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At its inaugural neeting in Pago Pago in 1981, the Pacific Islands
Devel opnent Program was directed by the Standing Committee of the Pacific
I sl ands Conference to evaluate the potential beneficial role of
mul tinational corporations in the Pacific islands region. In 1984, the
Standing Committee again addressed the question of rmultinational
corporations and approved this study to be undertaken on a sectoral basis,
with the ti.uia industry being the first sector to be e pined.

The tuna industry was selected as the first sector for investigation
by the Standing Conmittee because the tuna fishery and industry in the
Pacific islands region affects all countries and territories. The broad
obj ectives of the tuna sectoral study are (1) to analyze the current and
future role of nultinational corporations in the tuna industry in the
Pacific islandsrei gon, and (2) to evaluate the potential contribution
these corporations could make to industry devel opment in the region. This
is the first tinme that a conprehensive study of the tuna industry in the
Pacificislands region will focus on regional and international issues
affecting the industry fromthe perspective of all island countries.

A proposal outlining the tuna sectoral study was drawn up in 1984.
Thiswasdonein consultation with the Forum Fisheries Agency and research
ccmenced in January 1985. The study will produce a range of technical
reports that will address issuescritical to the devel opment, managenent
and expansion of tuna industries inthe Pacific islands region.

This report, prepared by Boris Skapin and Wlliam$S. Pintz, analyzes
critical aspects of financingtuna ventures. The report addresses
financial planning, risk, debt and sources of funds.

The Pacific |Islands Devel opment Programis tuna study is financially
supported by the East-West Center, the United Nations Development
Programme, the Australian Devel opnent Assistance Bureau, and the United
States Agency for International Devel opnent.

Davi d J. Doul man, Ph.D.
Proj ect D rector
Ml tinational Corporations inthe Pacific Ana Industry
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Fi nancing tuna ventures is a conplex and substantial undertaking.
This report attenpts to explain in a non-technical way the naure of, and
probl ens associated with, financing |arge-scale tuna fishing and/or canning
projects in the Pacificislands region.

After ageneral i ntroduction, thereport outlines the conmponents of a
financing plan. Thisisfollowed by a revi ew of finance and ri sk,
including risk spreading, sharing and hedgi ng. Sources of debt are then
di scussed along with the financing environment for industrial projects.

I nternational nmechanisms for encouraging risk taking by |enders and
investors are eval uated and the termsand conditions of |oans reviewed.
The nature of tuna fishing as viewed by |enders is exanm ned and the
consequences of project collapse discussed.

The second part of the report focuses on issues associated with
rai sing funds for finance ventures.

The concl usion sunmarizes the report's salient points and notes that
no financial w zardry can substitute for strong project prerequisites.
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The purpose of this study is to exanine the appropriateness of various
financial strategies for the tuna industry in light of different
devel opnent situations in Pacific island countries. Particular attention
will be given to the inplications of loan larantees vis-a-vis the public
debt of major fishing centers.

(a) An analysis shall be provided of the capacity of selected island
countries to directly assume additional public debt to finance new or
expanded fishing ventures.

(b) A further study shall examine the implications of Pacific nations
becom ng involved with financing and utilizing "contingent-conditions"
requiring investors to stand behind venture debt under contractually
defined default conditions.

(c) The consultant shall also provide a qualitative analysis of the
consequences of fish financing or domestic capital markets where such
capital markets are sufficiently devel oped to support either donestic
bank borrow ngs or placement of equity stock issues.
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Backgr ound

The successful financing of a tuna venture™ whether it includes a
fishing vessel, a shore-base, and/or a cannery —is a substantial and
conpl ex undertaking. In addressing such an undertaking it is inportant
that the principal project sponsors, in this case, Pacific island
governments, are famliar with and understand both the framework within
whi ch the necessary funds are to be obtained or nade available and the
inplications of different financial structures. Finding and naintaining an
appropriate financial structure in a tinmely manner while putting together
other project elenents can nmake a major difference in the likely success or
failure of the fishing operation. However, finance, in itself, can never
substitute or the fundanental elements of the project. If sound marketing
arrangenments are not made, if efficient catching and/or canning with rigid
cost control and qualified managenent do not exist, or if such a project is
not internationally conmpetitive, the project will fail irrespective of the
financial structure. Indeed, nmuch of the |aborious effort and
documentation required to raise funds is designed primarily to insure that
the venture is fundanental ly viable.

A host government has often substantial policy interests in the
financial structure of commercial fishing ventures whether or not it is a
direct financial participant. Athough it would probably be inprudent to
attenpt to regulate or control the financial strategies pursued by purely
private tuna operations and/or operations with foreign partners, the host
government has, if nothing else, directtax and foreign exchange concerns
to protect. These concerns suggest that the government shoul d take an
active interest in howthe funding™ in a formof Equity or/and | oans—for
a n°w fishing project is assenbl ed.

Where the government is the principal sponsor or a mgjor equity
participant in a joint venture tunaproject, additional policy questions
relating to the sharing or leveling of risks, the liability exposure, the
preenption of |ender quotas and others becone inportant. In joint
ventures, the interests of the parties involved coincide on some points and
diverge on other. with this interest mx the ocnrnon denomi nator is managed
t hrough financial or noney yardsticks. Were divergence of interests
occur, any project sponsor---in this case, Pacific island government —aust
be prepared to vigorously present its viewpoint, defend its position and
negotiate the best deal. The first step in mastering this process is to
understand the overlying concerns and objectives of the project equity
investors, |lenders, public agencies and private entrepreneurs in organizing
finances to start the project operations. In this paper we concentrate on
how to successfully put together a financing plan for a tuna project, and
not so nuch on what later, when the venture is already operating, the
financial concerns of managenent.
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Fi nanci ng pl an

It might be useful if initially the reader is reminded of a general or
standard structure of afinancing plan for any project, including a fishing
project. The following plan could be used:

Local Foreign Total
currency  currency (US$000)
EAUITY
Share capital
Sponsor 1
Sponsor 2
Sponsor 3

Other forms of equity or
quasi -equity (subsidized | oans)

Cash during construction
(or expansion)

Subtotal equity
L(NS

Source 1
Source 2
Source 3

Subt otal loans

1DTPL

In desi 'hing the finance plan, one has to start with the estimated
project cost, which include expenses for all fixed assets and other assets
which are required to start the operations. It is inportant that the
costs, including provisions for contingencies and escalation are carefully
estimated as once the financing plan is structured, it is difficult to
again approach the original or new lenders (for Equity or loans) and
request additional funds. In project financing it is uncommon, unusual and
unprofessional to come back to the financiers seeking additional financial
assistance after they have been convinced and signed contracts based on
presentations of project feasibility studies. Below is a typical project
cost estimate that is always the starting point for afinancial plan and
the determination of the projected profitability of aventure.
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Local Foreign Total

FIXED ASSETS
Vessels
Machinery
etc.

am s
Pref easibil ity
Finance charges curing construction
Working capital
Escalation provision

Iw

Finance and risk

One of the first financial distinctions which needs to be made is
related to the question of ownership. Ownership is always associated with
the notion of investor and equity investment, which in turn, is associated
with the entity (whether public or private) which must ultimately bear the
main risks of the project. In general, financial structuring is about two
things: the adequate tailoring of debt, and the raising of money, and on
how project risks can be shared or shifted. Whatever the structure,
ultimately the equity owners must bear the risks others are unwilling to
assume.

Institutions are normally willing to bear risks in expectation of
compensation (usually interest or profits) . The greater the risk, the
greater the expected compensation. If we think of risk and compensation as
mirror images of one another we are able to visualize a continuum of
financial agencies which range from aggressive risk-taking entrepreneurs
(seeking substantial equity profits) to bilateral aid donors whose
compensation objectives are humanitarian or political rather than
carrrnercial. Somewhere between these extremes lie multilateral
dev el oFmental institutions like the World Bank (M) , the Asian Development
Bank (AM), and other commercial and merchant bankers; and specialized
financial service agencies that mobilize funds in the international money
centers through a variety of financial instruments.

Risks vary over the life of a project. In addition, the nature of
risk changes as a project mores through its feasibility study stage, its
implementation/construction, and ultimate operational stage. Although
project risks tend to decline or become more controllable as a tuna project
enters its operational stage, uncertainties and external forces like above
average increase of fuel costs, the disruption of supplies, depression of
selling prices or even unexpected climatic change like El Nirr)o (which may
bring about changes in the location of fishing grounds) continue to be of
major ongoing concern. Thus, it is necessary and useful to distinguish
between those risks which are temporarily associated with a particular
phase in the fishing project’'s evolution from those uncertainties which are
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likely to continue throughout a project'slife. Table 1 below lists a
number of typical risk elements facing a Pacific island tuna operation.

Table 1. Financing risks in fishing projects

Cat egory Characterization
Resource risk Biological yield of fish stock*
Operating risk

Technical Can fish be efficiently caught

cost (including fuel) Isinflation of major costs likely to

make operation uneconomi c*

Managenent Can conpany nmanage operation

climatic Will climate affect fishing ground*
Infrastructure Wi ill infrastructure meet proj ect needs
Env iror*nental will env iroruiental resources like

processing water or beit fish be
depl eted or polluted

Mar ket i ng Can catch be sold at economic price*

Political will local/national policies effect
economics of project*

Parti ci pant to participants have co nmon interest or
objectivesin project

Canpletion Will project be completed as planned
(time, cost, performance)

Lega Arelegal complicationslikely to
jeopardize project (implementation or
oper ati on)

*Denot es ongoi ng ri sks

Fran the above list it is clear that the uncertainties facing any new
project airing implementation and curing operation are considerable. It is
for this reason that Qenent-Jones argues agai nst majority or 100 percent
equity ownership by government in new fishing projects. In our view the
same applies for any other form of ownership, say 100 percent privately
owned company.

Fran the point of view of bankers or other non-equity financiers, the
relevant risk period is only the period until the debt is fully repaid.
Equity owners, on the other hand, must face uncertainty throughout the
project's entire life. Fi Ure 1 below graphically depicts the risk stages
in the evolution of afishing project.
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Fi‘ure 1. Risk phasesin a project financing
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From Nevitt, P., Project Financing. Euromone” Publications London, 1983.

By combining the information fran Table 1 (e.g., Characterization) on
the risk profile of Figure 1, a pictureof risk elenents and their
c mulativeinpact on total risk exposure begins to energe.

Risk—spreading, sharing, and hedging

Since the total risk which exists with a fishing venture is determ ned
by a nunber of institutional, market, technical and biological factors it
must be considered as fixed or defined (controllable) as possible at any
particular noment intime. Risks do exist, and if one party to the project
wants to avoid risk then sone other party nmust assume additional risks.

The assunption of risk alnost always carries a price. his price may be
topped in the formof an increase of interest rates, insurance preniuns,
price discounts, |oan guarantees, or a conbination of these and other
devi ces.

Aswe have said before in financing a tuna project, there are two min
categories of risks: a "creditrisk" which involves the |ending of noney
to a project and an "equity risk® taken by the owners or equity sponsors of
the project. Credit risk is conservatively defined by Ienders and is often
underwitten by nortgages, |iens, pledges or other purchases of physi cal
assets associated insurance of the sponsor or project and/or |oan
guar ant ees by project owners. However, even a conservative appraisal of
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the project and tangible loan security or guarantees is sometimes
insufficient to cover project uncertainties. For example, in the last
decade the United States and Mexi can purse seining industry has been
particularly hard hit by &nkruptcy and loan defaults. This experience has
left a number of commercial banks with bad loans and unsellabl e repossessed
assets, and is undoubtedly affecting the attitude of commmercial lenders
toward making new loans to the tuna industry. In other words, the credit
risk of ccuTnercial tuna fishing ventures is currently estimated as quite
high.

Enpirically, the distinction between credit and equity risk can be
fairly accurately defined in terms of the premiums which lenders charge to
make nore risky |oans. Mst international eaonercial lending is based on a
reference interest rate (often the London Interbank Offered Rate or LI BOR)
plus a risk premumor a spread/margin. Normally, cariiiercial banks are
unwilling to lend money at interest rates above LB plus a certain
percentage, which if dollar looms, could be up to some 3 percent. The
rationale for this reluctance is that risk levels which would justify a
higher risk premium than say 3 percent are more properly classified as
equity réter than as lender or credit risks. other hard currency loans
bear different cost or spread margins which tend to be nominally
considerably higher if local currencies (particularly in high inflation
countries) are involved.

In contrast with the variable nature of connnercial lending (e.g.,
interest rates vary up and down during the project life as LIBCR ;ewes up
and down) borrowing fran multilateral organizations like the WB,
International Finance Corp (IFC) and the Asian Development Bank (AL ) is
often on afixed interest rate basis. In itself, afixed interest rate has
the effect of reducing project uncertainty since financing costs can be
more precisely and directly calculated before the project is committed. In
effect, any lender offering afixed interest rate is accepting the risk
that his cost of noney will not exceed the fixed, on-lending rate to the
borrower. of course, unless specified differently in the investment
agreements (which is always possible), by taking afixed rate loan the
borrower has to pay the same price, even if money becomes less expensive
(eq. , if the interest rate falls) .

Sometimes commercia banks will come together in loan syndications
where each bank assumes a faction of the overall loan. In thisway the
banks are sharing the risk that the | oan night not be repaid. on the
borrower's side, risk sharing may occur where the partners in a project
each agree to guarantee a portion of the project's debt. Such sharing is
most common in very large or very risky proj ects but occurs to one degree
or another in alnost all financing strategies or structures. Thebasic
idea behind risk sharing is that overall risk exposure is more manageable
if composed of alarge number of small piecesthan if everything rideson a
few major obligations or commitments. The wisdom of this portfolio
Mmanagement strategy has been repeatedly verified by empirical studies.

Sources of debt

In this section we examine the major lending sources available to
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Pacific island countries. Since sone |lenders nmay be nore or less inclined
toward fishing projects at a particular period in time, it is not possible
to give specific guidance on which lenders to approach first. | ndeed, the
tactical decisions on how a country shoul d make optimal use of the
potential finance available to it should be nade within the context of the
i mportance of a particular econonmc sector or need to the country's overall
devel opnent strategy. For present purposes five financing sources are
consi dered representative:

bilateral aid agencies,

multilateral |enders,

export and supplier credit institutions,
0 wnercial banks, and

| oans from sponsors or sharehol ders.

arwOE

Bil ateral aid agencies. Aid Lunds frombilateral donors at concessionary
interest rates are available for a broad range of projects in devel oping
countries. But even when these funds are obtained, they do not represent a
substantial portion of the project's financial plan. In other words, funds
fran bilateral agencies tend to be a marginal contribution, and often funds
are tied to specific purposes: e.g., pre-feasibility studies, training of
personnel, etc. Historically, many donors have tried to focus on social or
infrastructure projects and to avoid | ending for comercial activities |ike
tuna fishing. This nonconmercial focus has been partly justified on

phi | osophi cal grounds, but of inportance has been the concern over
criticismin the host country that aid finance was unfairly conpeting with
co nercial financial institutions. Thisnoncomercial orientation nay be
changing with the current enphasis of many donors on privatization. This
has | ed a nunber of aid agencies to see their prograns as adjuncts or

catal ysts to comercial financing. Thus, aid project nonies mght
sometines be favorably considered as part of an expansion of existing
vessel fleets, or shore-based operations. one cautionary word however

shoul d be made. Irrespective of the motives, bilateral donorsare often
reluctant to provide funds for projects which directly conpete with their
donestic industries. In other words, if the distant water fishingindustry
isto be affected, you could qualify for supportive aid funds but if your

project is to replace, it mght be difficult toobtain the fundsfran this
sour ce.

lultilateral lenders. The WB with its affiliates is generally accepted as
the maj or "development” institution serving the 'Third Wrld. In the

i sl ands region several countries (Papua New Guinea, Fiji, Wst ern Samoa,
Vanuat u, and Sol omon |sland) are WB nenbers. An even |arger number of

i sland countries participate in the lending activities of the Aimwhich is
an equivalent regional financial institution. These nmultilateral financial
institutions make project loanswhich have to be governnent guaranteed.

For countries with particularly | ow GNP per capita the WB's International
Devel opnent Association (1 DA) provides soft funds with very |ong repaynent
periods and synmbolic interest rates. \Were private investors are involved,
a WB affiliate--the International Finance Corporation (IF)---nay
participate as both lender and equity caner. Loans fromthe WB orthe ALE
aregeneral ly for longer terns (say 12 to 20 years) with a 2--3 year grace
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period f or first payments of principals) and interest rates are often below
commercial levels. However, the apprai sal of the projectsis detailed and
the approval processislengthy. Also denomination of the loansin foreign
currencies is sometimes criticized as carrying substantial currency risk
particularly if local components are financed with these funds.

Neverthel ess, these institutions are often the only possible sources of
foreign currency financing for devel oping countries and they are highly
regarded by the international financial cc nunity. Their participation is
seen as an endorsement of the credit-worthiness of a proj ect as they always
very carefully and professionally eval uate the technical, financial and
economic viability of a proposed project. Both the MB and the WB are
sometimes willing to provide devel oping nations with technical assistance
grants (AM) or loan support (WS) for project preparation. In contrast to
the tied procurement requi repents of many bilateral donor countries,
multilateral lendersinsist on international competitive bidding procedures
(except for IFC where selection of machinery and equi pnent is entirely
determined by the project sponsor) .

For Pacific island countries, two other agencies deserve mentioning as
they play an increasing role in the islands region: the European
Investment Bank (EIS) and the Commonwealth Development Corporation (CDC).
The European Investment Bank serves as afinancial arm of the European
Economic Ccu nunity (EEC) . The EIB has several specialized lending programs
whi ch shoul d be investigated in caseswhere European trade isinvolved.
(For example, EIB financing might be worth exploring in connection with
tuna marketing or processing in Italy) . A second international financing
agency of note isthe CDC. This corporation has been quite active in the
palm oil and other agricultural activitiesin Pacific island countries.
Although CDC hasyet to lend or invest in tuna projects, the organization's
mandate is sufficiently broad to permit this sort of participation. A more
detailed profile of these agenciesisin Appendix 1.

Export and supplies credit institutions. Marry industrial countries have
export financing agencies which seek, through loan guarantees and
subsidized interest rates, to promote national exports. In theory,
competition between those agencies is suppose to be controlled under an
agreement called the Berne Union but, in fact, competition is often quite
intense. obviously, not all countries having export credit agencies
produce suitable fishing vessels or cannery equipment for the tuna
industry, so advance research into vessel or equipment sourcesis
necessary. I n addition, care must be taken that equipment secured under
export credit arrangements is internationally competitive or the benefits
of attractive finance terms may be more than offset by needlessly expensive
purchase prices. Good procurement and financial advice is particularly
useful when dealing with export credit agencies. Appendix 2 contains a
list of export credit agencies in the major industrial nations.

Canmercial banks. Commercial bank lending to devel oping countries has been
sharply curtailed as a result of the current world debt crisis.

Neverthel ess, this source of lending continues to be quite important in
some regions and for particular types of projects. As previously noted,
commercial lending to camercial tuna fishing ventures has had a poor
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record in recent years and the major banks are likely to be very
cautious—and expensive (in terms of LIBOR plus margin interest rate)
Neverthel ess, borrowers with sound tuna projects, strong nanagement, and
solid sponsor guarantees should be able to find commercial bank finance.
Funding f ran this source will normally cost nore and have shorter repaynent
periods than finance fran the previously nmentioned sources. Particular
attention of the borrower should be paid to negotiation of the best

possi bl e terms and conditions; comrercial banks have flexibility in
deternmining interest rates.

Loans from sponsors or sharehol ders. Finally, large natural resource or
trading conpanies are often in a position to "lend" directly to comerci al
projects in which they have an equity interest. This |lending often takes
the formof "sharehol der | oans" and may be as an adjunct to other |ending
sources. Sharehol der |ending could be abused and mani pul ated to circment
exchange restrictions on repatriated profits or to avoid host government
taxation. Since this formof financing is ky its nature

| ess-than-arns-1length it nust be approached with some caution and probably
not as a first or preferable financing option.

Thefinanci ng environnent

Under st andabl y, potential financiers are primarily concernedw th the
econonmi cs of the project to be financed. The appraisal of a fishing
project will sonetimes vary between types of lenders. In marry instances
the appraisal will address broad aspects of the physical and econom c
context of the proj act as well as narrow debt repayment questions. The
purpose of such appraisals is to identify as many of the project risks and
uncertainties as possi bl e and, wherever feasible, to quantify a range
wi thin which project variables may fluctuate.

It is omonly accepted that the broadest appraisals are undertaken by
international financial institutions like the WB and | FC. Commerci al banks
tend to be nore narrowWy focused in their appraisal procedures although
this process is being increasingly expanded as a consequence of the world
debt crisis. Bilateral aid fundingtends to have the |east rigorous
apprai sal and docunentation procedures although where donor funds are tied
to procurenment of vessels or equipment fromthe donor's country, additiona
nonfinanci al procedures nay be invol ved.

In the case of bilateral or nultilateral funders, |enders are sonewhat
insulated frompolitical risks by international treaty or agreement.
ltowever, conmercial |enders are highly sensitiveto political risks in
devel oping countries and often differentiate their concernsinto two
groups: "country risk" and "sovereign risk." Country risk generally
refers to the risk that for economc or political reasons the host country
will not permt the transfer of currency to overseas |enders to cover
interest or principle payment. In contrast, sovereign risk refers to
projects wherethe governnent (e.g., the sovereign nation) is an equity
participant or sponsor. In addition, oonmercial bankers are al so concerned
with the risk that the host government night nationalize thefishing
venture or with the prospectthat political instability may interfere with
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the commercial operation of the fishing or cannery project. Needless to
say, the appraisal of such broad political and econom c concerns is hardly
a precise science and although many attempts have been nade to quantify
such risks, the task ranains fairly subjective. For this reason,

co nercial lenders often are attracted by arrangenments which link their

l ending to broader international political arrangements and treaties.

I nter national mec haanisns for encouraging risk taking by lenders and
investors

As international financing has grown in recent decades, |enders and
i nvestors have increasingly sought mechani ses through which risk exposure
m ght be managed. This need to overcanme certain types of risk
uncertainties was al so perceived as a barrier to increased private sector
i nvol venent in devel oping countries by the industrial world and by
multilateral institutions. In this s.:ction we shall try to exam ne three
such mechani sns and see how they m Nt be used in putting together a
financing package for a Pacific island country tunafishing project.

The cofinancing of a project inplies the linking of funding f ran
several types of financial agencies in a conplinentary fashion. Often this
l'inking involves the nmerging of finance frcmseveral of the follow ng
sources (bilateral aid agencies, export credit, multilateral banks, and
commer ci al banks) through parallel | ending to the project. Since each
financial agency has itsownlending priorities and restrictions,
cofinanci ng nust be specifically tailored to the needs of the fishing
project and the participation of individual donors. A hypothetical, but
not unlikely, cofinancing scheme for a fish harvesting-cannery operation
might involve an export credit agency financing the purchase of the fishing
fleet, with the cannery devel opnent using commercial bank credits and
multilateral (or bilateral) funding of shore-base infrastructure such as
the wharf and power supply. O course, sources and uses may vary,
particularly if private sector is involved.

The attractiveness of such cofinancing schemes is twofold. First,
since each participant is picking up only a share of the overall financing,
it is_sometimespossible to obtain attractive overall interest, repaynent
tern, > and procurenent conditions wthout preenpting finance which might be
needed for other purposes. Secondly, |enders take confort in participating
in such a broad schene since they wvill recognize that unfavorable policies
by the host government will have potentially far reaching consequences.
Very often the nultilateral lender will act as a collection agent for other
cofinancers. Table 2 summarizes recent cofinancing activities of the WB.
The | Et has been also very active in arranging cofinancing and
partici pation schenes.

Cofinancing is often associated with another risk sharing nmechani se,
cross default provisions. Cross default provisions are an agreenent
between lenders that if one project loan is in default, all other l|oans are
considered to be in default. The obvious attractiveness of such provisions
to lenders is that it contractually assures that the borrower wll suffer
the broadest possible consequences of any repaynent default.

Pacific |slands Devel opment Program- 10



TaoJe 2. World Bank cofinancing operations, 19175-84 (billions of dollars, Lrlless otherwise noted)

Cofinanciers contribution

NuNoer of Export Other Bank Tot al
Fiscal projects with Camer ci al credit of ficial [csntrioution project
year cof i nanci ng banf cs agenci es sour ces Tot al | BRD 1t costs
1975 51 0.1 1.0 0.9 1.9 1.0 0.3 8.8
1976 67 0.3 0.9 1.1 2.2 1.6 0.4 9.6
1977 78 0.7 0.2 1.5 24 1.9 0.7 10.0
1978 79 0.2 0.5 1.8 2.5 1.7 0.8 11.4
1979 105 0.5 0.3 2.0 2.8 3.0 1.1 13.3
1980 86 1.7 1.6 2.6 59 3.0 1.6 20.3
1981 72 1.1 0.5 1.5 31 2.6 1.5 15.1
1982 98 1.2 1.8 2.2 5.3 4.1 1.2 20.0
1983 84 1.1 3.0 1.8 5.7 33 11 20.8
1984 98 1.1 0.9 2.0 4.0 4.6 1.3 21.7

Source:  World Banx Devel opnent RePort 1985, page 123.

Note: Conponents nmay not add to totals because of rounding. Theseanounts represent private
cofu,ancing asreflected in the financing plans at the tinme of Board approval of A |oans.
They do not represent private cofirancing loans actually signed in the fiscal year. an
anal ysi s of cofinancing ojerations can also found in Wrld Bank Annual Reports.

In the case where cross default provisions exist between commercial
and other lenders (for exampl e between a cxinercial bank and the Wgl the
project sponsors, including the government, would face default consequences
which have a substantially magnified impact and might extend well beyond
the borrowing project. Such magnified default consequences are the result
of the international status of multilateral financial institutions and
their position in world financial affairs. Such arrangements mi tht in some
way loosely be considered as political risk hedging.

Cross default provisions miht be disadvantageous where devel oping
country governments are direct project participants. On the other hand, if
they provide sufficient lender comfort to make possible the financing of a
fishing project which otherwise would require increased cash contribution
from the government, then they may be worthwhile. Here it is worth keeping
in mind that the acceptability of such mechanists ultimately turns on how
attractive the fishing project appears. A marginal venture with alow debt
service ratio whose major justification is secondary economic benefits, is
probably better financed in a manner which avoids the necessity for cross
default provisions.

In much the same way that cross default provisions seek to minimize

lender concerns with political risk, investors from industrial countries
can often directly purchase investment insurance. Normally, such political
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insurance covers three types of investor risks:

* expropriation,
* an inability to convert local currency, and
* political violence (e.g., civil war, revolution, etc.)

In exchange for insurance covered Ly a quasi-public agency of the host
goverrmnent, investors normally pay an insurance preaiun. In recent years
the extent of the risks covered under these quasi -public investment
insurance schemes has been gradually expanding. A list of agenciesin the

industrial nations which provi de such political risk insuranceisincluded
in Appendix 3.

Such investment insurance has obvious application to the structuring
of foreign equity holdings in Pacific island tuna ventures. However,
issuance of the insurance is dependent upon the existence of a
comprehensive agreement between t host government and the foreign
insurance agency. Although some Pacific island countries are signatories
to alarge number of such agreements, other island countries have been slow

to endorse such arrangements. while such arrangements may imply scnie
limitations on national soverei nty, the mere existence (or lack of

existence) of such an agreement sendsa positive signal to prospective
investors.

In early 1981, discussions began within the WB about establishment of
aMultilateral Investment Guar ant ee Agency (M GA). These discussions led
to formulation of concrete proposals which were presented in 1985 and
resulted in an international convention which came into effect in mid-1986.
MIGA islegally and financially separate from the WB and will offer
coverage to investors from member countries. Four categories of
noncommercial risk will be covered: the transfer risk resulting from host
government restrictions on conversion and transfer; the risk of loss
resulting from legislative or administrative action or ani ssion of the host
government; therisk resul ting from the repudiation of a contract by the
host government; and the risk of war and civil disturbance.
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RAISII ME FUNDS (DIRD: T AND/OR Foorrf)

Having surveyed the range of funding sources and the general concern
with financial risk it is now useful to turn to more specific issues. |In
this section we shall focus on the sources and terms of finance which might
be available for vessels, shore-base, or atuna cannery. in the discussion
it is assumed that the government has direct policy interest in the
financial structure of a proposed project irrespective of whether it takes
adirect equity ownership position in the project. This interest derives
principally fran the government's role as tax collector and foreign
exchange manager. Cbviously, where a government is directly involved as an
equity owner its policy concerns will increase.

L ooking for money--the prerequisites

Before approaching any prospective financier, a thorough feasibility
study of the proposed venture must be undertaken. In most instances
suitable feasibility studies are beyond the capability of the host
government (and sometimes project sponsors) , and will involve contracting
with an outside consultant firm. However, occasionally if the funding is
going to be provided by a concessionary foreign aid donor, assistance in
the feasibility study can be obtained directly fran the donor or throu N an
agency like the United Nations (UNIDO, UNF, etc) . If commercial or
multilateral funding is to be sought, then the consultant should have
international experience and reputation. Indeed, it is often useful to
start the consultant identification process by approaching commercial banks
or multilateral financial institutions for a short list of reputable firms.
In thisway, the credibility and the reliability of the resultant
feasibility study islikely to be increased.

The heart of any feasibility study (which isto evaluate all possible
alternatives for project implenentation), is the cash flow analysis of the
project in which a range of technical, marketing, financial, and taxation
questions are quantified. While the gcverrment for its own purposes may
also desire to undertake a broad economic assessfnent of the project,
lending decisions are almost always taken on a much narrower financial
analysis. Both financial analysis and economic analysis techniques enjoy a
rich descriptive literature which is far too extensive to be considered
here. However, key distinctions and important concepts are included in
Appendix 4.

In focusing on the estimates and rationale crystallized in the cash
flow analysisit is easy to lose si ht of the myriad assumptions which lie
just below the surface. Collectively, these assumptions form that basic
risk parameters of the project and a good lender appraisal will carefully
probe the major risk exposures. I|n general, the greater the lending risk
assumed by the lender, the more compl ete, thorough, and convincing the
feasibility must be.

Neritt presents a comprehensive picture of typical lender appraisal
questions (Table 3) . These questions must be addressed by the feasibility
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study and ideally should be specified in the projects manager's or
consultant’'s terms of reference.

Table 3. Criteriafor proj ecz financing

Assuring the cost of supplies and raw materials
Energy supplies at a reasonabl e cost assured
A market exists for the project, commodity, or service
Transportation of product to market
Adequate communi cat i ons
Availability of building materials
E} erienced and reliable contractor
Experienced and reliable operator
Manag™aent personnel
No new technology
Contractual agreements among joint venture partners
Political environment, licenses, and permits
No risk expropriation
Country risk
Sovereign risk
Currency and foreign exchange risk
Adequat e equity contribution
The @ 03 ect as collateral
Satisfactory appraisals
Adeqguate insurance coverage
Force nmjeure risk
Cost over-run risk
Additional capital by sponsor
Standby credit facility
Fi xed- price contract
Compl etion guarantee extension to debt maturity
Take out of lenders
f.  Sponsors escrow funds for completion
Delay risk
Adequate ROE, RO, and RDA
inflation risk
Realistic interest rates projections

PO OTE

Source: Nevitt, P. 1985. Project Financin? _Euronpnev Publication.
London. pp 9-20.

For tuna ventures the greatest project uncertainties have hiltorically
related to the cost of fuel and to the market price of the catch. Itis
to be expected that any lender appraisal will pay particular attention to
these topics. In addition, for many Pacific island countries, assumptions
about the cost and productivity of the sn or ease or cannery labor for e
will be carefully scrutinized by financiers. Since the cannery operations
in American Sampa are the ol dest and nost profitable tuna operations in the
islandsregion it isinevitable that lenders will use these operations as a
guide in their appraisal review. other papers in this series examine the
eeonani cs of tuna operations and can be used as a general guide. In
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Appendi x 5, the table of contents for two fishing project appraisals are
presented to suggest the major topics which need to be addressed in
feasibility studies or for |oan applications.

Assuming that the feasibility study and resultant cash flow anal ysis
has been adequately prepared, the lender will evaluate the project based on
a range of financial ratios and on an assessnment of the riskiness of the
proposal, country, industry, etc. In this assessnment the experience of the
I endi ng institution, both with the industry and with the particular
borrower is likely to play asignificant role.

Where finance is being sought froma nmultilateral source |ike the ALB
or the WB, the appraisal process is likely to be quite lengthy and wll
involve the visit of several appraisal nissions. Since nultilateral
| enders do not, asa rule, lend to conmercial ventures (the WB' s IFCis an
exception) noney fromthese sources will often be directed at associ ated
(cofinanced) infrastructure and may be |inked (through cross default) to
other financial sources. invariably, such integrated financial
arrangenments will consume additional time, but they will assure the |ocal
sponsors--via an i ndependent highly professional approval process--of the
project's viability. noreover the process will insure thatthe project is
adequately structured and credit-worthy.

Bilateral donors are usually less rigorous in their project appraisal
but are sel domany faster. Again, the noncoauercial policies of aid
agenci es mean that different elements of the project will have to be
si mul t aneousl y processed throu paral | el funding agencies. Export credit
agenci es, although nore attentive to the financial risks of a project, wll
share with aid agencies a home country bias toward the project. This bias
wi |l be concerned with questions such asthe importance of the project to
the hone country narket, the provision of capital goods (vessels,
machi nery, etc.) , or construction services to the project, or the
strengthening of trade ties between the two countries.

Such nonfinancial |ending objectives, when conbined wth governnent
| oan guarantees and a less rigorous |oan appraisal, can lead to a | ending
envi ronment whi ch encourages nmargi nal projects that otherwi se would be
rejected onpurely comercial grounds. There is nothing wong with
nonconmmer ci al devel opnent projects undertaken on broad social and
devel opnent grounds... so long as the inherent risks and potential ongoing
subsidy requirements are clearly recognized and politically accepted.

Final Iy, sharehol der loans to the fishing project may occur
expeditiously and with mininmal appraisal since a parent conpany is sinply
lending to its own subsidiary. Such shareholder |oans are often made to
of fset cost overruns and sonetines in |ieu of a contingent liability such
as a loan guarantee. As previously noted, the interest on such sharehol der
loan is normally tax deductable in the host country, and may al so enjoy
exenption fromcertain foreign exchangerestrictions.

Theinterest rate charged to afishing loan will be dependent on the
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type of lender, the risk assessment of the project, the |oan security, and
the lender's cost of money. Mention has already been made of oorrxnercial
loans which are, if craning from foreign sources, often pegged to LI BCR.
The cost for such loans vary throuthout their life as LIDCE? varies with
changing conditions in the money markets. In contrast, one multilateral
lending together with repayable foreign aid credits are made on afixed
interest rate basis.

Figure 2 and 3 presents interest rate and |oan maturity data on recent
cmmercial l1oans made to devel opi ng versus all borrowi ng countries.

Figure 2. Average spreads

Percent
1.8
Developing countries
1.4
1
0.6
1972 1976 1980 1984

Figure 3. Average maturities

Year s

~rilileth

1972 1976 1980 1984

Note: Data are for new publicized syndicated loans.

Source Bond 1985.

Pacific I slands bevel ment Program — 16



Due to the wide differences in the credit-worthiness of devel oping
countries and the fact that not all countries borrow every year, the spread
differential fluctuates significantly from year to year. Nevertheless, it
is evident from Figure 2 and Figure 3 that devel oping countries as a group,
generally borrow from anrenercial sources at higher interest rates but have
rouhly comparable repayment periods.

The disadvantageous terms of developing country borrowers in seeking
commercia sources of debt is partly offset by their access to funds from
multilateral development institutions. In general, loans from such
institutions are available at interest rates which may be below commercial
rates. |n addition, designated |ow-income countries are eligible for
hi hly concessionary credits fran the It. Pacific island countries
qualifying for IM concessionary finance include the Solcrnon Islands,
Vanuatu, and Western Samoa.

A particularly attractive feature of the WB and the AEB amending is the
longer maturities over which the loans are repayable. These |oans normally
carry up to a 6 year grace period with a repayment schedule extending for
some 10-15 years thereafter (up to 20 years total fran the approval date)
for WB loans and a 50-year total for i credits. IFC, which is also
trying to provide up to some 15-20 percent of equity (while not taking
direct participation in the management of a company), grants loans with
repayment periods up to 10-12 years including a 1-2 year grace period
fran project completion. Such lengthened repayment schedules are extremely
important in indebted fishing ventures where substantial annual variations
in revenues are to be expected and the heavy debt burden associated with
short-loan maturities increases the likelihood of cash flow problems.

Dport credit agencies provide debt finance which is intermediate
between commercial and multilateral lenders. These institutions normally
offer interest rates below corrrnercial levels which sometimes approach or
are lower than the interest rates charged by the WB 's | FC. On the other
hand, the usual loan maturity islikely to be 8-10 years which, although
longer than commercial terms, is not as attractive as the 15-20 years
offered by the WB.

Export credit agencies make fixed interest rate loans in their home
currency. Occasionally, where a project does not generate revenue in the
currency needed to repay the loan a currency or foreign exchangerisk is
created. |n addition, care must be taken that the substantial advantages
of export financing are not offset by overly expensive or inappropriate
processing equipment or fishing vessels. In thisregard it is important
that the feasibility study be in sufficient depth to identify procurement
sources for major capital imports to the project. Finally, the organizing
of export credits is often alengthy and tedious process which, in extreme
cases, may delay a project. Nevertheless, the terms offered by these
agencies are sufficiently attractive to warrant careful consideration by
Pacific countries.

Shareholder |oans may sometimes be used as a substitute for direct
equity contributions or investor guarantees. While the hazards of this
type of debt finance have previously been noted, it is necessary to say
something about likely terms and conditions. Shareholder loans are often
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mandated by some contingency condition like a major cost overrun or project
delay. When loans are made for such purposes they are likely to be
subordinate in the project's "senior debt" raised from other financial
sources.

In addition to project shareholders, subordinated debt may also be
provided by a equipment suppliers or product purchasers. While each of
these lenders may have different objectives they are likely to seek the
shortest repaynment period which is consistent with the structure of the
senior debt of the project. While shareholder |oans may sometimes carry
attractive (below commercial) interest rates, subordinated credits from
other lenders are likely to be at or near the rates charged by c ~anercial
institutions. One of the advantages of international financial
institutions' participation in aproject isthat it is often more likely
that other partners or lenders will decide to participate.

The nature of tuna fishing as viewed by lenders

Tuna fishing is a rather uncertain business. The catch is under the
sea and is therefore only partly controllable. Financing experience in
recent years has not been good and it appears that sone sectors of the
market are unlikely to see even moderate expansion over the medium-term.

In addition, any new cannery in the Pacific island region should be
internationally competitive. As a corruiercial venture, tunafishing for the
hi gh-vol ume cannery narket is considered as a high-risk, |owreward

busi ness.

On the other hand, for many Pacific island countries, tunais the
largest natural resource and a major developmental opportunity. Ebr these
reasons, the harvesting and processing of tuna cannot, and should not, be
i hored. In addition, Pacific island countries, do have a competitive
advantage in this sector. Wthin this setting, projects should be
encouraged but the selection of afinancial structure needs to be carefully
considered if viable operations are to survive over the long-term.

Traditionally, tuna finance has made heavy use of debt finance (in
financial jargon, it has been heavily leveraged) . Thisleveraging means
that both fishing and processing ventures must face substantial annual
costs irregardl ess of catch rates, product prices, or fluctuations in such
expenses as fuel. The obvious strategy under such circumstances is to,

decrease the amount of debt leveraging by increasing owner's
equity,

+ decrease annual debt service reguirEnments by seeking
long-term, low-interest loans, and/or

. accepting the need for some sort of gover nent subsidization.

Since the availability of equity or subsidization funds is determined
by external eornnercial or developmental polic’, the key financial question
to be addressed here is the structure of the debt service obligations of
fishing ventures.
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To illustrate the importance of the terms of debt financing to the
tuna industry an analysis was made of the cost structure of; the U.S. purse
seine industry using the most current estimates available. Thisdatais
presented in Table 4 for 1985 for selected operational cost itens.

“able 4. Cost structure of U.S. tuna purse seine fleet in 1985

US$,000 Total cost (%0)

Crew costs 621 18.9
Fuel costs 533 16.3
Repai. rs 261 8.0
| nsurance 267 8.1
Vessel capital charges* 910 27.8
other costs 687 29.9

Tot al 3..279 100.0

*Based on US$4.5 nillion vessel comercially financed at 10.5% over
7—years.

Table 5 demonstrates the effect of the interest rate and loan maturity
on an annual capital payments. The matrix show the combined effects of
ccrrmercial interest rate and terms (7 years) versus interest and terms for
a typical export credit loan (commercial -0.75 percent 10 years) and a VB
loan (ccrmercial -1.5 percent 17 years) .

Table 5. Effect of financing terms on purse seine vessel costs
(expressed in percent of annual mortgage charge)

7 years 10 years 17 years
(Percent)
Conmrer ci al Base -4.0 -25.1
Commercial -0.75 percent -2.4 -7.0 -29.5
Camercial -1.5 percent -4.8 -10.0 -31.8

Assures vessel cost of US$4.5 million with ccmnercial rate of 10.5
per cent.

To put these figures in some perspective, the U.S. Trade Connnission
financial survey estimated that over the period 1979-85, the average U.S.
purse seiner |ost about US$347,000 per year. The effect of a |onger
mort gage repayment period woul d have reduced this annual |o0ss by 85 percent
(at concessionary interest rates such as those offered by multilateral
lenders) .

Again, it should be noted that since the ws does not finance private
ventures, such attractive loan terms would probably not be available for
the purchase of tuna vessels in the Pacific islands. Neverthel ess, the
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above example does denpnstrate the substantial i npact which favorabl e | oan
terms may have on tuna fishing econonics

To the degree that theoverall venture could be structured to pernit
participation of say, export credit finance for purely commercial
activities and multilateral finance for associated infrastructure
expenditures, a fairly robust financial structure would be created. In
addition, such a venture m ght advantageously use debt and equity funds
fran other the WB affiliate--the It already discussed.

This bl ending of equity funds (to reduce overall fixed capita
charges) with debt raised frcn a variety of sources on different ternms is
an essential ingredient in project viability. It is particularly inportant
inindustries like tuna fishing and processing where product prices and
important input costs like fuel are highly volatile. A key ingredient in
successful financing is to strike a bal ance between the amount of fixed
debt a project can carry (debt |everaging) and the terms under which that
debt is obtained (e.g., interest rates and |oan maturities) . There is no
sinmple fornmula to apply here, but recent experience in the U S and Mexican
tuna industries clearly shows the disastrous consequences of financial
structures with short loan maturities and relatively hi ‘N interest rate
mar gi ns.

Ri sk and project coll apse

The bankruptcy of a mmjor natural resource project in a small country
can be a traumatic occurrence. Often, governments put their politica
prestige behind highly visible devel opnent initiatives and, for this
reason, feel conpelled to continue to support clearly uneconom c ventures.
In the devel oping world, the nost visible exanples of this nationa
prestige phenomena is the endl ess subsidization and restructuring of
national airlines. But beyond such nationalistic concerns |ies substantive
i ssues involving the |oss of enployment, inappropriate allocation of
goverruent services or infrastructure, and a reduction in secondary or
support industries.

In contrast to the broad political and econom c consequences of a
col  apsed project, the financial costs can be readily quantified. W will
bear these financial costs is, of course, directly related to the sharing
of risks which is inplicit to the financial structure of the project. For
heavily debt |everaged projects, assets may be seized by senior creditors
and sold to offset outstanding loans. If assets are inadequate or where
contractual arrangements make provision for contingent liabilities,
creditors may seek to recover funds fromvarious | oan guarantors. Wth
multilateral |enders, who only provide funds to governments the ultimte
| oan guarantor of government borrowed funds is the national tax base. In
purely private ventures, |enders may seek recourse to the parent conpany.

I nvestors seeking to undertake natural resource projects in Pacific
i sland countries often seek several types of financial concessions fromthe
host government. In many cases, the intention behind such negotiating
positions is not inmediately clear nor quantifiable. Typical investor
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financial concessions include:
+  tax relief measures,
provision of infrastructure,
| oan guarantees by governnent, and

access, through governnent, to concessionary financial
sources.

with the exception of fiscal concessionsrelating to tax or tariff
relief, most financial concessions directly increase the governent's risk
exposure and make it more vulnerable to the demands of creditorsin the
event of project collapse. On the other hand, as we have seen the | onger
loan maturities and concessionary interest rates available through the
goverment can play an important role in the viability of the fishing
project. Thus, increased government involvement, particularly in the first
years of project operations, simultaneously increases risk exposure and
decreases the project's vulnerability to short-term market or cost
uncertainty. Governent incentives should be considered as an inportant

vehicle to encourage project sponsors to start the venture.

In balancing the pluses and minuses of financial risk it is often
easier to consider loan Larantee arrangements than direct borrowing by
government. This trade-off rr y be deceptive and needs to be carefully
evaluated. While it may sometimes be possible to obtain concessions on
| oan terns with a governnent guarantee, the usual rcimstarte IS that such
concessions are unlikely to be as significant as those which the government
itself could directly obtain. Too often, the government si mply ends up
guaranteeing risk that the investor would otherw se have borne, without a
measurabl e impact on the vulnerability of the fishing project.

Of course, if all goes well with the fishing venture, all of this
discussion of risk exposure and default liability is academic. But
projects do not always turn out as planned and |loan agreements are
primarily designed to deal with liability conditions when projects fail.
In the hope and euphoria of a promising new fishing proposal, it is
difficult to keep such pessimistic conditionsin mind.
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Se S J

The financing of a tuna fishing or processing venture is a major and

conpl ex undertaking for any individual sponsor or a group. For Pacific
i sland countries whose main devel opnmental potential may be their marine

resources, this financial undertaking takes on added significance.
Determining an appropriate capital structure, an optinal financia

strategy, and funding, is an inportant ingredient in achieving a successful
tuna venture.

Each participant brings his own objectives and concerns to financia
deci si on making and inevitably sonme of these objectives are in conflict.
Nonet hel ess they have to be "watched® or coordinated throughout the life
cycle of a project. Yany of those objectives deal with risk: howto
spread it, howto shift it, has to reward it, and if all else fails, howto
manage _t and to absorb it. The host government is often the |east
sophi sticated risk manager in the venture and its need or desire to nount a
high visibility, enployment providing and particularly profitable activity
may lead it to assune a disproportionate share of the projects inherent
financial, technical and econom c uncertainties.

Wi | e good financial planning can substantially add to the |ikelihood
that a tuna operation will succeed, it can never substitute for the
fundamental prerequisites of the project. “these prerequisites are:

+ strong nanagenent with denonstrated conpetence and experience in
the technical or sector area (fishing, canning) and
financial /marketing area, with (if necessary) a strong technical or
mar ket partner f ran abroad,

va realistic initial assessment of revenues, capital requirenents,
and operating costs, denonstrating financial (fromthe point of the
carngany) and econonic (fromcountries' point of view) viability,
with particular attention being paid to internationa
conpeti tiv ene ss,

v access to good and proven fishing grounds and to tuna narkets and,
where necessary, the ability to organizefood distribution networks
for canned tuna or petfood, or to acquire strong marketing
expertise fromabroad, and

v utilization of nodern, proven technoloy which is cost effective
conbined with skilled labor, particularly in fishing, with an
efficient regard system

Wt hout fundamentally strong project prerequisites, and an
econoni cal |y accessi bl e natural tuna resource, the best financial wzardry
fromeither conpany's staff or outside entrance in the world when pitting
together an operation or when already running it will be of little use
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kK. ' +U: f13: " A M/MIMM:ral Ao/ AN AT A R AMCA AN T M AN

Sal i ent Characteristics:

. El B encour ages the development of industries appropriate for |ocal
markets. They do not place primary emphasis on development of expo r t
busi nesses.

EIB I ends nmoney frcmits own resources at subsidized rates and
administers funds for loans at concessionary rates for the European
Jev el opnent Fund (EDF) . These loans for risk capital formation are
included in what the EIS calls its Special Section.

El D does not depend on participation by a conpany in the European
Econanic Comunity (EEC) nor does it require the purchase of goods
produced in the EEC

EIB lends extensively to development banks in the Third World as part
of its support for smaller companies.

The Em's purpose in devel oping countries is to help many countries
closely intertwined with Europe, with a shared past and close cultural
links, to grapple with basic obstacles to achieving better living standards
for their peoples and to reduce tensions and strengthen the chances for
eguilibriLzn in these countries.

wi ng Policies

Finance can be provided for investment carried out by public,
semi-public or private sector promoters, but in all cases the EIB deals
only with finance proposal s presented either by the authorities or with
their agreement, and these must be for specific projects. The EIB only
finances part of the projects fixed costs—up to 50 percent (the average
in 1982 was slightly less than one-third) - It frequently lendsin
conjunction with other aid agencies.

The EI B nakes funds avail abl e under two broad headi ngs: ordinary
operations and special operations. ordinary operations are loans from the
Bank's own resources, but with the lending rates reduced, in nost cases, by
interest subsidies paid f ran EEC budgetary funds. Borrowers therefore
receive |loans on substantially more attractive terms than the EIB itself
could afford to give, bearing in mind it has to raise its funds by offering
conpetitive rates on the capital markets.
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The Special Section operations represent a particularly valuable form
of aid in the African, Caribbean, and Pacific countries (ACP) where
industrial devel opment is al nost invariably faced with special problens
and where the general econonic situation, particularly in the |east
devel oped of them calls for a substantial measure of financial support
along flexible lines. the finance does not have to reflect the harder
realities of the capital markets and is invariably provided on highly
concessionary terms.

Ri sk capital operations included in the Special Section can take the
form of quasi-capital assistance to a goverment or a national devel opnment
institution to enable it to take a stake in an enterprise (which can then
lead to the firmcontracting [oans on the strength of its inproved capita
base); a direct participation on the EEC s behalf (holdings are kept only
as long as strictly necessary for a project's success, and then afterward
transferred, normally to interest in the PCP country concerned) ;
subordi nated | oans, repayable after other priority debts have been
rei mbursed; conditional loans with repayment linked to fulfillnent of
condi tions which indicate that the project has reached a certain |evel of
profitability; and finance for preinvestment studies.

The EIB works in close cooperation with menber states bilateral aid
organi zations, other international |enders, in particular the VB group, and
more recently the various bilateral or multilateral financial institutions
in the Arab oil--producing countries. These contracts often help in the
identification of possible projects for financing and in easing the
conpl i cated business of constructing financing plans for a nunmber of |arger
projects. Co-financing has beep particularly inportant in the ACS
countries. Under the first Lane Convention, over 45 projects benefited
fromco-financing arrangenents. Their estinmated cost was nearly 2.5
billion European Currency Units (EQIs). Co-financing by the Em and
partners covered 1.1 billion or 48 percent of the total outlay, of which
330 million EC Js (13 percent) were fran the Bank's own resources as well as
fran budgetary funds it handles. A simlar pattern energed fromthe
| endi ng operations financed under the Second Lane Conventi on.

Lending is not tied to purchases fromcertain suppliers. Equi pment
and services nust be chosen by theneeds of the proj ect uppernost. Broadly
speaking, the EIB requires appropriate forns of competitive bi ddi ng
(national or international invitations to tender or consultation) where
amounts involved are fairly substantial. EIB finance may be used for goods
or services supplied fromfirns based in the countries where the Bank
borrows funds, or in other countries if, in the Bank's opinion, particular
technical or other benefits for the proj ect are involved.

The EI'$ nmakes its | oans conditional upon the granting of guaranty by
the governnent of the country in which the project is to be enacted or Ly
some ot her equal ly acceptable security.

Rat es and condi ti ons.

El B manages its own funds and its treasury operations to generate
surpl uses which are used to build up reserves. This policy |eaves the EIB
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free to set interest rates on its own loans at arate which just coversits
own costs, thus fulfilling its statutory duty to work on a non-profit
basis. Recently, the margin has been in the order of 0.15 percent over the
cost to the Bank of replacing the funds disbursed in agiven loan. The E]B
is not tied to any one currency or market and is in any case required by

its statute to run No currency risk. It disburses loans in the currencies
it raises and the borrowers have to repay the principal and interest in the
currencies they receive.

RepaY ments are eased through use of part of the EDF grant aid to
subsidize interest rates. In principle, the subsidy should be 3 percent,
but an overriding clause limits the net rate to a maximum of 8 percent. In
recent times of high interest rates, this ceiling has been of substantial
benefit to borrowers. No subsidy, however, can be claimed for loans
advanced to fund oil sector investment.

Adequate security has to be obtained for EIB loans. Security is
assured through a triple approach. The Bank's own appraisal of each
project looks to supporting only soundly conceived investments, and thisis
coupled with procedures it adopts to monitor i mplementation. Contractural
security arrangements are made for each individual loan agreement, usually
in the form of a guaranty from the State concerned, or banks or industrial
groups in appropriate circumstances. | n practice this means that about 90
percent of itsloan carry the guaranty of a state or a public institution.
In therelatively few cases where the EIB has given its own guaranty on
finance provided for projectsin third parties, it has itself taken
appropriate counter-guaranties. Beyond this, the EEC itself stands as
guarantor for the EIB's lending outside the EEC by giving blanket
guaranties covering 75 percent of lending both in the Mediterranean and
L ome Convention countries.

Sector al distribution

The EIB concentrates on fields appropriate for the kinds of loan
finance which it deploys: industry, agro-industry, mining, energy,
tourism, magjor agricultural improvement schemes, and economic
infrastructure such as railway or port development, the emphasis varying
f rcm country to country.

At the end of 1983, 55.8 percent of EIB financing contracted under the
L ane Conventions since 1976 was for industry (including 16.1 percent for
agro-industry and 14.4 percent for mining) , 31.4 percent for energy
(primarily for the development of thermal and hydroelectric power
stations) , 6.1 percent for transport and telec nunications, 2.9 percent
for hotels and tourism, 2 percent for development finance companies, 1.7
percent for pre-investment studies, and 0.1 percent for agriculture. In
1983 itself, 56.5 percent of funds went to the industrial sector, 20
percent for the energy, 18 percent for tel eeonmunications, 2 percent for
transport and infrastructure, and 3.5 percent for feasibility studies.
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Sal i ent Characteristics

* CDC can either loan or invest nobney in devel opnent projects overseas,
some of which it wholly owns.

+ CDC sonetimes grants | oans at concessionary rates.
* ax has the power to borrow funds on the capital markets.

' (IC maintains a conmitnent to operate in the poorer devel oping
countries and specializes in the development of nat ural resources.

+ (DC maintains a large overseas staff.

+ CDC s primary area of operations are the Commonweal th countries..

Pur pose

The task of the CDCis to assist overseas countries in devel oping
their economes by investing its funds in viable projects that wll
help to increase the wealth of recipient countries and yield an
econanic return on the noney invested. CDC must by statute pay its
way, including service of the capital provided by theBritish
government and others. It is not an aid-giving institution and has no
grant funds, but it can offer loans rates bela’ those of the |IFC and
the WB for projects which are deemed to have special economnic val ue.

policies

(DC has investments in wholly owned projects and investments in
the formof shares, debentures and | oan capital in subsidiary and
associ ated conpanies; it also makes |oans to statutory bodies. Its
investments are usually acconpani ed by loans and are typically in the
rant of 15 percent to 30 percent of a project's total requirenents.
Only rarely does the {DC assure full ownership.

The keynote of its investment policy is flexibility. It
particularly favors joint conpanies with |ocal partnersand capital
and often invests in partnerships with agencies of other governnents,
with international financing institutions, wth cxxniercial,
industrial, and agricultural concerns, and with private partners from
marry countries. Over one-third of the 29 new commtments it undertook
in 1983 were devel oped with the NB or its affiliates, the IDA and the
IFC. Ei hit were in association with one or nmore nenbers of Interact,
the formal group of publicinstitutions of the EEC countries concerned
with investment in the devel oping world. Over 40 percent of the new
commitments nmade in 1983 involved private enterprise, and of these
projects half were sponsored by conpanies inthe United Kingdom
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private sector. CRC s funds are not tied to offshore purchases, but
may be used for local costs.

Requi repents for funding
To qualify for consideration by the CDC, aproject nmust:
+ be within CRC s statutory terms of reference,

+ have good devel opnent val ue for the country concerned, and the
approval of that country's goverrrnent,

+ be shown to have good prospects of commercial viability,

+ have managenent of high caliber, either provided or procured by the
sponsors,

. maintain an internal rate of return of about 10 percent and a debt
coverage ratio of 1.5 to 2 percent. However, the CTC has no set
standard for the rate of return and sets interest rates depending
on the ability of the project to pay. Experience has shown that it
is very difficult to estinmate the return on agricultural projects.

Special activities---the devel opnent of natural resources

Since 1975, the ax's investnment policy has become nore closely
harmonized with general United Kingdomaid policy, in particular as
concerns the poorer countriesand the emphasis on renewable nat ur al
resources. In 1981, the Corporation expressed its intention to invest not
l ess than half its new commitmentsinrenewabl e natural resources. It
prides itself of possessing °the special skills" necessary to pursue these
investment wisely. In 1983, the CDC had commitmentsto 101 agri cul tural
projects, for one-fifth of which its supplied corporate nmanagenent
responsibility. In view of the scale of its involvenment in agriculture
overseas, CDC maintains contact with many branches of British agriculture,
including those It istries supplying the needs of its projects.
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Australia
Austria
Belgium

Brazil

Canada
China (Taiwan)

Denmark

France

Germany

Italy

Japan

Korea

Netherlands

New Zealand

South Africa

Spain

Sweden

Switzerland

Export Finance and | nsurance Corporation (EFIC)

Oesterreichische Kontrolbank Aktiengesellschaft (OKB)

Office National du Ducroire Creditexport

Carteira de Coxrtnercio Exterior-Banco do Brasil S/A
(CACEX)

Instituto de Resseguros do Brasil (IRB)

Export Development Corporation (EDC)

The Export-Import Bank of China

Eksportkreditradet (EKR)
Dansk Eksportfinansieringsfand (EF)

Compapie Francaise d' Assurance pour le Ccximerce
Exterieur (COFACE)
Banque Francaise di Commerce Exterieur (BECE)

Hermes Kreditversicherungs PG
AusFuhrkredit-Gesellschaft ntH (AKA)

Kreditanstalt fur Wiederaufbau (KFW)

Sezione Speciale per 1'Assicurazione del Credito all’

Esportazione (SALE)
Mediocredito Centrale

Export-lmport Bank of Japan
Ministry of International Trade and Industry (MITI)

Export-Import Bank of Korea

Nederlandsche Credietverzekering Maatschappij (NCM)
De Nederlandsche Bank (mi)

Export Guarantee Office (EIO)

Industrial Development Corporation of AfricaLimited
(CGIC)

Campania Expanola de Seguros de Credito ala ex ortacion

(CESCE)

Exportkreditnamnden (EKN)
AB Svenska Export Kr edit (SEK)

Exportrisikogarantie (ERG)
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Uni t ed Ki ngdom Export Credits Guarantee Department (ECXD)
United States Export-Inport Bank of the United States

Private Export Fundi ng Cor poration (PEFCO)
Overseas Private | nvest nent Corporation (OPIC)
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Australia

Austria
Belgium
Canada

France

Feder al
Republic of
Germany

| ndi a
| srael

Japan

Korea

Netherl ands

New Zealand
Norway

South Africa

Sweden

Switzerland

United Ki ngdc ui

sSu”
£ S
Export Finance and | nsurance
Corporation

Osterreichische Kontrollbank PG
Office National du Ducroire

Export Devel opment Corporation
Conpogni e Francai se d' Assurance pour

| e Conmerce Exterieur -
Barque Fr ancai se di Commerce Exter i eur

Treuaz eit Aktiengesellschaft

Export Credit & Quarantee Corporation
Limited

The |srael Foreign Trade Risk
I nsurance Corporation Limted

Export insurance Division, Ministry
of International Trade and Industry

The Export-lmport Bank of Korea

Nederlandsche Credietverzekering
Maat schappij NV

Export Guarantee Office
Garanti-I nstituttet for Eksportkreditt

Credit Guarantee I nsurance Corporation
of AfricaLimited

Expor t kr edi t nannden

Geschaftsstelle fur die
Exportrisikogarantie

Export Credits Guarantee Department
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EIBE
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ENGO
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CGIC

EKN

Gfl
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PPRF 11 : PRQJECANLYSIS O AND USES6

1.1 Project Analysis Overview

Project analysis provides a framework for systematically assessing a
project's financial and economc nerits. Al ong with social and
environnmental assessnents, policynmakers use project analysis in deciding to
accept or reject a project. As a decision-making tool, project analysis at
its best can lead to wi se rationing of scarce devel opment funds.

The assunption in project analysis is that good proj ects (i.e., those
meeting particular economic selection criteria) lead toward inprovenments in
quality of life and/or economc growth. Thus, the objective of project
anal sis is to maximze social (or private) welfare given a set of social
(or private) goals and constraints. Project analysis sinmply translates,
where possible, all benefits and costs of a project into nonetary val ues.
The anal yst's responsibility is to quantify or, at the nmininum qualify the
full range of private and social costs (including income distribution
i npacts) and noneconomicinpacts of the project for presentationto
policyrnakers. The |link between project analysis and macroecononi ¢ pl anni ng
Is often implicit but explicitly ignored in such anal yses. For exanple,
sone projects must rely on significant shadow pricing techniques to
accurately reflect the project's net social benefits. This reliance should
suggest to the analyst the fact that significant market distortions or
failures are occurring in the econany which macroeconomic policies need to
address. Utimately, it is the responsibility of planners and political
deci sion makers to decide if these economic benefits, along withthe
project's net environnmental and social benefits, are accept abl e.

I'1.2 The Evolution of Project Analysis in Devel oped and Devel opi ng
Countries

Over the past two decades, the inportance of public investnent
proj ects in the econonic devel opment plans of devel oping countries and the
requirenents of international |enders for systematic financial and economc
eval uation has stimulated wi despread use and interest in project analysis.
Fran the efforts of academi cs and institutions such as the Wrld Bank, the
Inter- erican Devel opment Bank, and the Asian Devel opnent Bank, a
net hodol oy of project analysis has evol ved which has a basic kinship with
the benefit-cost nethodol ogy (particularly that which has evolved in the
wat er resource area) of devel oped countries. However, ngjor differences
exi st in these analytical traditions, as noted kby' Hitzhusen (1984)

The enphasis of project evaluation nethodol ogy in devel oping countries
has been on shadow pricing critical factors of production, such as| abor
and forei h exchange, as well as incorporating incomedistribution
wei ghting for economic growth and equity. In contrast, the benefit -cost
methodology in developed countries has pl aced rel atively nBre Enphasis on
the evaluation of amenities or technol ogical externalities and regional
econonm ¢ devel opnent objectives . But this difference is changing as
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applications of environmental benefits and costs to developing country
projects are being developed (Hufschmidt et al. 19832 . At present, use of
project analysisis more oomon in developing rather than developed
countries given the focus by the former on public sector projects.

11.3 The Project cycle,  croe~namic Context, and Conceptual Framework of
Project Analysis

Like any methodoloY/, project analysis has particular strengths and
weaknesses. Clearly, project analysis is only one component in the project
cycle. In fact, a complete cycle would consist of:

- Project Formulation—identifying and prioritizing appropriate
needs for the region with a clear statement of proj ect goals and
out cones

Project Analysis—collecting and anal yzing data (in this case
monetary data) on project (3 , then choosing optimal project (s) at
any given point in time

Project Sequencing—choosing the best time sequence (when to
start) and optimal combination of proj ects for the country or
regi on

Project |mplementation--actually beginning and finishing the
project(s)

' Project Evaluation----reviewing the impacts of the projects after
they have been implemented

A basic knowledge of the underlying concepts and theoretical
distinctions made in project analysis is the first step towards makin
reasonable and meaningful analyses. While this manual will not go into
depth on all concepts, a clear understanding of terminology and estimation
techniques is inportant. A wide variety of tools and concepts can be used
in project analysis for financial and economic assessments of projects.
Although not all are relevant for ever% project, what often distinguishes
good from poor analyses is the use of the proper combination of tools and
concepts to the situation at hand.

_ Since different concepts (theory) and economic tools (methods) address
various aspects of a project, it is useful to discuss them according to the
?uestion bei ng addressed. Thebasic questions and suggested order are as

ollows (Gowen 1985):
1. Wat is the project goal?
2. \Wiat is the perspective used when val uing benefits and costs?
3. Wat is the correct type of project conparison to use?
4. VWhat is the time horizon used in reporting benefits and costs?

5. Howaret nefits and costs valued?
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6. what decision criteria are used in deciding to reject or accept a
proj ect?

The first step in project analysis is to clearly define the project's
goal . If a planner is worked through the project formulation stage, this
goal should be clear. For exanple, in the early stages of energy planning,
a project's original goal may be to provide inexpensive fuels for
househol ds and industries at subsidized rates to encourage electricity use
and industrial expansion. |f, over time, inported petrol eum beconmes nore
expensive relative to local renewable fuels, the goal of energy projects in
| ater years may change to energy conservation and the substitution of
i ndi genous fuelsfor inported fuels rather than increasing comercia
energy consunption

Cenerally, the second issueto address in any proje8t analysis is the
identification of the valuation (or narket) perspective. Either financial
(private market) or cnernic (social) benefit-costs anal yses are mask. in
proj ect assessments. . Choosing the nmarket perspective hel ps define the
project's target group as either private individuals (financial) or society
(economic) —such as the nation as a whole. After identifying the valuation
perspective, a with or without conparison of projects nmust be clarified and
consistently used throuthout the analysis. For exanple, two alternative
projects may be canpared, or a new project may sinply be conpared to what
will occur if the project is not inplemented. Next, the project's time
hori zon nmust be clearly stated at the outset since an advantage of project
analysis is the incorporation of time into valuing project benefits and
costs.

After deciding the valuation perspective, type of conparison, and tine
horizon, a planner next decideswhat to include as project benefits or
costs. For exanple, private market prices (as discussed |ater) areaways
used in a financial analysis, whereas shadow prices or social values are
used in economc analysis. Finally, after identifying the type of project
and net hods of benefit or cost valuation, the project's benefits and costs
must be conpared. Decision criteria are the fornulas used in project
anal ysis that conpare benefit and cost streams with the various criteria,

t hereby denonstrating somewhat different financial or econonmic attributes
of a project. The followi ng sections present the econonic theory and tools
used in addressing each of the questions in greater detail.

11.4 Val uation Perspectives

An anal ysis can be made using different valuation perspectives
regarding what to include as inportant measures of a project's inpacts
(benefits and costs) . These perspectives are distinguished fromthe group
maki ng the analysis, such as a private firm a regional organization, or a
national goverrinent. |W conmon perspectives in project analysis are
financial and econonmic analysis. Financial and economc analysis |ook at a
project fromtw quite differing standpoints: the private investor
(financial) or the society (econom c)

Financial analysis, sonetinmes also called a private cost or amerci al
mar ket anal ysis, considers only the prices for all costs and benefits as
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given by the private market, values often referred to as private
opportunity values. The objective in such an analysisis to maximize
private profits for the irwestor(s) — those who put up the investment money
and stand to gain or lose in the private market. Defined as such,

financial analysisis the type of analysis we as individuals carry out when
deciding to accept or regject a project that could lead to either personal
financial gain or loss. |n asense, it describes the ~irrnercial incentives
for a project.

INn contrast, eormic anal is isconcerned with the full social
opportunity costs of a project. in an economic analysis, the target
group widens from the private investor (used in financial analysis) to
society. The objective in an economic analysisis to maximize social
welfare gains subject to meeting a variety of social goals. An economic
analysis assumes that private market prices may not totally reflect the
full benefits and costs society gains or bears, respectively, from a
project. Be.:ause many benefits or costs in an analysis may have social
val ues not equal to their private market prices, an econom c analysis of a
particular project tries to account for (internalize) as many social values
for the key benefit or cost components as possible. "Thus, at the minimum,
economic analysis will try to estimate at least some of the social
opportunity values of project benefits and cost.

While the financial versus economic distinction isimportant, the
complenentarity of these analytical approaches is equally relevant in
project analysis. Basic financial analysis provides information on the
profitability of a given enterprise to individual entrepreneurs or
investors. Thus, it gives an indication of the cxxrunercial incentive
structure and potential adoption rate by the private sector. In contrast,
comprehensive economic or social benefit-cost analysis attempts to
determine net gains from a societal standpoint, taking into consideration
externalities (e.g., environmental costs), shadow pricing of unemployed or
under empl eyed factors such as labor or foreign currency, and so on. If
si nificant shadow pricing isrequired, it may be that a country's
macroeconomic policies are creating market distortions that do not provide
the appropriate market si hals desired by the country. The placement of
the analytical alternative along the financial/social benefit-cost
conti nuum depends on who is seeking the question or the valuation
boundaries one is setting.
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Table I1.1. Sorme alternative types or nmethods of project analysis

ypeof
val uation Characteristics or
perspective Maj or focus alternative version

Financial Private returns to equity Det erm ne private
capital, nmanagenent, etc. profitability and
necessary incentives for
adopti on

Economi ¢ Returns to society Shadow pricing for

ef ficiency market di stortions
e.g., unenployed | abor,
overval ued currency)

Taxes and subsi di es
treated as transfers

Interest on capital =
return to society

Econoni ¢ Oiginally used in LDCs e.g., Little-Mrrlees

efficiency/ with concern over increased Manual

growth economic growth as well

as efficiency
- separate objectives

for efficiency and
growth and higher a
priori weights placed
on net benefits to
higher i re groups
and gaver nnent

e.g., UNIDO Cuidelines
(1972)
- wei ghts on eaonanic
growth left to
deci si on makers

Econoni ¢ General 'y used in LoCs with Squire and VVan der Tak,
efficiency/ duel concerns for growth World Bank (1975)
growth/equity and equity plus efficiency
plj | weights

pl aced on net benefits

to goverrntent and

| owi ncome

participants

(continued)
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Table 11.1 (continued)

Type of
Val uati on
perspective

Economic
ef ficiency/
equity

Econom ¢
ef ficiency
and non-
ef ficiency
Accounts

Major focus

Commonly used in post-
i ndustrial societies
where a wel | - devel oped
tax systemexists to
use as weights

Uses combi nation of

monetary neasure of net
national econonic efficiency
and non--nonetary or index
measure of other accounts

Adapted f rcm Hitzhusen 1984,
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Characteristics or
alternative version

Explicit weighting of

net benefits by income
class, region, etc.;
weights possi bl y derived
f ran fromtaxing system

Present net benefits by
income class, etc., for
wei ghting by decision
maker s

Provi de alternative
wei ghting functions to
deci si on nmakers

Constrai ned maxi num or
m ni mum targets approach

U S. Water Resource
Council, Senate Doc. 97
(1983)

— national economnc
ef ficiency

- regional econonic
devel opnent

- environmental quality

- human wel | - bei ng

U S. WRC two objectives
(efficiency and regiona
devel oFnent) , four
account s



Al'though only two perspectives are oommonly considered in project
anal ysis, several nodifications of such perspectives are equally inportant.
Table I'l.1 summarizes several of the many public investnent or project
eval uation nmethods that have evolved (Hitzhusen 1984) . These et hods
include (a) the sinmpl est formof financial analysis, (b) several shadow
pricing issues related to econonic efficiency analysis, (c) alternative
approaches for conbining efficiency, growh, and/or equity in one objective
function, and (d) an approach which utilizes separate efficiency and
non-efficiency accounts. A broadly conceived notion of proj ect or
benefit-cost analysis nmust recognize and deal with this diversity to avoid
quick j udgnents or "strawran" arguments about the pros and cons of proj ect
anal ysi s.

I1.5TimeHorizon, Project Life, and the Time Value of

Time is critical to any project's expected benefits and costs because
nmoney received at the present tinme is preferred over money gained in the
future: "present” noney can earn interest or a return if saved or
i nvested. Besides this time value of money, time is inportant to the
lenth of the project. 'Ib set the tine boundaries of a project, the
project life, defined as the expected returns is technically feasible, must
be deci ded at the begi nning of any project. For instance, in the past
| arge hydroel ectric dams were generally expected to be functioning for up
to 50 years, while a diesel set might have only a 20-year |ife expectancy.

The inmportance of accurate time boundaries and inpact on project
feasibility is clear when the concept of a time value of noney is
incorporated into proj ect benefits and costs. Shortening or |engthening
project life sets the tine span for receiving benefits or incurring costs.
Thus, the project life nmust be a realistic estimte of expectedlife,

i ndependent of horn attractive or unattractive such a timeperiod nakes the
proj ect.

The time value of noney is directly incorporated into project analysis
through the use of a discounted cash flow (DOE' ). This type of analysis
shows life-cycle flows for the benefits and costsas they are incurred in
each project year by reporting the particular cash streams for each given
time period (e.g., year, nonth, five year interval) . The advantages of
expressing life-cycle costs and benefits by year are that the magjor factors
influencing the pattern of benefit and cost streans can be readily seen,
such as inflation, price changes, and risk or uncertainty. The ability of
a ECF to incorporate changes in key benefit and cost streams due to
projected or conjectural price changes is the nost useful and instructive
characteristic of a cash flow analysis. The changes in key benefit or cost
streans are often systematically alteredin sensitivity anal yses.

Besi des being able to accommdate price sensitivity anal yses, [CF al so
has the advantage of readily identifying the actual year or years in which
benefits or costschange. For example, the benefits (sales) froma tree
farmplanted with fast-growi ng tree species are not received until harvest,
whi ch coul d be anywhere f ramto to tenyearsafter planting. Such
patterns show up in a DCF, but lot in an annual average cost analysis.

'Thus, DCF is a precise analytical tool for making definitive project
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assessnen.”™. F r this reason, the OOMPRAN program uses only a DCF
approach.

Tb incorporate a time value of money into a CCF, discounting or
compounding is used. To calculate the future worth or value (FV) of a
present amount of money, compounding is used; to calculate the present
value (PV) of future money, discounting is used. Compounding takes a value
of a present-day amount and projects it into the future by conpoundi ng
interest into the principal. This method is similar to putting a sum of
money into a savings account and taking a conpounded anmount out in |ater
years. In contrast, discounting takes future noney streans and brings then
back into present day value try re caving the expected future interest
factor. Both conmpoundi ng and di scounting use a discount rate which is the
expected future opportunity cost of money, sometimes a current or real
interest rate or a separate val ue depending upon the present time value of
money as di scussed bel ow.

Itis absolutely essential for all project analyses to use either
di scounting (use of year 1 prices as the base) or conpounding (projecting
prices to year n) if benefit and cost streams are to be added across years,
otherwise apples and oranges are being added together. DCF uses the
discounting factor when estimating a net present value (NP?). F r example,
in aDCF of atree farm proj ect, the total benefits (outputs) for year 8
are $5,239, whereas total costs (inputs) for the year are $4,420, making
net benefits equal to $819 as valued in year 8 prices._ Using a discounting
factor of 10 percent, the present value in year 1 dollars for the net
benefits of year 8 is:

819

(1.0 + 0.10)8

= $411

Two common errors made in project analysis are (1) confusing the
appropriate type of interest that should be used, and (2) being
inconsistent inits use. Interest, in a general sense, is the cost of
capital to an investor, such as the government sector's bond rate or the
private firm's prime rate. Given that the value of money may decrease in
real terms over the tinme due to inflation, two interest rates can be used
in project analyses. Areal interest rate is the rate of return on capital
wi thout taking account of inflation. If real interest rates are used, all
project prices and cost of capital nust be reported in "constant dollars"
(e.g., inflation is excluded) . Alternatively, the current (mni_na)
interest rate is the rate of return as seen by the investor in the private
market since it includes inflation; that is, the current rate is the sum of
inflation added onto the real interest rate.

Inconsistency in the use of interest rate terms is probably the most
carrionm stake in project analysis. If a constant dollar basis is used, a
real interest rate (not current interest rate) must be used. By mixing
real with current rates, benefit and cost flows are severely distorted to
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favor particular flows. Most project analyses conducted by international
agencies put costs and benefitsin real terms, even though real rates for
capital are not directly observed.

In addition to the issue of expressing money in current or constant
terms, further problems arise with the choice of discount rate. T.ro major
types of discount rates based upon a private (financial) or social
(economic) sector valuation are generally used in project analyses. A
private discount rate reflects either a current or constant rate (i.e.,
including or excluding inflation, respectively) based upon projections from
the financial market (private opportunity costs) . However, for economic
analysis (social) purposes, it has been argued that the private sector rate
istoo high or at times too loan relative to the time value society places
on money. A social discount rate (public sector opportunity cost) can be
used in place of the private rate. Because a social discount rateis
extremely difficult to estimate, most countries and aid agencies simply
assume some general rate (such as the 10 percent rate used by the world
Bank) .

1.6 Valuing Benefits and Costsin Financial and Ecxxunic Project nalysis

Quantifying benefits (project outputs) and costs (inputs) in monetary
values irwolves (a) identifying all the benefits and costs arising from the
physical effects of a project; (b) measuring the monetary values, where
possible, of such benefits and costs; (c) putting these values into current
or constant monetary terms; and (d) comparing the benefit and cost streams
of the project through the use of project decision criteria.

After identifying the general benefits and costs in a project,
monetary values for each flow are needed. As afinancial analysisis
concerned with a private market perspective, such an analysis uses existing
private market prices when valuing the benefits or costs. In contrast, an
economic analysis uses socia valuations (shadow prices or shadow values)
for at least some of its benefits and costs. |n many instances, the social
opportunity costs for an input or output may be equal to the private market
values because no externalities or market distortions exist. In such
cases, an analyst simply goes with the market price. In other instances,
private values are used because social values are simply impossible to
quantify easily. For critical inputs or outputs, however, social values
must be estimated and used if social and private values differ
significantly. An analyst must always optimize within time and budget
constraints by estimating social values for those benefits and costs that
have the greatest impact on a proj ect.

Thus, the estimation of benefits and costs in financial versus
economic analysisis quite different. As noted earlier, by making both
financial and economic analyses, a project can be viewed from two
perspectives. Because different values are used in the two types of
analyses, different conclusions about the feasibility of the project may
result. Sane important distinctions between financial versus economic
analyses available in ODMPRAN made in the estimation of benefits and costs
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include:
* Financial Analysis
—— Qnly private narket values are used for benefits and costs

— Capital costsare spread over the project life (anortized) or
over the loan period if debt financed

—Taxes and ot her transfer paynents between groups are included
—Private discount rate is applied
* Economic Analysis

—— Social opportunity values (shadow prices) are used for benefits
and costs, such as

* Labor (shadow wage rate due to unenpl oynent or
under enpl oynent)

* Environmental benefits and costs (e.g., soil erosion,
pol | ution)

* Unenpl oyed or underenpl oyed factors of production (e.g.,
underutilized plant capacity)

* Forei gn exchange (separating the inport componentfromthe
domestically produced goods of the project)

— Capital isincluded as a |unp scanintheyear it is used (not
spread over the project life)

—Mar ket subsidies are removed (full production costs used)

-- Doiestic taxesare not included since they represent transfer
paynments within society

—— Equity issuesmay be considered through wei ghting net benefits
flowi ng to various incone groups or listing the project's
benefit and cost flows by income groups

The treatnent of capital is a substantive difference inthe two
anal ysis techniques. In a financial analysis, capital is anmortized by
being spread into annual paymentsover theproject life or loan period. In
an econom ¢ anal ysis, however, capital expenditures are fully accounted for
in the year they occur since society incurs the debt the year of the
expendi ture. For exanple, suppose a $60,000 | oan is needed the first year
ina project for a bait culture project. In a financial analysis, annual
capital payments of $7,888 would be recorded in a project's cost flows
assum ng equal annual paynents and a 10 percent interest rate for the
15-year | oan period; whereas in an econonic analysis the $60,000 is totally
accounted for in the costs of year 1.
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~ The use of shadow prices for labor, fuel d(nonsubsidiz_ed prices) ,
environmental effects, foreign exchange, and land rental is a further
distinction between financial and economic analysis. Shadow pricing the
foreign exchange costsis particularly important in caﬁltal-lntensvellke
purse seining where imported technologies are used. The foreign exchange
Aviponent i s shadow priced by determ ning the percentage of the total
capital (such as aforei nloan) and O&M costs in ported and thus paid for
with foreign exchange. This amount is then multiplied by a shadow exchange
factor:

Foreign Exchange = Total. x Percent Imported x Shadow
Shadow Val ue Cost Exchange
Factor

Shadow exchange factors vary widely between countries. For example, a 1.2
factor implies that the full cost to society when importing a dollar's
worth of goodsis 1.2 times the official cost in the country's currency.

A fourth critical distinction is the treatment of taxes. Domestic
taxes or other transfer payments between groups within society are usually
not included in an economic analysis because they are viewed as transfers
within the economy and do not represent additions to or subtractions f ran
the economy's production of total goods and services. Because subsidies
are also tranfers between groups in a society, they are netted out of the
ansgla/sl s. For example, a government tariff price of $0.22/kWh should be
used in afinancial anq$lgss of an electricity project, but the full costs

.60/kWh, should be used in the economic analysis.

Finally, equity concerns, such as the project's incone distribution
effects, are afurther social objective that can be incorporated into an
economic analysgﬁ. F_liq instance, weighting particular cost or benefit
stream(s), althouh hihly subjective, i's a technique sometimes used in
economic analysis. It gives particular benel4ts or costs more or less
enphasi s dependi ng upon their beneficiaries.

of production, possibly

I1.6a Capital Expenditures

Capital is acategory of costs referring to project investmentsin
(typically) manufactured means of production. Generally included under
capital are expenditures for equipment, building construction, materials,
engineering, and installation. such factors are considered capital
expenditures if investments, e.g., loans or equity, were made for their
purchase at any time in the project. In contrast to capital expenditures
operating and mai ntenance expenditures (O& _ include annual or recurrent
cash flows that are paid directly by the project and for which loans are
usual |y not procured.

In afinancial analysis, capital expenditures typically are accounted
for asloans or equity, and use different repayment schedules (e.g.,
equal-annual) and loan periods based upon the type of financing. eral
options are available to a project analyst in reporting capital payments on
an annual basis. Optimal use of these options depends upon the type of
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financing, the financing group, and the accounting procedure used in the
anal ysi s.

First, capital expenditures may be financed by an investor through
internal cash funds (equity) or debt financed bytaking out a loan. If a
loan is needed to finance the project's capital expenditures, the borrower
must pay a debt service equal totheinterest paid on the principal in
addition to paying off theprincipal. A variety of nethods exist for
det erm ni ng annual debt service paynents (Api in et al . 1977, Gittinger
1982) . For present purposes, it is sinply inportant to recognize that if
financing occurs adebt service nust pai d over tinme,

A problem in the treatment of capital in financial anal ysis is that
the borrower may or may not be the group maintaining and operating the
systen. In a private sector project, the borrower is usually the sane as
the user group. Thus, this investing unit pays the debt service. In a
public sector or aid-sponsored project, how Ever,the .iorrower is often the
government or aid donor while the user isthe community, household, or
public institution. if the |oan recipient (user) does not pay off the
loan, and if the capital (equipment) is not being replaced by the user, a
debt service is not included in a financial analysis for the user with
outside financing. In contrast, debt service payments are included in the
financial analysis made for the government.

Regardless of debt or equity financing, nost projects usually need to
repl ace the capital equipnent at the end of its productive life. Gradual
repayment or witing off the original investmentiscalled amortization
(Gttinger 1982) . Two axrrnon forms of amortization include depreciation
and capital recovery factor. Depreciation is amethod of anortization used
by accountants onl ¥ for taxx irposeswhen capital isbeing witten off. It
shoul d not be used in project anal yses.

Because depreciation does not account for replacenent costs (e.g.,
initial costs plus inflation) of capital, a different formof amortization
(capital recovery) should be used in nmost financial analyses. A capital
recovery factor should always be used if it is intended that the project be
sel f-sufficient and able to replace its capital in future years. As
explained previously, the cost of money is expected to grow in future years
at a certain rate, the interestrate (i) . Only the capital recovery
factor, the second type of amortization, i ncl udes an interest or noney
growt h conponent as well as a principal. conponent (Gttinger 1982)

11.6b Transfer Payments: Taxes and Market Subsi dies

Taxes, royalties, and market subsidies are forms of transfer payments
within an economy between di fferent groups. In a financial analysis, taxes
and subsidies are included in market prices in the annual benefit or cost
floras because they are paid or received by the private investor.

Conversely, econonic analyses do not include taxesorroyalties if they are
transfers between groups in society. Market price supports are netted out,
or subsidies added back into, economc analyses by using full production

cosés because society actually had to pay these full costs to producethe
good.
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1. World Bank participation in cofi nanci ng has recently been

predi cated on increasing the |oan maturities and anortization of the
project finance.

2. Public tovestment. tovation Md 1 Tuna i) us roaches_t Q
Investrnents._ pp 26- 36.

3. As with nost natural resource projects, integrated production-
processi ng- mar ket i ng companies soneti nes engage in transfer pricing of
products to avoid local tax liabilities. For this reason, the pricing
assunptions prepared by private companiesto raise finance may be of
particular interest to Pacific governnents.

4. U S. Trade Comm ssion. 1986. Conpetitive Conditions jn U.S. Tuna
Industr*._ pp 16, 17, 163.

5. Appendix 1 has been extracted froma report by Ghadar Associ ates
sutmtted to the Overseas Private |Investment Corporation (OPIC
entitled, & Co aritiveStud¥ ¢f Oficial PRedrams . _Selected O

Countries That Provide Financing tp Priyata |nvest or f.ua Projects in
Developina Countri es,_June 1985. P y -

6. Appendix 4 has been extracted frrin a PII]P Report entitled,

COMPRAN: The. Project Analyst., A Ccu xiterized Project Analysts package
fQL Devel oping Countries,_January 1987.

7. Also called spillover or third-party effects. Dasgupta and Pearce
(1978) define externalities as a physical interdependence of
production and/or utility functions which is not fully priced or
conpensat ed.

8. For this information, the user should consult basic benefit-cost
texts such as: Conmonwealth Secretariat (1982) , Gttinger (1982) ,

M shan (1983) , Gegersen and Conteraras (1979) , Easgupta and Pearce
(1978) , and Squire and van der Tak (1975)

9. Howe (1972) refers to these perspectives as "accounting stances."

10. Though not discussed in this manual, social accounting and
environnmental inpact assessments are two other types of noneconomic
project analyses that are equally inportant to planning.

11.  Opportunity costs in economics simply refers to the nonetary

val uation of the best alternative use for the good or input. For
exanple, if the market price (private opportunity cost) of kerosene is
$0.40/liter, but kerosene receives national subsidies of $0.50/liter,
then the social opportunity cost to the country of kerosene is
$0.90/liter, i.e., the full costs of production.
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12. If first-year cost analyses are needed, the project life in
COWR N is nerely given as one year, whereby all futuret enef its and
costs of the project are ignored.

13. Texts such as Irvin (1979) , Gttinger (1982), and M shan (1983)
provi de nore detailed discussions of these distinctions.

14. Note this use of the term"capital" as expenditures for loans is
somewhat morerestrictive than many definitions, but is nade for
clarity within the ODMPRPN program. COMPR N hasaseparate data entry
for capital expenditures in both the financial and econonic analysis.
As O) MPRAN does al low for |oans being secured tocover O&M costs, an
anal yst nust be careful notto double count.
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THE EAST-WEST CENTER is a public, nonprofit educational institution with an
international board of governors. Some 2,000 research fellows, graduate students,
and professionals in business and government each year work with the Center's
international staff in cooperative study, training, and research. They examine
major issues related to population, resources and development, the environment,
culture, and communication in Asia, the Pacific, and the United States. The
Center was established in 1960 by the United States Congress, which provides
principal funding. Support also comes from more than 20 Asian and Pacific
governments, as well as private agencies and corporations.

Situated on 21 acres adjacent to the University of Hawaii's Manoa Campus, the
Center's facilities include a 300-room office building housing research and
administrative offices for an international staff of 250, three residence halls for
participants, and a conference center with meeting rooms equipped to provide
simultaneous translation and a complete range of audiovisual services.



PACIFIC ISLANDS DEVELOPMENT PROGRAM

The purpose of the Pacific Islands Development Program (P | DP) isto help meet
the special development needs of the Pacific | slands region through cooperative
research, education, and training. Pl DP also serves as the Secretariat for the
1980 Pacific Islands Conference, a heads of government meeting involving
leaders from throughout the Pacific region, and for the Pacific Islands Con-
ference Standing Committee, which was established to ensure follow-up on
development problems discussed at the Conference.

Pl DP'sresearch, education, and training activities are developed es a direct
response to requests from the Standing Committee, Pl DP's projects are planned
in close cooperation with the Committee to ensure that the focus and the
organization of each project address the deeds identified by the heads of
government on the Committee, a process which is unique within the East-West
Center and in other research and educational organizations serving the Pacific,

A major objective of the program has been to provide quality in-depth analytical
studies on specific priority issues as identified by the Pacific Island leaders and
people. The aim isto provide leaders with detailed information and alternative
strategies on policy issues. Each Island country will make its own decision based
on national goals and objectives. Since 1980, PIDP has been given the task of
research in six project areas: energy, disaster preparedness, aquaculture, govern-
ment and administrative systems, roles of multinational corporations, and
business ventures development and management.



