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I.      BACKGROUHD EBFOHMiTION 

On 6-8 December 19.'6,     an Expert Group Meeting on Industrial 

Financing was held  in 7ievna in order to discuss the volume  of 

external funds «quired by the Third World for industrial purposes 

over the medium and  long-term future,    the terms and conditions to 

be applied,     and the forms  in which such financial resources might 
1/ 

be made available.-'     Several issues were identified for further study. 

Amongst the more recent arrangements for industrial co-operation,    the 

concept of buy-back agreements to finance all or part  of an industrial 

plant,    has been prpved to be important since  it appears to provide 

an impulse to  indua-trialization witli increased export  earnings,    new 

outlets and more long-term industrial co-operation without equity 

participation and might serve therefore as an alternative to the con- 

ventional joint venture concept by providing financing "in kind". 

UNIDO is at present undertaking some  investigations to determine 

the implications of buy-back agreements as far as 'jartnera from 

developing and developed countries are concerned;    special attention 

is also being paid to their employment effects on the economics of 

the countries  concerned.     Finally,    it is examining the extent to which 

these agreements might be acceptable to financial institutions. =/ 

II.    THE PURPOSE OP THE MEETHIG 

The objective was to bring together specialists in buy-back 

agreements from both developing and developing countries to exchange 

views on the  advantages and disadvantages of such agreements,     and to 

propose ways and means of improving them.    In particular,     the meeting 

1/      See ID/Wc.287/5,   ED/WG. 287/10. 

2J      See note by Professor André Tiano on Buy-Back agreement a as an 

instrument for  industrial co-operation 
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was to  examine: 

(1) The desirability  of model  contractual   arrangementa  for 

buy-back,     and  the  possibia  forma  which  they might  take, 

(2) A checklist  of points  which    oould be  covered  by buy-back 

agreements,     such  as: 

(i)    The marketing of goods produced through 
buy-back agreements; 

(ii)    Production performance incentivos; 

(iii)    The price of  the goods to be manufactured; 

(iv)    Others. 

(3) The possible role  of a neutral  organization,     such as UNIDO, 

if requested,     to determine in    advance and during an 

agreed period of time after commencement of production 

the price of the manufactured goods which are to be bought 

back by the foreign enterprise, 

(4) The desirability and possibility of establishing an 

equalization fund  to  function as a "clearing-house"   for 

transactions in manufactured 6u>jds produced through buy-back 

agreements with the purpose to  reduce  excessive flucxuations 

in prices for such products. 

III.   SUMMARY OF CONCLUSIONS 

1 .       Definitions 

The meeting considered various definitions of buy-back agreements; 

the following were considered to be the most aooeptable definitions: 

(i)    Agreements of the  "buy-back" type:     at the present  time, 

compensation agreements are developing fastest  in this form. 

The exporter of plant  and equipment  and  services accepts a 

payment (partial or fully)    in products manufactured by means 

of the equipment  sold (ammonia in return for an ammonia plant, 

methanol  in return  for a methanol plant]»*" 

Average rate of buy-back was given between 20 - 60$ of the 

value of plant  supplied. 

y ro/wG.287/5. 
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(ii)    Tare" buy-back transactions are purchase or licence 

transactions in all their compounded faros,     in which 

the purchase price  or the  licence royalties are,    instead 

of payaient,     wholly or partially met by Bami-finished or 

finished goods manufactured as per agreement  an the plant 

or under the licence.    It is not  necessary for the supplier 

to take the goods himself;    a third party ('•trader") 

may assume the role of a financier^ 

2.      Prodnots suitable for buy-back arrangements 

Varions attempts were made to differentiate between the suitability 

of various products.    It was however agreed that while some products 

are mare suitable than others,    it was not possible to categorize them 

into 2 groups. 

The following product groups appear especially suitable* 

- products based on agricultural inputs H «ninrijTig food processing 

industry; 

- process non-agricultural raw materials (e.g.  coal mining1- 

equipment far China against ooal supply- to India, iron bars 

from India sold to Spain); 

intermediate c? s end-finished products,  (e.g.  cotton yarn, 

petrochemical intermediates); 

- capital goods for expert calculated on a value rather than 

quantity basis;    (e.g. gas pipes from Austria and PEC to USSR, 

against natural gas supplies); 

- consumer goods (e.g. machinery far toy manufacturing in the 

Philippines against toys) 

Less suitable are electronic products due to their rapid obsolence; 

such products are better far subcontracting arrangements.    Similarly,  products 

involving higher sophisticated technology such as nuclear and similar product 

groups would have no price quotations and would therefore be excluded. 

¿/ A. Mohr:    "Bay-back Study1*;      paper submitted to the meeting. 



-  ^ 

4  - 

3.       Contractual Arrangements 

Buy-back arrangements are  probably not yet  feasible  for the  least 

developed  countries.    Bach bvy-back contract   would  have to be drafted in 

accordance  to the  particular situation;    e.g.   in the case  of certain technologies, 

adequate  provision should  be  made  for product  development   and adaptation, 

training,     etc.     For  tht.   same   reason,     it was  agreed  that  model 

contractual  arrangements  are  not  feasible;     one participant   reported 

that  there  were  36 different kinds of business contracts  including 

one  or another form of buy-back.    However,     a check  list  of items  to 

be  covered  in a buy-back operation should be  prepared particularly in 

a North-South agreement. 

4.      Pricing 

"Expectations are  erpressed in form of prices":     the  example  was 

given of  the dog sold  for t  10,000 in exchange for  2 cats each S  5,000. 

No  standard  price formula can be found,    but   there  should be a lower 

limit  for calculated price,     taking into consideration the  foreign 

exchange   cost.    Products ìi««ve  to be priced no higher than  the 

prevailing market price  and no   lower than production costs taking into 
account,  foreign exchange requirements,  as illustrated in Figure 1. 
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Its precise determination dependa  inter alia on the  relative 

bargaining power of the parties  concerned.     Those who offer to take 

products have an edge over their competing plant  suppliers.    Several 

suggestions for pricing were proposed;     in all cases,  escape olauaes 

for the plant supplier are  considered dangerous. 

(i)    Products should be  supplied at best market prices plus 

appropriate commissions; 

(ii)    Each shipment needs a separate agreement on pricing 

through negotiation; 

(iii)    Pix prices on the basis of the calculated price  (see Figure 2) 

with an escalation clause which would go into force 

through renegotiations if the deviation would exceed,     for 

instance, + 10$. 

(iv)    Competitive bidding (offers) 

(v)    In combination with a joint venture,    each party has a 

similar interest  in pricing of the products, 

(•i)    Periodio prioe fixing (every 3t6 or 12 months) could be agreed 

upan« 

It was agreed,    that OUTDO would provide a panel of experts 

on request by the parties concerned,     to assist ir a neutral manner to 

fix prices which are fair and equitable and in conformity with the market 

conditions» 

%       Quality 

This constitutes the  real problen» or risk involved in buy-back 

agreements particularly since penalty clauses do not appear to be 

effective  in practice.    There  is a definite need for certificates 

guaranteeing quality standards;    this inevitably involves additional 

coats hiT+  can be effectively undertaken by special agencies  and by 

spécifie provisions in the respective contracts.    Traders such as BAPAG 

maintain their own quality inspection teams« 
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6.       Financing 

The  meeting stressed  the   complexity of  the  buy-back operations 

and discussed  under what  conditions  they might   imply higher costs  than 

the usual   financing operations,   i.e.  depending on  whether repayment 

periods  axe  the  same,     the number of entities   involved,     the market 

situation  in a  few years»  time,     quality,     «tc.      It  should be borne   in 

mind that  transport  coats ire  generally higher in North-South  industrial 

co-operation.     Nevertheless,     certain countries,      such as China,     are 

attracted by the buy-back  idea since  it saves on  foreign eichange   requirements, 

provides  for the acquisition of technological know-how,     for a built   in 

performance guarantee,     and  for easier product distribution. 

In general terms,  the cost  of financing of an industrial plant through 

bny-back agreements was said to be higher by 10-1 f$ than "conventional" 

methods  of financing.     Por instance, 2 sugar factories were supplied (to 

Morocco and Spain),  which required 7$ "advance payment", and repayment 

of loan started with commencement  of production.     Frequently, there are 

conditions attanced,  such as  quantity and quality of sugar harvest,  etc. 

which increase the risk and consequently the costs.    These are  3 components 

for financing:    (i) advance payments to cover interest,  (ii) a "pseudo loaa" 

for approximately 5 years (until startup) to cover the interest   on "capital", 

and (iii) costs of risk and money.    If and when total costs are  higher than 

through conventional methods,  then the extra amount paid by the developing 

country corresponds to the  "prioe" of the advantages of buy-back. 

It was considered preferable to have a two-contract system:     one 

relating to the sypply of a plant;    another relating to the problem of 

repayment.    However,  the problem of insuring risks remains to be solved, 

no matter bow many partners  or oontracts are involved. 
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With regard to the problem of guarantees,   it was noted that  manufactured 

goods are generally not accepted by t   nks since they are not;  experienced in 

quality and pricing;    the supplier of the plant has to guarantee any  loan 

repayment,  althovîh there are no export  guarantees available;     the  National 

Bank of the "client ' would be an acceptable guarantor;    traders  or a pro- 

posed "International Cuaranty Fund for  Buy-back Agreements" could be use'i. 

It was made clear that conventional export guarantees were not available 

for such transactions. 

7«    Legal aspects;     jontractual structure 

It was repeated that  it is beet to conclude two separate contracts, 

depending on the nature and degree of involvement of several partners in buy- 

back agreements;     prices and costs should be  listed by item rather than lump 

sum;    two or more equipment suppliers are preferable to only one;    appropriate 

guarantees should cover production,  repayment,  performance of plant and 

quality of products.    Adequate provision should also be made for the 

settlement of disputes;    the main problems here are the length of arbitration 

procedures and their excessively high costs,   lack of expertise on the part  of 

developing countries, and so on.^  Other problems are:    change of ownership 

(after fu.11, price  for plant has been paid  );    the replacement  of performance 

bonds by buy-back agreements). 

To prevent differences, the meeting suggested that  it may be    useful 

to administer contracts through special committees would provide a forum 

to which problems and disputes could be referred in lieu of the International 

Chamber of Commerce.    The role of other arbitration centres,  such as that 

in Kuala Lumpur,  was also mentioned. 

8.    Advantages and disadvantages of buy-back agreements 

The following were enumerated by the meeting as advantages for 

developing countries stemming from buy-back agreements: 

(i)    Marketing of export products,  which due to the inexistence 

or inadequacy of related infrastructure is otherwise difficult; 

(ii)    Source of financing saving foreign exxhange, and possibly raising 

additional industrial credit  lines. 

¿/ See also M.E.  Schneider:  "Report  on Certain Issues Relating to 
International Industrial Co-operation",    ICIS. 34/Rev.T. 
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(iii^     The  supplier of plant   and equipment   ia  involved and  committed 

to the project's performance  including product quality and 

adaptation; 

(ìv)     Economica of scale  (aore production th?ui if only for local 

market) 

(v)     Indirect parket penetration;     axports of other products may 

obtain access to new markets as a result of the success  in 

exporting products covered by buy-back arrangements. 

(vi)     In case   of labour shortage in the recipient's country,     such 

as  in CMEA countries,     the acquisition of advanced capital- 

intensive technology is  important. 

The following disadvantages were mentioned: 

(i)    Possibility i * limiting markets available to recipient  country 

due to the obligation to restrict exporta to a specific 

country or enterprise. 

(ii)    Tendency to overprice plant and equipment unless there are 

adequate guarantees covering future costs and risks (it was said 

that in the PRG, recommendations as to higher pricing were even 

pubi shed;    no  risk insurance  is available). 

9«      Macro-economic  implications 

In the  light of the above,     the meeting considered it necessary to 

investigate  further the question of built-in overpricing in buy-back 

arrangements and its effect on inflation;    the effect of buy-badt on 

employment  in the supplier,s and recipient's country;      trade and trade- 

related policies of governments  and their impact on buy-back  agreement a; 

balance  of payments* effect  in the country of each partner.    It was 

stressed that through buy-back arrangements,     the flow of manufactured 

goods would be made more "visible"     in advance  so that market disruptions 

could be avoided. 

6/ See note by Professor A. Tifino on Buy-back Agreements as an instrument 
for industrial co-operation. 
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10.     The possible  role  of UNIDO 

The  meeting agreed  that  there  are  several   areas  in which UNIDO 

could play a useful  role  in the future: 

(i)     As  a catalytt,     in order to  find  the   right  partner in industrial 

co—ooeration,     i.e.  the best  supplier of technology through 

the diffusion of appropriate  information ''Technological 

Advisory    Service) 

(ii)    As an adviser luring the negotiation phase and during the   life 

of the project ; 

(iii)    As a neutral aroiter or advisor    over,     for exacple,    the 

pricing of products. 

(iv)    Through the establishment of a price  equalization fund or of a 

risk  insurance scheme,     or both. 

(•)    Çy preparing guidelines for buy-back agreements including 

information on traders, such as those nùvLch are members of 
PIT,  (Federation of Industrial Traders), 

(vi)    UNIDO may follow up the idea of an international "guarantee  fund 

for buyback arrangements". 
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