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1. Preliminary/pre-operative expenses:  

This includes all preliminary and preoperative expenses on overheads during the initial 

stage and up to the time of starting commercial production and sale of the projected 

product/service. These expenses are initially capitalised and subsequently written-off 

charging the Profit and Loss Account during a period of 10 years.  

2. Interest and commitment charges:  

This includes interest and commitment charges on borrowings. It also includes charges 

by the Financial Institution (as their administrative charges) providing the Term Loan. 

Withdrawal of Term Loan is made by phases, as per the fund requirement.  

The DPR shows estimated detailed movement of the Term Loan with the interest 

calculations: for the period of the project implementation. When the project starts 

operation and earnings, the repayment of the loan as permitted by the liquidity position 

is also reflected in the detailed movement.  

3. Margin money:  

Besides the capital costs for the project, the cost for the project being fully implemented, 

funds are required on account of revenue expenses for starting of operation including 

cost of raw materials etc., the inventory required, the level of credit sales in the form of 

debtors, in short the Working Capital.  

This is normally funded by bank and the bank permits such funding restricted to a 

certain percentage of the level of current assets, i.e. inventory and debtors. The balance 

is called the margin money for working capital (all fixed assets already hypothecated with 

the Financial Institution providing the Term Loan). This ‘Margin Money’ is also 

considered part of the ‘Project Costs’.  



4. Contingency:  

It represents a buffer to cover the risk of actual cost of the capital items being in excess 

of the estimated costs as considered in the project cost.  

 

Two interesting cases:  

(a) Trans-Alaskan Pipeline (TAPS)—a project for a simple pipeline over 800 miles (1,280 

kms), the estimated project cost was—without considering any amount as ‘contingency’  

—$ 900 million, it ended up (of course, including enormous engineering and regulatory 

charges) at $ 8.5 billion!  

(b) The “Apollo” project was completed at $ 21 billion, only 1 billion over its initial project 

cost. But, only a few know that the estimated project cost included $ 8 billion as 

contingency—nearly 67% of the total estimated cost for other capital items.  

Both the cases are of extreme nature in respect of considering the ‘contingency’ in the 

project cost but, nevertheless, exemplary.  

 

Cost of production:  

The DPR deals with the financial estimates of the project operation for five to eight years 

from the start of the commercial production. In our discussion hereinafter we have dealt 

with such estimates for five years.  

The report shows under this head the details of the cost of production depending upon 

the envisaged volume of activities.  

 

 

 

 

 

 

 

 

 

 

 

 



The estimated cost of production for initial five years is shown in the 

following table:  

 
Profit and loss account:  
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1. Negative figures are shown within brackets.  

2. Being an EOU no tax on profit during the initial years.  

3. Due to availability of sufficient profit, Interest/Commitment Charges/Preliminary and 

Pre-operation expenses are written-off in full in 3rd year.  

 

 

Balance Sheet as at the end of the year:  
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Fund flow statement:  

 
Interest and commitment charges:  
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Interest and Commitment Charges @ 8.5% p.a.  

On (A) 55 full 11 months plus, (B) On 285 for 8 month plus, (C) On 25 for 5 months.  

Note:  

1. The expenses under this head in a new project is also capitalised like the Preliminary 

and Pre-operative expenses and are written-off when the organisation starts its 

commercial activities of Production and Sales.  

2. The rate of interest is taken as about half the rate of charges for interest for the purpose 

of averaging, as withdrawals of the term loan required are not necessarily at the 

beginning of the period. The rate of 8.5% p.a. as above also includes estimated 

commitment charges for undisbursed balance of the loan.  

Working capital requirements:  

The DPR also shows the detailed calculation of the working capital required by the 

project to carry out its operation including procurement of materials, and the overhead 

costs for the production activities and the level of debtors for the credit sales.  

The working capital represents the net current assets, i.e. the Current Assets less the 

Current Liabilities and, as such, generally includes: Inventories for Raw Materials, 

Finished Goods, W.I.P.; Debtors (less creditors); Overheads for 1 to 2 month(s).  

It is desirable to work out the policy for the level of inventories which will be depending 

upon the circumstances of individual cases, e.g. for imported raw materials, because of 

longer lead time, the inventory level may be between 4 to 6 months, whereas for local 

off- the-shelf items—one month,, and made to order supplies—may be 3 months.  

Debtors level may be of 1 month’s sales if the company allows 30 days’ credit to debtors.  

From the total of all these items, an assessment is made about the possible percentage of 

the value of total current assets which the banker is ready to finance. The balance amount 

of funds, blocked in the net current asset, is called ‘margin money’ and is treated as part 

of the project cost.  

The DPR shows the detailed calculation of the Working Capital and also the Margin 

Money.  



Debt service coverage ratio (DSCR):  

The DPR also shows the capability of the project to serve the borrowings for its 

implementation. The Project Owners as well as the financial institution lending the fund 

towards the implementation of the project likes to appraise and find whether the project 

can generate sufficient revenue to repay the loan borrowed (by installments, as per the 

term loan agreement) together with the interest due on such loan.  

Of course, the project owner would like to have the return on investment which is on top 

of the interest payment, but the DSCR is also important to indicate the liquidity position 

of the project, i.e. generating not just the profit margin, but sufficient surplus cash to 

service the lenders, the shareholders (in the form of dividends).  

It is healthy when the DSCR is one; above it is a plus point for the decision in favour of 

the implementation of the project.  
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