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DISCLAIMER

This document has been produced without formal United Nations editing. The designations
employed and the presentation of the material in this document do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations Industrial Development
Organization (UNIDO) concerning the legal status of any country, territory, city or area or of its
authorities, or concerning the delimitation of its frontiers or boundaries, or its economic system or
degree of development. Designations such as “developed”, “industrialized” and “developing” are
intended for statistical convenience and do not necessarily express a judgment about the stage
reached by a particular country or area in the development process. Mention of firm names or
commercial products does not constitute an endorsement by UNIDO.

FAIR USE POLICY
Any part of this publication may be quoted and referenced for educational and research purposes
without additional permission from UNIDO. However, those who make use of quoting and
referencing this publication are requested to follow the Fair Use Policy of giving due credit to
UNIDO.
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Please contact publications@unido.org for further information concerning UNIDO publications.
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SUGGESTED ISSUE NO. 2: ECONOMIC AND FINANCIAL CRITERIA USED BY FINANCE

AGENCIES IN FINANCIRG INDUSTRIAL PROJECTS AND
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THE IMPLICATIONS OF APPLYING SUCH CRITERIA
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This is one of three issues suggested by the UNIDO secretariat; the
participants are expected to consider these and other issues they may
suggest and advise on the selecticn of priority issues.
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Introduction

The industrial development of virtually all developing countries
cen be seen withim the perspective of an attempt to break with and
transform the status quo from tha* condition known 2s "underdeveloped"/
"developing". This condition is characterized by inter alie @n
incapacity for self-custained industrial growth. t is fiom this
perspective of a break witk the status quo and structural transtormation
that economic and financial criteria, i.e. decision-making rutes to
invest or not to invest, to change or not to change z prcject etc.,
siiould be examined. These decision-making rules govern recognition
of the "feasibility"” or "bankability" of an industrial project. The

implications of this perspective raise some iImporteant issues:

(a) Can these decision-making rules be "rational” or
"geientific”, i.e. free of biases which run counter to
national objectives of the developament of a cepacity for
self-sustained growth and a change to less dependent
international relationships?

(b) If these rules are biased, can they be chanpged or can
the biases be overcome?

(¢) Providing the issues raised under (a) and (b) atove can
be satisfactorily settled, can these rules be applied in
an unbiased manner by operational staff and decision-
makers and more particularly by cperational staff and
Jecision-makers serving different national and/cr orivate
interests?

(d) What part does "judgement", i.e. decision-making based on
evidence which is not measurable, play in investment

decision-making?




Structural transformation

The attempt at structural transformation of the economy which
comprises industrialization for many developing countries is a process
incorporating many effects: for any single industrial project there
is a network of upstream and downstreasm linkages with other industrial
projects and activities, i.e. goods and services which are bought and
scld by the single project so that there is an impact on the producers
and consumers of these goods and services. There are also "externalities”,
i.e. benefits which are obtained by the national economy such as the
availability of skilled and experienced workers. As the structural
transformation proceeds this network becomes increasingly dense as these
linkages increase. Mcreover, this transformation takes vlace over a
longer or shorter period of time, and there are significant and changing
increases in efficiency to the traasformation in terms of skill formation,
the transferability of skills, the develovment of technological capability,
absorptive capacity ete., some of whish may increase more quickly than

the rate of industrial investment.

This process of structural transformation over time, i.e. the
building of an economic and social infrastructure to suppvort industrislization,
involves costs, and the question arises of how these custs can be charged
against part]:ular industrial projects, as convention seems to suggest,
or whether some propcrtion of these costs wauld be better charged against
the totality of industrial projects which corstitute an industrial progzramme.
Alternatively, would it be better to asscciate these costs as going towards
the financing of the "development period"” through which developing countries
have to pass if they are to attain their goals of self-sustaining industrial
capacity and a lessening of external devendency? Equally, hov can the
benefits of ‘ncreased efficiency be attributed to particular projects?
It would also appear that without a minimum "eritical mess™ of industrial
investment being sustained over a longer or shorter periocd of time, these
advantages of increased efficiency in industry cannot generally be
expected to accrue to a developing country, does this have implications

for external financing agencies?
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Dependency and national vulnerability

With respect to the objective of a reduction in dependent external
relationships, the question arises of what types of products should be
manufactured and wvhich industries should be given priority in a particular
national context, I.e. the question of outpu compositior and of the costs
attached to "vulnerability" in various industrial sectors would need to
be examined outside the sphere of the conventicnal economic and financial
sriteria for investment decision-making. It would appesr that the broad
composition of product output may need to be independently decided in
acéordance with not easily quantifiable national objectives, as well as
the need to consider the macro-economic matching of demand and supply.
Conventional econamic and financial criteris might then only have the
far more restricted role of influencing the method of producticn or
choice of technology for a given manufactured commodity, i.e. the clcice
of industry, and the pattern of industrial development, may have to be
decided upon apart from project-oriented economic criteria such as
" economic cost-benefit analysis”: it would appear that the application of
project analyéis techniques is no substitute for industrial plenning,
and compariscn should he made only between "close projscts” and not
between {say) steel and fertilizer. The question which should be
raised here i3 whether external financing agencies are interested in
the merit or viability of a pa~ticular project or im a country's
caracity to repay loans? The ansver may be that commercial banks are
interested inthe second question and multilateral agencies (e.g. the.
World Bank, the regional development banks etc.) more in the first
question. Are the export credit agencies of tre developed countries
interested in both questions or are they more interested in the supply

of and payment for capital equioment?




In connection with the use of international product prices in
conventional economic cost-benefit analysis, it is recognized that
these prices reflect the existing international pattern of irade and
international division of labour. Given the objectives of
industrialization, above all to move away from the international
status quo, would not overreliance on such prices in vroject selection
indirectly impede structural change? Moreover, countries may aim at
reducing their dependence on external suppliers of certain products
considered "strategic" and may perceive that such devendence may make
their economies "vulnerable”. Indeed, such countries may verceive
that too open an international trade policy may itself increase the
vulnerability of their economies. How can solutions to "vulrnerability"
avoid leading developing countries to isolationist policies in
international trade? Would such isclation to world trade not be
uneconomic? Costs arising from the foregoing reaquire fine judgements
of perceptions of reductions to naticnal vulnerability, but can such

Judgements be mede by external decision-makers?

Information and Jjudgement

With respect to the application of economic and financial decision
rules, it should be noted that where commercial banks and export credit
agencies are involved, the approach to and successful negotiation with such
agencies may require access to information on equipment costs and
alternative loan conditions not easily available to many developing
countries, particularly those who are only infrequently in the market
for such loans. Where can countries obtain unbiased advice in this area?
Ecually, successful negotiation with the multilateral agencias require
s'tills which are very scarce or non-existent in many developing countries
(economic cost-benefit analysis ia e complex sublect), and alsc access to
information and statistical data which may be scarce or non-existent.

In this situation, how can such countries avcil an overdependence on the

percentions and judgements cof the decision-makers at these agencies, given




that in tne absence of hard information judgements beccme more
subjective, including judgements abou* the future? More particularly,
how can the poorer developing countries and those developing countries
with particularly acute skill constraints prepare themselves to
negotiate with multilateral finance agencies? A related question is
the extent to which dependence on essentially the judgements of multi-
lateral finance agencies in the past have proven to bpe correct, given

tne changing fashions and policies espoused by such agencies.
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