralysed for want of proper settlement.

The successors often lack credibility in-the organisation as blood relation has been the
sole criterion. Employees often resist their authority. Efficient and loyal employees
feel threatened and thierefore start quitting the enterprise. Suppliers and bankers
might also withdraw owing to unstable situations created by the takeover by the
newcomer., .

Successors are not able to replace the leadership of the previous entrepreneurs. They
are often resisted for any initiation of change in the organisation. :

Because of the peculiar problem of succession, even the most successful business have
suffered serious setbacks.

Professionalisation in Family Business :
It is argued that the.family business system is desirable at the stage of enterprise

- initiation and survival. But when the business starts growing, it is desirable to replace
family management.with professional management. The traditional value oriented
family management may clash with economic goals of growth. In the wake of
increased competition and complexity, the traditional organisational structure and
decision-making system is more vulnerable, Family businesses very often are not
adaptable to the requirements of modern industry and technological changes. Need of
growth and modernisation call for adoption of professional management in family
business. :

Professional management consists of a team of managers whose primary occupation is
providing management service without having any substantial ownership stake.
Professional managers are hired for their expertise. A team of professional managers
performs the function of entrepreneurship and management of the firm. The team
holds key positics in the firm on the basis of technical compelence. Professional
management is expected to achieve excellence in building a human, physical and
financial resources, and capture new opportunities of growth with professional
approach through research and development. '

Looking to the need for professional skills to cope with growth,every family business
has to consider whether to adopt professional management or not. The family
managers often resist this alternative on the ground that family will have no control
over the management to protect its interests. They will not be able te help their
relatives by way of providing jobs in the business. The family wants to maintain its
own image in society by way of following certain socially desirable values. The family
members feel that the family’s image will be adversely affected.

A few family businesses which have introduced professional management have not
been able to cope with the transition problem. Family members continue to keep
certain key positions with them. The family members make all critical decisions.
Professionals are hired in the capacity of technical advisers only. They are not given
full charge of the management of the: firm. As a result, professionals remain largely
ineffective in the organisation. Even cases where professional management has taken
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over, [amily members continue Lo interfere in the working of managers by virtue of
ownership right. The performance of professionals is greatly hampered because of
non-cooperation and lack of acceptance on the part of the family.

Family businesses are not able to respond competently to changes in environment
owing to their inability to adopt professional management practices. Because of
inadequate supply of professional managers, many family businesses cannot have
professionals. Family businesses are vulnerable to the increasing complekity and
competitiveness in the market owing to their lack of professionalism.

16.8 COPING STRATEGIES

To-realise the natural resources of family-business like commitment, loyalty,
initiative, entrepreneurship, financial resources, family image, etc. more effectively it
is essential that family business develop certain key advantages and overcome certain
inherent weaknesses. Based on some of the successful family businesses, the
following coping stralegies are suggested: :

Linking Family and Business Goals

Successful family businesses are the ones which have been able to establish the close
link between family and business by clarifying that the goal of the family can be
achieved only if the enterprise achieves its long term goals. This further asserts that
parut:lpauon of the family members would be allowed as-long as it contributes to the
enterprise’s long term strengths. Such a stand should be made clearly at the time of
enterprise initiation or when the involvement of family begins. Strategically,
eliminating some amount of family participation strengthens the feadership of the
family members who are in the business which ultimately result in better performance.

Recruitment of Relatives
The best managed family businesses have adopted the policies of not recruiting

- relative employeds at all. The needy relatives are helped by the founders to find jobs

elsewhere. This may be considered a too rigid policy as there may be a professionally
competent person in his family or relation who would not be selected purely on the
ground that he happened to be arelative of the founder. Instead of having such a rigid
policy, one may have a recruitment policy stating that relatives may be considered for
employment provided they stand up to the company's standards. This policy would
also ensure better cooperation of family and relatives. At the same time, business
norms are not sacrificed in the interests of the family.

Avoidance of Nepotism

In family business, family members as employees get severat undue benefits. In order
to avoid this, the successful businesses adopt firm personnel policies applicabie to
both relalives and non-relative employees. It tay be clearly stated in the personnel
policies that one may be given an opportunity to work in the business because of the
relationship factor but his growth within the firm would depend solely on his
competence and merit. Relative employees, like non-relative employees, are subject
to performance evaluation which would be carried out by independent people. This
would greatly help the family business to avoid nepotism and favouritism within the
organisation.

Task Structuring

It will be unrealistic 1o imagine a family business, however successful it is, to remain
away from certain inherent issues pertaining to the family. It is also possible that
despile alllpossible effocts to avoid, a number of family issues in business, may
continue te remain unresolved. In such a case, to save the business from possible
consequences, the primary task structure of the organisation may be designed in a
manner to minimise the negative effects on its performance. A number of strategies
for task structuring are suggested here:

i)  The founder must try-to identify those critical operational activities which need
to be adequately supported to ensure at least the survival of the firm. He may

structuré them in such a manner that all important operations continue to take -

place without any disturbance despite pertaining conflict amongst the family
owners-relatives. He may sanction powers to the competent people who reed
not have go to any of the family members for frequent approvals as long as they
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are carried out as per the guidelines.

i1} The firm must create reserves to meet any contingencies-occurring owing
non-cooperation or indigating of family members. They could be-extra staff to
compensate the possible loss of work because of incompetency of family
members to carry out a given task.

ili) While carrying out the structuring of the task system, those areas should be
identified where conflicts among family members is likely to arise. In these areas
more professionals may be employed. At the same time, family members may be
entrusted with those areas where the chances of conflict are less.

iv) The founder should take extra care to keep morale and motivation of the

-employees so high that they continue to remain committed and loyal to the firm.
They are likely to be the only individuals who can be entrusted with high level of
-respoasibility in times of conflict for ensuring smooth functioning of the
organisation.

v) Veryollen, the founder refuses to accept certain lapses in the organisation which
are results of family issues. This leads 1o a state of confusion in the organisation
resulting in family members blaming each other for poor performance. The
founder should accept certain given problems and issues as weaknesses because
of family based management system. This would help avdid unnecessary anxiety
and politics in the organisation.

vi) . The task system should be loosely structured so that enough flexibility is built in.
The bureaucratic structure is very much vuinerable during a period conflict. In
the case of conflicts or blocks being created to rouunc functions, a middle course
shauld be adopied.

Activity 4

From among the sample vou studied for Activity . choose some family based
enlerprises which are very successiul organisations. What are the coping strategics
that they have {ollowed to overcome problems associated with family management.

16.9 SUMMARY

Classical management principles and theory have ignored the influence of family in .
business management and hence management practices in family business are
different. Decisions and actions in family business are not always taken in the best
interest of the business, it's perpetuation and growth but in the interest of family for
its values and principles. Management styles are based more on personalised modes
than professicnal modes. It is, therefore, one may suspect that family based
management is more vulnerable in the face of uncertainty and complexity of
environment. But in practice, things are different with family business. They have not
only been able to sustain themselves in the business world but have also grown in
large number. Today, family business represents the largest segment in Indian
industry and makes significant contribution to the economic development of the
country,

The successful performance of family business can be attributed to its natural
resources like commitment, dedication, loyalty, initiative, spirit of entrepreneurship,
(inancial strength, etc. However, family business do suffer from certain weaknesses
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Performance Appraisal like nepotism, favouritism, rigidity, conservatism, etc. These weaknesses can be

and Growlh Stralegics . overcome by adopling certain policies and strategies. Strategically, the founders may
' climinate some amount of family participation to strengthen the leadership of those
(amily members who are in the business. They should adopt policies to avoid -
recruitment of family members on the basis of relations but on the basis of
competence, the personnel policies of family business should be equally applicable to
both relative and non-relative employees. The task structuring should be done to
minimise negative effect of family conflict and allow at least routine functions to take
place smoothly in the face any major conflict or calamity.
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