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The development of industrial en®®:prise in the underdeveloped countrias
offers complex problums, The difficulties experienced stem from a diversity of
factors, including the sho:rtage of local capitsl, the lack of an entrepreneurial
class with experience in industry and the £8p in the technclogicel environment
that exists between the developad and the ceveloping countries, Low purchasing
power and the often iradequate size of domestic markets also serve to inhibit the
process of industrial growth sznd risk-teking in meny of the develoning countries,

It was to heip mcel scme of these protlems that the International Finance
Corporation (IFC) was estavlished in 1956 es en affiliste of the Jorld Bark, IFC
supplements the activities of the ‘lorld Cink and the Benk's other affiliate, the
Internationsl Developmert fesocittion {1DA), by providing loan and equity capitsl
to private productive enterprises in the less developed of its member countries,
without governuent guarantee. Some 79 courtries are now members of IFC and have
subscribed its shere capitel of nearly (100 milldon. Since the Corrorsaticn vas
established, it hes made commitisents of more than &37 millicn in 32 countries of
Asia, Africas, the liddle Tect, Burope and Latin /imeiici, The mojority of enter-
prises which II'C has kalr:d to finance cre in tie rield of menufacturing industry:
iron end steel, hesvy enginecring, pvly snd pepar, coastruction materiels,
chemicals, textiles, clectrical suod~ and others, 1In sdditicr, ISC has invested in
processing industries -~ such &s flour rilli g, sugor refining snd leather tanning --
and in service industries, such as aero engine overhaul and werehousing.

In perforring its operetions, IFC has three main objectives, It helps to
finsnce sound projects of high 2conomic priority, it attempts to siimulate the inter-
national flow of private caspitel into prodvctive enterprises in the developing
countries and it endeavors to promote the development of local cepital markets,

Over a pcriod of yeers, It hes been the experience of IFC, as well as of
the World Benk and IDA, thit the chief ohstacle to & iigher rete of imestment in
industry in the developing countries is the shortagze of soundly conceivad and
adequately prepared projecte, Tn the xirds of lir, George D, Woods, President of
the lorld Bank and its affilistos, to the UN Ecoromic end Social Council in March
1965s "Neither peneral progréms nor even generous supplies of capital will ace
complish much until the right technecliory, competent m2nagement, and manpower with
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the proper blend of skills are brought together and focrsed effectively on well-
conceived projects. Projects are not only focel points, they sre growing points,
not only for the goods and services they contribute to the economy but for the

new skills and tho new attitudes which they engender both among the people carrying
them out and those vho benefit from their effects,”

It is for this rezson that the identification of opportunities for invest-
ment and the eppreicul ond pientrstion of specific projects occupy a key position
in IFC's operstions, IFC's epprairsls ure generally concerned with requests for
financing projects to ex; sni or diversify existins enterprises or to establish new
ones, The Corporation does nol toke pert in direct finencirj of either imports or

. exports or in operstions whose prime purpose is refunding or refinencing. I1iC's
investments ere made in associstion with private investors and management, and the
Corporation does not assur:3 mancgement rcsponsibilities nor does it normally
exercise the voting rights of stock it holds, Thess factors help to explain the
priority atteched by IFC to its pre-investment studies,

In addition to direct invertments, IFC provides technical and financial
assistance to local dcvelorment firence compenies, Insztitutions of this kind are
a useful means of cssisting medium-siced industries, acting #s a chunnel for both
domestic and foreign privite cepitel, undervriting issues of securities by locel
privetely owned enterprises, ideniifying nevr opportunities for investment and
. assisting in the promotion of new compenies. Since 1952, IFC has been responsible
for appraising and supervising development finsnce corpany projects on behali’ of
the World Bank group, In this respect, it hLas been required to ossist in fortering
new institutions, helping existinz ones snd approising requests for financial
assistance from the, -hether directed to IFC, tl.2 World Bank or IPA, The appreisal
of development finance company projects rests on a number of criteris: including
the ability of such inst.itutions to fill some of the gaps existing at present in
the capitel meriets of most developing countries; their ecorcoic viability in terms
of the potential volume of businecs avsilable to them, end their capzecity to operate
on a sufficiently profitable bosis to ettract private investors,




IFC makes standby end undervriting comaitmonts in support of offerings of
corporate securities, us a mesns of helping to develop locsl capital markets, It
plso seeks tiie prrticipation of investors in the cepitel eporting countries in its
own investments, in order to stimulate the flow of private cepital to the developing
countries, These narticipeticns are mode either at the time of the original IFC
comxitment or subsequently by thie 3ele of more seasoned securities from its portfolio,
Up to the end ol June 1955, the Corporstion had sold or sgreed to sell a sub-
stantisl part of both its losn snd equity investments to finencisl institutions
domiciled in most of the countries of esteir durops, as well &s in the United
States, Japan and the Middle Eest. Among the institutions which have actively
participated in IFC investmerts is the Kuwsit Investmen: Company, which has acquired
portions of investmenis made by the Corpors*ion in Pinland, Greece, lexco, Nigeria,
Spain, the Sudan, Tunisis, Ugsnde and Venezuels.

Cereful end detziled appraisal of investment proposals is of perticular
importance to IC in view of the multiple interests involved, As sn internstional
investment institutior, TIC must consider the interests of the menber countries
which heve subscribed its cepitil, us well ¢s of both institutionsl and individual
investors, whose decision to participzie in &n investmert nuay be influenced by IFC's
presence, In meking un investnent, ihe Corporstion elso must eveluate the economic
priority of @ project to tiie host comntry in question,

The IFC appr2isal of zn investment propostl may initieclly teke the form of
a besic fessibilit; study, movirg through stages into o detailed review of the pro-
possl, from both techric:l and finsrcial viewpoints, in order to see if it cen be
strengthened and mado to contribute more to the economy of the country, In IFC's
view, there are soverel criteric thot need to be met before & project can be re-
garded as suitable for sn investment, Firstly, IFC must be satisfied that en
sdequste market exists for the corpeny's product or products, Secondly, the
Corporation must be sble to detcrmine the scundness of the technical concept of the
project, Tiere must, tiirdiy, de evidencs of the cepability end experience of
mansgement, Fourthly, IFC requires that tie fin.ncial plin for a project should be
realistic and the finencial siructure cf the sponsoring compeny sufficiently strong.




Fifthly, it wents to be able to esteblish the prospacts of profitsble operrtion.
Appraisal along tnecsa lines makes it possible to reduce both the risks and the
margin for error iu financing industriasl precjects,

Basic to the other ~uestinns is the need to establish vhet kind of market
exists for the product or produvcts in juestion. Thic can only be answered by
evaluating trends in the econouy of the countit cencerned, ineluding a statistical
analysis of procuction, irpc:tc and exports, and by supplementing this with an
evaluation of prrallels “ror1 the mors developad countries, in terrs of the patterm
of consumption or the performance of competitive prouwucts, The assessment must
estublish what demand presently escdiste ord how quickly it riay be expected to grow;
how the demand can best be met end hov meny alterrative pmducts exist; which is
the bect elternstive given the econonic circumstonces of a particulaer ccuntry; end
finelly, what kind of rirks would be run if the nrediction of demand is in error,

This consideration leads neturally into a raview of the soundness of the
project in its technicul conception, Only when the size of the potentirl market
has been establishied -- :5 well as the dezgree of competition to be expected — is
it possible to dec de vhether a project is feacible, Factors that must be con-
sidered are those entering into n.oduction costs: inclnding the aveilability of
raw materisle of suitrble quality; trensportstion, utility end other coets; and the
suitability of the plaut locstion, (uestions concermning the menufacturing process
to be used also need toc be sniwered, particularly if thcre are alternative processes
svailable,

The failure to giva due weight to these factors masy jeoperdize the whole
success of en unterprice, psrticulerly where it involves the introduction of & new
product or a new process, One example cf insufficiert atiention to thece questions
ooourred, in IFC's experience, i & corpeny est up Lo introduce a new, inexpersive
and lightweight building metesiai -- whicin had peen successfully produced end
marketed in Burope — to a tropicel country, The sponsors of the project felt that
sn adecjuste market, for the new matericl existed in the field of low-coct housing:

a factor that also sppeared to confer some degree of economic pricrity on the project.




However, the new plent ran almost immeciately into prcduction problems because of
the unsuitability of locaily availuble raw materisls, The compeny found it difficult
to keep up production levels, with the re:-..t that costs rose to the point vhere the

new material proved more expensive thon ordinary hrick or concrete block, To &dd to
existing problens, the supply of whet had previocusly been rogarded as a waste
material by the manageuent ot tae come.y dried up when it beceme clear there was

a steady factory derend for it: the result being that the company also had to pay
higher prices then 1t had anticipated for its mejor raw materisl, Owing to these
and other errors of judgaent, the company never succeeded in ectablishing itself

or its product,

In coses wilers companies experience teclnical difficuliies, the trovble
often stems from the fact thst the loccl cporsors have neglccted to secure the
assistence of en experienced tachnical psrtner in formulcting end planning the
project, providing the decims and supervising the construction and initial opera-
tion of the plant, ‘'here new or acvanced tzchiology is involved in a nroject -- for
{pstence in the namfactare of specinl. steels, ball bearings arnd other enginearing
products -- 2 large port off Lil2 success of vhe proiect is likely to depand on the
role of a competert technical »értuer, :in; ol tae projecis which IFC has helped
to finarce are in rcct buced on pertuersiips of this kind. In one Asisn country,
for instence, IFC is an invector in s new alloy steel pruducer being est.ablished
by local interests in conjunct’on with a leacing French stecl raker., On other
occasions, European, U.S. end Japaiese corpunies neve either acted as technical
collaborstors, licenrsors or concultents in vrojects Tinonced by IFC. For example,
IFC is a sharcholder in a Latin American company producing hLesvy construction equip-
ment either under license from or with the technicel gssistance of French, Swedish
and U.S., compsnies, A less usuol fom of part.ciprtion is represented by the role
of a Dutch compary in providinz management services o an Africen shger producing
snd refining cormgpany in which IFC hos invrested,

In IFC's experience, the rwst eflective form of partnership is one in
which the locel sporsor and the foreiZn sechnicsl partner are directly identified
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with the fortunes of a project through participstion in the share capital of the
enterprise in question, Cne exemple of this is a new company in which IFC has
invested, which is constructing a moderm forge plont - the first of its kind in

the porticular country -- to make a wide range of forgings at present being imported.
In this case, the locol sponsors obtained the perticipition of sn experienced
European steel producer at an ecriy stage of the project, to provide the techinology
required, The foreign partier is supplying the macninery and equipment, providing
supervision of the construction and start-up of the plant, trainirg loczl staff to
assist in running the operstion end is s in sddition, a substantial investor in the
project. In an arrangenent of this kind, the local and the foreign interests clearly
have a long-run st:ke in moking the new enterprise a success and both stand to lose
if it does not succeed,

Since IFC financing is not tied to the purchase of specific equipment or to
any particuler country, the Corporetion is in e position to teke an objective view
of the machinery and coulpment as well ss the otlier facilities needed for implement-
ing a project, This process of appraisal requires an evaluation of the various
engineering features of the project: for erangple, the adequacy of the foundations
end buildings, the extent to uidch ‘he machinery being considered will meet the real
needs of the project :nd otier technicsl festures, Vhile new equipment has been
purchased for the majority of rrojects IiC hcs helped to finance, the possibility of
making economiea by using reconcitioned equipment has occurred in the case of two
projects, involving the expursion of a company making peperboard containers in an
Asian country and the establisiment of a new cotion textile mill in an African
country, In both cases, IFC wes able to satisfy itself, after a deteiled appraisal,
that the reconditioned ecuimment would ensble the conpanies to muke substantisl
economies without incurring the penalty of technical obsolescence,

While the purchase of rachinery is in rost cases undertaken on the basis of
comparative "shopping", there zre occasions when a project may be carried out on a
turn-key basie, with one prims contractur sgreeing to purchase or supply all of the
machinery and equipment e¢nd to hand over the completed project to the customer,




In order to protect the customer!s interest in such cases, it may be desirsble

to engege an independent consultan', to review the equipment list and prices, to
evaluaste the role of the equipment supplier in the venture and to supervise the
guarantee and performance test runs of the new plent when it 4s completed and ready
for operation,

Only when the soundness of the technicel concept of a project has been
established is it possible to work out a realistic financial plan and to meke some
judgment ebout the st.rength of the ccpitel structure of an enterprise, Failure to
work out 2 proper finencial plen mey of*en result in the foilure of en otherwise
sound project, This may rasul* from & variety of causes, among the mo3t common
being under-capitalization and insufficient equity cepital to sustein extra short-
tem borrowing that may be necass.ry to meet various contingencies, These financial
problems often are experienced at an early stage in the history of an enterprise,
at a time when it is most vulnersble, One of the general problems encountered
in financing industry in the devaloping countries is the feilure to provide for
contingencies cuch as overruns on the costs of corpleting a project, resulting from
delays in construction, decizions to revise the cherecler and scope of a project
alresdy in progress or from the escalztion of imported equipment costs, To meet
this sort of situation, IFC noirally makes cpecific provision in its investmont
agreements for suppleuental fir.ncing to cover overruns, in the form of standy
commitments on its own part eand tie pert of other investors in a project. Not all
of these contingencies can be foreseen at the time of the initisl investment agree-
ment, Recently, in reviewing the progress made oy a leeding pulp snd peper company
in carrying out en expension progrem for which IFC among othemprovided funds, IFC
discovered that the comvan’ wis experiencing an unepectedly heavy overrun, Vhen
the situation was analyzed, it was discovered that the overrun was due partly to
delays in construction (resulting from shortzzes of skilled labor, among other
factors) and partly because of escelation in the cost of imported equipment., The
escalation hed occurred becsuse the menagement had decided, after starting the
project, to chunge tnhe compcny's technical consultants and had asked tine new con-
sultants to guar-ntee hirher performence for the new plant being instslled, The




consultants had in turn recommenced the purchase of additionsl mschinery as the
only means of ensuring the performance demanded, resulting in an important change
in the size and scope of the project,

Other financial problems frequently oceur vhen an erterprise, perhaps
through over-optimistic profit est.irates, has too high a proportion of shorte
term debt end finds thel it csnnot generste cash quickly enough to service the
debt, 1In such instonces, corpanies tend to run down their working capitel, often
creating additional problems o3 & result, The provision of permanent working
capital is an indispenseble peit of project finencing, snd IFC has where necensary
recognized this in its investment agrcements, oy specifying that the purpose of
the finencing is to provice vorking cipitel as well as to allow for the scquisition
of fixed assets,

In anelyzing the causes of success or failure in industrial enterprises in
developing counirios, manegement con perheps be singled cut as the major determining
factor, Manngemeni, used in this sense, means corporete recponsibility at the
decision-meking levels, invoiving not only administration but also financial and
accounting controls, The strength of mansgement becomes evident in the ebility to
urderteke advance plunning of a project, to recognize problems ss they arise and
take action on them, to estublish hemwaious working releticns with foreign equipe
ment suppliers or industrisl partners snd with locsl government avtnorities, It
is revesled, as well, in the eoility to look beyond production problems to the
need for adequate selec and distribution systess for a company's products,

The need for menagement :n derth has been apperert in many of the projlects
examined by IFC, where it has bcen possible to report favorstly on the technical
management while drawirc sitention to incdecuate financial control, In such
situations, mansgement is generslly unable to deiermine the scurce ard application
of funds, anelyze production costs, muintein proper inventory controls end the like,
Por this reason, IFC emphasizes the need for effective accounting control systems
in the enterprises in which it invests and tlsc requirs regular cudited reports
after investments have been made,




Experienced and competent menagament is essentisl not only to the
estoblishment of new enterprises but cleo to enteirprises in the process of

expension, wilether in the saie or in new lines of business, On occasions, even

a past record of successful man~gement is insufficient evidence of ability to

meet new challenges. This is often 2 protlem frced by mrrnagements that have been
successful in running smn1l entorprises but find they cannot control larger, more
diversified oper:ticns, (ne.case of vhich IFC has experience concerns a smell
compeny which hud Leen successiul in mexing and mukeling a single line of home
furnishings, Subsecuently, the company ir. nquestion decided to expand into a larger
plant and to diversify iato new lines, in which it was initially successful,
Encouraged by its success, the compony ducided to attempt to menufeccture a more
sophisticated product cnd mode 2z substential investment in new equipment, only to
run into problems of quolity control, In the fece of a procduct that proved un-
suleable, and for which hervy short-term finsncing had been incurred, the compeny's
working capitol position dete:iorsted to the point where it could no longer service
its debt and where c phosed liquidetion of its assets was the only solutrna,
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An Importent foctor in project approisal is the competitiveness :ni
potenticl profit:bility of n project or enterprise, lihile profitability cwn e
measured directly in terus of the retum on invested capital, the dividend yri:ld
to shoreholders ond the cipacity for servicing debt, the conditions deter.ini-»~
profitability also need to be anecljzed, Much depends on how the maergin betwoen
production costs and s:lec prices is determined, In ths case of a preject geured
pPrimerily to export morkets, the key fictor is the competitiveness of tie pricing
of its product or produ.is in -orld markets, In the case of a project establishad
primarily to satisfy the domestic merket, the relationship between the cenpeny s '
prices and world mor. ot piices urs to be estoblished in a different context, If
selling prices cre hizu in relztion to world merket nrices, the appr.isal must
consider how far the compeny vill depend on Cirect import restric:ions or on tariff
protection in order to be profitible, A pro ect apprrisel must therefore consider

how the company mey be eflected by chinges in government policies cnd exomine the
level of protection necesscry in order for the enternrise to sell its products




profitably, - This in turmn raises basic questions regrrding the Justification for

@ project in terms of the benefits to the economy of the country in question, Such
issues involve judgments on whether fostering a relatively high-cost producer is
the best way of making use of scarce rescurces and whether benefits such as the

creation of employment and of added worker skills outweigh the disadvantages of
protection,

As an investment institution, IFC's msin role in promoting the establishment
or expansion of industry in the developing countries hos been concerned with specific
projects, In work of th's kind, IFC has often been required to tuke the lead in
resheping a project in order to enhance its economic viebility and profitability,

In some cases, the purpose of the review hes been to attempt to reduce the size
end scope of a project in order to fit it to the resources aveilable for finsncing,
More generally, however, appreissl work has been directed to the problem of whether
a project fits the minimum economic size to be visble; end it has not infrequently
been found desirsble to expond the size und scope of the project and to find
additional capital resources, An exsmple of IFC's woricing methods in this respect
is provided by e Horth Africon fertilizer company in which tiie Corporation hae
invested, The company was originclly estsbliched, under the sponsorship of a
leading Buropean fertilizer producer, to construct a plent to manufacture triple
superphosphate fertilizer from local rock phosphate, The Buropecn sponsor [ound

thaot it wes not in » position to commit a1l of the funds required to complete the
plant and turned to IPC for assistence,

IFC conducted its own appreisal of the project, stzrting from the premise
thet the entire output of the plant wes intended for export, The appraisel there-
fore placed particuler emphosis on the marketing arrengements and on the competi-
tiveness and profitubility of the compony's operations at world merket prices,
Attention to the merketing orrongements wos pirticulerly important in the light
of substantisl expension plsens on the part of other fertilizer producers and the
difficulty of predicting demsnd in the low income countries of Africe, Asia and
South America which were considered to be the logical merket for the compeny!'s
output, In order to strengthen the marketing srrengements, the sponsor of the




IFC's activities in approising industricl projects in developing countries
ere now expanding, The Gormorstion esrlier this year acquired the responsibility
of acting on behslf of the entire !orld Pank group in the technicel end finencial
appraisal, preparation and supervicion of industrisl nd mining projects, Its
role in this respect is compercble with its exieting responsibilities on behalf of
the group in the field of development finence compeny projects, This administrative
move is intended to enhonce the effectiveness of the World Bank group in financing
industriol development: en trec in which the group has so fer provided capital
resources toteling more thsn 1,700 million,

The role of IFC in nroject approisal is also likely to grow in view of the
proposed expansion of the Corporution's finencial resources, which will make it
possible for IFC to step up the level of its investment cotivities, The necessary
steps heve now neurly been completed tc moke effective a proposel for increasing
IPC's resources by about 400 million, by permitting the Corporstion to borrow from
the World Bank, '/hen the propoeal teices effect, it is likely to affect IFC's opere-
tions in a number of weys. .mong other things, it would free the entire present
capital of the Corporstinon for making equity investments, It would also enable IFC
to participate in larger, more cepital-intensive projects and moke more substantial
losn and equity commitments to iadividual enterprises, In these ways, IFC cen
expect to become a more significant Zrctor in financing the needs of private
industrial enterprises in its member countries end more vereatile in the types of
financing it cen provide, Together with the expansion of IFC's technicel assistance
activities, this development could be expected to help stimilete the incressed flow
of suitable projects on which & higher rate of industrisl investment in the develop-
ing countries decpends,




project agreed to enter into a long-termm contract to purchase part of the output
of the new plant for sale in Europe,

The IFC appraisal slso recommended rodifications on the technical side of
the project, In particulsr, the appraisal sstablished that there would be a
definite cost advantoge to the company in producing its own sulphuric acid, using
imported sulphur, instesd of purchasing sulphuric acid from sbroad, This recom-
mendetion, which was also accepted by the sponsor, meant the introduction of a new
technical feature and a substantiel incresse in the cupitel cost of the venture,
To mest this situation, the pProject was brought to the attention of a leading U,s5,
sulphur producer which agreed to provide the addjtionel capital required to complete
the financing, in return for the opportunity to supply sulphur on s long-tem con-
tract basis to the new company. The project was completed on schedule last yeor
and, benefited by the strong demend in world merkets for triple superphosphate
fertiliger, is opersting profitebly,

On occesion, IPC has underteken technical studies relating not to specific
projects but to broed sectors of economic activity and the possibilities of
industrial promotion in these sress, In 1961, for example, the Corporation under-
took a survey of the potential for a chemical industry in Iren, at the request of
the Industrial and Mining Development Bank of Iran and the Iranisn Plan Organization,
The survey indicsted likely arees of industrisl promotion and also defined specific
investment opportunities. There is little indication thet the survey produced any
direct yield, although locel production of phermaceuticals, sulphuric acid and paints
and varmishes has storted since 1961 along the lines suggested by the study, More
recently, IPC has at the request of a member government provided technical assistence
in evaluating the potentisl for a Pulp and paper industry in the country in question,
The appraisal in this case, conducted in conjunction with 2 leading pulp and paper
manufacturer in a developed country, was esseniially a feasibility study, directed
to establishing the adequacy of the forest resources and the sxistence of a market
for & local pulp and paper industry, as well as selecting suitoble plant locations
end determining the costs of row mntericls,









