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e I. PROJECT FORMULATION

B 1. Qeseral Deckgrowd
The country of Perovia is initisting its industrial development.
It has a very strong treditional sector producing agrioultural produots
covering most of the domestic demand in foodstuffs and is at the same.
' time § significant raw cotton exporter. From its primary sector of
J the ooonm, the ocountry produces rom.rkablo surpluses in ni.nonl
ores.

. The social and economic changes-and development of the ooumntry
| < lnvo ‘brought about changing pattems of consumption. The country is —~—
. hpoﬂ.’mc all of its capital equipment needs and most of the finished '
\E. goods sold on the domestio narkot. Planners and other momncnt 4
specialists have analysed such a development path and have ooqo to the
oemolusion thet the country ocould somn run into balance of payments
prodlems. Besides the existing pattem does not provide space for
substantial increases in employment, a problem Perewvia faced from the
very beginning of its development as mn independent cowntry. k

Perovia, therefore, has a strong desire to exploit to the utmost
the rescurces it does possess. The govemment has decided 1o eoourage
L the establishment of industries which depend on domestic resources of
= |4 | - raw materials. Among the possibilities at hand the governamt has
decided as well to begin with those industrial projects which do not
need highly advanced skills and technology. The objective is to -
establish within the industrial sector plants producing exportables
or import substituting gonds. One of the main branches which the
govermment has decided to emcourage is the textile industry.

~ Cottom is one of the main agricultural produocts, constituting
about 80 per ot of total exporis. Practically all marketable sur~.
pluses of cotion are exporsed, but the export price has showm signifi-
omt fluctuatim in recent years. At the same time, ocomiry
' imports from ebroad nearly all of its needs in textile s fabrios
end finiched olothing. There exists a ireditional hamdloes industry
vhioch depends m imported yam as well, Tis industry at the sane |
time does not represent & signifioant peroentage o:mde-mu
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A proposed new national industry has the objective of oreating
new employment as a means of absorbing the labour surplus created by
the very fact of structural changes within the economy and populut:lon .
growth as well, There is, in addition, the ob;ective of decrouinc
the imperts of cotton yaxm fabrics and fir;ishod clecthing.

2. Nasket Study

The market analysis has been undertaken by a team 6f specialists
in market research and industrial development from the government
market research agency "Markc". Briefly, their analysis and results
were focuassed on the demand and supply side of the project proposed.

A. The demond forecast has traced the present level of consump-
t:lon of cotton, mixed textile yam and fabrics as well as the changes
in this oomsumption over the past eight years, i.e. over the past
periods for which they could find cr estimate more or less relisble
data. The analysis has shown that the increase in consumption is e
steady and elastic with respect to the increase in the country's per
oapita income.

Domestic demand is ocovered heavily by imports and there is just
& minor fraction of demand which is covered by domestic productiom.

Annual imports of cotton and mixed textile yarmm and fabriocs are
about 12,000 tons, or the equivalent of 70 million me of textile fabrios. [

The present domestic production of cotton and mixed textile fabdrios ;
is about 900 tons, which represents only about five per cent cf the
domestic conswaption.

Analysing the pattemn of consumption from the past as well as for
ocountries at a similar level of development and fcr countries that
are somewhat ahead in their eccnomic development and for which experts
 from the "Markc" agency could gather the data needed, the demand
projections have shown that demand will inorease in future years mostly
a8 a result of the growth cf per capita income and population growth.




B. The '“22!-1 forecast has been oriented to the m.in inputl
required by the proposed project:

- Diiect materials used in i.e production are . mixture of
cotton and synthetic fibres and chemicals. ™he ootton
needed is a domestic input thet is entirely exported.

The plant would need 1,860 tonc per year c¢f medium staple
(grade/good). Te supplies of this input will be covered
upon oontract with the "National Cotton Trading Agency".
8ynthetic fibres are estimated at 1,705 tons per year and
are importe.d. The importer would be the "National Textiles
and Foodstuffs Trading Corporation" because of its experi-
enoe and reliability. The price is estimated as the average
price of this input for the region., Chemicals needed include
dyeing materials for finishing end starching materials for
weaving. Most of them have to be imported which would be
taken oare of by the above mentioned Corporation, while a
minor part would be supplied by the existing domestic
producers.

= Other inputs consist of indirect materials mostly of
domestic origin, maintenance parts that are imported from
the supplier of equipment and services produced domestically,

The analysis has concluded that all the inputs needed are available
nd of standard quality and that their suppliers are reliable. Most
of the inpvt prices are stable with the exception of synthetio fibres
whioh are facing an inoreesing world demand on the cne hand, and are
directly tied to the changes in oil prices on the other.

C. The selling price was estimated at 0.75 dinare/a’ or
0.60 dinars per linear meter of 80 om width,

3. Looation

The textile mill is in general locationally independent. Tere-
fore, the amalysis of possible locations of the mill took into -
oonsideration the main cbjectives of the project. The moMt
decided on a locstion in the capital of the provinoe of Ossis as
ltbl main cotton-producing region with labour employment prodlems
md no signifiomt industrial plent wmtil now,

i
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4. Iechnical Aspeots

This part of projeot formulation has been undertaken by the
"National industrial Development Listitute" in co-op.ration with two
UNIDO experts attached to the Institute.

The task was to choose among the eoxisiing technical possibilities
and equipment those that would be the most adequate for the resources
available and the level of development attained by the country.

The objective is the production of finished poplin fabrios of
medium count yam. The capacity of the project is 3100 tons of
mixed textile fabrics, i.e. about 28,000,000 meters annually when
producing at full capsoity.

The spinning mill includes 30,000 spindles. The different
departaents of the mill are balanced to produce yam of aversge oount
No. 30" at a capacity of 3,100 tons per year.

The weaving mill includes 1,000 antomatio looms in addition to
the preparation sections of a total capacity of 28,000,000 meters
per year.

The finishing plant includes departments for bleaching, dyeing
and finishing.

It wan estimated that the project will be implemented in threo
years, beginning in 1976 and ending 1978. A test run period of six
months will be in the year 1979. This is also the starting year of
operation of the plant, which will operate until the end of 1988.

5 sis

The estimation of the manpower needed was done by the Economio
Institute and National Planning Agency. It is expected that the
textile mill will employ 2,357 men., It is pointed out that foreign
personnel will be engaged in the year 1979-1983. Table 1 illustrates
the estimation of manpower by type, skills and rates of pay.

6. [Pinmolsl Aspects

The finencial aspects of the project were formulated by the
eginesring and project planning buresu "Plan". All relevant
financial and economio data are summarised in Tables 2 - 7.
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~ Teble 1. MNanpower Requirements
T —— e et
A——Te L p— = =~ . - . T T—
3 Average
VA onnel Amoumnt
. ategory-of -Manpower - = - - = NNDOF OF POTRCE wg‘.“lminooo T
. — dinars
g | linskilled Skilled Total dinars
1. Dipect oporating personnel 200 1,400 1,600 - 1,480
] 1.1 Operators oS spinning department 50 " 650 700 900 630
1:2 Operators of weaving department 100 50 600 . 900 540
143 Operators of finishing department 50 250 300 900 270 :
2. indirect opersting personnmel 180 405 585 - 526 - —
2.1 Bervice operators 100 - 200 300 900 210
2.2 Naintenance operators 80 200 280 900 252
2.3 Drivers - 5 5 800 4
3. Supexrvisory and olerical persomnel - 86 - 107
1 3.1 Plant superintendant - 3 3 2,65 8
i 3.2 Engineers - 6 6 2,000 12
| 313 ‘Nectniost WESIBTRIW "I TSI T g ggF s 4§ -
3.4 Clerks . - 62 62 1,100 68
4. Milf tiv . canel 10 16 86 - 106 '
.‘ 4.1 President - 1 1 8,000 8
4.2 Tinanocial end sales manager - 1 1 6,000 6
4.3 Accountant and olerks - 64 64 1,200 7
4.4 Servicezen 10 10 20 7% 15
‘3 5. grend total 390 1,97 2,35 - 2,119
R 5.1 MNomestic personnel ¥ot wmiform
5¢2 Foreign por.-omoly ¥ot wiform

1 1/ Ammvual wage bill of foreign perscnnel is dinars 200,000 over the years
b . 1979-1981 (150,000 to be repatristed) but deoreases to 150,000 dinare in
. 1982 wnd 1983 (100,000 40 be repatristed). Later m, no foreign

will be used, T™he rest of the snnual wage bill is paid out to domestic
personnel

¥
‘,«l
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Teble 2. Plant Investamt and Schedule of Constructicel/

(in 000 dinars)
W v > _IV oy O —————— oy mq_.
Ttens s F e Tt %ﬂ
—_— o Y e ¥ #} otal 22/ pY et
1. Pixed ssses 2,430 = 2,430 13,020 5,010 18,030 3,000 12,040 15,040

1.1 Equipment inolu- - - - 1,000 4,000 5,000 3,000 12,000 15,000
ding installation

ocoste
1.2 Duildings 2,000 - 2,000 12,000 1,000 13,000 = - -
1.3 Land 400 - 400 - - - - - -
1.4 Other 0 - 30 20 10 30 - 40 40
2. Prelininary expenses 100- 100 20 30 % - %
(training or personnel,
royalties, eto.)

3. um mitd - - - - - - 1,m 1,” 2'5&

4. Total in .
muﬁcﬂiﬁwﬂ) 2,530 - 2,530 13,040 5,040 18,080 4,500 13,090 17,590

)/ Poreign components heve been oonverted into local ourrency at the official
Pate of exchange 1 dinar « UB$ 1. Prices of imporied components inolude
C.i.f. price, impurt duties and internal chaxges such as transport,

oe, eto, '

2/ Domestic
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6.1. Investment

, Teble 2 represents plant investment and the echedule of
cmstruction. It illustratee an analysis of inveetment ocosts
by years of implementation and type of currency. The total
. investment ooets are estimated at 38,200,000 dinars, of which
‘ . 20,070,000 in domestic ourrency and 18,130,000 dinars in
1 foreign currency. :
1 6.2, Operstions
The opintinc life of the project is ten years begimning
. in the year 1979 and ending in 1988. Teble 3 illustratee the

annual depreciation of each type of assets and its residual
value at the end of the project's life.

! ’ 6030 Amm.

The dbulk of the poplin pmhuood will be sold on the
home market and 2.5 million meters will be exported. It is
estimated that the projeot will operate at 80 per ot
oapacity in 1979 and 1980. Full capacity should be reached in
1981 and in each of the following years.

The inocme from salee ie arrived at by multiplying the
quantity produced by the unit priocs.. Table 4 illustrates the
smnual inoome of the projeoct consisting of sales, subsidy and the
residual value. The subsidy ie a govemment policy measure that
has been approved by the coming five year plan so0 as to make
k- the domestic produote competitive as compared to imported fabrics
-] during the first and most oritical ysars of operation of the
textile mill, It amounts to 0.06 dinars per meter and is given

\1& 1979 nd 1980,

6.4. oret Costs

Operating oosts oom‘n of menufacturing oash expenses,
marketing cash expenses, administretive cash expeisses and
¢ depreciation. Teble 5 gives the amnual operating costs at
80 per omnt capacity and at 100 per cent capacity. The material
costs and vages have bemn split into domestio and foreign

oomponents,




6.5. Capital Structure

This part of project formulation has the purpose of giving
a sumary statement on total investment ard its .inancing.
Table 6 illustrates investment by years and finanoing., From
preliminary contracts and other agreements, it is expected that
the financing will have the following sourcess equity and loans,
both domestic and foreign:

&, Domestic equity capital of 5,570,000 dinars and foreign
equity capital of 1,040,000 dinars, Dividends are to be
paid at ten per cent of the projeot's net profit after
taxes and interest.

b. Domestic loan amounting to 14,500,000 dinars is borrowed
at 6.5 per cent interest and will be repaid over eight
Yoars starting from 1979.

c. Foreign loan of 17,090,000 dinars is borrowed at eight per
cent rate of interest and will be repaid over seven years
starting from 1979.

6.6, Financial Obligations ' -
The financing of the project creates certain financial |

obligations represented in interest, repayment and dividends.

Teble 7 gives those items annually throughout the period of

operation. It is estimated through the conditions formulated

earlier that interest and repayment have to be covered from

1979 wtil 1986 while the dividends have to be paid through the

entire period of operation, i.e. from 1979 to 1988 in equal

amounts each year.

6.7, Integrated Financial Analysis

Data presented until now in the process of project
formulation serve as well for constructing the model of
integrated financisl analysis represented in Table 8. It ia the
starting point of analysing the project in terms of oommercial
profitability whioh is done in the process of project evaluation.
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Table 5. Annual Operating Costs
(in 000 dinars)

Y e a r s - Aaully
1 ¢+ e m 1979 - 1980 1981 - 1988

Tal o ' =~ Total
Variable Fixed cost Vadable Mxed cost

1. Mapufscturing cesh expenses 4,830 2,136 6,95 6,150 2,136 8,286

1.1 Nsterials 4,830 - 4,830 6,150 - 6,150
N
1.1.1 Importe 2,380 - 2,380 3,080 - 3,080
1.1.2 Domestioc : 2,450 - 2,450 3,070 - 3,070
102 "“Q’ - 1,966 1'966 - 1'%6 1'%6
1,241 Foreign?-/ - 190 190 - 140 140
1.2.2 Domestic - 1,776 1,716 - 1,826 1,826
1.3 Other - 170 170 - 170 170
2. Narketing cash expeuses - 191 191 - 19 19
2.1 Naterials | - 40 40 - 40 40
2.1.1 Importodl/ - - - - - -
2.1.2 Domastic - 40 40 - 40 40
2,2 Vages - 59 50 - 50 50
2.2.1 Yoreig? | - 10 10 - 10 10
2,2.2 Domestic - 40 40 - 40 40
2.3 Other - 101 = 101 - 101 101
3. jdministrative cash expenses - 253 253 - 253 253
3.1 Naterials (domestic) - 50 50 - 50 50
3.2 Wages (domestic) - 163 163 - 163 163
_Je3 Other - 40 40 - 40 40
4. Opersting cash expenses 4,830 2,580 7,410 6,150 2,580 §,73v
(14243)
5. M”OI.tim - 2'4” 2'490 - 2'4” 2’4”
t erating cost - - 9,900 - = 11,220
7. Capacity utiliuti;.:/ 80% 100%
ical temms)
8. Cost per unit of production - - 0.45 - - 0.40

1/ Imported component of the materials has been valued at the official exchange
m.' io.o 1 din“ = 1 mo

2/ Annual wage bill of foreign personnel over the years 1979-1981 is
200,000 dinars and decreases to 150,000 in 1962 snd 1983. Later on, no
foreign persomnel will be used,

) Utilisstion of oapacity at 100% can hardly be achieved in prectice. This
ssswmption is made for the meke of simplioity mmly.

LS
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Twble 6. Capital Structure

(in 000 dinars)

- o ¢
4 e a r 8 Total
19716 __ 1971 1978
1, Investment | 2,530 18,080 17,590 38,200
2, Mnancing ' 2,530 18,080 17,590 138,200
2.1 Bquity 2,530 4,090 - 6,610 _
2.1.1 Domestic 2,530 3,040 -~ 59570 p
2.1.2 !'oreignl/ - 1,040 - 1'040 . — '
2.2 Loans - 14,000 17,590 31,590 '
2.2.1 Domestio .= 10,000 4,500 14,500
202.2 FOI‘OiUIJ/ - 4,000 13’090 17'090
R vt o T SR T TS .
3. Additional finanoing needed 0 0 6o o0

NPy ST - oSG SR

J/ Foreign financing is valued at the official exchange rete of
! ddnar =« US$ 1. Tho imported equipmeni is financed through
supplier's credit, the rest of the foreign component, by ‘
foreis 1 equity. .
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II. PROJECT EVAV.UATION
(Commercial Profitability)

Project evaluation was done by the H.E.L.E.N.A. Research
Institute in close co-cperation with the National Planning Agency.

1. Investaent Prof:lta.bilitl Analysis
1.1 Shglo Rate of Hetum

The simple rate of retum is defined as the ratio of net profis
in & normal year to the initial investaent. The rate is computed on
total capital end n odu:lty capital invested so as to assess the pro-
fitability of total investaent including equity and loans and
profitadbility of only equity capital invested. - ~—

The items needed for caloulating the simple rate of retum are
presented in Table 9. Ninot‘oon-ouhtrtwo was chosenn as the nomal
Yoar of the projeot since it is the year in which the project has
reached its attainable capacity and the loan repayment is still going

o,
Tedle 9. Simple Rate of Retum (mn.)

S Asowmt in 000 dingre
1. Initial investment (Row 1, t.8) (D 38,200

2. Buity capital (Row 6.1, +.8) (Q) 6,610

3. Net profit after taxes and interest (F) P 3,762

(kow 4.2, +.8)
4. Net profit before interest - after (NY) | 59 160

taxes (Row 4.3, $.80)
The rate is presented either ass

plf-! sﬂﬂ%xm - 13,56

T HRE 10 « 5.
veres R « simple rate of retum on tot‘nl investamt,
' l. = simple rate of retum om equity oapital.
smmmunmn‘mmxvmm rate of interest prevailing
) in the oepital market, whioh im 6.58 at local and 8% at foreign, on the

basis of this oriterion the Project is commercially acoeptable,

A .




1.2 . Pay-back Period

With the help of this method, the time needed for the project to

recover ito total investment was e¢-aluated.

Table 10 presents the way of calculating by subtracting from the
initial investment the annual net cash earnings.

The investment will be recovered between year 7 and year 8 or in
somewhat more than eight years, and on the basis : £ met profit (Table 8,
Row 4.2), in 11 years. On the basis of this indicator, the project is
acceptable sinoe the past experience in this sector has shown that
other projeots take longer to recover the inveatments.

1.3 Net Present Value

The net presetn value is the difference between the present value
of the projeot's future cash inflows and the present value of its
future oash outflows. It measures the magnitude of the net oash flows.

Table 11 presents the calculation of the net present value of the
project. With this method the whole life of the projeot has been taken
into acoount. The seoond interesting point to be made is that at this
stage of projeot evaluation we are concerned with assessing its investment
profitability, so only real resouroe flows have been taken into oconsiders~
tion. Thorofbfé, any flows conneoted with financial transaotioms, such
a8 loans on the cash inflow side and financial obligations on the oash
outflow side are omitted from the analysis. In addition to this, the
oash outflows doc not oomprise depreciation in ozj_der not to aocount twice
for the investment as oash outflows, i.e., to avoid doudble counting of
the investment outlays.

The discount rate used is 7.5 per cent since it is the rate of interest
prevailing in the ocapital market.

The net present value ies calculated as follows:

n
w5 (T2 L as5,43,00

4—— (1-|»5.)E




Teble 10. Pay-Back Period

(1n 000 dinars)

e

Jominal Uncovered ocapital
at the end of the year

amount

L.

Initial investwent (I ) 38,200 -

(xow 1, t.8)

Year 0
Yaar 1
Yoar 2

24530
18,980
17,590

dnnual net cash earmings (E)

(row 4, +.8)

Year 0
Year 1
Year 2
Your 3
Yoar 4
Tour 5
Year 6
Yoar 7
Toar 8
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gs? : S8inoe the net present value is positive, the project is uoocptohh.'

Relating the net present value to the present vduo of total
investment, we havei

15,413, 000

g ’ '
' (1+i)

Tis retio lhm that a discounted unit of total investment in the
textile mill oreates 0.45 units of net Preaent value. On the dasis of
this oriterion, the project is also acosptable since the present vu.l\u
retio is relatively high.

= 0.45

1.4 Intemal Rate of Retum

By definition, the intemal rete of retum is the rate of die-
1 cowmt which reduces the net present value of a project to gero, In
3 other words, it is the rate at which the oapital invested will be
‘ compounded over the 1lifetime of the project. Table 12. 1llustrates
the computation of the intemal rate of retum. The not present values
at different discount rates are as follows:

S Net Present Value
Discount Rate : of tho Paogoot
T8 ' 15.413.000
. 9 1 1 ’ 141 ’ m ,
1 768, 000
e.‘ 15 - 1 385’

This meens that the intemal rate of retum is betwoen 14% and 15‘.
Using the formula for intcrpohticn for close enough intervals, we
arrive at the internal rate of retum as follows:

"(‘z - 11)

PV + RV

. 1 .
1' o 14 + ry - 1‘4‘00” - 1‘0“
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internal rate of return of the project.

PV = positive value of NPV at the lower discount rate.

NV = negative valuc of NPV at the higher discount rate
in absolute terms, i,e, the minus sign neglected.

11 = the lower discount rate at which NPV is still
positive but close to zero.

‘12 = the higher rate of discount at which NPV is already

negative, but close to zero,

8ince the internal rate of retum is 14,36 per cent, which is the
expecied retum of capital invested, and is considerably higher than
the rate of interest on loans for this project, it should be acoepted
rom the oommercial standpoint if no better project is at hand.

2. Financial Analysis
2.1 Liquidity Analysis

In this part of the t.alysis, the objective is to trace the
project's cash balance in each year, Therefore, in the financial
analysis all outlays and all receipts which affect the project's
cash balance are included, which means that additional cash items
oonoemdwith financial transactions have been included in the liquidity
malysis of the textile mill, such as financial obligations (intomt
charges, repayment installments, dividends) and financial sources
(.quity' loans).

A liquidity analysis is dene with the help of the net ouh
balance model presented in Table 13. Liquidity is evaluated on
Year-to~year basis and therefore the annual cash pouitiom are t
into oonsideration in their nominal values.

The net cash balance over the years 1976—1978, i.e. during the
hpl-mtstion period, is sero. This i.ndicutu that the timing of
financial sources is well matched to that of the investment outlays
md there will be no financial problem to carry on the implementation
of the project.

In the years after 1979 until 1988, or during its running in smd
opereting period, the project shows positive net cash balance. There
1% 1s liquid and is able to mest all the cash outflows leaving the
surplus whioh amownts to 316 ooo dinm in 1979 and increases over
the lotnr m




e
-

[
. ) . :. AQ b 2 -m iv
635%27 855122 GETUGL  eEOL orstl  6€3%C  G¥5%E o'z €6 o1t 0 . O o S3TURTIQ YPED VU SATIVIRIRD  °AY
T2 2id%L LG §3E'2 iz vhett o9ty e 166 oLf o ] 0 (8 °3 ‘g mox) FOTVIYE ESTO 32T °IIX
236 236 257 €32 432 537 §L€ ase 252 otz spreptatg (¥
- - SIE%L  LSR'T  vGE'r G2ty 162y ¥s2ty v6Z'Y vGzy - - - syuewTrRISTY Jusuledeg 2°¥
- git 6Ev 25L S93%  glE's P59y ls6'L  oift2 - - - salawy> 3sesajul | °¥

236 Al 5LV 661G O7v'S  G2¥'C  010'9 Ee2'S  £1S'9  T6i9 - (8°3 °L mat) suoryedyigo TeToUBUTL °F

zes 144 749 {14 1114 34 4 azr o6t @ - - - - = (8 *IWE ‘1°V ney 03 mea-qug) SOTY, °¢
. (8 °3 ‘1L°2 nox) isazajuy
dHL's ofl's  0tL'g OfL's OfL's OFEL'® Ofl'e  ofL's OP'L  ourilL - - - Surpniaxe sesvedze gee) °2
- - - - - - - - - - 005°2 - - © Te3ydes Putyaoy 2y
- - - - - - - - - - 960°GL  0ga‘st  okSZ T®37€®0 pexTg L
- - - - - - - - - - - 065°LL  o08d‘gL  0kS*2 (672 ‘i mox) svemiseaty °y
(00) 8072410 BEWD °IX
- - - - - - - - - - 068°L.  aoo‘m | - steo7 2°2 _
- - - - - - - - - - - 062'Y  0KS*Z Lywda -2 W
- - - - - - - - - - 066°'LL  000°GL  OKS'Z (@ *3 ‘gmeg) PeOMOSEX TEIIMRUTS 2
bl - - - - - - - - - - - sarea tenrisey €4
- - - - - - - (s Ta ) S = A WIPIWNE 2°|

2250 002'3L 00:'sh 202'Sh 00BGL 028°SL 00591 O0OE'SL 202'€L 002y

’gOOG.CN 1l
24T 20:'5L 20:%5L 006°St D08°SL 00ESE 002°SL 203°%. 029'FL  0TCML

(9“3 *t mo3) sucowy -3
(19) 8%04KI BO¥D I

2 1t hVH 5 ] L S S L4 £
6e6t g2t $551L S5t 568 £664 2E5L L66L 0661 65 gLEL ust . 9

o~
-
<

® & 3 I

. we) e ‘ti




-25 -

However, it has to be pointed out that the subsidies of 0.06 dinars
per meter were given by the government in 1979 and 1980. In the
absenoe of subsidies, the net oash balance in these two years would
tum out to be negative and the projeot would not be liquid, showing
a oonl:ldeublo surplus of financial assets as one gots oloser to the
end of the project's life. Hence, the financial management has a
good opportunity to invest this surplus of financial assets outside
the project but under the condition that the repayment period does
not exoeed 1988 since in 1989 the second oycle of the projoot will
probadbly start,

Therefore, the projeot is liquid over its entire life and able to
meet all its obligations, but the investor should pay apecial attention
to the years 1979 and 1980 not to lower its production or to increase
the opsrating costs of the projeot.

2.2, Cepital struoture analysis

In order to analyse the projeot's capital struoture, tho dobt
oquity ratio is determined as followss

L 1,590, 000
+- R - o
where n“ = debt—equity ratio.
I = the smownt of loans taken by the project (m 6.2 T.8)

o g =

Q = the -ount of tho oquity onpitsl mod by thc
' projeot (row 6.1, T.8).
The project's dedt~equity ratioc shows that the capital obtained through
the loans is more than four times larger thm that received from the
sharebolders. In spite of this, the capital struoture is considered
to be adequate, as neither interest oharges nor repayment installments
provoke short-ters borrowing in any years of the project's life.




III. PROJECT EVALUATION
(National Profitability)

Having assessed the acceptability of the project from the private
investor's point of view, the expert group from H.E.L.E.N.A. Research
Inetitute has proceeded to judge whether it was naticnally profitable.
The contribution of the project to the objectives of the social and
economic development of the country has to be appraised. Since the
Five Year Development Plan of Perovia considers building up the
development and growth potential as the main national objeotive,
special attention has to be paid to the project?s contribution to
the formation of value added in Perovia, and more precisely to the
national value added due to the ca;pita,l and foreign exchange scarcities.
But other development ocbjeotives, suoh as increasing employment,
improving the balance of payments situation, mobilizing idle oapacities,
improving the material position of wage eamers, improving the inter-
national competitiveness of poplin exports, should not be neglected
either as they appear to be obstacles for faster social and eoonomio
development of the ocowntry. Hence, the assessment of the ootton
textile mill's na.tior"l profitability will encounter its oontribution
to the net national value added, but also to other goals of social
and economic development.

1. - Project's oontribution to the national value added

There are more pfojeotn ocompeting for the capital allccated to
investments in textile industry, and the choice of the most scceptable
smong thenbms to be made, Therefore, we shall test first the sbsclute
efficiency of the ootton textile mill to see whether it is acceptable,
if it were the only project competing for disposable resources. Then
we have to go on and medlure its relative efficiemcy or acceptability
in comparison with all other projects in competition. In acoordance
with this, our evaluation procedure will be divided into three steps:
deternining the project’s net national value, testing its absolute
efficiency and finally measuring the relative efficiency or the project

renking. F




‘;.1. Doteiugation of the project's net national value added
Before testing the absolute and relative efficiency of the cotton

textile mill, it ig necessary firai to determine the netmtional

value added generated over its lifetime. The value added generated

will de found out as the difference betwean the value of its nutput

ad the value of the material inputs used, the latter including

oapital inputs and current material inputs, Then the amount of the

repatriated payments has to be deducted in order to arrive at the
national value added,

The computation of the net national value added genersted by the
textile mill is made first st actual market prices and official rate
of foreign exchange (Table 14). This provides an opportunity to
compares ' |

. the net benefits from the commercial point of view
" {Table 11) nttm net benefits from the national
(

poiat of view (Table 14) under the same prices and
exchange Tates. The difference is due to the
diffomce betweon "commercial banefit" and
"national benefit", The net cash flow (row 111,
Table 11) comprises net profit after taxes and
interest, plus depreciation, plus residual value
(i any). The net national value added comprises
wages and social surplus, Social surplus includes
interest, taxes, dividends, mdiltributed profit
'in possession of the firm, which r«utn- with:ln
the boundaries of the cowntry,

the net benefits from the national peint of view
oomputed with aoctual prices and official rete of
exchange (Table 14) and the same net benefits
oc-putod under adjusted prices for inputs amd
outputs and adjusted rate of foreign exohange
(Tedle 17).

Project tonul.tim hu oftu-od the proper breakdowm of the
o Aput and inputs into dn-mio and foreign components and the value
of foreign omuti is mil; corrected hv applying the adjmod
rate of foreign exchmge.
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It needs to be pointed out that at an earlier stage the investor
snticipatsd to esll all the production on the domestic market since
domestic demand for poplin exceeds by far the quantities available
on the markst, But the experts from H.E.L.E.N.A. Research Institute,
being well informed about the shortage of foreign exchange in Perovia,
suggested that a portion of produotion be exported which was readily
acoepted by the National Planning Agency. Furthermore, the National
Planning Agency proposes to the investor to sign a long-temm oontract
for exporting 2,500,000 meters of pcplin at the F.0.B. price of
U8$ 0.60 over the period 1979~1988. Therefore, the sales of the
cotton textile mill will be ams stated in Table 153

Table 15. Annual Sales '

i
.

!
Y

i
i
?
]
|

1979 - 1980 1981 - 1988 '
I ¢t en !
~ Quantity Price Sales Quantity Price Sales
in 000 . / in 000 in 000 dinm/nmboo
meters 8T8/ M yinars meters

1. l:portvl/ 2,500 0.6 1,500 2,500 0.6
2. Domestioally marketed 19,500 0.6 11,700 25,500 0.6

Total (1 +2) 22,000 - 13,200 28,000 -

A

™e value of exports has been converted into domestio currency at thJ
official rete of exchange of 1 dinar =~ US$ 1. Py

After the separation of the quantities to be exported from those
40 be 9014 on the domestio market, all infommation for applying priocing
rules appropriately is evailable. But in doing the evaluatimm, the
team was oconfronted with the problem of finding the adjusted rete of
exchange as all foreign ocomponents have to be oconverted into dinare pot
at the official but at an adjusted rate of exchange. The tesa found
that the National Planning Agmoy of Perovia did not set up the adjusted
rete of exchange as a national paremeter. Therefore, first it must de
decided whether to use the adjusted rate of exchange or not at all.
In the pudblication "Boonomic Survey of Perovia", issusd snnually by
the National Planning Agwnoy saong other information of an economio
nature, the balanoe of payments situation over the last ten years,

3
|
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to&ofhei' with the projected one fbr' 1976 was shown. The aggregated
information concerning the exparis and imports are reproduced in Table 16.

It is obvious from Table 16 tiat there is a chrcnic balance of
payments deficit in Pernvia in the period 1972-1976, and it is egti—
mated that the situation will not change substantially in the years
to come. Pir this reason the demand for foreign exchange exceeds its
supply and the official rate of exchange is less than the true value
of the foioign exchange from the naticnal point of view. The balance
of payments defioit will continue in the foreseeablo future, and ‘
therefore the adjusted rate nf foreign exchange sheould be used in the
national profitability evaluation of the cotton textile mill.

On the basis of available information, the adjusted rate of
. exchange premium will be estimated as ‘

PF - RF(1 +?‘)vv

where P’ = the sdjusted rate of foreign exchange
' = official rate of foreign exchango
= the value of imports in the current accounts
= the value of exports in the current acoounts.

In doing mo, we shall confine oursalvos tn the last fivoljdm;
for 1972 the MJmtedrate of exchange is

o 1(”%‘&) - 1.22
[] \

when the imports, exports and deficit are converted into dinars at
the official rate of sxchange and expressed in milliwms of dinars.

Table 16 lbm that the adjusted rate of foreign exchange varies
from year tn year and this is a reason to find an average nne for the
whole period 1972-1976. 1If it is estimated on the basis of a five-year
peried, 1t amounts to 1.202. This means that the adjusted rate of
foreign exchange is 20.2 per cent higher than the official rate:

For further analysis we shall adopt the rate 1.2 dinars « US§ 1.
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Having detemined the adjustied rate of exchange, we can proceed
to the proper evaluation (f outputs and inputs, which is prosented in
Table 17. The value of outputs consists of exports at F.0.B. price
converted into dinars at the adjuciod rate of exchange, 1.2 dinars =
US$ i. The poplin sold an domestic market is actually import substi-
tuting and is priced at the price which includes the C.I.F. pr}ce of
poplin, its import duties, transportation and insurance cost. Of
course, iis C.I.F. price was converted into dinars at the adjusted rate
of foreign exo.hange. Subsidies are introduced at their nominal values.
Residual value includes only the value of buildings and land at the
end of 1988, which will probably be used for a new cycle of production
as from 1989. During discussions with the investor, it was found that
a relatively short life nf the project is tak2.1, which is equal to the
duretion of equipment. This was done on purpose to follow comparatively
rapid technological progress in the textile industry. Hence, the
investnr will not undertake any major replacement, but will start the
second cycle with the existing buildings and new equipment at the
present location. The fact that the time horizon of the investor's
development policy is longer than the life span of the projeot shows
that the project will be operated by reliable and competent pecple, so
this fact was brought to the attention nf the Perovian government,

Data roncerning the material inputs were readily introduoed in
Table 173 all imported components valued at the prices including their
C.L.F. price, import duties as well as transport and insurance cost,
and oonverted into domestic currency at the adjusted rate of foreign
exchange. Anong the investments the adjusted rate of exchangs was
applied omnly to the imported component of fixed capital.

Repatriated payments were given as it was formulated by the
investor and converted in dinars at the adjusted rate of exchange.

et national value added stated in Teble 17, row V, is broke
down into wages and social surplus for further analysis.
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One notices the difference butween the annual magnitudes of the
value added computed using the official rate of exchange (Table 14) on
oane hand and the value added computed with the adjusted rate of
exohange (Table 17) on the cther. This is so because the adjusted rate
of exchange was applied to all imported materials and investaent,
exports of output, import substitution as well as repatriated payments.
Through exports and impert substitution the adjusted rate of exchange
increases the value added while through imported materials, investment
md repatriated payments the appliocation of the sdjusted rate of ex-
change brings down the net value added. In this way we obtain a more
realistic picture of the true social value of the net national value
added generated by the textile mill project.

Having detemined the nominal values of net national value added
throughout the project's life, we proceed to the absolute efficiency
teost.

1.2 Absolute efficiency test of the project

Testing the absolute efficiency of the textile mill projeot
ocomprises the comparison of the project's net benefits with the resources
used bty the project. More precisely, the project's net national value added
has to cover wages and provide some social surplus in order to continue
with the evaluation. This comparison will be done Hr the norual year
and for the whole economic life cf vhe textile mill.

If the absolute effiociency test is based on & normal year data,
$he project bas to satisfy the following conditions

E, = 0~ (k1 + D)=V,

where l. = absolute efficiency test for a single normal Yeoar;
0 = value of output in a nommal Year;
N1 « value of current material inputs in a normal year)
p = amount of depreciation in a nommal ysars

¥ = total wages paid in a nommal year to local and
expatriate labour.
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Since 1962 has bewn chosen as the normal Year of the textile
cotton mill, tho above condition tums out to bo:—v '

A}

i zo.wo, - (7,026,000 + 2,490,000) = 2,179,000

or o l. = 10,644,000 —=2,179,000

/

Mrofon, the project passes the absolute efficiency test since its
net mtiona.l vduo uldod covers fully the wages in this year and
Senerates 8,465,000 dinars of social surplus in tems of interest,
dividends, taxes, rents and undistributed profit. But in order to

be quite positive, the expert group has carried out the absclute
sfficiemcy test on the basis of the whole ssonomic life of tho textile
mill, ="

If the ebsolute efficiency test is performed on the basis of the
whole:1ifé of the project, thée condition a project hu to meet is given
bty the o:pmcion ‘ o

n n
k- Z (V) =, >Z Weoy

where l‘ = absolute efficiency test indicators

(*u)t « net national velue added expected {0 be generated
in the year t of the project's life;

W, - expacted vages in year ¢ (domestic and those of
foreigners which are not repatriated). Repatriated
wages are excluded.

& = disoounting factor in the Joar ¢ dorivoﬂ from tho
‘social rate of discount.
Therefore, if the project is to pass the absolute officiency test, its
net national value added genereted over its vhole lifs has to be at
least equal tothompddout ovorﬂu uupniodortm, or
posaibly lmor.

L

Yy a fuuru are stated in dinare.
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Data necessary for the above computation are given in Table 17
omtaining the nominal annual values of the wages and the net national
value added. For the absolute efficicncy itest the above nominal annual
values have to be discounted tc thcir present values, applying a soocial
rete of discount. Such a discouni rate was not readily available to the
temm of project evaluaiors.

Unfortunately, neither the National FPlanning Agmocy of Perovia
nor the Perovian Boanamic Inatitute did any research related directly
to establishing the sccial rate of discount as a national paremeter.

However, some resese~ch was done oonceming the intemal and
external political and economic present and future situation. Om the
dasis of this information the eveluators made the follewing conalusionss 1

= The annual rete of inflation in Perovia has been ruming
over the last five ysars between 15 per cent snd 20 per oemt.
At the same time, the prices have been incrosoing on the
world market at a rate of 10 per cent to 15 per oent.

= The lang-tem loans formerly taken ty Perovian investors
abroad were given usually at the rate of interest of
12 per cent, which appears to be the most frequent |
interest rate charged on these loans in the capital ' |
market with which Perovia deals. PFurthermore, there is |
no sign that this rate will change substamtislly in the |
foreseeable future;

= The observed rates of retum cn the long-tem investamte
in Perovia have been sbout 10 per omt smd are expected
10 stay more or less the semey

= The Five-Year Developaent Plan of Perovia, wich was
acoepted by the Federsl Parliamant six months 880, has
put much emphasis on sooial ond economic development)
especially points out the need to improve the oomiry's
growth potential but also asks for an effort to reech
soonomio independence as much ss possidle, i.e. %o start ~ .
or $o develop further the import substituting industries.
Also, it has ben decided to disoomtinue the exports of . .
Perovimn rew materials and intermediate goods and weing
then in domestic industries to promote the export of final products)
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= Ths future political situation in this part of the
world seems to be relatively risky sinoe some of the
developed countries are interested very much in -
Perovian and neighbouring oountries' natural resources.
In addition to this, the Perovian Govermment intends to
nationalize some large firms belonging to the foreigners
and this may bring some troubles, too.

Starting with this general information, the evaluators havs
ooncluded that the appropriate premium for a domestic projeot should
be rather high. The team came to this conolusion taking into account .
the pronownced prospeotive domestic and foreign inflation, the
relative political instability and the strong desire for development
of import substituting industries. In such a way the social discount
rate would be lowsr and more projects would be feasible. The premium
for domestic projects in acoordance with this was set up at 0.25.

The social rate of discount was then detemmined uging the rate {
of interest in the relevant world oapital market and the premium for
domestio projects as followss |

SRD = r - pgr,

where SRD « social rate of digoount
r' = rate of interest in the relevant world
capital markst

P * preaium for domestic projects

Hewing introduced the appropriats value in the abovs expression, the
social rate of discount was detemmined as: '

SRD « 12-0.25x 12 = 9.

Therefore, the social rate of discount to bs applied is nine per
oent and all nominal values of national value added, wages and invest~
ment are discounted at nine per ot and presentsd in Tebls 18.

The sumation of the discounted values stated in the last
oolum of Tedle 18 shows thats

IR i
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12

Wea, = 11,333,000

Having introduced the above anountl in tho sbuoluto officimoy
formula, we obtain

E = 32,421,000 ‘}11 333,000
Thus, the absolute efficiency test of the cottan. tmilc mill shows

that the net national value added moutod over its lifetime ozoudl

the wages during this period by 21,088,000 dinars, which is the socjal . .

surplus. It is to say that the same conclusion, bdut more founded, . = .
has been reashed as before when testing the absolute efficiency on
the normal year basis. Since this px'o;]oc‘t~ hus ‘passed the absolute
efficiency tut, the anulylil is continued, carrying mrt the rolst:l.vo
ofticicnoy tut in order to oonpu-o :lt to other ompotinc projeotl |
in the téxtile industry. |

1.3 Relative otﬁoimol lest of the project _

The objootivo of the relative otﬂoimoy tut 1- to ﬁnd an
indicator for judging which project generates maximum net national
valus added relative to the investments’ used, which are the moet
scarce factors in Perovia. - On this ‘besis, all projects competing
for the limited capital rescirces may be ranked and a deeisiom '
taken vith regard to their nooeptmo. for implementation or rqootim.
The relative efficiency test indioator may be arrived at by dividing

the diecounted net national value added genersted by the textile mill - -

project bty the discounted investments in fixed capital, indicated as
followms
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n
N (Va), o

»
n
E Iy &
=
wvhere l° = relative efficimoy test indicasors

('A)t = net national value added genereted in
the year t of the project's life;

It = investaents in fixed capital in the year ¢
of the project's life;

& = discounting factor in the m %t derived from
the preimidt vetine Satibew
Introducing the data from Table 18 into the above uuuma sives
the following results

3, - BELE® . o

Therefore, a wmit of investamts in fized oapital, when discownted
10 the present value, generstes 0.93 uwnits of discownted net national
value added. This ratio in itself is relatively high., It is also
higher than the ratios of tw other altemative textile projects
being examined by the Perovimn suthoritieer-~therefore, thetextile
ootton mill passes the relative officiency test.

In spite of the fact that the project ooutributes ocnsidersbly to
the natiunal inoome in tems of net national value gmerated, the
ovalustion team felt that its impaot on other national eoonomic mnd |
social objeotivés should also be examined. This wes readily supported
and acospted by the Rinistry cf Industry -td the National Plaming
Agwmoy of Perovia.
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2. Wvaluation of the Pro in the t of Cther Devel 1

Ob;gg} ives

2.1 Introduction

Up o now the evaluation bas been oriented toward appraising the
prog_oot'l_ contribution to the national value added of Perovia. However,
it remains 10 be sean whether this projeot is justified when the other:
development cbjectives are considered.

~" The present stage of social and econemic development of Perovia
suggests, and this was clearly stated by the Five Year Developament
Plan of Perovia, that the project's impact on employment, distribdution .
among sooial groups, balance of payments position, bestter usage of
idle capacity in the oountry and intemational competitivensss of
poplin exports should be viewed as ver, important, too. Consequently,
tha.svaluation was oriented toward the estimation of the projoot'i

nploylnnt effect, distribution effeot, net foreign exchange offm, -

1d10 oa.paoity effect and international competitiveness as well, -~ -

>

ent Effect of the Project

Neasuring the employment effeot of the cotton textile mill win‘,
in addition to the projeot iself, involve the sectors directly linkod‘
either at the input or at the output side. 1In such a way, the total
number of workers additionally employed will be assessed. These new
Jodbs will be created only if the oorresponding investaent outlays take
Place. Keeping this in mind, ths employment effect will be estimated ass
z ' Hu + H.
e fu
vhere I « employment effect of the px-o:)oot;

l“ = total number of unskilled workox‘i ‘additionally
' - employed;

ﬂ' = total number of skilled workers additionally
s mployed;

T = total investaet ontlm noodod to opm thuo new
Job opportwnities.

i
§



Partly from the foggula.t:lcn of the ootton textile mill project
and partly after making & special inquiry, the svalustor gathered the
necessary information for computing the employment effect, which is
presented :n Table 19. .

Teble 19, IKlements for the Employment Effeoct Betimation

e e T A A R —

| ¥ wmber of Workers Employed
Location of Effect 'mm?,“x_ Capitel ”’"‘*;‘

workers  workers T0tel (in 000 dinare

e e o 3 (gl
1. Cotton yam aill 390 1,967 2,357 38,200
2, Production of inputs U - M 35

~ Chemicals 11 - 1 50

- Bervices 2y - 23 b -
3. ‘lothing industry N 15 112 202

aaveryy m

4. total (1+243) 521 1,982 2,503 38,457

Lt o]

The ocotton textile mill will, therefore, directly smd indirectly create
2,%03 new job opportunities, but for this 38,457,000 dinars need to be
invested., By introducing this information in the expression for the
enploynent effect we getg

1+ 1,97
3, = %mo— - 0.0664

shoving that a million of investaents will open 66 job opportmities.
After oomparisen with the employment effect from other altemative
projects, this ome was found t0 be acoceptable since it orestes more
Job opportmities per unit of capital invested.

2.} Pistritytion Bffect of the Project

In evaluating the distridution effect of the ocottom textile mill,
we are interested in the distribution of the value added detwean the wage
earnere, the profit eamers snd the government. This means ihat the
distridution effect will be computed acoording to the followings
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where 28" . .distribution index of the wage eamers;

18° . dietribution index of the profit eamers;
e . ~distribution index of the govemment;

VA" = net national value added distributed to the
wvage eamers in the normal year, i.e. 19823 ——

VA® « ‘net national value added distributed to the
profit eamers in the nommal Year, i.e. 19824

VA . net national value added distributed to the
government in the normal year, i.e. 1982,

It may be pointed out that the share distributed to the wage
samers encounters only wages, the profit eamers get dividends, ;
interest and rent while the government gets taxes and the total «_.'l
interest on domestic loans since these are loans granted bty the
Perovien National Bank. Therefore, the first step in assessing the
distridbution effect is to determine the net national value added
§merated by the project in the normal year (which is 1982), as well as
the share going to the wage eamers, profit eamers and government.

This is done using market pﬂou and is presented in Table 20.

Using the data from Table 20 in the above expressions, we obtains

SRS R e W e e e aa e o .

u’ - 8;%!1@ - 4.3“ ) ‘
w - é%uoo = 14.55%.

It can be seen that the main beneficiaries from the distribution of net
national value added are the wage eamers and the govermaent, who get

29.97% end 14.55% respectively. However, 1t should be pointed out that
the government hes direct control of the wmdistributed share of the net




Table 20

Distridbution of the Net National Value Added in 1982
(in 000 diaars) .

I. VALUE OF OUTPUT 16,800
1. Sales revenue 16,800
1I. VALUE OF INPUTS 8,900
1. Investment (decpeciation) 2,490
2. Current material inputs 6,410 |
2.1 Domestic 3,160
. 262 I-ported}/ B'm .
2.3 Infrastructural services 170 co
III. DOMESTIC NET VALUE ADDED (I-II) 7,900
IV. REPATRIATED PAYMEITS 963
1. Wages 100
2. Dividends ' 74 i |
3. Interest 789 .
IV.  NATIONAL NET VALUE ADDED . 6,937 |
1. Wages ' 2,019
2, Dividends (private) 304
3. Government revenue 1,009

(profit, taxes and interest
on domestic hoans)

4. Undistributed profitly | 3,545

1/ Velue of imported current material inputs is oconverted
in® dinars at the offiocial rate of exchange 1 dinar « UB§ 1.

2/ 70 be used for finanoing future expansion of the fim
reserve funds, soocial welfare funds, eto.
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national value added amounting to 39545,000 dinars, which will be used
for expansion of the fim, reserve funds, social welfare funds, etc.
The wage eamers will get a considerable emount of fringe benefits
(kindergarden, hcspital, theatre, .ecreational facilities, low priced
food in the cafeteria, etc.) financed from the project's social
welfare fund to which part of the undistributed value added will de
allocated, It im estimated on the basis of past experience and com-
parison with other competing projects that the cotton textile mill
provides oonsiderable direct and indirect benefits to the wage eamers
a8 well as secure funds for further development of the fim,

2.4 Neot forq.e ExM Effect of the Project

The implementation and operation of the cotton textile mill will
require foreign exchange, but on the other hand, this project will
sawe Perovia some foreign exchange, sinoe it eams foreign sxchange
through exports and saves it through import substitution.

In order to assess the impact of the project on the balamce of
payments, the net foreign exchange effect will be estimated, This
effect is expressed as:

n

p(m);-."., " E (r -m)t .

mlp)- i falwny.of the et rcign exchange effect;
H*- foreign exchange inflows in the ttb Year;
70‘ = foreign exchange outflows in the tth Year;

‘t = discount factors at seleoted sooial rate of
' disoount;

xi = number of years in the project's economic life,

e information needed for esotimating the net foreign exchange
effect of the cotton textile mill is given in Tedble 21. The items
in this tadle were expressed in dinars applying the offiolal rete of
exohange.

The malysis of the net foreign exchange could be ocarried out
taking into oonsideretion the whole 1ife of the project, dut also on
the ammual besis. Tedle 21 indicates that the ocottonn textile mill
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will have over its implementation period positive net foreign exchange
flows, which means that the foreign loan given by the machinery supplier
and the foreign equity capital are sufficient to finance the foreign
components of investments. However, starting in 1979 and later, the
project will huvi negative annual net foreign exchange flows due to
repaying foreign lcan (principal and interest), importing current
material inputs and repatiration of wages and dividends. Situation
chenges radically when the foreign exchange saved due to import substi-
tution is taken into consideration, In this case the net foreign
exchange effect is positive throughout the project’s lifetime. By
dilo'om'ting the annual net foreign exchange effects at the social rate
of disoownt, we arrive at the present value of the net foreign exchange
effeot amownting to 55,019,000 dinars. Hence, the amount of foreign
Oxolunn umod md saved for Perovia by implementation of this project
would be such that in spite of repaying the foreign loan,using imported
luterial, foro:l.m equity capital and personnel, there is still a
surplus which in temms of preunt value amounts to 55,019,000 dinars.

25 ldle Capacity Effect
It has been noted that there is an idle capacity in the factory

producing chemicals, which are not competitive and therefors not exported

abroad, as well as in the domestio production of the indireot production
materials due to the lack of demand for their produots. The imple~
aentation.of tho textile mill will inoresse this demand and use up the
existing idle capacities generating sn additional value added in these
sectors w:lthout any additional invutnents. . Therefore, the teaa of
evaluators dooidod to acoount for this pm of the value added hy
oomputing the idle capacity effect of the cotton textile mill _:l.n the
capital soarcity situation as followss

- n n

(Va), o + (Va)y &

= =

E Iy &
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where zi = 1idle capacity effeot;

(vu)t = net national value added generated by the
project being evaluated in the tth year;

net national value added generated in the

linked up sectors presently having idle

oapacitys

= Ainvestment outlays of the project being
evaluated in the t'B year;

o = disoount factors at the seleocted social rate
of discount:

<
'....’

v
L. 4

L]

n = number of years in the project's life,

. Part of the information necessary to estimate the idle oapscity
effect was already prepared. Present value of the net national value
added generated by the cotton textile mill and the present valus of
investment were computed in Table 18 and amounted to 32,421,000 dinare
and 34,776,000 dinars respectively. However, the information regarding

the value added generated in the linked-up seotor is still missing.

After analysing the production ocapacities of the inputs, it was
found that there is an idle capscity in the production of chemicals and
indireot production materials which is due to the lack of demand for
these products. The cotton textile mill will oreate an additional demand
for them, and as a result of the usage of the idle capacity, the
value added in these sectors will be higher for the amounts as stated

in Teble 22,
e 22, Net Nati alue d in the Linked-up Beotors
(in 000 di.nm).
TS 1980 1987 1982 m
3 4 2 6 [ —
1. Produotion of 95 60 25 - - -
chemicals
2., Production of 180 155 110 . 60 20 -

indirect produc-
tion materials

3. Yominal net national 275 21% 135 60 20 -
value added (1 + 2) :

4. Discownt faotors at 0,772 0.708 0.649 0.596 0,547 ==
social rate of
discomt 9% ‘

S. Discomted net 212 152 88 36 1M 499
national value
sdded (3 x 5)
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As show, the value added on the basis of better usage of the
idle capacity in the production of chemicals will appear only in 1979,
1980 and 1981, and the one in the production of the indirect produc-
tion materials in the period 1979-1983. Or, in the (ther years of the
cotton textile project's life there will be no idle capacities in
these sectors. This is due to the growing demand tor chmic.ll and
indirect production mtorisls in Perovia.

Having introducod the relevant figures in the expression for the
idle capacity effect, we obtains

) ,,;g,g.ooo + égg,ooo

Thus, the hplncntltion of tho cotton tox‘tilo aill will gerate
over the whole of its life 0 95 units of vuluo added per wnit of
investaent after including the value added in thn sectors presently
with 1d10 capacities.

It is of some intorut to compare this figurc to the cutcome of
tho rohtivo eofficiency test in the ocapital scarcity situation. There
it was estimated that one unit of the investment outlays would generate
0.93 wnits of value added when the whole life of the project is
omidarod.l/ This co~efficient is somewhat highu- now as the noni.nator
is lmor ‘due to the inolusion of the value added to be montod by
present’ 1dle oap.oitiu.

2.6 Intomtionsl competitiveness

The group of experts evaluating this project decided to estimate
the intemational competitiveness of th. cotton textile mill lmoo Y
part of its production will be oxportod. In order to do this, the
international competitiveness indicator was worked out aooortnn‘ %0
the expressions o

j/ Bes Seotion 1.3 of National Profitebility Bvaluation.

D o e - e = s T A A e, 8
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(F1-10), a,

IC =

n
: IR, a,
-

where IC = intemational competitiveness indicator;

!It = foreign exchange inflow of the project in the
yoar t of its life;

rot = foreign exchange outflow of the project in the year
%t of its life;

I, = domeetic rescurce coste (domeetio compment of
investmente, current material inpute and wages)
of the project's output in the year t of ite life;

8 = d:l;coimtin; factor at the selected eocial rate of
diecount in the year t. '

Poreign exchange inflows and outflows as well as the domestic

* resouros cost have already been computed in Table 21, but there they
~ were stated for the tctal annual production. Now, sinoe the intemational
competitiveness is analysed only for expcrts, we have to account Br
the foreign exchange inflows and cutflows and domestic resource cost
related cnly tc the quantity cf exported poplin, |

Exporte of pglin amount tc 8.93% of the total smnual production,
which leads us to take into consideration emly 8.93% of each foreign
exohenge oomponent and domestic component (investments, current
material inpute and wages) when computing the elements for estimation
of the intemational oenpotitivmou.-v This ie tc say that we
a0oount only for the effect whioh reflects the production of poplin for
export amomting to 2,500,000 m._n.

4

Y/ 1In order to be quite precise, it should be noted that this
peromtage is som  higher in 1979 end 19680, But it was
sooepted that the ® make 8,93% of the amnual production
in every year of the project's life,
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Foreign exchange inflows and outflows valid for the export of
2y500,000 meters of poplin are computed in Table 23, "moy ars oon=-
verted in dinars at the adjusted rate of exchange, and then disocounted
at the social rate of discount. The present value of the net foreign
exchange earnings turns out to be 6,783,000 dinars.

Annual domestio resource cost alsgo bued on the quantity of
2,500,000 meters of exported poplin is worked out in Table 24. Its .
present value -amounts to 4,055,000 dinars.

Therefore, d‘tor introducing the above figures in the expression
for the international competitiveness, we get:

IC = z‘%' g 'm = 1.67 ‘ -~

Sinoce tho. intemational compestitiveness hucatof is Iarger then '
one, it is evident that the exports are Justified irrespective of .
prioces oxprouod in aonctu-y tems based on oontronod exchange rate.
e wnit of do.«tio resource oost ooourin. in the textile cotton mill
will monto 1.67 wits of net foreign exchange eamings in terme ot
their present vsluo. 'l'horcforc, in addition to the recovery of domestio
Tescurces unﬁ in the projoot, there will be a oonsiderable surplus of
foreign oxohuo over and above the domestic resource cost.

‘

.o

L'
"

.
(3]

-
-
S M o, a e -
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Iv. Ivaluation Summary

Criterig

Ivaluation Results

I. Commercial Profihbilitl

1. Simple rate of returmm on
total investaent

2. Bimple reate of retum on
oequity capital

4. lﬁ present value (wpv)

5+ Ratio of NPY to the
présant value of total
investaent (NPVR)

| 6. Intemal rate of retum

7. Net cesh balance (NCB)

The simple rate of return of
the project is expected to be
13.5%. Since the prevaili
market interest rate is 6.5
for domestic loans and 8% for
foreign loans, the project is
commercially satisfactory.

The simple rate of retum on
equity capital is 57.2%.

This is a very high rate.

The project is acceptable
unless there exist better
possibilities for the private
sector to invest,

The pay-back period is eight
Years. The project is satis~
factory in view of the past
sxperience of the investor.
There is nc competing project
with shorter pay-back period,

The NPV is 15,413,000 dinars.
Sinoe the NPV is positive,
the project is a.ccopt;b_lo._

FPVR = 0.45. A disoounted
wmit of total investment
oreates 0.45 wmits of net
present value. The project

is acoeptadble since the pre-
sent value ratio is relatively

high, and there is no better project.

The intemal rate of retum is
14.36. The intemal rate of
retum is considerably higher
than the rate of interest on
loans for this projeot - 6.5%
for domestic loans and 8% on
foreign loans. Therefore, the
projeot is acoeptable,

Bhows deficits in years 1979
md 1980 but covered by govern-

.ment subsidy. Has considerable
‘surpluses from 1981 onwards.
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T Criteria ‘ Evaluation Resulis
- e ST
o General Conclusions on
, ) ommerc abilitys
The project is acceptable omn
commercial profitability
- grounds, It needs government
subsidy only during the
initial cperaiion stage,
1979-1980.
II. ¥ationa) Profitability Analysis
1. National net value added .
criterion
- 1.1 Absolute efficiency The project is expected to —
B test generate 32,421,000 dinars

test in ocapital
soarcity situation

2. Comtribution 10 other
- deve 0 Ives

2.1 Buployment effeot

2.2 Distrivution effect

1.2 Relative efficiency

. the government has direct con~-

net national value added com-
prising 11,333,000 dinars wages.
Therefore, it generates oconsi-
derable social surplus and is
acceptable. The project passes
the absolute efficiency test.

One dinar of investment in
fixed capital generates 0.93
dinars of net national value
added. This ratio in itself
is relatively high. It is
also higher than the ratios cof
octher altermative projects.
Therefore, the project passes
the relative efficiency test.

-One million of investments will
‘open 66 jrd opportunities.

This project is acceptable
since it ocreates more jodb
opportunities per wnit of
oapital invested than other
sltemative projeots.

The main beneficiaries of

~ this project will be wage

samers and the govermment,
who directly 30£ and
14.;:1 the distribution of
the value added. In addition,

trol of the undistributed share
of the value added, which will
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Evalustion Results

2.3 Net foreign exchange
offect

2.4 1dle capacity effect

. 2.5 Intemational oompetitive~

be used for f .rther expansion
reserve funds and social wel-
fare funds for ihe benefit of

*
wage earners. ¥

The project has negative
annual net foreign exchange
flows. The situation changes
radically however when the
foreign exchange saved due 1o
import substitution is taken
into considerstten. In this
case the net foreign exchange
effect is positive throughout
the project's lifetime. The
present value of the net
foreign exchange effect is
55,015,00 dinars. Hanne
the project is acceptable.

One dinar of investment in the
mill generates 0.95 dinars of
national value added within
this project and directly
linked sectors. The imple-
mentation of the project will
help to utilise idle capacities
in the production of chemiocals
as well as of indirect produo-
tion materials.

One unit of domestioc resource
oost ocourring in the textile
mill will generate 1.67 units
of net foreign exchange

earnings. . Therefore, in addi-

tion to the recovery of domestio

resources used in the project,
there will be a considerable

surplus of foreign exchange.

-~o.

-~

T sen
S0 SWRrr  vevee e\ v .

The export of poplin is justified.

General Conoclusions cn
3 rofita

The project is acceptable on
national profitability growmds
a8 well, It passes the value
added test as well as shows
very positive results in ocon-
tributing to cther development
objectives of Perovia.

e

-
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