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GENERAL

l. Finance for an industrial project usually takes the form of a combination

of share and loan capital, the loan capital generally including long-term loans,
short-term finance (mainly advances from lccal banks for working capital purposes)
and perhaps some medium=-term loans. The principal sources from which long-term
loan finance is derived are the sponsors, the sources mentioned in paragraphs 4
and 5 below and retained profits of the enterprise. Medium-term loan tfinar.ce

usually consists of suppliers' credits or credits from suppliers' bankerc.

2. The gearing of the finance calls for cureful consideration. Sponsors often
hope to niinimise their own contribution and to finance the project mainly with
loan capital, but this is generally uot acceptable to lenders. The stability

of the project and the security afforded to the lenders depend upon a sound
relationship between the company's share capital and itc 1oan and other fixed
interest capital. Where the project ic specially sound and stable, development,
finance institutions may agree to the total loans being equal to the shure capital,
but in many cases they will insist on a lower proportion of loan finance. The
repayment terms of the loan capital need to be carefully co-ordinated in relation
to the expected flow of cash from the project o as to avoid over-burdening the

project. This danger is particularly applicable to suppliers' credits.

3. If the country has balance of payments problems, finance I~r imported
machinery may have to be raised in the form of foreign currency loans; this may
necessitate deferment of the finuncing plan until the sources of the machinery
have been asccrtained. Conversely, if only certain currencies can be recured,

the couatries from which the plant can be bought will be correspondingly limited.

4. Finance raised from local sources will usuzlly come from local development
institutions, banks, insurance companies, etc. In addition, local companies which
are to be involved in the management or in the distribution of the product may

also participate.

We regret that some of the pages in the microfiche

copy of this report may not be up to the proper. %
legibility standards, even though the be§t possible i
copy was used for preparing the master fiche.
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Generally, tie public 18 unlikely to subscribe finance for a development pro-
Ject unless the sponoors are well krnown for their business suCou Sy it eapitel

ig¢ sffer=7 to the jublic, underwritiry of the offer will usually be advisable.

e Txterpal Uinance (ooncrally in oreign currcncics) is normally radoed from
internati onel or national bodies specializing in development finances f'rom
barkin: and similuar orgavizations in developed countries — probably confined to
toove count ries whose exports are being purchased for tro progects  and thie
ipotitutions ectablished in some developed countries to ascist development in
which 2 citizen of tue sume country has a trading interest. The number of

private institutions specializing in helping development has shown some (slow)

growth in recent years.

6. Raising finance 1s an operation ot some romplexity, particularly if geveral
financiers sre involved; and its successful negotiation requires skiil, diplomacy,
foresight and good organization. It is desirable to establish early contact with
the potential sources of finance so as to socertain which of them are most likely
to agree to provide the finance on acceptable terms, and to associate them with
the planning °f the rroject from an early stage. In this context, it should be
noted that development finuance institutions are ditfercnt to ordimary investors.

They do nct insist on the same degree of security as srdinary investors, because

in furtherance of their objective of fostering good development they make an
exceptionally thorough study of the project and may propose a number of improve-
ments in it. However, they do stipulate for a certain degree of security and

require to approve the terms granted to other lenders. While a great deal of

the negotiation may be carried out by ccrrespondence, some personal contact is

desirable in order to reduce the danger of misunderstandings.

1. All institutional sources of finance will make a tkcrcugh appraisal of the

soundness of all aspects of the project - the market, the marketing arrangemnents,
the selected technology, the arrangements for management, the profitability fore-

casts, the financial structure and the cash availabilities. These independent
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examinations are valuuble, but may be time-consuming unlecs the sponsors have
made a thorough, workmanlike job of preparing the project in the first place.
Guod statistical data is an important element and Governments would render a
considerible help tc development it they were to assemble reliable basic data

under one roof,

SC .5 SUBJECTU UF CPECLAL CONCLRN TC FINANCIAL SOURCES

3. The paper discusses in some detail some subjects which experience shows to

be of importance:

The importance of competent maragement

9. Management is the key to success in any industrial enterprise and the lender
of money to a project will usually attach more importance to management than to
the security or any other aspect of the project. There are a number of ways of
obtaining good management, but UK experience indicates that the most successful,
and in the long run generzlly the cheapest, form of management is obtained by

the involvement of an experienced organization from overseas, frequently in
combination with a local concern with good knowledge of the country and its people.
If such organizations can co-oper:te and commit both nen and m~ney (see paragraph
12 below) to the project, they have every incentive to seccid first-class men to

it and ensure that 1t is successful.

10. Management consists of the Board of Directors, tne General Manager and the
subordinate staff. The Board's fundamental task is to select the best manage-
ment, ensure that it retains its efficiency at all times, lay down baric cbject-
ives and policies and leave the Manager to manage the project on that basis with-
out interference. The Genergl Mangger should have a proven record of management
experience, characteristics of leadership, broad technical experience and finan-
cial acumen and the personal qualities of tact and patience required for success-
ful working in a country where conditions may be difficult and unfamiliar. The
subordinate staff should be chosen for their technical capacity and ability to
accommodate themselves to the traditions and way of life of the people amongst

whom they will have to work.
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Any expatriate staff employed will be expensive and difficult to recruit and
retain, so that an efficient Board will always do all it can, by training schemes,
etc., to reduce and cventually eliminate the expatriates fr.om the enterprise as

quickly as possible.

The importance of a financial contribution from the sponsors and those
responsible for management

11. Sponsors wishing to sell machinery or know=how to a developing country with-
out investing any signifiecant sum of money themselves are unlikely to obtain
financial support from experienced financing institutions. The latter will
normally require the sponsors to invest a sufficient sum of money in the project
to ensure their full invclvement in its success. Such an investmenti will be
viewed against the background of the relationship between the sponsor and the

project to ensure that this involvement is real.

12. As regards management, while there have been a considerable number of ex-
amples of managing agents Wwith no stake in the project proving effective and
reliable, this has not always been the case. There is a greater guarantee of na
first-clacs standard of service if the concern or concerns responsible for
management themselves have made a significant investment in the project, and

financing institutions will usually expect this.

13. One consequence of this is that Governments need to investigate the inten-
tions and financial resources of companies to whom they grant industrial licences,
pioneer certificates or other privileges which may give them a virtual monopoly
over some aspect of development. If they themselves will not make an appreciable
investment in the proposed development, they will probably be unable %0 raige
capital from the normal sources of development finance. Thus, the project may
never take place, and the only consequence of the Government granting the con-

cession will be the loss of time in getting the development started.

[eos
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I3 The cepitsl ootimutes snould contain contingency provisions for unforeseen
but probable extra cxpenoo In addition, however, any project in a developing
country 1o bwa, Liable to run inte troubles which may necessitate funds greater
than those provided, ever inclhuding the contingency provisions. Financial
wistitutions vill waundly insied on o otandby arrangement whercby some persons
croanstitutions connectod with the project agree to provide additional funds if
they are {ound t be necesiary to enable the project to be completed. Possible
causes of extra cost are numerouss  thioy may result from inadequate preparation
by the spmoors, Jifficulties in seyuiring title to the site, changes of plan,
bed cotinating, delays in delivery of impertew or local materials, transport
difficultics, failure o the plant to mecsure up to the specified performance,
delage through the neecescity of obtaining various Government consents or changes
forcel wen the project by Government orler. Some of these may result in extra
cost directly, others through imposing delays in completion. Delays mean that
the carning of revenue from commercial production is postponed, while overhead

sosts continue to be 1ncurred in accordance with the original estimates.

come sbotacles to development

15, Two of the most imjortant facets of the feasibility of an industrial project
are an agequate and expanding market for the product and competent, expert munage-
ment for the enterprise;  but there have been movements adverse to both these
requirements in recent years., There have been some trends towards the breakdown
of regional country groupings, thus reducing the corresponding markets. And many
Governments by their tuaxation yolicy are making the recruitment of expatriate
staft very Jditfrcult, althoush capable expatriate management may well be essen-
tial in the early stages while loca.! management candidates are being trained.
Developing countries might we'l consider whether to accord special tax holidays

for a limited period to expatriates cngaged in the setting up of new industries.
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Case ptudies

16. The paper concludes with four cases drawn from the experience of British

financial institutions, illustrating the effects on development projects of

complicated Government licensing provisions, the effects on capital costs of

serious delays, and the time that way be lost through the causes referred to in

paragraph 13 above.
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SOURCES AND FORMS OF FINANCE

Geners)
1, The prinoipal sources from vhich industrial projects in developing oountries

can normally derive their finanoe are i~
(a) Long-term or permanent finance
i, Capital provided by the sponsors themselves,

ii, Capital raised locally from =

(a) finanoial institutions such as developmeni banks, development
finance oorporations, development oorporations, insurance
companies, pension funds and those banks which are able ‘o
provide term loans or to subsoribe for share capitals

(v) the investing publio.

444, International finanoing institutions such as the IFC, the Inter-
Amerioan Development Bank, the Asian Development Bank, the African
Development Bank, ADELA, cﬁc. CDFC, eto.

iv, Banking and similar organisations ir developed countries vhose
business inoludes the making of international loans, generally to
help finanoe their own oountry's 2xports, e.g. Exporters Refinance
Corporation Ltd. of London,

ve Retained profits of the enterprise. Normally these are only
signifioant in oases where the prcposed development is an expansion
of an already existing industry, i.e. one vhion is already
generating, or about to generate, profits.

(») Medium-term finance

vi, Suppliers' orvdits (probably insured by an export oredit guaremtee

institution, such as the EOGD of Great Britain).

(o) . Short-term finapoe
vii., Bank finance (overdrafts or similar facilities).




2o Tha tinance derived from these sourcee will usually take the form of a
oombinatlon of soue or all of the following categories te
(a) Ordinary shere capltsal.
(») Preferenca shure capital,
(¢) Loan capital, i.e, long-term loans, usually in the form of debentures,
and either secured or unsecured,
(d, Medium-term loan finance, l.e. finance repayable within 2-7 years.
Suppliers’ credits will usually full into this category.
(¢) Short-term finunce repayable in less than one year, such as bank cver=

drafts repayable on demand, 90-day bills, etc.

3 The respective proportions of these different categories ("the capital
geariug") need careful consiceration. 1t is a common experience that projects put
forwa.d by sponsors from developiug countries tend to rely on raising loans or
other fixed interest capital (e.gs preference shares) which are disproportionately
large, The gearing which prudent investors will normally agree to will very
rarely allow the total medium and long-term debt of the enterprise to exceed the
total of ite equity (ordinary and preference share capital); usually a lower
proportion of debt is required. It is not difficult to see why this should be.
The lenders normally have no share in the profitability of the enterprise; they
receive a fixed rate of return and they have no prospect of either large revenue
profits or a capital gain, Consequently, security for their investments and for
the interest or other return payable on the debt is of great importance to them;
they will wish to introduce safeguards againat possible over-trading by the enter-
prise and againet suffering a ioss of their capital if the enterprise should be a
failure, In the latter contingency, the project or its assets would have to be
sold to pay off the loan finance and it would be most unlikely to realise even as
much as half of its original cost, particularly if it is the only enterprise of
its kind in a developing country, as the market for the machinery and the building
(both of which may well be specialised) will be extremely limited, To guard
againet the possibility of over-trading, limitations on the project's total

borrowing powers may also form part of a term-lender's conditions.

4. For stability it is desirable that the repayment terms of the loan ‘inance
should accord as far as possible with the expected generation of surplus profits



and the expected useful life of the plant. A repayment schedule requiring payments
to go faster than the growtn of the profits out of which they are to be paid can
put an enterprise under very severe financial strain and may, in fact, so denude it
of liquid resources as to bring it to a standstill., Suppliers' credits are
frequently provided ofi terms which call for an early repayment. This may be
unavoidable, because of the Berne Convention or similar regulations, and in that
caade the sponsors will find i1t neocessary to reduce the amount financed by suppliers'
credits to a low proportion of the total cost or to arrange for a standby source of
addi tional finance out of which the earlieast repayments to the plant suppliers may
be made, It is important during the planning phase to make careful estimates of
the cash-ilow of the enterprise and examine this aspect of the financing. (See
paragraph 21, e., f. and g.)

Se Bank finance is a valuable source of working capital. In very many
industries the working capital requirement is a fluctuating one, especially in the
case of seasonal indusiries such as fertiliser manufacture, Because bank finance
can be easily and quickly increased and reduced in line with working capital
requirements, its use can keep the interest burden to a minimum, However, some
wvorking capital will nearly always need to be raised on & permanent basis,
preferably as share capital, both because there is an irreducible minimum of stocks
vhich any business needs to maintain and finanoe and because banks will usually not
allov the overdraft to exceed a certain peroentage (say, 75%) of the total cost of
the stocks and debtors theredby financed, This margin is needed to guard the bank
against fluotuations in the market value of the stocks,

6o Thus, a typical capital oost and financing pattern for an industrial project
might be as set out below 1

Capital cest
Cost of land, olearing site and installation of services £ 40,000
Faotory building 170,000
Plant, machinery, vehicles, etc. (c.i.fs factory site) 450,000
Engineering fees 40,000
Preliminary and pre~operative expenses 50,000
Contingenocies 50,000
£800, 000
VWorking capital 150,000
£950,000

2/ See paragraph 44




Financed by

Share capital, Ordinary £400,000
Preference 100,000 £500,000
12-year loans (secured by debentures charged on the
fixed assets) 200,000
Suppliers' credits (repayable in five years from
shipment of plant) 150,000
Bank overdraft (secured by a charge on the stocks
and debtors) 100,000
£950,000
Foreism excnange

Te In countries which operate exchange controls, the form of currency needed to
pay for purchase of plant and materials, fees to contractors, etc. is an important
element in the financing plan. The Government may well require the purchases of
pPlant in oountry X to be financed by money raised on a permanent or long-term basis
in the currency of country X or in another, convertible, currency. In such a case
some part of the share capital or loan capital will need to be obtained from either
an international financing institution or a local development finance corporation
which has that currency or a convertible currency at its disposal, or from
investors in the country of origin of the plant; and the finanoing plan will have

to take this into aocounts If the project is to be put out to international
tender, this factor may make it impossible to organise the whole of the financial
resources until the countiries of the suppliers and the precise payment terms of the
contracts are known, unless an institution holding oonvertible currency or a wide
range of currencies will undertake to provide ths necessary finance. This could
cause problems in organising the project; these problems are by no means
insuperable, but they are a oomplicating factor and probably are an important part
of the reasons for the prevalence of calls for tenders which are to inolude not
only the provision of the plant, but also the provision of the corresponding
finances In general, it has been found that this kind of tender is likely to be
more costly to the boryower than cases in which the {inanoe is obtained independ-
ently of the supplier or contractor,

Rais oan ital from local sources

8. The raising of share capital or loan capital from local sources may be
effeoted either by a private plaoing or by an invitation issued to the general
publics In most developiug countries the general public is little aoquainted
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with industrial investment and private placings are more ocommon, When the

product is intended to replace goods which were previously imported, it is qu.iu
usual for a part of the share capital of the projeot to find a ready market
amongst firms who were previously engaged in the importation and distribution of
the produot, and some of whom may have agreed to continue to provide similar
services to the local factory when it goes into production, The local Government
or one of its development agencies may also wish to have a share in the equity or
loan capital of the projeot, so as to participate in its profitability, and have
some industrial securities whioh can be sold to the general public as they become
interested in such investment. Where the conditions in the local capital market
are favourable for a publio issue, the sponsors will have to decide whether to
make the issue immediately (this may be quite possible where the sponsors' names
are well known, particularly if they are already associated with successful local
industry), or to seek some institution which will take up the securities in the
first place on terms that they will later be offered to the publio at a suitable
time, The sponsors may alternatively take up securities themselves with the same
outcome in mind,

9. In relation to publio issues, a brief referenoe may be made here to the
subject of undervriting. It will generally be appropriate to make a public issue
only after the plans for the projeot have become well advanced, and at that stage
the sponsorn may have committed themselves to the purchase of the factory and its
oontents., It will thus be of great importance to them that the publio issue
should not be a failure, The normal way to ensure this is to enter into an under-
writing egreement whereby oertain persons, firms or institutions with available
funds undertake, in returm for a small commission, that they will purohase all the
gecurities which the publioc fails to subsoribe for. If the issue is not a
complete suocess and some of the securities are consequently taken by the under-
writers, their usual praotice is not to hold them any longer than they must, but
to sell thea tc; the investing publio as and when opportunity offers. Thus, the
developers get the funds immediately, but the securities will be fed into the
market over a period in step with the market's ability to absorb them, and sudden
large inroads into the total amount of locally available investible funds are
avoideds The function of responsible underwriting is a useful ard important one



in the development of a capital market, It glves confidence to proposed
developers and helps to even out the flow of industrial securities intc the hands
of the investing publio. In developing countries underwriters are most likely to
be found amongst development finance corporations, insurance companies, pension
funds and other big investors, although the insurance companies and pension funas
will probably be somewhat selective in the securities they underwrite.

10. Most developing oountries now have development finance organisations which
can constitute one source of finance for industry, and many UK-sponsored industries
favour including such institutions amongst their sources of industrial capital
because they consider it both right and advantageous to introduce a local element
into the project. The project derives a number of advantages from the presence
on the Board of a representative of such a local institution, If the institution
is a Government agenoy it alsc creates a valuable link between the project and the
Government and helps to keep the Board of the project advised of Government policy
and its possible implications for that industry; but without involving the Govern-
ment { and thus perhaps bringing political considerations) directly in the policy=-
making counsels of the project,

Raising share or loan capital from external sources
11, Oocasionally it has been possible for a project in a developing country to

issue debentures to the investing public in a developed country, but this only
happens infrequently and it is not a souroe that can generally be relied on. On
the other hand, there are a number of international and public national institu-
tions, and a gradually inoreasing number of private institutions, whioh specialise
in providing finance for developments in the less-=developed countries; some of
them are named in paragraphs 1 a.,iii and iv above, Most of these institutions
are primarily ooncerned with helping development; others are more concerned with
financing exports from the couniry in which they are established, and their
services may be utilised either to take the place of suppliers' credits or te
supplement them. For instanoe, suppliers' oredits for machinery will frequently
be available only on condition of full repayment within five years, which may be
too short for the finances of the project. This can be cured by reduoing the
amount represented by suppliers' credits and raising the belance as a seven-year
(or longer) loan from a banking institution like the Exporters Refinance



Corporation Ltde; alternmatively, by eliminating the suppliers' credit altogether
and raising the whole cost from such an institution on a more favourable repuyment
schedule,

12, The institutions mentioned in paragraph 1 a.iii., are davelopment finance
inatitutions with few limitations (other than geographical) on their sphere of
activity. In addition, there are institutions in ¢ number of industrialisea
countries which make industrial capital available, but only i1f commercial intorests
of their own countries are also associated with the project (for instance, the
Deutsche Gesellschaft filr Wirtachaftliche Zusammenarbeit (D.E.G.)). If a
technical collaborator or one of the sponsors is a resident of such a country,
part of the finance could be raised from the corresponding development finance
institution. This is sometimes the means resorted to to complete the financing
where a project in a country which suffers from a shortage of foreign exchange needs
to buy substantial amounts of machinery from suppliers in different countries. In
recent years, balance of payments difficulties have led to an increase in the
tying of capital exports to physical exports from the same country, and where the
machinery comes from more than one country sponsors have at times found it desir-
able to seek capital finanoe from all the countries from which the plant is to be
obtained,

Negotiation precedure
13, The raising of finanoe is frequently an operation of some complexity. =

study of the projeot's profit and cash-flow forecasts will indicate a desirabie
capital finanocing pattern, but this may, of course, have to undergo significar.
modification so as to fit in with the policies and needs of the sources from w ..c.
the capital is raised. As the oapital may come from a number of different sources
each of which has its own polioy and terms of partinipatian, negotiation of the
whole capital supply will require skill, diplomacy, foreright and good organisation.
All the more so, when the finance comes from different countries. Even if there
is only one finanoial source besides the sponsors, it can be readily seen thet
great advantage vill follow from oonducting a considerable part of the discussions
and negotiations by personal contact. Othervise, there is a danger of misuncer-
standings and loss of momentum. This does not seem to be alwvays appreciated, .z.d
many examples exist of sponsors who have tried to raise large sums of capital
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entirely by corresponcence., This has often resulted in failure of mutual under-
standing and delays, the solution usually only being found after fully-authorised
representatives of the parties have got round the same table with each other.
Most of the successful development institutions make it an almost invariable
practioe to ensure that an important part of the negotiations takes plaoce oy
personal discussion; in a big projeot direot contaots of this kind may take place

several times before matters are complete,

14, Another error which is sometimes made by sponsors is to carry ihe pians for
the project a long way towards oompletion, parhaps committing themselves o & certain
form of project, to a certain technology, schedule of machinery, eto., before
establishing the first contact with their likely sources of finance. While this
is @& not unoommon method for established companies in a country where there .s an
effeotive stook exchange, it is not a satisfaotory way to deal with the developzent
finanoe institutions and others who are the likely sources of finance for projects
in developing countries. These institutions have an attitude which differs
materially from that of the investing public and investment trusts. They loox
primarily for ways of giving their support to good development coupled, naturally,
with security for their investment, This approach to industrial financing means
that their study is much more that of the entirepreneur than of a simple investor.
Where the latter would concentrste his scrutiny on ensuring that his invesiment has
high security (perhaps four or five times capital cover and ten/twenty times income
cover, oombined with a long established profit reoord), the development finance
institutions are usually prepared to give their support to new enterprises or
enterprises with a very short profit record and to accept a comparatively low cover
both for oapital and inoome. This practice is based on a most careful appraisa.
of the project, its environment and prospecis, above all of its management; out
also on the finanoe institutions having real opportunities to propose improve.cais
in the project plsn. While they will nct seek to usurp the sponsors' responsibi-
lities as entrepreneurs, they do sulmit all aspeots of the project to oareful,
speoialist examination by their engineers, aooountants, economists and loan oriicers;
and it is not unoommon for their examination to reveal possibilities of improveuent.
Early oontaot with the institutions also enables the sponsors to take account or
their finanoing policies and methods in preparing the financial plan and to narrov
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down the choice of institutions at an early stage to those who offer the best
prospeot of agreeing to provide the finance on a basis appropriate to the

sponsors’' intentionse

15. In the course of a negotiation there usually comes at least one point -
perhaps more than one - which oontains the seeds of an impasse. This is where
two or more essential steps need to be taken and there is diffioult;” in iaking
any of them until the others have been completed. One example is given in Case
'A! below; at the point described in paragraph 7g. a Central Bank permission was
dependent on the grant of an import licence, and the grant of the import licence
was dependent on the Central Bank permission. Anoiher example, which is perhaps
more frequent, is thiss On the one hand, sponsors of a project will take a

great risk if they call for tenders and place orders with civil contractors and
machinery suppliers before they are certain that all the finance requirea will be
forthcoming; on the other hand, each financier will be reluctant tc enic.: into a
firm commitment until he knows the preoise total capital cost and is oeriain that,
with the inolusion of his oontribution, finance amounting to at least thai tctal
will have been firmly promised. 4 usual way to resolve this dilemma is tc obtain
reliable, professional estimates of the tctal capital cost (including a contingency
allowance), and for the financiers to enter intc oonditional agreemenis in whioh
they each undertake to provide a statei sum, subject to the fulfilment of a number
of conditions. Those conditions will include the placing of oontracts for .ne
faotory and its contents at prices which correspond with those already approved oy
the financial institutions, and the conclusion of firm contracts with al. .ae ciner
financiers in oontemplation. Thus, a number of finanoial sources all become
committed subjeot only to oonditions which are outside their own control; wnea
all these oonditions are fulfilled before the terminal date stated in the
conditional agreements, they all become formally committed automatically anc
simultaneously. If the oonditions are not fulfilled by the terminal date ail the
financiers are released.

Texms of loan capital
16¢ A point that might be mentioned here is that most financial institutior.s

(vhether local or external) attach great importanoce to security for any loan uaas
they provide. ‘This finds expression not merely in the requirement of some fofw




AroLr ot oG e omor bguye or chiarge over the assets of the project, a uank
s vante, oty but slsu mn Insistence that no one provider of capital should
ferin o presiiesed position vie-a-vis the olherss This oreates a general trena
wiyebv bt ome of the different elements of the outside finance are assinaiated
‘oot sther, which mesns, in practioe, that the financier who drives the nacdest
vorkaty generally fixes the terms for the whole of the outside finance. Tais
toeng o be an usavoidable tenture of joint financing; 1t affords another argu-
mone an favour of the spunsors making preliminary soundings with the possible

sourc2s of finance before deciding to whom they will make the formal approaches,

fencenl

17, The wources ol finance wmay be expected to make a thorough appraisal to

e tablish whether the project is sound in all aspects - technical, economical and
fir-mcial; and to judge whether management arrangements are, or will be, satis-
tactery.  As indiiated above, & number of institutions are likely to pe involved
in tuw apnraisal, and each of them will generally wish to make i ts own appraisal
belore reuching a declsion whether or not to investe Internaticnal agencies,
such as the World Bank and IFC and private foreign financing institutions, will
wirh not only to satiefy themselves that the project has a reasonable chance o:
successy, but to make their evaluation of it in the context of the national
ccenomys  The Governmeat ot the country may also conduct an appraisal to decide
wh=iher the project should be given incentives such as tax exemptions and reliief
from dusy on imported capital goods or raw materials and also to determine
whether or not it should invest direotly in the project or through one of its

development agencies,

18, Experience hus shown that such independent appraisals by a number of

institutions and experts, interested in the soundness and success of the project, i
are most valuable and should be welcomed. The more thorough the investigation,
preparation and preseatation of the initial appraisal carried out by the sponsors,

the more likely are they to obtain a quick deoision from the investor, No

corners should be cut in the process of carrying out the appraisal and presentiag

the outcome to investors; time spent at this stage will .lmost certainly sava a

much greater loss of time later when a number of investors consider what furtner




investigations they will require to be undertahen. It is rare to find a sponsor
who produces an initial feasibility study which is complete in all aspects :ind who
is able to demonstrate step by step that all the necessary appraisal procecses

have been thoroughly and competently carried out; but when this is dune the over=

all saving in time is impressive,

The importance of reliable stutistical data

19, An industrial project does not stand alone; it is part of a larger
industrial development progrumme which in turn is, or should be, part of an over-
all economic development programne. Before any single projeot wlthin this
overall programme can be planned, its setting in the overall programmse nccas %o
be foreseen, A wise investor will look to the country's general economic
activity and its long-range develcpment programme and will study such basic
information as population trends, gross national product, marketing and
distribution facilities price levels and wage levels and will assess projected
activities several years hence. It is therefore essential that adequate and
reliable data are readily available upon which the investor may base his
Judgments, It has not always been the experience that the Government departmenis
charged with economic planning have been able to produce reliable basic

information.

20, The difficulty in obtaining reliable basio data in some developing
countries may account for the fact that some sponsors of industrial projects in
the developing countries produce inadequate feasibility studies when approacning
financial institutions for assistances Often, the study is confined to the
narrov technical and financial appraisal of the project instead of ranging over
that wider economi¢ feasibility which the finanoial institutions will invariably
wish to see. For example, often an insufficient analysis has been made of the
market for the product at the price necessary for profitable operation, If the
usual starting point = import statistics for the product to be made - is lacking,
or if the statistical category is too broad, as is sometimes the case, then a
ocomprehensive market survey will need to be made, inoluding an appraisal of the
present and prospective size of the total domestio market, based on some other
reliable and related basio data, e.g. growth of population or per capita income.
It would be helpful if the appropriate Govermmeni depariment would assemble such




data under one roof, where this is not being dore, as this would save much time-

consuming effort on the part of the potential industrialist and investore.

Invegstment Criteria

1. The financial insetitutions' appraisal will cover all aspects of the project,
but major emphasis is likely to be directed to ascertaining 1

(a) that a reliable market survey has been carried out which shows that
the expected size, price level and development of the market for the
product will be adequate in relation to the capacity of the project;

(®) that the sponsors’ marketing plans inspire confidence;

(¢) that the technology and design selected are appropriate to the market,
the raw materials and the quality of available labour and management;

(4) that arrangements for an acceptable level of general and technical
management have been made;

(e) that the operating expenses and revenue over a period of years have
been estimated on a realistic basis and show satisfactory expectations
of profity and an acceptable break-even point;

(£) that the proposed financial structure is sound; and

(g) that the cash flow forecasts over a period of years are in accordance
with all estimates and indicate a sufficiency of liguid resources at
all times,

22, Evidently the same careful examination oannot be made by membera of tne
invesiing publio and great responsibility devolves upon the sponsors and their
professional advisers when offering shares for publio subscription, to ensure
that only sound projects are put forward for publio subscription and that any
special risks or uncertainties involved in them are indioated in the prospeotus
or other document making the offer,

]/ i.e. 8 rate of return on the capital employed which indioates that the projeot
is an efficient way of using the capital to be invested in it; and sufficient
profits year by year to provide the interest and dividends on all loan and
preference capital, pay off loan capital at the due times and afford adequate
dividends to ordinary shareholders within a reasonable time,




SOME SUBJECTS OF SPECIAL CONCERN TO FINANCIAL SOQURCES

The impertance eof cempetent management

23 Financial institutions, when appraising industrial projects in developing
countries, look parjicularly carefully into the arrangements proposed for
managemen.., From the point of view of the lender of money to a project,
management is of more importance than the security offered; in fact, the gquality
of the management is his ultimate security rather than a charge over the assets.

A factory full of machinery in a new industrialising corner of the world is almost

valueless unless there are competent persons on the spot able to make it work and

produoe goods saleable at competitive prices,

24, Management is the key to success in any industrial enterprise, In deveiop=
ing countries it is an even more important faotor of production than elsewhere,
but it is unfortunately true that whenever and wherever the subject of industrial
development in such countries is discussed there seems to be a lack of emphasis
upon management and its problems, Industrial development is very much concerned

with human beings as well as money, machinery and merchandise.

25. When trying to promote an industrial project, Governments in particular,
and many other sponsors, tend to spend a great deal of time trying to tie up
sources of finance and other basio requirements before settling the question of
management, It cannot be too strongly emphasised that, provided an acceptable
feasibility study shows that a projeot is likely to be commercially viable, it

is relatively easy to find the finance for it if the proposed management is of
the highest quality. Conversely, until good mansgement is assured, wise finarnce
will hold off. It does, however, appear to be extremely difficult to get these
facts aoross to many sponsors and to the industrial promotion cepartments of some
Governments.,

26, It is dangerous to place expensive industrial enterprises under the contrul
of civil servants who, however skilful at their own work, have not the experience,
Judgment or temperament for industrial management. Another fallacy, which arises
from the common situation in which today's entrepreneurs and would-be industrial-
ists in developing countries are the merchants and traders of yesterday, is that

it is possible for them to run their industrial enterprises in the same manner as




they conduct their trading businesses, When management of either of these kinds

is proposed, experienced financiers may be expected to refuse their help, hcwaver

profitable the project may seem to be on paper,

Attracting good management

27 The basic requirement must always be the best possible management that is ‘
available, Second best is not good enough, since apart from the management

ability needed for any project anywhere in the world, the manngement must also be .
able to adapt its2lf readily to new and sometimes difficult conditions, usually

remote from servicing and other facilities, and to deal with the innumerable local

problems that arise with sympathy and tact, The best solution in developing

countries is to find a working arrangement which will marry technical experience

of the industry concerned (usually brought in from overseas) with local :xperience

of the country and its peoples. This generally sug~ests a management team, sinoe

it is unususl to find a person with both the technical and local experience

required to manage the project,

28. UK experience indicates that the most successful (and, in the long run,
generally the cheapest) form of management is obtained by the involvement of a
large and experienced organisation from overseas prepared to commit both men ara
monsy to the success of the project, together with a looal concern with adequate
knowledge of the country and its people prepared to do likewise, In such
partnerships, where both sides are heavily oommitted financially (particularly with
risk oapital) there is every incentive for them tv second their best men to the
projeot. In some countries such projects tend to run into political problenms
over the question of control. In a number of ocountries it is politically
impraoticable for an overseas organisation to hold a majority of the voting equity
shares in the projeot. This does not usually present difficulties over manage=-
ment provided the overseas and local partners together are able to controi the
project, particularly if the balance of voting shares is held by a local develop-
ment bank,

29, Hovever, where for political reasons a local development agency or the
Government iteelf is to hold a majority of the voting shares in a project and thus
have control, it is frequently found that the best and most able teohnical
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partners from overseas are not particularly interested in cnrticipaiing. b
is due, of course, to a reluctance to assume menagement resnorsicilities witioo.
the corresponding control being in the hands of tne parties rvesponsible (ov
nanagement, A ocompromise solution is sometimes reached by offering suen Uir,
attractive terms to run the project on a managing agency bagie, tut a poond deol of
the incentive to make a complete success of the venture is thereby Jogt \su2
paragraph 41), and the value of a partnership with & looal company hrvirs o
knowledge of the country and its peoples is lost., Tne tendency in suc  cnen U
for only the more second-rate overseas firms to be interestec in pariicipu. o on
the terms offered, which again does not make for the most eifiic.ent yun.r,- o

new industries,

30. Countries which insist upon the majority of voting shares in & cempany, .G
thus its control, being held by persons and institutions within tne counury
frequently justify such requirements by stating that if thae oversens coup.ny h.:
control it might exploit the country concerned, particularly the worzers in .
factory. It is difficult to justify thir point of view; ‘the ccuntry ccricetned,
through its Government, has the means, the power and the authority to praovent ny

exploitation,

31, Mcnagement on a managing agency basis by an overseas concern experi:nceli .
the particular industry is a very commonplace method of obteining the regulred
expertise for looal industries. Frequently che fee includes an ancentive .rn w2
form of a share in the profits; this methcd is often adopted wnere the inveot-
ment required from the overseas firm is relatively small or non-existent. ivic
difficult to generalise on the success or failure of this method of obiair.ng
management, since the result in different industries and in different paric of
the world tend to be very variable. The managing agency system has been wmost
successful in India whera for very many decades there has been an establishcc
tradition of providing modern management through such agencies. It was
particularly valuable in the earlier days as a means whereby a relatively limited
supply of overseas managers could be utilised to run a large number of compara-
tively small enterpriees, but later managing agenis were also used to provide the
management experiise for some of the larger indusiries. [Elsewhere in the
developing ccuntries the results have been very variable and not always successful.
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The most successful agents appear to be those who have moved across from India and

elsewhere where the tradition is already established, and who are thus atvle to
combine technical expertise with at least some knowledge of some conditions else=
where in the developing world. The least successful have been thnose who nave
nome straight from Burope or North America with little idea of the conditions they

could expect to meet in the project country. UK experience indicates that in

developing countries with market economies the managing agency system has, in
general, a less successful record than direct management through a partnership \
between overseas technical expertise and local knowledge, particularly when both

the partners are heavily committed financially.

Basio requirements for gcod manacement

324 Good managemerit begins at Board level. It is essential for the share-
holders to appoint capable directors to the Board of the project. The Board
must draw up and establish the objectives and policies of the project, ana lay
down the general principles for it to followe The Board's tundamental tis:« is
to select the best management and to ensure that it retains its effieciency av ali
times, It must, however, leave the manager to manage the project and should r.ot
interfere with his functions or intervene in purely management matters. iv 1s
not always easy in developing countries to dissuade some directors, particularly
those nominated by the Government or its agencies, from interfering with the
nanagement, Difficulties are sometimes encountered in finding suitable persons
to serve on a project Board. It is desirable that some members should n..ve a
good knowledge of the oountry and local business methods, whilst others should
have sufficient industrial knowledge to make a useful contribution to Board
proceedings.

33 If good management begins at Boara level, its focus is the chief executive,
the general manager of the projects Whether the general manager is obtained

through the sponsors, through managing agents or by any other means, he must ba '
the best possible person available for the job, In addition to the usual

-

qualities required from managers anywhere in the world - a proven record of
management experience, the characteristics of leadership, broad technical
experience and financial acumen - he will need additional qualities if he is to

be successful in a developing country. Probably the most important are patienoce




and tact, Working conditions will invariably be found to be more difficult, the
customs and ways of the people are likely to be completely new, and in many cases
the climate and environment will be found difficult. A project can never boe
successful unless the manager enjoys the full confidence of his Board. He snould
receive their full support, together with their full authority to run the project
on the lines laid down by them, and must be responsible to itnem for all his
actions. If he is not given tull authority to manage ne cannot be hela
responsible if things go wrong. He must attend all Board meetings, both to
maintain familiarity with Board policies and to keep the directors fully informed
of the progress of the project,

% The manager musi be supported by adequate expericnced suborainate szuif,

-nd gnould be capable of delegating work to them whilst retaining overall control
of the project. The qualities required from subordinate staff are simi.ir to
those required from the manager himself, and patience and tact are of consicorable
importance. In particular, adequate staff{ must be available to produce prompily
the accurate accounting and production aata required to retain purposeful conircl
of production and to enable the Board tc¢ fulfil their functions. In deveioo.rn:
countries personnel relations are also of particular importunce, more especii...y
since the labour employed, its traditions and way of life are likely to b¢ eniirely
foreign and strange to most staff coming in from overseas, The personnel oificer

must accordingly be chosen with particular care.

Training for management

35 Because of the high cost of expatriate staff every progressive and cost-
conscious Board will give the highest priority to training local persons or
management posts at all levels, Some Governments and many politicians are quick
to criticise a project which by its nature has to employ a relatively lar;e
number of expatriates in the first instance, on the grounds that the project hnas
in the main been set up to give employment to expatriates. Few of such critics
seem to appreciate the high cost of employing expatriates or the difficuliies in
recruiting and retaining them, and the consequent fact that every efficient Zoard
of projects employing them will be doing all it can by training schemes to reduce
and finally eliminate the expatriates as quickly as possible,
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36, It would be out of place in this paper to go into details as to methods of
training for marcgement, except to mention that in a number of couniries tne

method giving tLe most consistent resulis appears to be to seleot promising
management trainecs as theyleave the universities and colleges and give them
training, sometimes partly overseas but for the most part on the job within the

projeote.

i
{




THE IMPORTANCE OF A CONTRIBUTION FROM THE SPONSORS AN® THOSE
RESPONSIBLE FOR MANAGEMENT

37. In developing countries during the last decade many ventures have been
sponsored by companies or individuals who htve wished to exploit a commercial
situation or to sell machinery, know-how or goodwill without investing any
significant sum of money themselves. If the company in quesiion is of high
repute this kind of transaction has sometimes been successful, out there is
unfortunately an impressive record of cases which demonstrate the reverse.
Reference to one type of transaction of this nature is made on pages 20-21 of
"National Development Plan - Progress Report 1964", published by the Nigerian
Federal Ministry of Economic Development; and United Kingdom indusirialistis

and financiers have seen many other examples.

38, It is a normal working rule of most international and national development
financing institutions that the sponsors of a project should make a significant
contribution to its finances. No formula can be laid down for the size of the
contribution, but the general principle is that it should be sufficiently

large to ensure that the ponsors' interests are closely involved in the
projeot, that they will suffer if the project is a failure and that they wiili

be able to see a clear benefit tc themselves if it is a success. This generally
means that they should meke a contribution to the equity capital which is

gsubstantial in relation to their own resources.

39, By insisting on this, the financing institutions preserve what the
Nigerian publication mentioned above calls "the fundamental canon of sound
private investment that the investor should bear the full risks and consequences
of his judgment or miscalculation and entrepreneurship". One could go a little
further than this: if the project encounters unforeseen difficulties and is
still making losses at a tiﬁe when profits were anticipated, a sponsor with a
substantial sum of capital at stake is more likely to remain concerned and %o

work to save the project and less likely quickly to cut his losses.

40. However. it is not enough merely to require the sponsor in question to
take up some shares; his entire relationship with the project needs to be
considered, as some sponsors have found methods of appearing to comply with
thig requirement while in fact not doing sc. For instance, a sponsoring




company setting up a project on the footing that it receives a contract ic supply
the plant or builaings may agree that some part of the price it is to receive will
take the form of, or be returned to the project in the form of, an invesimeni in
shares in the project company: This is acceptable provided that the nouminci cost
of the shares is more than the profit eleiient in the price of the piant or
building. Sometimes it is less than that profit; there nave even been cases
where the engineers employed by financial institutions have formed tne lirm
opinion that the contractor has raised the price so that, in addition to a norumal
rate of profit, the price includes an extra profit approximately equivalent to

the cost of the promised equity investment. In either of these cases, if <re
project is unsuccessful the sponsoring contractor stands to lose no out-oI-pocket
payments at all; and if the profit has in fact been inflated, it may stand %o
lose nothing whatever, not even the reasonable profit on the contract. Uhern such
a transaction is proposed, a prudent financial institution will be very parilcuiar
in its examination of the project and the contracts proposed. If not satisiiea on

this score, it may refuse to go ahiead.

41. VWhere the whole or part of the management of the project is to be provided
by a company, the considerations mentioned in paragraphs 38 and 39 generaiiy 2noly,
although not always with quite the same force. As indicated in paragrapas 29 wra
31, a simple managing agency can be satisfactory, but it is not generally so
acceptable to financial institutions. It is evident that such a management Iirm
is under a smaller inducement to send men of the highest class to the managzcd
project than if its own money were at stake there. Faced with the necessity of
allocating its management staff between various ventures, it is more likely to
send its best men to enterprises where its own capital is invested. However,
this doctrine should not be pressed too far; in particular, if the general
management is forthcoming under acceptable arrangements on the lines indicated,
agreements with reputable suppliers of technical know-how who themselves make no
investment may well be accepted, Here again, the terms of the management
contract will be studied as part of the overall relationship between the

management firm and the project.

42. One consequence of the foregoing considerations is the necessity for
Governments %0 bear them in mind when granting licences, pioneer certificates, etc.,

or entering into other arrangements with sponsors which give them a virtual
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monopoly of a possible development. In a small country the fact that a
particular firm holds a pioneer certificate or a licence for a particular type
of manufacture may well make it econcmically impossible for anybody elscc to
consider sturting the same manufacture. If the intention of the grantee oI tho
certificate is, in fact, to esiablish an enteryrise on lines (e.g. as re uras
the grantee's own investment stake) which are unlikely to commend themselves o
the financial institutions whose assistance will be necessary, thai prcject
will be most unlikely ever to go forward; but so long as tne grantee's
certificate remains in effect, nobody else will be willing to venture into ihe
same field and the country's development will accordingly be held up. The sune
results may follow from the grant of inaustrial licences, options over
specially suitable factory sites, etc. Cases 'C' and 'D' below coniain wwo
illustrations of the way time can be lost tnrough Governments putting proposcd
developers into such a position when preliminary study should have indicaied
gserious doubts about their ability to raise the necessary finance for their

projecte.

Malays in cenatructien and ewverrun af cesta

43, The feasibility study will usually include approximate estimates of the
total capital costs. and these will be given more precision when contracts for
the purchase of the site, its preparation, the construction of the factory,

the manufacture of the plant, etc., have all been placed. Financiars will
usually defer the date when their undertakings to provide capital finance for

a development project become binding until all these contracts have been pl..cca,
or at least firm prices have been guoted, and the total contractual cost is

known. Even then, however, it is common experience that tne expected capiiai

cost is in fact exceedea. One of the most frequent causes of increased cost

is delay in completion of the project. As soon as the time is exceeded cosis

will almost invariably start rising (see paragraphs 51 and 52). In the
succeeding paragraphs, therefore, delays and cost increases will be considered
together.

44. Some causes of increased cost are unavoidable and beyond the coatrol of
either the spousors or the contractors, but many stem from errors of appreciation,

lack of experience or even misguided optimism. Virtually all financial
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institutions insist that all capital estimates should contain contingency

allowances making reasonable provision for such occurrerces &s unforeseen
difficulties in civil engineering coastruction, increases in statutory labour
rates, rises in material costs beyond the norual trend pattern, and comulssionlng
costs (such as teetliing troubles and minor modifications which have to be muge

to plant and machinery during the testing stages). These are the eventualliies
which experience shows are freguently encountered in the course of constiructiion

of the factory; but, in addition, there are many possibilities of increased cost
and delays wiwssle any one or more of which may affect a project in an unforesceable
manner. The most oommon are briefly swuiarised below and, for convenience, ure
listed under the name of the persorn or institution which is lixely to bear the

main responsibility.

Delays for which the sponsor may be responsible

45. The financial and administrative arrangements for the project reguire very
careful planning and interlocking in order to avoid bottlenecks ana delays.

This calls for the exercise of great foresight. For example, the raising of a
number of different forms of finance, the fulfilment of the conditions of the
loan agreements, the administrative arrangements for bringing expatriates to Tae
site, the recruitment of the professional and administrative staff needecc for tne
smooth and efficient supervision of construction, the preparations for ine
training of labour, all have to be inecluded in the plan, properly prepared w.id
effectively timed. Failure to put any one of these elements in 1its right place
may cause & hold-up and result in expensive staff and equipment being rendered
idlie.

46, A frequent cause of serious delay is difficulty in acquiring an acceptable
title to the site. The land laws of many countries are still in a form apyropriate
to pre-industrial economic and social conditions, and acquisition of the pest
site may be difficult or even impossible. In extreme cases difficulties over
title have resulted in an original site having to be abandoned and another
substituted, with consequent need to re-plan various aspects of the project.

47. Sponsors sometimes run into delays and excess cost through insufficient
attention to specifications and design at the outsei. Thus they may fail to

aporeciate the additional items or services whrich they must themselves obtain,
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particularly at the 'mating points" vetween sepurate coniructs. This omission
may result in hurried orders for addiiional itens of equipzunt huviig tu e sent
out auring the construction, resulting in severe delays whici nuy on occasicn ve
avoidable but only on payment of a specially high price Lo quica welivery.

Other possible c.icomes of insufficient hurd tninein; @t tne outset are second
thoughts about plant spec.fications wnd degsign, interfirence in the contraciors'
design and lay-out work, delays over approving luy-outs, etc.

48.  Finally, over-optimism is a common pitfall im projcct planning. O.tioistic
estimates about the completion date or how soon tne plant cin be brought up to
its planned cut-put are always welcome, ana are not aiway: scrutiniceu au
sceptically as is desirable. The zcceptance of cunt uiinutes ws if they were
final prices instead of treating them as tentative wnt.l firc quotations nLuve oeen
obtained may be a cause of unexpected increases in cost (see Case 'A' below).

It might also be mentioned that the cost of arguing with contrictors over cLuius
for extras which are & normal accompzninent of a construction contruct muy

sometimes reach a substantial sum and provision for this ought notwally to oo ude.

Delays for which the centractor may ve recuonsible

49. In addition to unforeseeable delays such as striking bad ground, underg.ound
sireams, hidden rocks, etc., which are beyond thne control of the coatractor, he
may ve responsible for delays and/or extra cost through bad estiiating. 1f he
has under-priced the work, the contractor may be “empted to try to make Zood his
losses by any means at his disposal, principally by infiating those claiis waich
he is able to make under the terms of the contract. He¢ zay also be nelu up oy
delays in delivery of imported raw materials; by vottlenecks in locul raw
materials due to too many competing demands upon the local prouucers; or by
transport difficulties due to inferior roads or lack of heavy transport equipment.
When the plant has been erected, some items may fail to meet the specified
performapce and this may delay the commencement of commercial proauction while

modifications and re-testing take place.

Delays due to government and efficial bedies

50. In countries where the Government has an extensive system for controlling
industrial activity and financial transactions with foreigners, the possibilities
of delay through the need to obtain Government approvals are considerable,

Import permits, tax relief approvals, indusirial licences, approved status
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documents, entry permite for expairiute workers, peraits lor nationals to be

trained overseas, approval of foreiym loan agreements, all offer possibilities of
delay on tneir own account ana for lupecing ecch other unless tanere 1s sone
effective co-ordinuting procedure (sce, for insiunce, Case 'A' below). Cases
gsometimes occur wnere, after permission for the import of certain eguipment has
been given, Government hus found that simllar cquipment is available frox
indigenous sources and has thereupon forbidden the import. This generally results
in extended delivery times, modifications to the plant layout %o accept a
different type of muchinery and, frequenily, more costly machinery. Similerly,
insistence on phe use of national shipping lines may cause delays because inese
lines have fewer available vessels. Finally, it is not uncommon for the uzilities
needed for the construction work to be provided too late because of {ailure to
foresee the necessity for installing feeder lines before the construction begins.
5L. Delays, .nuther caused by some of the above, or by other eventualities,

are wne rule ~ather than the excepiion in development projects and it is wlmos<
universal experience that as soon as the expected time is exceeded costs start

to rise. 1. addition to the possibilicy of infiation of cost of supplies and
labour which «#re always present, delays in starting up production will mean thai
the salaries and wages of employees cugaged in anticipation of the original
starting date will have to be paid at a time when the corresponding sales revenue
is not being earned; and interest on torrowed money will, of course, be payable
whether the factory has started production or not.

52, An extreme example of the unfortunate effects that delays may have on &
project is afforded by the enterprise briefly described in Case 'B' below. It
suffered delays of 19 months before the plant was ready for production, and the
capital cost increased by 26 per cent.

53, Consequently, prudent financiers will always envisage the possibility tnat
the capital cost will be considerably more than the estimates, even when the
estimates include apparently reasonable contingency provisions, and will usually
insist on a fall-back arrangement for dealing with a shortfall in finance. In
other words, they will require to have an understanding with one or more persons

connected with the project on lines similar to the following:
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(&) That they will provide any funds necded ito complete the projeci In
excess of the estimates. Tre form in wihichn the funds will bpe
provided (share capital, unseccured loan, etc.) may also be prescrived.

(b) That this undertaking to cover the shortfall should rc:cin in force
up to a stated time, e.g. the commencement of comzicrcial production.

(¢) The amount of the shortfall covered by the undertaking may be
unlimited, or if the parties concerned are not prepared to agree
to an unlimited liability, the limit should be a generous one
vwhich will cover any likely eventualities.

54. The sponsors of the project should be prepared for a requirement of tais
kind to be put to them by the financiers to whom they apply for participatioa.
They should also bear in mind that if Exchange Control law necessitates it, some

part of the standby may need to be in a stated foreign currency.

OBSTACLES TO BEVELOPMENT

55. Finally, attention may be drawn to two developments ¢f receni years waica

are contributing to a contraction in the number of feasible projects capable of
attracting development finance. Two of the most important facets of the
feasibility of an industrial project are marketing and management. Unless tnere
is likely to be an adequate and expanding market for the product to be manu-
factured and competent expert management for the enterprise, the project is
doomed to failure from the start and, of course, is unlikely to attract suppcrt
from the financial institutions.

56, Often a worthwhile industrial project will depend upon a market wider tnan
the country in which the project is located. In other words, the project may
require unimpeded access to & regional market. While some international eIforss
are now being made to encourage regional country groupings, there have been &
number of recent examples of the tearing apart of economic unitis earlier pieced
together; for example common market areas both in West and East Africa arc being
weakened: Singapore has beccme separated from Malaysia. One result is the
oontraction of the market for industries located in the smalle? economic unit,
and the chanoes of the smaller unit attracting large scale industry are thereby
lessened. As to management, as indicated in paragraph 35, it will frequently be
essential 1o rely on a certain nurher of expatriates in the early stages of the
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project whilst it is being established and a local management team is beiny

trained to take their places. The disincentives for expatriate staff who zuy
be contemplatirg .h:ort-term worx in developing countries are increasing almost
everywnere. Eflc.tive rales of income tax are tending to increase and dcvelcoping
countries are turning to the taxation of fringe benefits, including overscas
inducement allowancas, special educational and leave passage allowances wnich
loom particularly large in the expatriates calculations. 1If, as a consequence,
expatriates refuse to accept employment in these countries, it may prove
impossible to initiate the developmentis. It is for consideration vwhether
developing countries wishing to attract industry should (as India does) offer
relief from tax for those expatriates engaged in the setting up of new
industries, rather in the same way as the indusiry itself may be given relief
in its early years.
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SOME CASES DRAWN FROM THE EXPERIENCE OF
BRITISH FINANCTAL INSTITUTIONS

1. The cases summarized below are drawn frum actual experience and are bascd
to a large extent on confidential information. In order to prevent recognition
of the parties, no names are mentioned, dates are referred to simply by stating
the number of montbs that have elapsed from the time that the experiences
described first befan, and the parties involved are referred to only by the
following initials 3=

B = the borrowing company;

S = the sponsor or sponsors of the project.
Case 'A'

2. In this case the project needed to obtain a considerable number of Government
consents, namely 3=
an industrial licence;
Capital Issues consent;
Central Bank approvalj
approvil of the Ministry of Mines;
import licences for machinery.
3 As will be seen below, the requirements of the different authoritiec
responsible for the issue of some of these led at one point to an embarrassing
situation, Moreover, the time which elapsed while the many applications were dealt
with was such that in the meantime there had been a very significant change in
machinery prices and virtually all the applications had to be represented with
new figures. Eventually, after 39 months the terminal date contained in one of
the financial loan agreements expired and the financier in question withdrew,
leaving the project in a state of uncertainty. The relevant facts are as follows 1
a. Month 13 B, a company engaged in a smelting and metal refining
business, applied to the Ministry of Industry for a licence (a) to
expand its productive capacity, and (v) to increase its range of
production by making, as a by-product, a commodity never before
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b.

O

d.

£f.

8.

produced from indigenous sources. Both (a) and (b) when implemented

would represent a substantial saving in foreign exchange.

The licence, for a two-year period, was granted ir. onth 11, B
thereupon entered into collaboration agreements with foreign technological
expertise and set about raising the necessary finance. At this stage
capital and other financial estimates were prepared.

In Month 17, B applied for Capital Issues consent in outline. The
application stated the source of the local finance and the amount,
but no source of foreign exchange. Consent was given in lMonth 20.

B then entered into negotiations with prospective lenders of the
necessary foreign exchange finance and by Month 22 had received
conditional offers of the total required. Capital Issues consent
for the proposed loan terms was thereupon requested, At the same
time, applicaticn for approval was made to the Ministry of Mines.

In Month 22, B approached the Central Bank for approval of the
technical collaboration agreements and of the raising of foreign
exchange. In Month 23 the Central Bank stipulated that formal
application for approval (¢ any foreign exchange loans must be
accompanied by draft loan agreements and a copy of the import licexnce
granted to B for the goods being purchased with the foreign exchange
loans in question.

In Month 25 the Ministry of Mines gave its approval in principle

(re d. above), followed in lonth 27 by Capital Issues consent.

Thus, at this point B had tentatively arranged foreign exchange loans
(but the lenders would not enter into firm commitments until all
consents, including that of the Central Bank, had been obtained) and
obtained all consents except that of the Central 3ank, which was
dependent upon the granting of an import licence by the appropriate
Government department. However the latter would not give its counsent

until the lenders were fully committed to make their loans. Thus i

o

there was a deadlock. This was eventually resolved in LMonth 29 by
the lenders formally signing the final loan agreement, but including
in it a condition that it was only to become effective upon B ootaizning ‘5
all the necessary consents (i.e. including both the import licence i
and Central Bank approval).
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h. In Month 29 the import licence was granted, but because of changes
in the trading and price position which had occurred during vthe
long period of delay since the original estimatec were prepared the
sun covered by the licence was now less than was needed. Consequeanily
the impor!: licence had to be reviseds This revision was not effected
until MontK 34, by which time the original industrial licence (be
above) had expired and had to be remnewed. It was not wntil all these
matters bhad been disposed of that B could make formal application,
complete with copy licences, to the Centiral Bank for permission to
draw the foreign exchange funds %o be provided by the lcans. This
consent came almost by return of post and the loan agreements there=-
upon baecame bind.ing#

Je B was now in a position to proceed with the placing of orders for
machinery, etc. Unfortunately, by now two years had elapsed since
the date of the original capital cost estimates; it was found that
thegse were very much out of date and the prices tendered by plant
manufacturers in Months 34/35 were considerably in excess of the
original estimates. Some months then elapsed while negotiations
with plant manufacturers took place, but the eventual price was
still highexr than estimated and the loans, licences and cornsaents
already secured were all inadequate for the project. A fresh start
had to be made in filling the foreign exchanga gap and ¢btaining
Government consent.

ke In the meantime in Month 39 the deadline for implementing one of the
foreign exchange loan agreements, signed a year earlier, was reached and
the lending institution concerned withdrew from the project. This made
such a large gap in the finance that it brought the whole project to
a standstill until the gap could be filled.

Case 'B!
4e This was an expansion project requiring considerable erection expertise

(obtainable only from abroad), which was.expected to be completed over a two=year
period. It was eventually completed 19 months behind schedule, the delays hsving

been caused by events outside the control of §. The following table compares
the original estimates of capital costs with actual oosts :-
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Fixed Plant

Electrical Plant

Duty, freight and
insurance

Erection costs

Building and civil
works

Interest and other
financial charges
during construction

5 The capital cost

directly caused by the delay and 15.T% was caused by price rises during tae 3%

yeaxrs of construction.

£1000

Causes of Incrcase

Original Actual Directly Price revisions [Extra-
Estimated Cost due to during neous
Cost delay Construction
1,257 1,411 - 155 -
116 195 - - 79
200 254 - 51 -
15 225 15 75 -
375 450 - 75 -
225 345 120 - -
2,248 2,860 195 356 79

showed a startling increase of 26%, of which 8.7% was

Some part of the latter would probably have occurred

even if construction had been completed within the estimated period of two years,

but the record indicates that a significant part of the inflation occurred during

the 19 months of delay.

The increase in the cost of the electrical plant was not

due to lapse of time but to a failure on the part of the local electricity

undertaking to make electric power available vwhen promised.

6.

for only a small expansion of management.

As the project was the expansion of an existing factory, the plans provicdec

Consequently, the above items contain

no item of salaries and wages paid out during the period of delay while no revenue

was being earned.

Case 'C?
Te

In the case of a new project, this item might have been an
important addition to the actual capital cost,

A emall country had no metallurgical industry, but it imported and used a

sufficient quantity of simple steel products (conorete reinforcing bars. ironmongery,

manhole covers, etc.) to support a small scrap-melting and re-rolling works. The

economy also utilised a substantial quantity of very high quality steel products

made to very exacting specifications.

The Government was approached by S, a group

of promoters, with a proposed project for the melting, refining and processing of




imported scrap wetal to produce the wlole rir . - stecl proaucis reguired oy
the economy. If feasible, the project wac CVide.uly o very wiirictive onc and
the Government granted the sponsors a pioreer certificot.. ac thoe ccomomy cf
the country clearly could not support aorc inan onciron and siccl projecw, the
issue of this certificate was tantamount to grarting S a monopoly - during inc
period of validity of the certificate it wes most unlikely that any other

entrepreneur would consider any form of activity in tkat field in thzt country.

8. The proposals put forward by S involved no equity cubtscription being provided
by them; they were to receive a free issue of "founder'!s shares ", and ihey
expected the rest of the capital to be provided by the Government and othcr sources.,
After receiving the pioneer certificate they endeavoured to stimulate intcrest
amongst possible financiers, but examination by the latter revealed that £ rad no
knowledge at all of the highly specialised processes required to produce the high-
quality steel products mentioned above; that the turnover they forecast wac
unrealistic; that the project could not earn an acceptable rate of returs on the
capital cost envisaged by them. The fact that S were putting forwzard a projcct
with an estimated capital cost of the order of US § 15 mn., which they were to
erect and manage for an extended period under a favourable contract, but without
the intention of putting up any part of the capital cost themselves, was encujs oYy
itself to make any experienced financier very wary; all the more so when it

appeared that the project was to buy all its scrap metal from S.

9. No finance at all could be raised and the project never got started.
Eventually the pioneer certificate expired and the way was left clear for a more
realistic proposal to be formulated by other interests; but in the meantime two

years or more had been lost,.
Case !'D!

10, The development of a small country was hampered by the absence of suitable
hotel accommodation in the capital city, with the consequence that very few

vusiness visitors were prepared to spend more than the barest minimum time there.
The Government was anxious to secure the construction of an international type
hotel and granted to S, a firm of civil contractors, an option for this purpose
over an appropriate site. The site was pre-eminently suitable for a hotel of

international status; in fact, thers was virtually no other available site of




the right size and with the rignt piysical churacieristics within a convenient

digstance of the business centre and Governrment offices.

1ll, One of the terms of the option was that S, who would build the hotel, would
form a company to operate it. It was inicnded that the participants in the
capital of the company should include a firm with experience of hotel opcratvion
and that S themselves should provide aboui 40% of the share capital. Negcviziions
were commenced, in the course of which it became aprparent to the financial
institutions that S lacked the financial resources to put up tieir share ol Tue
company'!s capital and, in fact, that the size of their rescurces iaised douuis
about whether they would be able to build the hotel to adccuaie ctoncards ol
within a reasonable time. The result was that none of tne Iizaucial institui.icas
approached would agree to participate and the project had to be abandoned, out th
Government had to wait until Sf's option i:ad expired before it was possible to go
ahead with other parties, This meant that the option period was entirely wasted,
a result which could have been avoided if the Government had investigated S's

financial background before granting them the option.
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