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The Bank's Project Experience
1. In the course of the discussion of the paper "Project Supervision"

(R72-121) at the July 25 Baard meeting, after several speakers had urged that

the Bank should do everything possible to make its experience of project appraisal
and supervision available to officials in developing countries, the Chairman
asked the Secretary to review what was being done in this respect.

2. As emphasized at the July 25 meeting, the Bank Las over the years
developed considerable expertise in the techniques of project appraisal and super-
vision and accumulated a great store of experience relating to the preparation,
execution and operation of projects and to actual problems which arise in the
course of this work and their solution. This experience exists in a variety of
forms, many of which, as the staff pointed out during the discussion, are not
immediately suited to being made available to the public. Nevertheless, the

-Bank has made this experience available to persons concerned with development

in its member countries and to the public generally in a variety of ways.

E The most important of these is through the day-to-day conduct of the
Bank's project activities. 1In all phases of project work, the Bank's accumulaced
experience is transmitted to persons in the developing countries concerned with
the identification, preparation, evaluation and executicn of projects. For
example, during the mid-1960s the Bank cooperated with the UNDP, other agencies
and Brazil in carrying out a comprehensive study of the transport sector of that
country, which in turn led o a program for the sector which in large mezzurs
constituted a transfer of the Bank's experience in modernizing and vationaliz-
ing transport sectors in developing countries. The Bank has participated in
carrying out the program by making a number of highway loans. As a result of
this work, local consulting firms capable of carrying out studies and design
work were created, the federal and state highway departments were reorganized,
highway design standards were adopted for the whole country, a transport planning
unit was created and trained, a highway training center is being created; all of
these reflect in different ways a transfer of the Bank's experience in improving
the execution of project work in the traasport sector and in improving the
effectiveness of the sector itself. Similar transfers of experience, some

more effective than others, take place daily as part of the Bank's regular work.

Distribution

Executive Directors and Alternates

President
Senior Vice President, Operations
Vice Presidents, Bank and Officers of IFC
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4.7 7" " The Bank also seeks to make its experience relating to projects
available in a more formal and systematic way through the projects courses
conducted by the EDI since 1963. In these courses, the Bank has sought to

make available the lessons it has learned in the identification, preparation,

evaluation and supervision of projects. There have been 47 of such courses

with a total of 1,142 participants at the Institute's headquarters, and, since

1967, 11 projects courses with a total of 284 participants overseas. The
participants come from upper-level government posts, and return to key posi-

tions in ministries and government agencies or institutions concerned with
development.

i

3% Finally, the Bank has made its experience relating to project work

more generally available through its publications program. Included in these
activities are:

a)

b)

c)

An EDI book, "Economic Development Projects and Their Appraisal",
by John A. King, Jr. (1967), which reviews the history of some

30 Bank-financed power, transport and industrial projects.

While, as the preface to this book points out, these projects

are drawn from the Bank's earlier experience, and do not illus-
trate the Bank's work in the less traditional sectors in which

it has become active in recent years, or its latest techniques

of project appraisal, it remains a valuable guide to the prac-
tical problems the Bank encounters in its project work.

A series of EDI books on project analysis; the first, "Economic
Analysis of Agricultural Projects" (1972) by J. Price Gittinger,
has already been issued, and was distributed to the Executive
Directors. French and Spanish translations of this book will
be published in the first half of 1973. A book, "Compounding
and Discounting Tables for Project Evaluation", edited by

J. Price Gittinger, will be published in February 1973. Other
EDI publications are planned for FY74. the first of which will
be a manual on farm accounting.

A series of Seminar Papers, produced by the EDI, some dealing

with project analysis, of which the following will appear in the
first quarter of 1973: '"Industry Case Studies and Work Exercises'',
edited by F. H. Lamson-Scribner; "Agriculture Case Studies and
Work Exercises", edited by J. Price Gittinger; and a bibliography
of works on agricultural project analysis edited by Orlando
Espadas. A collection of "Education Case Studies", edited by

I. A. Sirken, will be completed next August. Executive Directors
will be rotified when these papers are available.

d) A publication, on which work is proceeding, which describes the
preparation, appraisal and negotiating phases leading up to a
Bank loan, and the subsequent supervision of the project, which
it is hoped will be published before the end of FY73.

e) The series of Sector Papers prepared over the past two years

and recently collected in a single volume entitled "World Bank
Operations'", which gives a comprehensive account of the Bank's
approach to project selection, but does not go into the details
of the evaluation of individual projects.
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£f)

8)

h)

i)

-

"Occasional Papers' consisting of specialized studies by staff
and consultants which, while prepared primarily for internal
use, appear likely to be of sufficient interest to readers
outside the Bank to warrant the considerable time and expense
needed to put them in a form suitable for publication. Many
of these papers are based on the Bank's project experience and
describe appraisal techniques used by Bank staff.

Other Bank publications reflecting project experience or appraisal
methods in particular fields are the three volume "Water and Power
Resources of West Pakistan', prepared by a Bank Study Group

headed by Dr. Lieftinck (1968), and "Experiences with Agricul-
tural Development in Tropical Africa", by John de Wilde and

others (1967).

Guidelines for general use such as those relating to procurement
and the use of consultants.

Articles by Bank staff, over the years, in Finance and Development

dealing with these matters, such as '"Project Appraisal' (1964),
"Consulting Engineers and the World Bank'" (1965), "Evaluating
Transport Projects" (1966), '"Some Economic Aspects of Education
Projects" (1968), "The Project Cycle" (1970), "Animal Production:
Constraints and Their Removal' (1970), "A Layman's Guide to
Little/Mirrlees'" (1972), "What is a World Bank Project" (1972),
and '"Training as an Element in Bank Group Projects'" (1972).

A list of Bank publications is attached.

Attachment
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Mr. J. D. North (through D. H.W.) December 21, 1972

Project Preparation for Transportation Projects Involving Mainly Rehabilitation,
Replacement and Recongtruction

1. Subject projects aimed at re-establishing previous capacity and
frequency of service appear to have become increased in numbers with time
since the former colonies achieved independence and after some of these
countries have experienced devastating external or civil wars.

2. Often the prevailing opinion seems to be that such projects re-
quire little project preparation and can be prepared nearly exclusively
by Bank staff with no or little use of consulting firms for feasibility
studies, preliminary enginsering and cost estimates, and thus be

in short order. I think this approach is quite wrong in gemeral and will
attempt to show this below.

3. For coastal and inland water transport and railroad the services
provided by the colomial powers or private companies were often more than
adequate. The capacity to transport cargo and passengers as well as the
frequency of service was established on the basis of other considerations
than the benefits to the economy of the colony, because the economic feasi-
bility study methodology had not been developed or financial viability was
the main concern.

b Some of the new countries imherited or nationalized extensive trans-
portation facilities, such as those of the Burma inland waterway transport
service (the Trmawaddy Flotilla), the Zaire and Kasai Rivers transport
service in Zaire snd various railroad metworks. Through lack of skilled



Mr. J. D. North -2~ December 21, 1972

b) present and future forecast trangportation demands for
the modes in question may not reach previous peaks; and

e) it is often guite difficult to analyse and attempt to
optimize fleet and rolling stock requirements for water
transport and railroad systems other than very simple
few origins-destinations and few commodities systems,
and has in most cases not been dome before.

g

7. Except in emergency situations and perhaps a few other rare instences
I consider full fledged project prepsration and appraisal as necessary for
these projects as for "new" Jects.

cot Messrs. Adler

HAgerschoutbje
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@. C. Mandatis/e/

Discussion on Mr. S/ Guisinger
Border Prigces in ect

's paper: "The Selecting of appropriate
sals”

At Mr. Pollan's request I attended the meeting in which the above
paper was discussed, Mr. Guisinger reviewed familiar conceptual and practi-
cal problems in selecting apprepriate border prices, such as multiple c.i.f.
prices for identical commodities, lack of comparability between domestic and
imported goods, uncertainty of future price movements, data inadequacy due to
under or overeinvoicing, rebates, menopolistic prices. Since, in the Bank's
experience, in many projects border price assumptions are erucial determinants
of a project's social profitability, the collection of better and more relevant
information on border prices has indeed practical significance.

To improve information, Mr. Guisinger suggests one way would be to
develop operational procedures which would assure the more efficient utiliza-
tion of existing knowledge about border prices on industrial cormodities. The
other way could be to undertake research designed to expand existing knowledge,
To this end it would be advisable to prepare 2 mamual or central file to col=-
lect information on border prices already available within the Bank group. In
addition, it would be desirable to prepare, on experimental basis, a checklist
of price determining factors. The responsibility for the prepaeration and ree
vision of the central file should be aspigned to a special small unit, and
work would begin with few industries. On the research gide, two areas could
produce useful information: work on dumping and product quality differences.
All the above proposzls could be explored in vhe context of a case study of
one industrial project. A convenient candidate would be the cotton textile
industry in Nigeria, where IFC is currently invelved.

During the discussion i1t emerged that the cemtralization and
availability of information on border prices to interested users is desira-
ble and the ereation of such a unit on = permanent basls advisable. Sueh a
unit should be attached to one of the operational departments, industrial
projects being the most logical place. It was suggested in this context
that Messrs. F. Moore and J. Wood prepare memos outlining the usefulness,
scope, orgenization, work, ete. of such a unit for further action. Mrs. H.
Hughes will coordinate the collective effort. Farther, since the proposed
maymtutilcsin!igwiainwlwuonlyamarglmlmaththeﬁankand
promises quick returns, it was felt that it should be undertaken.
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INTERNATIONAL DEVELOPMENT INTERNATIONAL BANK FOR | INTERNATIONAL FINANCE
ASSNCIATION RECONSTRUCTION AND DEVELOPMENT CORPORAT | ON
TO: Files DATE: November 21, 1972

FROM: Bela Balassas"‘

SUBJECT: Bank Work in Pi'oject Evaluation

Messrs. Chenery, Cauas, van der Tak and Balassa discussed on November

10, 1972 Bank work in project evaluation. The following summary of the dis-
cussions is based on the assumption that Mr. Henderson will accept the assign-
ment to coordinate research on shadow prices and project evaluation in the
Bank; it may serve as a basis for a memorandum by Mr. Chenery after this ques-
tion is clarified. The topics covered are: the results of the recent Project
Fest; the reconstitution of the Steering Group for Sector and Project Economics;
the operational memorandum on project appraisal; and the research program on
shadow prices and project evaluation.

o Apart from demonstrating that, properly defined, alternative methods of
project evaluation have the same information requirements and give the same re-
sults, the main benefit of the Project Fest appears to lie in its educational
value to Bank staff. It has contributed to a better understanding of methods

of project evaluation and of the need for using shadow prices. However, differ-
ences of opinion remain as to the practical application of alternative methods.
Messrs. Balassa and Henderson have been asked to write a short memorandum stat-—
ing points of agreement and the questions to be clarified.

34 The Steering Group for Sector and Project Economics has been reconstituted
with Mr. Herman van der Tak as Chairman and Messrs. Bela Balassa and David Hen-
derson as members. While the Steering Group has responsibility for Bank work

on project evaluation and its relationship to sector studies, Mr. Henderson has
been asked to coordinate Bank research on shadow prices and project evaluation
on a day-to-day basis.

4, Under the direction of Mr. van der Tak, the Central Projects Department is
engaged in an extensive revision of the operational memorandum on project apprai-
sal. In revising the operational memorandum, use will be made of the various re-
search papers prepared or in preparation at the Bank. Drafts of the memorandum
will be circulated to those engaged in project work and, in particular, Mr. Hen-
derson's contribution will be solicited.

5. Messrs. Balassa and Henderson have been asked to review recent Bank re-
search on shadow prices and project evaluation and to prepare a proposal for
future research. The proposal should aim at establishing a coordinated research
program in the area and should cover work by Bank staff as well as by consultants.
It should take Mr. van der Tak's May 10, 1972 memorandum on Shadow Prices and Pro-
ject Appraisal as its point of departure. A copy of this memorandum is enclosed.

cc, Messrs. Chenery

Cauas
Duloy

BBalassa:alm
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Staffing UNDP/IBRD Planning Projects by Bank Personnel

Mr. Hoffman has asked me to prepare for discussion a paper on (a) the
background of the development planning projects in Jordan, Afghanisten and
Uruguay and specifically, the means by which members of the staff have either
becoma or are proposed as team leaders for these projects, and (b) the in-
plications of these projects for the Bank in terms of its relations with
the UNDP and with the countries involved. :

(a) The Background of the Planning Projiects

Reviewing the files and discussing the matter with the members of
the staff who have been involved in each of the three projects reveals no
general pattern. Each case must, thus, be reviewed separately.

1. Jordan -- The plamning project in Jordan -- the only one
of the three to have been, thus far, approved by the UNDP --
had its naissance in the updating economic mission to Jordan
in February 1671, when the mission was asked to have the

Bank send to Jordan someone to advise on the reorganization
of the Development Board. Mr. Hartin visited Jordan in Harch
of last year, and submitted a report vhich recommcnded,

among other things, technical assistance. lir. Hartin visited
Jordan egain in 1971 as a member of the eccnomic team vhen
he also helped vprepare a request to UNDP from the Jordanian
Government for a plamning project. Thls request for assis-
tance came from the Jordanian delegation to the Annual Meeting
vhich also asked that the Bank act ay an executing agency
for the project when it should be approved by the UNIP.

The draft proposal-for the project was held up in the Bank
for about three months pending the Bank's agreement to serve
as executing agency. Eventually a recommendation to that
effect wag included in the Country Program Paper and approved
by Mr. McNemara, and, after much debate over the role of
the Bank in the project, was approved by UNDP as well.

The initial move to nominate Cyril Martin as the project
leader came from the President of the Nalional Plarming
Council of Jordan, Dr. Shafiq, in his letter of July 7, 1972
to Mr. Benjenk. Dr. Shafiq explained his Govermment's request
as follows:

During his first visit Mr. Martin quickly asses-
ged our planning problems and, as you kmow, his
report was accepted by the Govermment., Many of
his recormendations will be implemented elther
as part of the project orinconjunction with 1it.
His further visits end his help to members and
officials of the Government have convinced us



Messrs. Demuth/Hoffman October 10, 1972

that he would make a most acceptable leadsp
of the team. Since he has been associated
vith the project from the beginning, he wnder-
gtands the problems involved and we think

he could get tho cocperation necessary to
solve them. If the Bank would deslinate him
as leader we believe that the project would
go forward fastor.

The Covernment of Jordsn has been informed that the re-
quest for Martin's services vas spproved.

(L, Urvguay -~ The Minlster of Eeconomics and Finance » in his
vislt to the Tank in June of this year asked that a toam of
three plerming advisers be provided to the CGovermment of
Urvguay. Initially, the Area Dspartment assumed that all
three advisers cught to be reguler staff members, paid by
the Bank and seconded for the duration of the project to
Uruguay. D3D supgested that the WIDP should first be approached
for finanecing, Consaquently, Dank gteff made preliminary
contact with the UUDP Resident Representative in Hontevideo
and later in Vashingtom vho had indicnted the UL funding
might be mad: available for the advigory team. (n the basig
of these discusslons the Rank concluded that utilising UNDP
financing would offer adventages for both the Covermment
and the Bank and the Covermment was go informed. Concenit-
tently, the RBank apreed to act as executing agency for the
program subject to UNDP approval,

The candldacy of Yr. Lecobar cana up following a casual
conversation between Mr, Alter and Mr. Escober when the for-
rer raiced the question about the difficulty of finding a
suitable candidate to head the project vhich was to be dis-
cugsed with the UNDP, r. Bscobar indicated to }Mr. Alter
that he might be avallable to wndertake the team leadership
in 197h, at which time he would have hnd comleted 10 years
of service in Vashington and would have liked to spend some
tine in a teaching or edvigory capacitv in a Latin ‘imerican
cowntry. HMr., Alter seizod wpon the opportunity to submit
Escobar's nane to the Coverrment of Uruguay which approved
of the candidatae.

3. Mphenistan -~ The timing of the economic miszion to
Afghamistan (June-July, 1971), led by Nr. Abdel Yeguid,
colncided with the presence of a UN migsion which was ap-
praising a Government's request for technical asslstance in

* development planning. The Bank misslon, which was esked to
comnent on the UN report, suggested that the Ul recompenda-
tion for a teaa of 11 experts for five years was too am-
bitious and proposed its scaling down. The Pank vointed out
that Afphanistan has received planning assistanc: in various
forms for a long time, and that at the present tine IEghanigtan
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has nsed of a relatively small number of long-term advisers
Yo provide peneral esssistance and advice, but that this tcam
~.ghould be sble to call on consultanits for chorter periods,
Meantime the Royal Govermment of Afphenistan officially stated
to the Acting Resideat flepresentative of UNDP that it would
not be intercsted in the projlect if the Bank did not undertaks
the supervisory responsibilities. Vhile the Bank was debatlng
the matter, the name of ir. Abdel lepuid was raisged by the
Area Departmnont as a sultable candidate to lead a teuam of
experts at loast during the initial gtapes of the project.

It was sugpested that !ir. flepudd 1ls woll acquainted with the
comtbry'’s rolations with the Afghoni offieiels, and particu-
laxrly with the Deputy Prime liinister vho was the motivating
force behind the project. It shouvld be emphasized that the
candidacy of lepudd has nover been officlally sabmitied by
the Dank to the Govermienit, nor has the Government indicated
preferencs for any particular individual--Bank gtalf membor

or otherwise. The project itself has yeb to be appraised

by ws, and the UIIDP hag yet to approve it.

thile there has been no pattern followed in designating Bank ctaff
members o8 possibls leaders and/cr nosbers ior UHLP-{insunced projects in
dovelupment plamming, there is a factor comon to all three casest it has
been the Government's insistence that the Eankr serve as an execuling agency.

You will recall that when the Austrellan Covernment had aclied the
Bank to serve as exccubing agency for a plaming project in Papua lew Culnea
in Hovember 1971, !lr. Rley and I dlscussed the matter with ilr., Doruth vho
agreed that we po zhoad with that prolect, and that DSD could undortake
gimilar projects in the futurs if a Covermment had ppocifically indicated
its preference for the Bank as exccuting agency.

The questlon whether the Bank ghould take one steo further and desig-
nate one of its owm staff membors to head and/or stafl such projects isra rmch
more complex question and should be woelghed in the lirht of the advantages
and ricks for both the Bank and The cowntry concerncd.

Adventages
1. I think that id is safe to assuwne that the povernments' insistence

on the Bank ag execcuting agency stoms in part from their desire to benefit
from the Bank's practical approach to development problems, perticularly

in the identificaticn and epprelsal of projects. Lendine by the Bank is tled
to eccnomic performance and it is in our interest; as well as that of the
government that we lend our afforts to immrove the plamning machinery and
metheds and consequently, one might hope, thse economic porformance of the

country.
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2 A Bank staff member who will be assigned to any of these projects is
likely to be an individual wvho has served in the Bank for at least 3-5 years,
end vho is fairly well acqueinted with the Bank norms and methods of opoera-
tion, He will loolk upon lils assipnment as a challenge o8 well as a continua-
tion of his carcor dovelopment in the Bank. His motivation for success will
most likely boe greater than a consultant seelting a fixed-term asgipment over-
seas, vhoee future carcer may or may not be affected by his success or failure
in that assigoment.

3. The Bank has accumulated troucndous cxperience and expertise in de-
velopment matters. A Dank man could, wvhen necessary, drawv more casily wupon
that experience and exnertise than scmeone wiio is not directly eccrmected
with the Bank. llorevver, in a case vhere the comtry insists thet the Bank
act as executing agency, having a Banlkt man direetly responcsible for the pro-
joct wouvld thereby strengbhen the links between the country and the Danl,

It It could be argued that the Bank eould exereise influence in negotia-
ting with the goverment an agreement that worvld parmit easy eccoss to lhe
policy makers by a Bank staff member. In the sdviscry business this lg a
groat asset indeed.

5. Yhere there is no Bank resident reprecentative, a project director
could serve the Bank in tho fiold and, when necessery, would cxplain the Bank
position and procedures to the local bureavcrazcy which is invariebly quite
unfenlliar with the working pattoerrs. of this insititution.

Risks

;59 T4 is Important to distingulsh between two catepories of projects
wder reylswt one catepory is the purely cdvisery projects and the other

is advisory cum training. The proposed project in Urupuay falls in the first
category while the other two fall in the sccond. The risk stems primarily
from the advicory function of both categories. The prineipal risi would be
that a Dank-desipnated adviser mighl recovmend or support policies that could
be embarassing for the Bank. There 1s also the danger that the povernment
would take advantare of the Bank's assceilaticon with the project to promote
and legitimize policies that are neccgsary bubt othervise wmopular with the
public (such as raising teriffs wbich, in the case of the clty of Cali in
Colombia, caused riots and the loss of life).

2, There could be difficulties for the Bank as well as for the Bank
adviser in the field if projects prepared and recommended by the latter were
found by the Bank undesirable or unworthy. The refusal of the Benk to
accept recomnendations made by a meaber of the stall temporarily cssigned
t a planning project could seriously undermine the adviser's authority and,
consequently; his usafulnsss.

3 The Govermment wlght mistakenly believe that a Bank-designated project
leader could generate more Bank lending than is othervise warranted. Unfilfilled
ixpzctations, even wien they are unjustified, could be blamed on the tean~
gadery i o, oG,
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In epite of the risks a case could be made for deslpnating Dank
persomnel to WIDP-financed prejects in develonment planing subject to certain
rostrictions:

L. Strict rvles of selection should be spplied,
Under no circunstances should the Donk desip-
nate a member of the staff cimply because
ho ig "avallable.”

2., Vhere the cowmtry hag not specifically indicated
& preference for a particular Dol gbtafld meaber it
1s vital that the Dank meke its desipnated candi- |
dato avallable for discussions and pessibly for |
Interview by the pgoverment concernod. Ve ghould
ways keep in mind that "expatriate cxerts,
espocially project directors, rust be fully accep-
tablo to the Govermment ond have the pargonal
qualifications to work throuch existing insti-
tutions and to relate vell with the loeal poople."t

3. Ve chonld aveld staffing on endire tem with Dank
cfficials. It would seen vnlikely that UHD? would
agreo to finance an entive nank tewa for a nproticet.
In any ovent, It wouldd Lo most depivabla te have
non-lenk gtaff on developaent plamning cdvisory
teama to avold oy Impression that the Dank is
yuwking the econcuics affuirs of a country.

]f_ Seainara on Counterpart Training, Projeets Depariment, April 1972, L.01 (1i).

NR:rlc

ce: Heosra, C.-J. Martin i
" Ve Jo Eiloy




Mr. R. Picciotto | October 17, 1972
Dennis J. Parsons o’

FY=197) Pr d

1. As requested in your note to the letter from Armstrong to Weiner,

the following schedule indicates mhat my present planning of supervision

Country Project Original Schedule Now Planned
Indonesia Bstates I - Iv Oct.'72 - Jan.'73 Jan.73
Fisheries August '72 Jan. 73
Rice Processing February 173 Mareh 173
Seeds January 173 March 173
Korea Credit March 173 May '73
Livestock April '73 Aprdl 73
Malaysia Forestry December '72 Jan, '73
Jengka I & IT February '73 March '73
Papua & New Agr. Dev. I & II May '73 May '73
Guinea
Iivestock ? July 173
Philippines Livestock Aprdil 173 Aprdil 173
Rice Processing August ? Jan. '73
Rural Banks May '73 May 173
2 This schedule covers the most urgent supervisions, i.e. Indonesis

g.tates and Fisheries, Phi 8 Rice Proces and Majaysia Forests, as

Country Project Timetable Date Now Scheduled
Indonesia Fisheries II Sept. 72 Jan/Feb 173
Korea Seeds Nov. 172 April 173
Malaysia , Land Settlement Johore Arril '73 June '73
Thailand Seeds June '73 Aug. '73
Indonesia Estates V Dec. 172 N.S.
Malaysia Forestry IT Sept. 173 N.S.
Malaysia Livestock - Sabah July 173 N.S.
Thailand Credit Jan. '73 N.S.
Philippines Credit IIT Sept. 173 N.S.
Korea Livestock II - N.S.
Korea Credit II ~ N.S.

Indonesia Research - N.S.
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Messrs. Gutierrez, Knox, Wiese, Division Chiefs October 16, 1972
Richard S. Dosik

Historical Record of Project Processing Times and Manpower Expenditure
on Appraisal

P & B has prepared for our guidance the attached three tables.
The table on project processing times was derived from the FY 70-72
timetables. It is hoped that reference to this table will assist in the
preparation of more realistic timetables; any major divergences from the
average times should be explained in the remarks section of the timetable.
The two tables analyzing the manpower expended on appraisal in FY 71 and
FY 72 should help in reviewing the work programs.

ce: Mrs. Hunter

Attachments




Agriculture - Credit
- General
- Industry
= Irrigation
- Livestock
Education E
Industry
P0pu]afion
Public - Power-
utilities - Telecommunications
- Water Supply
Special = Urban
= Other
Tourlism
Transportation = Aviation/Pipelines
e - Highways
- Ports
--Railways
al

Includes time spent on negotiations.

Manpower Expenditure and Appraisal Tasks>

FY72 Operations Proqram

/

(Manweeks per Task)

b/

East West East Asia South— o, Central Am,  South
Africa Africa & Pacific Asia EMENA— £ Caribbean America
24.7(1)  14,5(1) 47.4(3) 6.5(1) 8.7(1) 18.9(1) -
21.0(11)  21.3(9) 33.2(b) - 7.8(1) 5.6(1) 70.9(1)

- - 48.7(1) 50.9(2) 38.3(2) 51.8(1) L7.6(3)

4o.2(3) 21.7(2) 29.7(4) 30.6(3) L47.5(7) 32.4(1) 10.1(1)
23.5(7) 45.8(1)  75.3(2) - 34.8(3) 19.1(3)

9.7(1} 23.1{7) 38.5(8) 67.6(1) 57.8(5) 56.0(2) 55.2(1)

- - - 26.3(7)  37.2(3) - 55.2(3)

- - 48.9(2) 111.7(1) - - -

- 24.8(3) 30.1(2) 32.2(5) 19.5(6) 27.0(7) 19.6(5)
9.5(1) 28.4(3) 27.9(4) = 15.1(1) 22.9(3) =
8.7(2) 18.7(2) - 27.2(1)  66.6(1) 34.3(1) 173.2(1)

- 81.5(1) - - 14.9(1) 38.8(1) -

- - - 17.0(1) - - -

= - - 36.9(1) 80.8(2) 33.8(1) 93.7(1)

61.7(1) 15.1(1) - 13.5(1) - L4, 3(1) -

19.7(8)  19.8(8) 22.2(2) - 23.5(2) 16.5(2) 26.5(3)
28.3(2) - 42.0(3) 48.2(1)  30.4(3) 33.4(2) 12.7(1)

- 26.3(5) 28.2(3) 37.3(1)  38.1(1) L4, L(1) 49,6(2)

E,Afghanlstan and lran included under EMENA.

el i
-/welghts were the numbers of projects,

Source: Projects Departments Time Recording Data FY72.

Heightedc
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26.9
23.
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38,
3l.

Lo.1

o — 0o~

35.5
€9.8
24,1
24,2
Ll 5

Ls .1
17.0

65.2

33.7
20.8
33.5
33.5

Minor tasks (under 5§ manweeks per task) were excluded from the sample. Numbers in parentheses

are the numbers of projects.

P&B
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a ) o
3 'PROJECT PROCESSING TIME = FY 70 - 72 LENDING OPEPATIONS &
’ 2 . ) Departure of App. Miss
] Departure of Appraisal Mission = Board Presentation to Yellow Cover Aop. At
(months ) (ronths)
i Sector Eastern Western E. Asia So.;thm, / Cen., Am.E South Sector
Median Africa Africa £ Pacific Asia~-— EVENA Caribbean brerica’ Median

Area Median 9.6(53) B.2(53) 2.6(55) 7.L(57) 8.L(74) B.2(39) §.3(47) y 2 &

Agriculture \ i
i Credit (17) 8.5 6.1( 1) - 10,0( 1)  9.1(10) 11.5( 3) 6.5(2) - 5.0
3 General (28) 8.9 11.6( 7)  9.6(12) 7.3(7) 16.2( 1) - - 15.2( 1) L.6
: Industry () B.4 14.0( 2) . B.4( 3) 8.6( 3) 8.9( 2) - 6.5( 1) 4.7

Irrigation (20) 8.5 g.1{ 3) = 8.2( &) 8.5( 8) B.5(4) - 17.9( 1) L.7
Livestock  (25) 11,2 16.5( 2) 23.8( z) 10.5( 2) - 9.8({ 3) s.1{ 7 7.4( 9) 4,0

1 oFC () 7.4 B.8(5) 7.3(2) 6.0(8) 4.5(6) B 5.5(3)  9.004) 3.4
1 Educatlon  (39) 9.6 11.9(7) 11.7(10) 8.7(6) 9.5(2) 8.4(9 8.8(2) 12.2(3) 5.2
1

Industry (16) 9.2 - * 13.0( 1) 7.1( 8) 8.7(3) = 10.7( &) 5.7
1
1 Public Utilities '
] Power (49) 7.4 7.8( 6) 6.7( 1) 6.7012)  7.1( 6) 10.0( &) 8.5( 8) 7.5( 8) 3.7
3 Telecom. (18) 7.8 10.4( 1) 6.7( 1) 6.B( 6) 6.0{ 3) 9.3( 2) 12.5( b} 1.2(1) 3.8
& Water (18) 10.4 13.5( 3) 7.1(2) = = 9.9( 6) 10.1( 1) 9.8( 6) 5.4
3
3 population (5) 8.5 - - 10.7( 1)  7.6( 1) 10.4( 1) 6.8( 2) - 4.1
] Tourism {5) 10.5 - - - 10.1( 1) 11.4(3) B8.2(1) - £.%
‘ Transportation - )
3 Aviation ( 6) 9.6 9.5( 1) s - 9.7( 1) 6.3( 1) 11.8( 2) 6.6( 1) 3.8
4 Highways (57) 8.3 g.g(12) 7.7007)  7.1(5) 7.7( 3) 8.5(12) 7.0( 2) 9.5( 6)° 3.9
= Ports (15) 7.4 7.6( 2) 8.a(2) 7.6(5) 10 3 = 5.5( 3) ® 3.8
j biays (1% 96 w3( D) 9203 720 109(1) 1ef2) Bs(1) 10702 e
4 Urban (3 7.5 - 7.5 - S - go(1) 81 - 4.0
4 3/ The nurbers in parentheses following the median time given for each sector and region, indicates “the size of the

sample in that group. The numbers in parentheses associated with the titles of the regions and sectors, indicate
the total size of the sample in the respective regions and sectors,

b/ Afghanistan and Iran included in EMENA. # A Pt e

€/ Median for all projects. 9/22/72

Source: Project Timetables
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COVPLETICN

East Africa

West Africa

East Asia & Pacific

South Asia

BENA

Central America & Caribbear
South Arerica

. Average
Plus Average for Yeg. & Board
TOTAL

FULL
East Africa
West Africa
East Asia & Pacific
South Asiz
BEENA
Central Areriza & Caribbean
South Aarica

Average
Plus Averags for Neg. & Scard

INITIATION

East Africa

West Africa

East Asia & Pacific

South Azia

EMERA

Central A-erica & Caribbean
Scuth Arerica

Average

2/ The average fer Copl

2le

for sach Sectar or lv

Sources

Anmrex
APPRATSAL CCEFFICIENTS, Py Reglon and Sector
(in ron werks) J
ACRICULTRE EDUC, IND. POP. PpELIS IITLITIES  SPEC. . TOTRISM TEANSPORTATION

._'Cr. Trrir, Gcn. <. Inds i Par. Ielccon, mster : Taf
- - 28 w = AL WA = 1.9 - 0.k ) = gg W = &
- - 1L = = A6 - - - - - - - 6.5 - 1.6 -
» . i e 0k - - . .- - “ - = s aps -
1.0 - 2. - = L.B - - L.8 - - - - - - - -
- - = £2 = 1.0 - - 5.8 - - - - B.L - - -
= - - &3 = 435 - - 195 188 - 5 - - - 4 -
s = b 20 = 2I = = B RS V- S SR S v
1.9 71 38 6L 3Er sa - g.¢ 18,8 0.8 - 12,9 26.5 3.6 -
1.5 6.0 LO 2.5 1.0 7.5 = 10.0 5.7 10.3 - - 30.7 9.5 2.8 -
8.9 - 131 1.8 2.9 191 3.5 - 185 24,5 1.1 - 23.6 16,1 6.4 -
- - 396 - = 3.7 - - 287 R 1 § - - - - .0 -
- 390 6, - - 209 - - 116 - - - - 380 - 1.7 -
- 1T N 1% - = 8.0 - - 28.8 18, - - - 28.1 232.0 L&.9 -
50,2 Si.s LS55 - - - - - - 28.9 - BA.1 - - - - -
- §3,5 2.1 - = 58.% - 381 585 - A3 - 65,7 2%.2 601 - 22.3
i A - - T2 - 6.8 - L35 - - - 2L.2 - - - - -

- L.t - - - 3.6 §9.7 Sul - - 1.0 -  7L.8 -
33.8 9.5  235.7 3%.9 - 25.9 - L1 322 5.6 .2 85.1 85,7 29.1 LS. L3S 223
1.8 k.3 6.0 LD - 7.0 - 130 %7 5.7 10.) - 15,8  10.7 5.5 2.8 1.8
B8 L3E LTkigy = 30 - Sha L9 M. S5 58 72.5  35.8 55.9 L&.L 2Ll
- 6.5 7.9 30.037.5 25.8 - - 5.0 - 20.9 - - 9.1 = 3k 0.8
- 7.0 UL 1.2 - 20.6 - - 10.7 - - - - 20.5 19.8 - -
il 19 9= £.8 - 23.1 « 189 9.8 - - 50.0 - 10.L 10.0 6.0 -
3.1 25.5 6.5 - 25.7 - 12,0 1.6 21.9 - 15,3 25.0 1.7 - 1% - 1.0
15.9 2% - 1.525.2 .7 1.8 = 8.0 blL - - 35.5 B.3 1.3 - -
15.2 k2 154 191 - - - - 2. 2.0 5.3 - 12.7 - - 65 291
3% BT 38 5 3 = 0.4 - L.8 0.5 - - 1.6 9.5 _ - -
11 10,2 13.2 1.623.2 251 15.0 8.7 8.9 357 10.8 3.5 18,0 12,0 17.0 5.b  20.3

tizz 1md Pull is ealeulated by dividing the sua of the coefficlents plus the Average for fiegotiation and Board,
teezisr, by the nurier of coelficlents.

Projects Depariments Tire iscording Jata FYTL

PLB
s/21/n

A
AVERAZE™ -




EMENA Program and Projects Division Chiefs October 3, 1972

Historiecal Record of Project Pro Times

1. In recent months P & B have sometimes used the historical record of
project processing times as a means of checking the realism of project

timetables for the later stages of project processing. By and large, P& B
has found that these comparisons have confirmed a widespread feeling that

many of the schedules contained in projects timetables are too optimistic.
m-l.muprobl-ortwm At the operational level the timetables
become unreliable as an aid in planning staff assignments. At the Bank-wide
level it leads to difficulties in estimating or forecasting the outcome of
the Bank's and IDA's operations for a given period.

2. To assist in reducing these problems, P & B have prepared the attached
table indicating the average historical processing time firom the date of
departure of the appraisal mission to Board approval, for different types of
projects and for the different regions. The table also includes median
processing time to the Yellow Cover Appraisal report stage. The sample
includes the 388 projects approved in FY1970-72 and in most sectore the
mhhhrp.ouhtoh-m In some sectors, however, such as
urbanization and aviation, the sample is still too small to have much

.,,g

orprojoetmtomiuatm realistic schedules. It is not
intended, of course, that these historical times should be adhered to rigidly;
rather, they should be used as a starting point in creating schedules which
take into account the particular characteristics and problems of the
individual projects. However, any large divergences from the average times
would call for some comment in the remarks section of the timetable.

Ce: Messrs. Hartwich, Votaw, Wapenhans
SDEcclestje



‘ 1
| .
| le .
frm PROJECT PROCESSING TIME - FY 70 - 72 LENDING 0PEpATIONS 27
2 2 - Departure of Apn., Mise
Departure of Appraisal Hission - Board Presentation %o Yellcw Cover Asg. &=
{manths) B
3 Sector Eastern Western E. Asia South Ly Cen. Am.C Sauth f;-::cio:j
Median Africa Africa £ Pacific Asia = EME A Caribtean Arerica’ Median
Area Hedian & 9.6(53) 8.2(53) 7.6(55)  2.4(57) &.4(7%) B8.2(33)  $9.3(4]) b2 &
Agriculture 0 i
Credit {13 8.5 6.1( 1) - 10.0( 1) 9.1(10) 11.5( 3) 6.5( 2) - 5.0
General (28, 8.9 11.6( 7) 9.6(12) 7.3(7) 16.2( 1) B - 15.7( 1) 4.6
Industry () 8.4 14,0( 2) - - BLA( 3) 8.6( 3) 8.9( 2) - 6.5( 1) k.7
Irrigation (2') 8.5 8.1( 3) = 8.2( &) 8.5( 8) 8.5( 4 - 17.9( 1) 4.7
Livestock  (2%) 11,2 16.5( 2) 23.8( 2) 10.5( 2) - 9.8(3) 9.1(7) 7.4( 9) L0
7t 2) 7.6 B.8(S) 7.3(2) 6.0(8) 4.5(6) 8.2014) 5.9(3)  9.0(4) 34
Education _ (39) . 9.6 11.3( 7) 1L.7000) B.7(6) 9.5(2) 8.4(9) B8.8(2) 12.2(3) 5.2
Industry (16) 9.2 - - 13.0( 1) 7.1( 8) 8.7( %) - 10.7( &) 5.7
Public Utillitlies - i
Power (49) 7.4 7.8( 6) 6.7( 1) 6.7(12)  7.1( 6) 10.0( 8) 8.5( 8) 7.5( 8) 3.7 ;
Telecoa. (18) 7.8 to.5( 1)  6.72( 1) 6.8(6) 6.0( 3) 9.3{ 2) 12.5( 4) .20 1) 3.8
Water (18} 10.4 13.5(3) 7.1(2) - - 9.9( 6) 10.1( 1) 9.8( 6) . 5.4
Population {5} 8.5 - - 10.7( 1) 7.6( 1) 10.4( 1) 6.8( 2) - &.1
Tourism ( s) 10.5 - - - 10,1 1) 11.473) 8.2( 1) - £.3
Transportation . ; = :
Aviation ( 6) 9.6 9.50 1) ~ - 9.72( 1) 6.30 1) 11.8( 2) 6.6( 1) ' 3.5 ?
Highways (57) 8.3 8.9(12) 7.7017) 7.1( %) 7.7 3) &.5(12) 7.0( 2} 9.5( 6)° 3.9
Ports (15) 7.4 7.6(2) 8.1(2) 7.6(5) 7.1 3) = 5.5( 3} - 3.8 &
Railways (14) 9.6 W30 1) 9.2(3) 7.2(4) 10.7( 1) 11.0(2) 8.3(1) 10.7( 2) k.9
Urban ( 3) 2.5 - 7.5( 1) - - g.o( 1) L.8( 1) L0
/ The nurders in parentheses following the median time given for each sector and region, Indicates “the size of the
sample in that group. The numbers in parentheses asscciated with the titles of the regions and sectors, indicate
the total size of the sample in the respective regions and sectors. -
b/ Afghanistan and Iran included in EMENA, 5 . L 5o "
£/ Median for all projects. £ by _ kr S/22/72
Source: Project Timetables « ’ ' ’ 7
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THE LITTLE-MIRRLEES METHOD OF SOCIAL COST-BENEFIT ANALYSIS

BY
CARLOS SANCHEZ-MARCO

STAFF MEMBER, INTERNATIONAL FINANCE CORPORATION

INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT

Paper Mimeographed, 1¢ pages -
September 23, 1970



September 23, 1970

Carlos Sanchez-Marco

Thts LITFLE-NIRRLESS MaroD OF S03LAL
COGT=BENLFLT ANALYSLS

1., Little's andl Mirrlees! manual;/sccks to offer guidelines to the

use of cost-benefit analysis from the econownic viewpoint in developing
countries, primarily for industrial projects in the manufacturing sector,

While agricultural, power, transport and communications projects are not
excluded frem the principles of the guidelines, ihe manual says little

about their special problems., Projects in sectors of the economy such as -.
education, health and defense, where benefits are especially hard to measure,
are offered limited guidelines from the manual.

2, The manual is concerned with the application of cost-benefit
analysis precisely in fields in which it is considered unnecessary in de-
veloped economies. The justification for this can only be that it is felt
that within such sectors of more advanced economies the profit motive, acting
via a more freely operating price mechanism, will lead to an adequate and
beneficient industrial development. It is, however, harder to believe that
 the price mechanism works in developing countries in such a way that private
profits are a reasonable measure of net social benefit. ~

3. Since there is a strong case that a project's anticipated receipts
and expenditures cannot be relied upon to measure social benefits and costs,
the basic idea of Little-Mirrlees method is to use hypothetical rather than
predicted actual prices when evaluating a project, These "shadow" or "account-
ing" prices are chosen so as to reflect better the real costs of inputs to
society, and the real benefits of the outputs, than do actual prices. The
whole point of an accounting price is that it shall correspond more closely
to the rcalities of economic scarcity and the strength of economic needs
than will guesses as to what future prices will actually be. The mamual
recomiendation can be summed up by saying that the governments in developing
countries should try to adopt policies which result in prices approximating
as closely as possible to accounting prices - or to put it in another way,
to adopt policies which ensure as far as possible that the prices which
guide private decisions also reflect real social costs and benefits.

L. The manual advocates valuing the inputs and output of industrial
projects by direct appeal to "border" (c.i.f. or f.o.b.) prices, in the
belicke that the distorted domestic price structure reflects long-run advan-
tages and other economic conditions less accurately than world prices. The
structure of world prices also reflects what the country's own domestic
price structure would be if it pursued an economic policy aimed at solving
the country's external payments problems in a manner that permitted the free
importation and exportation of manufactured goods at an effective exchange

l/ Ian M.D. Little and James A. Mirrlees, Manual of Industrial. Project Analysis
in Developing Countries. Volume II., -Social Cost Benefit Analysis. O0.E.C.D.
Development Center, Paris, 1969. '
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rate and tariff structure thal discriminnted neither Lzteeen diflerent
industrial goods nor between tie mamfaciure of the swie indusirinl goods
for domestic and for cxport markets. In other words, if the econory were
trading non-oplimilly, but was moving to an optimum forcign trade policy,
the relative prices of traded goods at the port wonld become eqgual to
relative c.i.f. or f.o.b. prices. The monual thercfore rccommends to
assess the desirability of domestic production against the background of
"porder" prices, which better reflect this hypothetical optinum situation.

De A distinct feature of the Little-Mirrlecs method is that the use
of "border" prices is suggested not only for inputs or output actually
traded, but also for locally purchased inputs or for the output sold in
the domestic market., A justification for this trecatment is offered in the
manual. It is common practice when considering projects in developing
countries to separate direct foreign exchange costs and receipts from the
rest - because foreign exchange often appears to be especially scarce.

The result is often claimed to be the balance of payments effect of the
project. But the above account should have made it clear that the balance
of payments effect of a project cannot be estimated in this simple direct
way. Indeed, it is positively misleading to iry to do so. It is much
nearer the truth to say that every output of the project is a gain of
foreign exchange, and that every input implies a use of foreign exchange.
If more electricity is to be produced, that will enable some other pro-
ducer to use the electricity to make goods for export, or goods that would
otherwise have been imported; or if not, then that producer's output can
be used in one or other of these ways. Following the chain of production
around, one must eventually end at commodities that are exported or are
substituted for imports. Even if the goods are consumed in the country,
some kind of consumer goods would have to be imported if they had not been
available, in order to provide an equivalent benefit. Exactly the same

argument applies to costs.

: Because of these possibilities of substitution, we can compare

one thing with another; and in particular, if it is convenient, cowpare
any particular commodity with foreign exchange., It is not sensible (although
very often done) to isolate a few of the inputs and outputs of the project,
and regard their foreign exchange value as indicating the balance of paymenis
contribution (or burden) of the project. Thus the manual suggests not to
classify inputs and outputs according as to whether they are purchased or
sold in the home market or abroad, Instead, Little and Mirrlees suzgest
to make a three-fold classification: (a) traded or internationally tradable
goods and services, (b) non-traded goods and services, (c) unskilled labor.
These categories are discussed below.

The Valuation of Traded Goods

6. By traded goods we mean (a) goods which are actually imperted or
exported (or very close substitutes are actually imported or exported),
but also (b) goods which would be exported or imported if the country had
followed policies which resulted in an optimun industrial development.
The second division (b) clearly requires.an element of judgment. It is



intenied to cabter for cascs such as bLhe followinz, A country hns mistakenly
set up a planb which produces an intermediate good A at a very high cosl -

and importls are banned in order to protect it, We arc considering a project
produce B, which uscs A as an input. If B would be socially desirable using
imported intermecdiates, then the fact that it may be made to buy the domes-
tically produced A at an excessive price should not be allowed, as it were,

to incriminate it. An industry which is itself good for a country should

not fail to be established because some bad industry has already bcen started.

How then do we value such traded goods? If they figure in the
import bill, we value then at their c.i.f. price. If such goods are exported
we value them at their f.o.b. price. It is clear that this valuation ‘expresses
their real cost or benefit to the country in terms of foreign exchange, and
free foreign exchange is a good yardstick of value because it can be used to
satisfy almnost any need. For short, we shall speak of valuing such goods at
their "border" prices, it being understood that this means world prices as
they appear to the particular developing country. ‘

World prices are used, not because it is thought that they are, in
some sense, necessarily more. "rational" than domestic prices, but simply
because they represent the actual terms on which the country can trade. It
is important to note that the use of world prices applies even if the good
is actually bought from a domestic supplier.

7. Purchase taxes and import duties are excluded from accounting
prices; for the project should not be encouraged to use inputs that happen
to have low tariffs or taxes on them, since that may lead the country to
spend more foreign exchange to no advantage. The manual recognizes, how-
ever, that the rule that one should ignore duties and purchase taxes would
not be a good one if the government was using these duties deliberately as

a means of discouraging one import as compared to another, for reasons that
demanded respect in project evaluation, But, in reality, one cannot pretend
that the structure of tariffs, as we find it in any country, is designed to
provide just the influence on imports and hence internal production decisions,
that the government would now deliberately choose to exert.

The structure of tariffs in most countries is far more the result
of a series of historial accidents than of a deliberate attempt to influence
production decisions so as to get more of this used and less of that. The
import duty might be higher on one commodity compared to others because it
is an important and therefore a useful source of revenue; or becuase of past
programs to encourage domestic production of the commodity; or because ncgo-
tiated tariff reductions had involved the second commodity but not the first,
Usually, the reasons for tariffs are irrelevant to the decision whether to
use one input or another in production.

— There is, however, one exception. The rule that the accounting
price should be the foreign exchange cost of unit of the commodity is correct
only if the price the country pays for the commodity is independent of the
amount it wants to buy. If this is not true, there is a case, at any rate
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in terms of narrow national interest, for discouraging use of that comnodity.
The reason is that an increase in demand vill increase the foreign exchunge
cost of what is already being bouzht; so that the actual forcign exchange
cost is more than the price of the extra amount demanded. In this casc, one
might well want to havc a tariff on imports, and this is a tariff onc would
want to include in the accounting price, This might happen cither beccause
the country's demand for the commodity was a very important part of total
world demand, or because any expansion in demand would force the country
to resort to more expensive suppliers. The first rcason for having an
accounting price above the world price is applicable only rarely to the
case of a developing economy. The second reason arises more frequently.

i

The general rule is that the accounting price for an imported
commodity is the total foreign exchange cost, including any increase in
the cost of existing purchases, of increasing imports by one unit. The
technical term for this quantity is the marginal import cost. It will
seldom be easy to tell just how much higher the marginal cost is than the
world price. Probably there are few cases where the difference would matter
very much., But a similar point arises in connection with exports.

8. If the exported commodity can be sold at a fixed price (in terms

of foreign exchange) that price is suggested in the mamual as the accounting
price for the commodity. Thus, if the project produces a commodity that is
being exported, it must be credited with the foreign exchange equivalent.
This is correct even if the output of the project will not itself be exported,
but used in some other domestic industry. For, given the demands of this
domestic industry, the output of the project still has the effect of increas-
ing exports, as compared to what they would otherwise have been.

Unfortunately, the above description of an exported commodity
sounds rather unrealistic. Countries seldom feel that they can export as
much as they choose of any specified commodity, without significantly
affecting the price they can hope to receive. Perhaps the developing
countries are apt to exaggerate the difficulties of selling goods abroad;
often the problem is not so much that of finding markets as of maintaining
adequate quality on a sufficient volume of production. But sometimes
countries face, or feel seriously threatened by, the prospect of impene-
trable trade barriers erected by the more industrialized countries.

If, on reflection, project planners decided that the limit on
the export of bicycles is the rate at which good quality production can
be expanded, then no special problems arise in evaluating particular
production proposals (once they are reckoned to be genuinely feasible).
If, however, increased production will have to be sold in less and less
favorable markets, it may be necessary to reduce prices to all purchasers
if exports are to be expanded. This is certainly the position in many of
the markets for primary commodities; if cocoa producers try to increase
production too rapidly, the price is forced down. In that case the extra
foreign exchange, which will be earned by producing more, 1s less than the
actual foreign exchange receipts frem the new sales, since the price reduces
the earnings of existing production.
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In such a case, il is a good idea to discourvajse productlon by
crediting the project with rather less than the ruling price for the com-
moditry. This lower price, which is the incrcase in foreign exchange
earnings per unit of extra exports, is called the marginal export revenue.
I{ is analowous Lo the marginal import cost discussed in the previous
sccbion. The general rule for determining the accounting price of a
comtodity that is beinz exported is that the accounting price is equal
to the marginal expori revenue.

The Valuation of‘ﬂgQ—Traded'Goods

9. The most important non-traded goods and services (apart from

unskilled labor which is considered separately below) are power, internal

transport and construction. Occasionally, power may be imported across

.a border, but this is rather exceptional. Land is another obviously non-

tradable resource, but it is seldom important so far as industrial projects
go. To such obvious '"non-tradables" may be added a good such as cement,
where the difference between the import cost and the export price is large,
owing to heavy transport costs, so that it may very well make sense neither
to import nor export it. Skilled labor may also be sometimes treated as

a non-tradable resource. On the other hand, some highly skilled labor may
actually be imported. In general, the proper.treatment of this "input" is
difficult to decide - but, fortunately, it is not often a large element of
costs,

3 Having decided to value traded goods at their world prices, it
becomes necessary to value non-traded resources also in terms of the con-
tribution they make to earning or saving foreign exchange. Only thus can
we ensure that we are valuing everything in terms of a common yardstick.
One way of allowing for this is to use a special accounting price for
foreign exchange. But another way is to revalue domestic resources. This
latter is the method suggested by Little and lMirlees.

The method of valuing non-traded goods and services is to break
them down into their inputs. These inputs will in turn fall under one of
the three categories mentioned: (a) traded, (b) non-traded and (c) un-
skilled labor, Items falling under category (b) can be broken down again
into the three same categories, until onc is left only with traded goods
and unskilled labor (or land, whose importance can be ignored). In this
way, following the chain of production around, one must eventually end
at commodities that are exported (or exportable) or substituted for
imports (or importablg). In short, input/output methods are resorted to
for non-traded goods.l The general long-run principle advocated in the
mamal is that the accounting price should equal the social cost of pro-
viding a little more of a non-traded good (the marginal social cost - MSC).

L]

1/ It is also discussed later other short cuts, in particular a "standard
conversion factor" (SCF) to be applied to all internal prices which were
not treated in a more sophisticated manner. This SCF is the inverse of
a foreign exchange premium,



If this cost varics with oulput, the level of denerd will nedd Lo be
predicted. For instance, if power capaciiy is insullicient Lo mecy the
deniand and cannot be quickly cexpanded, thece is casc for postponing
projects which are heavy users of clectricity. This can be donc Ly
using a higher accounting price than the MSC for a fow years uncil

such tiwe as outpul can be expanded to satisfy the demand. OSimilarly,
excess capacity may arise - in which case, an accounting price bzlow
the long-run MSC will be appropriate for a few years. In the casc of a
public utility, and since the growth of demand depcnds not merely on
accounting prices but also on the actuval prices charged to different
users, the government should ensure that actual prices charged are
brought into line with accounting prices.

Ambiguous Cases

10. Sometimes project selection should take account of the ways in
which the government influences demand, and this may force us to regand

a commodity that is being imported (or exported) as a non-traded good for
the purpose of estimating its accounting price. A straightforvard and
obvious casec is when the country is receiving foreign aid in the form of
a fixed amount of some commodity - say wheat - but the government has no
intention of importing any more of the commodity than is provided by way
of aid. 1In such a case, any increased use of the commodity in question
must be provided by domestic production; and, if there is no possibility
of export, increased production must be absorbed by domestic users; in no
case,will the quantity of imports or exports be affected and the world
price of the commodity is therefore of little help in estimating the

accounting price.

A slightly less obvious case of the same situation is when the
government imposes a fixed quota on imports of the comnodity. The quota
might be so ungenerous that many potential users would be willing to use
the commodity even if its accounting price was substantially higher than
the price of imports. If the quota will really not be influenced by de-
cisions on projects that produce or use the commodity, it may be necessary
to use a price above - or possibly below - the forecign exchange cost of
importing; after all, one has to make sure that the demand is not in
excess of the supply. In such a case as this, the government is obviously
unwise to operate a fixed quota. It is absurd to produce a conmodity
domestically at a foreign exchange cost greater than the cost of import-
ing the commodity. Project planners can point this out. Indeed, planning
for the long run as they are, they may be tenpted to take production deci-
sions - or rather decisions not to produce - that will force the goverrment
to relax the import quota when the time comes.

Another case where a good which may normally be traded becores
temporarily a non-traded good may arise when there is excess capacity.
Extra démand may then have no effect on imports of the good itself, and
its accounting price becomes the accounting cost of the current inputs
of the labour, fuel, and materials required to make it. Such excess
capacity cannot normally be anticipated except sometimes in the case of
equipment to be installed at the beginning of the 1life of a project.



Finally, ib will be realized thet the distinction beticeen

treded ~ocdr end mon-traded goods is not aliays as sharp in practice as
in theory. One may waubl to regard texbile picce~goods as traded (000G ,
becomse exports are quile an jmportant part of total production. bBut

the particular kinds of texlile goods that arc exported will usually be
rathce diflferent froa the kinds that ars produced for the domestic market.
It is obvious in this casc that the whole output can be regarded as traded
goods for thec purpose of accounting price estimation, at any rate when

the different poods are of fairly similar quality. But there may be
awkwand cases, where, say, small workshops produce goods of inferior
quality for the domestic market; one would not necessarily want to assume
in this case that the accounting price and market price were identical,
just because market prices and accounting prices are identical in the

case of the products of large modern firms.

How far one should go in worrying about the proper classification
of a commodity depends, as does the amount of work that should be devoted
to estimating the accounting price, on the importance of the commodity for

the project in question.

The Treatment of Labour

1ls Few categories of labour can be regarded as imported or exported
"commodities". In order to estimate the social income generated by the
project, one must thercfore estimate the accounting price of labour by re-
garding it as a non-traded good. But at once there is an obvious difficulty:
in many of the developing countries, the supply of labour to the industrial
sector seems to be considerably greater than the demand for labour by that
sector; and when one comes to think about it, there are reasons why this

has to be the situation in the early decades of econoric development. So,

in this important case, the accounting price is not supposed to make the
demand and supply equal.

There are some cabegories of labour for which one should want
supply and demand to be equal. This is certainly true in the case of men
with special abilities, skills, training, or education - such as production
managers, and skilled labour generally., It is "unskilled" labour - that
is, labour whose work requires only simple training that takes little
time, and at which most people can be expected to succeed - that has 1o
be treated specially. Not that it is particularly easy to estimate account-
ing prices for the various kinds of skilled labour and highly-educated
manpower; but for these one neceds only very rought estimates, since
skilled labour inputs are seldom so large a part of costs that variations
in their accounting prices would make much difference to project choices.

In contrast, unskilled labour may be an important input. Pre-
cisely because a developing country can seldom afford to commit all its
production to consumption, it is unlikely that all those who would like
jobs in industrial employment should actually be given them, So, as al-
rcady remarked, the balance of supply and demand is of no help. But one
can still ask by how much production elséwhere would be reduced by the
employment of unskilled labour in the project under consideration. With
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som exeopoions, the decision to enploy people vill not usually have o
significanl effect on ¢ ploynenl by olher Indusbotalicte, The 1 baay
will thercfore coue, directly or indirceelly, from the agricultnral or
service sectors of the economy, The cost to the ceonomy of hovinges Lhooo
men work on the project can be reosonah!y estim . bed by the louss thal wenld
result. if they all come from the agricullursl seclor,

12, To take on extreme case (which is probably not truc anyihere),

if there wos aluays, every day, unemployment in agriculture, one could
assume that there would be no reduction in production. This meanc that,
from the point of view of society, it is a free resource (like the air)
in that the alternative product sacrificed by using "raw" labour from its
alternative use - in agriculture - would not reduce output there. 1n the
more usual case when, at least for part of the year, labour is a bit
scarce in agricvliure, one should be more subtle in making an estimate,
What one wants to know is the reduction in output, valued at accounting
prices, that is foregone as a result of reducing the numbers working in
agriculture, In principle, the probable reduction in output should be
averaged over a representative collection of different crops, using the
appropriate accounting price for each.

This number, the value in terms of accounting prices of the
average reduction in agricultural output per man withdrawn from the sector,
is called in the manual the accounting marginal productivity of labour

(AMPL).

However, there are many developing countries where the AMPL is
not the largest part of the social cost of labour. Society incurs into
additional costs which can be regarded as the social cost of transferring
labour from an agricultural to an urban environment. The main effect of
this is that labour in industry commits the economy to extra consumption,
Very often, unskilled industrial labour is paid a wage that allows the
worker (and his household) to consume poods whose social value (goods
and services consumed valued &t "border" prices) is considerably greater
than the social value of the reduction of output in agriculture result-
ing from his move to industry. If absolute priority were given to
generating production that was not committed to being consumed, then the
vhole of the consumption of wage earners would be a cost, to be set azainst
the benefits provided by the project. But it is impossible to Justify
subtracting the whole of the wage bill from the net value of production
of the project. People are consuming commodities and services which they
could not otherwise have consumed: they are presumably better off, and
this is a benefit for which the project can take credit. As against this,
more people could be provided with consumption later if it were possible
to use the wage bill for investment in extra projects., The question is
vhether it would be better to postpone conswmption in this way. The ansver
depends of course upon how fast the economy will be growing, and what could
be done if it were possible to undertake more investment projects. The
manual devotes a whole chapter (XIII) to the estimation of the shadow wage
rate. This rate, multiplied by the number of unskilled people employed

L]



by e project, vould give the totsl social cost iavolved in comnmitlling
the ceonany to preoviding consusplion as a result of increased ewployiicnt.
13s To deteruine the shadew uage rate, the manual seeks to consider
vhat con be achieved by further investment; what is the probable future
grovth of the econony; what is the marginal produclivity of labour in
agriculture, and also the extent to which agricultural incomes and wages
arc spent on consunmplion,

The Accountin~ Rate of Tnterest, and Social Present Value

1, The methods outlined above give guidelines to attach a social
value to the inputs and outputs for each year of the project's life. The
sum of these values constitutes, in Little-Mirrlees' terminology, the "social
profit" for eech year. To obtain the "present social value" the anmual
social profits must be discounted back to present at a certain rate. If
all investment werc under public control, one would adopt the rate of
intercest such that there is just sufficient number of projects - with
positive present social value - to add up to the total gmount of investment
which available saving (domestic and foreign) permit.;. When only part

of investment is under public control, the effort should be made to see
that the interest rate used for discounting is about the same as that rate
vhich would give a zero present social value to the socially least
desirable investments made in the private sector. In other words, planners
should try to see that the marginal social yield is about the same in both
sectors. Since Some may feel that there is a presumption that the public
sector (and others, the private sector) is more likely to produce results
vwhich are of high social advantage, full allowance should be made for
benefits felt to be peculiar to either sector (such as the fact that
profits are more fully saved in the public sector, or that excessive
erployment and lavish expenditure on prestige items is less common in the
private sectoﬂ. There is no case, aft?r all such allovances are made, for
adopting different rates of discount.Z

15, Finding the right rate of discount is not easy. A lot of guess-
vwork is involved. One should realize however that since - by valuing inputs
and outputs at "border prices" - the social profit is expressed in equiva-

lent amounts of free forcign exchange, the interest rate should certainly
not be less than what can be earned by portfolio investnent abroad (5-6%
in real terms). This is a lower limit that may be surpassed by too many
projects, more than available savings would permit to carry out. Little
and Mirrlees expect that most developing countries could achieve 10%.
They consider even 157 nol beyond reasonable hope in some countries.

1/ Not all investment has however sufficiently quantifiable benefits
for a plausible cstimate of present social value to be possible. The
total value of such non-quantifiable investments - which it is decided
to carry out -~ must be subtracted from the available savings before
Lrying to strike the balance suggested 'in the text.

g/ The authors do not advocate making any allowance for risk on most pro=
Jects from society's viewpoint. In general, when there is uncertainty,
the proper estinate to make of the value of il input or output item
is the expected value,
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It 10" is cciunlly too siall, too many projecls vould be accepted - imore

Liian the savin- of Lhe nevion makes poseivle. A balance of payronbs aelicit and
a Lendcncy to inflstion vould result. On the other hond, 10, ri:bl be Loo
larce, Ve might nol use up all the saving that the nation would huve boen

willine to do. The result would be a balance of payments surplus, and an
jncrease in the extent to which produccrs find thoemsclves with excess

capacity.

The Actual Fstimation of Conmodity Accounting Prices - Traded Goodg

16, At some point in the preparation of estimates, the amounts of

the main inputs and outputs must be given in physical terms - so mny Llons =9
of a particular kind of stecl, so many machines of a certain speccification,
and so on. Consider an imported commodity, such as a piece of machinery.

For a definite item like this, one can find out vhat has to be paid for

it at the port: this is the c.i.f. (cost, insurance, freight) price, the

one that is used for oustoms purposes and tlie 1like. The further cost of
getting the machinery off the ship at the port and to the site of the plant,
is the port-to-uscr margin. The service of getting commodities from port

to user is a non-traded good, consisting partly of transport costs, partly

of handling charges, partly of the services of traders, agents insurance,

etc. The method used in the menual is to devide the port~to-user margin

into two parts, one the transport cost, the other all the rest. The

actual cost of each of these two parts then has to be ad justed so that
transport and services are valued, as near as possible, at their accounting
prices, It is best to keep all these transport and trade or port-to-user
margins separate from the c.i.f. costs of the inputs, and add them up
separately, One can later value these subtotals by using the appropriate
accounting prices. (see paragraph 17 on the valuing of non-traded conmodities)

A similar procedure applies in the case of an exported good.
The commodity ~ is valued at its f.o.D. (free on board) price - the price
that is received for delivering it on board ship at the port._/ The cost
of the transport and trade services involved in getting it from the plant
to the ship is converted to accountinz price terms and entered into the
calculation as a cost. In none of these cases are taxes or subsidies

included.

A complication arises when the home-produced commodity is of a
different kind or quality from those that are being imported. This is very
common. Home-growm varieties of raw cotton can be used for some purposcs,
but certain kinds of cloth (perhaps export pnttcrns) require a higher quality
rav cotton, which is imported. lleavy-duty electric motors may be imported,
while smaller ones are made in the country.

In such cases, it is wrong to look up the average c.i.f. price
of cotton or electric motors, and use that to value the donestic production.
Theoretically, the correct price is then the export or f.o.b. price, if,
e.g., the light electric motors are in fact exported (or would be exported
if the country had an ideal commerical policy). If export is a very
unlikely possibility, then it should be valued as a non-traded good. But

1/ It may be important in such a case to estimate the marginal revemue froa
=~ exporting instead, To do thal, one has to estimate the cffect of a further
?CTF?SQ in ppofL: on the price received, and then deduct the nct effect
n s an pronpl. aepin R,
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L 4L 4 & eaalld Tty o A0 the corvnodity in quoslion could in Sone uses
be substitoled for Ioports, even if notb in all, then one would not co Tar
wroag in tating the c,i.f. price of the imported variety and multiplying
it by the ralio of the doaestic market price of the hone variety to the
dorestbic maniiet price of the imported varicty,

A slightly different casc arises with final consurer goods, which
have the same bagic uses, bul where the quality is different, or where con-
sumers' prefercnces are such that the imported and home-produced varieties
scll at different prices. & good exanple is American wheat, which sclls
at a discouni comparved to indigenous wheat in India and other countries,

!

For industrial goods, it is more often the home product which
sells at a discount., Thus a domestic car may be worth less than an im-
ported one, althouzh both claim to be the same model., The accounting
price of the hore prodquct would have then to be ad justed at a level
lower than the foreign exchange value of the imported model.

A point to consider very often is the fact that there may seem
to be quite a wide range of import prices for a particular product, This
could be because of a difference of quality, but might also be for other
reasons, for instance, differences in the size of the consignment, or
because the goods were not bought at the same time, It could also be
simply irrational - someone has paid more then he nced have done. The pro-
Jject evaluator should alvays try to estimate the lowest price at which
imports of a given quality are likely to be actually obtainable at the
relevant times, This will not always be the same as the lowest price
at which a good has been recently imported: sometimes, for instance, foreizn
firms may make sales at abnormally low prices (perhaps because of excess
capacily), or because of some subsidy scheme of a foreign governnent which
cannot be relied upon to last., But, equally, it is easy to imagine circum-
stances in which some recent import prices are higher than can reasonably
be relied upon in the future. All this is inevitably a matter of wide/know-
ledge, and nice judgment, about which it is impossible to generalize,l

The above paragraph applies also to exports - except, of course,
that it is the highest price which one can expect to obtain, which is
relevant,

Non-Traded Goods

17 The basic rule for determining the accounting prices of non-traded
goods is that domestic supply shouvld equal domestic demand, after allowing
for the influence of the accounting prices themselves, and any restrictions

l/ Sorictimes, an aid or a trade agrecnent may causc the lowest price at
which an import could be obtained to become irrelevant. In the sirplest
case of a loan which is tied to the project in question, the price of
imported capital goods is irrelevant. The cost becomes the cost of
servicing the loan. There are, however, more difficult intermediate
cases aboul which we cannot generalize, Common«sence, allied to the
prinedple thut 1t Lu the saving or earning of freely usable foreign
exchange which matters, should provide a guide in difficult ocases.
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on denand the povornient moy impose, One should not be too resdy Lo oo
in advance thalt a comnolity is certoinly going Lo Lo non-tradea,  Bal Lhege
are many imporblanl commodities that almost certainly will be non-teadeds

above all, clectricily, construction and civil cngincering, trancportation

and scrvices.,

The case of counstruction is, in principle, onec of the ecasiest,
We have only to estlimate the accounting cost of the inputs required for
doing the construction - the labour, the raw materials, and the scrvices
of the various bits of machinery. 7The shadow ware will be uvsed for Jatour.
Raw materials arec usually traded goods, and if not, can be trecated by onc
or other of the methods we are discussing. Machinery requires rather ‘carc-
ful treatment. A bulldozer may be used on a project for a number of yecars,
but will not be worn out at the end of that time, so we must evaluate the
services it provides in each year. The price of thesc services should be
just high enough to justify the initial expenditure on the bulldozer, Ouc
can estimate the number of hours a bulldozer should work in a year, and how
many years it will last. The price per bulldozer-hour should be falling
from year to year at the same rate as the prices of bulldozers themsclves
may be expected to fall. Then the price of a bulldozer-hour is set at
such a level that the PSV of the services of the bulldozer will just equal
its cost (import cost, most probably).

The authors emphasize that the above method is correct only if there
are no spare bulldozers that would otherise be idle, Since construction
work is normally a rapidly expanding activity, ore should hardly expect con-
struction machinery to have no other use. But, sometines, an earlier mis-
take may have left the economy with a temporary glut of one particular kind
of machinery, which commands no second-hand market abroad. In that case,
using the machinery does not involve any cost to the economy,

Thus, if the major construction work associated with a project
can be costed in detail, then the labour used can be regarded as labour
used by the project, and so can the services of the machinery used, and
the raw materials. The cost in terms of accounting prices can then be
calculated using the methods indicated. If the construction is supplied
by the private sector one should also make allowance, for the consumption
out of profits by engineering contractors, labour agents, and so on.

But when construction costs are small, or estimates arc not
available broken down into various parts, it will be useful to have avail-
able a construction conversion fact (CCF), which can be used to revalue
the actual money cost of construction work to its cost in accounting-price
terms, This can be done only roughly, but it would be a great convenience
for project planners if a typical construction programme vere costed in
terms of accounting prices, and the result compared with its actual money
cost to the enterprise, The estimate could be done for an imaginary con-
sbruabion projeat, in eonsulvation with firms in the construction industry,
or the relevant government departments; or it could be kased on the actual
construction work done for a number of public-sector projects, for which
detailed information is available.
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Somelirees, dnfomaition on construciion costs will be available
only in the usual accounbing form, viicve the charactbesistics of cupital
equipnent are not given in detlail, and are merely reflected in figures for

deprociation, Depreciation plus intercet charges on the book value of
capitol should ideally, give the cost of the services of the cepital cquip-
ment for a year. DBut lax laus and accountants' conventions have a con-
siderable effect on the figures for depreciation. This is not, therefore,

a very salislfactory means of estimating the value of the equipment's services.

One may nevertheless have to shut one's eyes to the unsatisfactory nature
of the figures, and celewlate the normal annual cost of providing a million
rupees of construction work on the basis of data for current inputs, labour
costs, depreciation, and the value of fixed and working capital. The’
accounting-price value of the million rupees of construction work would
then be obtained as follows: '

(1) Raw material and miscellaneous inputs, converted to
accounting prices;

(2) Labour costs, measured at the shadow wage rate;

(3) Value of consumption out of profits, measured at
accounting prices;

(4) Annual depreciation, converted to accounting-price
terms by using the ratio between the accounting-price
’ cost of the machinery, etc., and its actual costs;

(5) Interest cost, evaluated by charging the accounting
rate of interest on the value of capital stock, both
fixed and working capital, converted to accounting-
price terms,
The sum of these items would give an estimate of the social cost
of the million rupeecs of construction,

Electricity generation and transmission is a more complicated
case than construction, becuase it cosls more to supply electricity at
peak times than at others, and the older or less efficient methods of
producing electricity may be used only at peak hours, Also, when hydro-
electric and thermal power stations form part of a single grid, it may
be quite a complex matter to identify the cost of making electricity
available in a certain place at a certain time,

If the input of electricity is an extremely important item, as
in the case of the manufacture of some non-ferirous metals, then more expert
calculations, than can be dealt with here, should really be carried out.
But, in the case of a large number of projects, where electricity is
neithexr extiremely important nor negligible, the following rather crude
method should be adequate,

First, make some convenient diyision of the day, and the week,
into peak hours and off-peak hours, The normal practice of charging by
the electricity authority may give some guidance, Then it can be assumed
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that the accunbing price for off-pruk electricity ds piven by the aceonstldng
cost of the curcent ippubts on the leaze efriecient pleab thel has Lo b vl
-- neglecting the copital equipnent, thnt dg. Adbbough Lhis neglecls sos
cosls such as wear and teor, it is not likely to be seriowsly innceurcte,
Next, a typical power station can be costed. To do this one nast cstinate
for how many ycars of its life it will be providing of f-peals elecbricity;
and one must estimate the rate at which the peak and off-peak prices of
clcctricity will be falling over time, Yor simplicity, it is assunmed that

both fall at the same rate (this is not a very good assumption, but then

the method is admittcdly c?udc). Finally, today's price for pecak-hour
electricity is determined by the requivement that this typical pover station
should j*;t break even, that is, have a zero PSV. From that everything else

follows .—

Since we are tryinz to estimate future accounting prices, cal-
culations of the kind described must, in principle, be made on the basis
of the techniques expected to be in use at the relevant date. If currcnt
techniques are not the best available, there will be time to change, and
we should perhaps base our estimates on the lowest-cost techniques for

1/ Assume C = cost of the plant at commissioning date, interest at the
accounting rate of interest being charged on earlier
expenditures. -

h = number of peak hours operated per annum (this will not in
reality be constant: an average, weighted towards the present,
should be taken).

T = number of yeers the plant is expected to be in use at peax hrs.

t = number of years for which the plant will operate during off-

peak hours,

number of off-peak hours per annum that will be worked during

the period t (this, like h, may also vary with time - a similar

average can be taken).

annual rate at which accounting prices are expected to fall

ARI per annum

running cost at the time of commissioning.

accounting price per kwh of peak electricity at the time of

commissioning.

= accounting price per kwh of off-peak electricity at the time

of commissioning.

3
"

L 'UpmHm
nonoeon

Since, by assumption, q is equal to the running cost of a plant t years
old, it follows that: t

q = a(l + g)
Up to time t, the social profit of the plant in the year ending at time n is
ph(1 + g)™™+ qk(1 + g)™- a(h + k) = ph(1 + g) ™™+ ak(1 + g)¥™- a(h + k)
After t and up to T, the social profit is:

ph(1 + g)™ - ah
Summing, discounting, and setting the result equal to C, we have:

Cmphr(l +g) P+ )™ ahz(l + ) akg M+ ¥ 17 (2 + )™
n=1 n=l n=1 -
q is estimated from cquation (1), and p from equation (2).



the iniuotry; provided ue have good groands to think that the bast taecn-
piow.s »ill geb vesd, In practice, when th2 syslen ol projecct planning
in terns of social cosb-bencfit anzlysis is just beginning, it is havdly
worlh while to do a very detailed analysis of altlernalive methods of
prodaction vhen estimating accounting prices. The business project
evaluntion can perfectly viell be beguh using accounting prices based on
the tecimiques currently used in these industries. The accounting prices
can be revised later, if it is found thal other methods of production are

better. g

It is not true in all industries that production could have been -
expanded without any change in the cost per unit of production. It is not
tme in railway transport, for instance., (Indeed it is not always strictly
true in the cascs already examined, and special trcatment is needed when
this convenient assumplion is too unrealistic.) Thus, what we really want
to know, when estimating the accounting price for railway transport on a
particular route, is what it would cost to provide the extra transportation
that will be required if the project we are interested in should be under-
taken. But transportation will often be too unimportant a part of costs
to justify a very careful analysis of this point. So, for many cases, a
conversion factor for transportation,as for construction, is a useful tool.
It might well be estimated by applying to the railways the same kind of
calculation as discussed in the cases of construction and electricity.

But somctimes there would be a difference. The kind of situation
in mind is one vhere a railway line is relatively under-utilized, so that
traffic on the line could be expanded quite easily, without the necessity
of laying new track, re-srranging signalling, expanding handling facilities,
and the like. . In that case, the accounting price for railway transport
should be just the price that is necessary to cover the additional costs
of new inputs - new locomotives, vorkers, rolling stock, and so on., How-
ever, one has to be rather careful when doing this kind of calculation,
as it is easy to miss out some quite important costs: for instance, an
expansion in traffic as a result of carrying raw materials to a new factory
may result in slowing down deliveries to other factories on the line.
Similarly, new traffic on a road may well greatly increase costs of main-
taining it to an adequate standard. :

The Standard Conversion Factor - A Short Cut

18, When a particular input (or output) is likely to be rather un-
important in the overall evaluation of the project, or when it 1is difficult
to pel hard information about the methods of production, one has to resort
to cruder methods. In such a case, one may be able to estimate the actual
prices are overstating or understating the social cost.

The actual prices paid cover the cost of imported inputs, including
import &uties, the market cost of various other inputs, the cost of labour
at the ruling wage rates, profit, and tax payments. To get the accounting
price of the inputs, we would like to subtract import duties and other indirect
taxes, the excess of actual wages over shhdow wages, the excess of profits
over that required to cover the accounting raté of interest, and to add on
some allowance for the consumption out of profits by those involved in pro-
viding the services. This is hard work. It might be worth doing for a few
commodities, but certainly not for all.



= 18 =

Instead, one can take an average of the proporticns by which the
doncstic pricns (net of purchase or escige taxes) of Lraded goodi cucaed
theiv world prices, and use this average proportion to convert the astual
prices of these goods and services into accounting prices. Since the ration

may be so disparale, it may be worth taking some care to ensurce that the
average is a sensible one. For example, if it is obvious thal thc production
of a commodity depcends very much upon jmported inputs, one should reduce
actual prices to accounting prices by applying a factor that. is based mainly
upon imported commodities. Bimilarly, if one is dealing with some raw material
derived from a crop quite similar to other agricultural producls thal arve
exported, the appropriate factor should be based on exported agricultural
comnodities. )

. But quite often, it would be very troublesome to discover for some
fairly unimportant input what inputs bad gone into jts production, or what
kinds of production it directly replaced: in that case a crude average of
the accounting-price/actual-price ratio for a representative selection of
traded commodities would suffice. Therc is, therfore, some advantage in
having available a standard conversion factor (SCF), calculated as the
average of the ratios for a wide and representative collection of commo-
dities (which need not necessarily be restricted to traded commodities).

The calculation of such a factor is a very useful grelminary to project
evaluation. It cam then be applied to all uwnimportant or doubtful cases.
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Mr. W.A. Wapenhans September 20, 1972

WBG ARCHIVES
D.W. M. Hmoﬁ-

Appraisal Procedures

; (N The draft Procedures for appraisal lay considerable stress on
decision making during and immediately after field appradsal. They
propose concurrent preparation of the Appraisal and President's Reports
although in my experience preparation of the President's Report has seldom
caused delay since it i3 done during the period after negotiations when
the Borrowers negotiating team is obtaining official approval of their
actions. In general, however, the main implication of the proposals

seems to be a major shift of effort to the period prior to departure of

the appraisal mission.

2. If it is true that Berrowers measure our processing time from
arrival of the appraisal mission to loan/credit sigming, this change will

be for the good. It may be, though, that they are more likely to measure
from despatch of the feasibility study, in which case they will notice little
change. Indeed, they may feel our performence has deteriorated: if all
major issues are settled within a few weeks of appraisal they may wonder

why any further time is needed for processing reports.

3. The objectives of the procefiures are praiseworthy. The only
purpose of this memorandum is to point out some operational implications
which we should take into accoumit in preparing our work program and
certainly before the first set of regional timetables are gigned at the end
of October.

k. The premission briefing, recogniszed as necessary in the draft
Procedures, will be of fundamental impo e, especially during the
coming months when old hands are new procedure and new men are learn=-

ing new responsibilities., For the briefing to be meaningful:

(1) The preparation report must be good in all respects.
Many such reports on agricultural projects are sound
on the mechanics of projects butweak or silent on the
subjects on which most intensive briefing will be needed,
e.g. international water rights (Iraq); interest rates
for on-lenging; (Ebro); land reform policy (draft of Abyan Delta);
management (Upper Egypt Drainage).

(2) The preparation report must be thoroughly reviewed so
that Program and Project Division Chiefs can decide
what briefing is necessary. It is true that closer
association with all stages of preparation will provide
greater familiarity with thefroblems. However, we have
not budgeted: for this additional preparation for the
FY7L projects and the Ebro has demonstrated how nasty
surprises can arise at the last minutie
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tember 20, 1972
Mr. W.A, Wapenhans 3 Sep »

Assistant and all my planning has been based on the assumption that one
would be assigned to each section.

DHaynes sak
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Mr. D.S. Ballantine September 12, 1972
Frank Dunnill

Project Implementation: Recording Progress

1. In the course of compiling the recent analysis 6f techuical assist-
ance expenditures, I was struck by the very useful “"Schedule of Obligatioms
to be Met by the Borrower" amnexed to Mr. Kinawy's Supervision Report of
April 6 for the Jordam Project. A copy of the schedule, which should be
read together with Mr. Kinawy's Revised Implementatiom Schedule, is attached.

2. It seems to me that, slightly expanded to include:

(a) an indication of the periods within which the various items
(e.g. fellowships, technical assistance appointments, ete.)
are to be completed; and

(b) a colusn showing the progress reached at the time of the
supervisien report,

a schedule of this kind would serve two very useful purposes. In the first
place, it would provide built-in framework for various types of project
evaluation. In the second place, it would help Regiomal Divisions to review
the progress of the software items in loans and credits. Subject to the
views of others, I would suggest that we should prepare a pro forma on the
lines suggeated above for use by the Divisions, first at appraisal staga
and them in the course of subsequent supervision miseions.

Attachment

ce: Hessrs. Calika, Hultin, Erder, Burt, Stewart, vanm Dijk

m....m,.?y



JORDAN - First Education Project Al 2

Revised Project Implementation Schedule (March 31, 1972)

First Year Second Year Third Year Fourth Year Fifth Year

1 2 | 3 & 5 6 7 8 9 10 11 12 13 14 15 16 18 19

—
-~

1.Construction, Furniture and Equipment

i. Civil Works

Design and final drawings
Preparation bid packages
Tendering and contract award
Construction and site development
Defects and liability
Professional services

s, o SR |

ii. Furniture and Equipment

Preparation of master lists
Preparation bid packages
Tendering and contract award
Manufacturing and reception
Delivery and installation
Defects and liability

J2.Technical Assistance

Equipment specialist
Education specialists
Fellowships

— - I gClosing Date- April 30, 1976




JORDAN

SCHEDULE OF OBLIGATIONS TO BE MET BY THE BORROWER | ANNEX 3

(Technical Assistance and Other Covenants in the Credit Agreement) ;;;;-I-;;?E

Ultimate Date
Due

Ttem

Reference in
Credit Agreement

August 1972

One fellowship in Educational Planning

Number 3 of Annex B to
Schedule 2

February 1973

Complete and communicate to IDA a com-
prehensive manpower survey

Appointment counterparts to technical
assistance for two Educational Flanners

Article IV - Section 4.OL

Number 3 of Annex B
to Schedule 2

Establish a National Vocational Council
with a Vocational Education and Training
Department as its executive arm

Article IV

Section h.OE;

Establish an Advisory Council for the
Polytechnic and Trade Training Center

Article IV

Section 4.06

Establish a Coordinating Committee for
Agricultural Education

Section

4.07 (a)

Article IV

Establish a Teacher Training Committee
within the Jordan Beard of Education

Article IV - Section
L.07 (b)

Establish an Educational Planning Commit-
tee within its Ministry of Education

Appointment of two Educational. Flammers

One special ittt in technical subjects for
the Polytecrzi. (U.K.)

Article IV

Number 3 of Annex B to
Schedule 2.

Number & of Annex B to
Schedule 2

Section L.0¢8 :

One specialiss in trade ccurses for Trade
Training Center (UNDP/ILO)

Number 6 of Annex B to
Schedule 2




ANNEX 3
Page 2 of 3

Ultimate Date
Due

Ttem

Reference in
Credit Agreement

August 1573

Three fellowships for Industrial Arts
(comprehensive schools)

Two fellowships for Home Economics
(comprehensive schools)

One fellowship for teacher training
(Teacher Training Institute)

Number 1 (a) of Annex B
to Schedule 2

Number 1 (b) of Annex B
to Schedule 2

Number 2 of Annex B
to Schedule 2

Ten fellowships in technical subjects for
the Polytechnic (U.K.)

Five fellowships in trade courses for
Trade Training Center (UNDP/ILO)

Number 5 of Annex B
to Schedule 2

Number 6 of Annex B
to Schedule 2

February 1974

Seven specialists in technical subject
for the Polytechnic (U.K.)

Six specialists in trade courses for
Trade Training Center (UNDP/ILO)

Number 5 of Annex B
to Schedule 2

Number 6 of Annex B
to Schedule 2

August  197L

Appointment of directors and assistant
directors for the following institutions

1. The two comprehensive secondary schools!

2. The Teacher Training Institute
3. The Polytechnic
L. The Trade Training Center

Article IV - Section
L.02 (a) para. (iii)

Two fellowships for Industrial Arts
(comprehensive schools)

One fellowship for Home Economics
(comprehensive schools)

One fellowship for Teacher Training
(Teacher Training Institute)

Number 1 (a) of Annex B
to Schedule 2

Number 1 (b) of Annex B
to Schedule 2

Number 2 of Annex R
to Schedule 2




—

ANNEX 3
Page 3 of 3

B
Ultimate Reference in
Due Item Credit Agreement
Avgust 1974 Seven fellowships for technical subjects Number 5 of Annex B

for the Polytechnic (U.K.)

Five fellowships for trade courses for
the Trade Training Center (UNDP/ILO)

to Schedule 2

Number 6 of Annex B
to Schedule 2

December 1974

Two Industrial Arts specialists for the
comprehensive schools

Number 1 (a) of Annex B
to Schedule 2

February 1975

Establish a "tracer" system to collect and

record all relevant information, in respect

of the project institutions, etc.

Article IV - Section 4.03

Annualj

Conduct an annual review of the plans and
program for expansion of enrollment in the
Borrowers! schools and communicate the

results of such review to the Association.

|
Article IV - Section L.09 ‘

\

P. S.

a) Fellowships dates refer to the start of training abroad.

b) Other dates indicate the latest dates for provision of the different items.
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My, Joseph H., L'Enfant ' September 11, 1972
F. J. Aguirre-Sacasa
Local Cost Finsncing - Division A Countries
Ags per your request, please find below summary cost tables on
the four projects approved for Division A countries in FY72. All figures
are expressed in thousands of dollars.
Dahomey - Zou Borgou Cotton Project -
Total Project Cost $12,700
Taxes 1,500
Net Cost 11,200
Total Foreign Exchange component 7,600
IDA financing 6,100
Other External financing 3,100 (by FAC)
Ivory Coast - Third Highway Project —
Total Project Cost $28,853
Taxes 5,200
Net Cost 23,653
Total Foreign Fxchange component 16,015
Bank financing 17,500
Other External financing None
Upper Volta - Cotton Read Project
IDA
Total Project Cost 79,1466
Taxes 690
Net Cost 2,776
Total Foreign Exchange Component 1,97
IDA finsncing 2,800
Other External financing None
Upper Volta - Rural Development Fund -
Total Project Cost §73,0h3
Taxes LLS
Net Cost _ 2,598
Total Forelgn Exchange component 1,558
IDA finaneing 2,200
Other external financing 311 FAC
70 CCCE

rugn:!:igFacm ity



TO:

FROM:

SUBJECT:

INTERNATIONAL BANK FOR ‘ INTERNATIONAL FINANCE

WCORPORATW r r(
OFFICE MEMORANDUM %wvﬂ

Mr. Bela Balassa ' DATE: August 29, 1972

INTERNATIONAL DEVELOPMENT |
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT

Deepak Lal \,\L

Comnents on Your "Estimating the Shadow Price of TForeign Exchange in
Project Lppraisal :

B

IS I have some comments on your paper. The first point is a rather
general one. I had a tremendous feeling of "deja wvu", whilst reading your
paper, and felt like one who had seen someone else get in behind him in a
revolving door but saw him come out in fronti! Be that as it may (paranoia
is an occupational hazard), there is nevertheless a substantive pcint in
this, namely that your recent psper has the term "Estimating ..." at the
beginning of its title. It, however, merely goes over the same ground
concerning the differences in alternative methods of project selection,
which have been treated pretty exhaustively in my two recent papers for the
Bank ("Adjustments for Trade Distortion.¥/1/ and "Alternative Project
Selection Procedures.." /27.) Where your conclusions differ from mine

(and they only do so marginally) they ave either wrong, or represent a
misrepresentation of the views of the protagonists, as I shall demonstrate
below. DMore importantly your paper merely repeats much of the same line
of argument as in my twe papers, end tells us nothing more about estimating
the shadow foreign exchange rate [SEXF/ then was contained in them. Though
T see from the frontspiece to your paper that, a future Appendix will deal
with these problems! Even though my papers were nol really concerned with
estimation pro lems, nevertheless, T think it will be agreed that, they did
try to show (p. 27 and following /17; p. 23 f?/} how the IM (fnreign
currency as numeraire) method *n Uracrjc, v;ues a qhﬁ“ cub around esti-
mating the relevent SER. a many
commodity - many factor case \vour P 9 “nd jolloﬂmnr), dnd Su“1e that

it only holds in the case where "there are only two facters of production,
(unskilled) labor and capital, and labor has a horizontal supply curveg so
that real wages remain unchenged after the elimination of pro teetion f

(p. 9 /37). And (b) you assert that in this latter case on the alternative
domestic currency as numeraire method too, there is no need to estimate an
SER. I shall demonstrate below that both your conclusions (a and b) are false.

&a First consider your conclusion (a). The essential points against
your arguments (p. 10) is very simple. The shadow prices of all primary
factors (assuming away all other distortions apart from the relevant trade
dldtortloﬂ) are the value marginsl product of these factors in an alternative
use. The domestic market price of these ractors will be the given physical

1/ You are also wrong in saying this is the case considered by Little-Mirrlecs.
Their assumptions are more general. The above case was a Q1mn11f1ed case
presented for heuristic purposes in my Bank papers!



To: Mr. Bela Balassa -2 - August 29, 1972

margineal product nultiplied by the relevant domestic price. The foreigg
exchange value marginal product of the factor, will be the same given
phy31ca1 marginsl product multiplied by the relevant world price. Thus
say the factor is land. Its competitive domestic market price will be
the physical marginal. product of land valued at domestic market prices.
If the output foregone by using land is tradeable (say agricultural outpu
then the same given physical marginal product of land can be valued at th
"world" price of the t;e tradeable outpult foregone, to yield the Iforeign

t)
e

exchange value marginal product of Jand. "If the output foregone from land

is non-tradeable, we may nevertheless be able to determine its foreign

exchange eauivalent value, if it is substitutable in production and/or

consumption with another tradeable good. /See LM Manual pp. 93-94 and p.
Thus we directly obtain the foreign exchange value equivalents of factor
prices wiich will be the "shadow" prices of these primary factors on the
1M method. HNo recourse has been required to an SER. However implicitly
from the ratios oif foreign exchange equivalent values to domestic currenc
(market) values of the non-traded goods and the primary factors the implic

"
3.157?-/

i
it

SERMs which would be used on the domestic currency as PuﬂQPHWTF methods can

be derived. If we have only one non-traded good and primary fector (as i
the simple but by no means trivial models of may pavers), there will just

n

be one w.pllClt SR (or stendard conversion factor (SCF) on the IM method).

However in a many ¢ Ond model, with differing effective rates of protectio

n

of traded goods, there will be multiple imnlicit, SER's., The IM method would

explicitly estlmqu the equivalent mu111v

SCFTs for the non-traded gooa» and

primaxy Fﬂctorar (as a mere glance at any of the recently published case

applying the L1 method will show). The domestic currency as numersire me

-goudies

tnods

would however use a single SER, which would imply averaging over the actual

ﬂultLP]L SER's which e
(1) that on the IM method, independent estimates of the SER are redundant,
as the method provides a shorteut to estimating the SHER, and (ii) that tn

xist. Hence my general conclusions (see p. 23 /27):

o

derivation of multiple SCF's (and heace malt|p1e implicit SER's) on the IM

method, is likely to be more zccurate than the use of a single SER on the
"domestic currency/prices" methods, when there are in fact, maltiple effec
exchange rates extant in the country.

3. Next consider your conclusion (b) (p.9). You have arrived at t
conclusion by firsl, sdopting the Little-Mirrlees method of shadow pricin
non—tradeu goods by dacomposing their cosls of production into tradeables

1/ There maybe some difficult czses where neither of these methods of ob

7 ing the foreimm exchange value marginal product of a facter (or value
non-traded good in genersl) may work. These and ways around them are
cussed in TM!'s reply to their critiecs in BOUIS Jan. 1972, p. 160 foll
The ngctical presumption (borne out by the case studies conducted ar
the Narmal) is that such difficult cases will be fairly minor in most
‘developing countries. However, as emphasized in ny Bank papers /rl)
if the number of such goods (and non-traded goods in general) is very
relative to traded goods, then the SER method is likely to be easier
use in practice.

1ive

his
g

tain~
of a
dis-~

owingr .

ourid

and (2)/,
large
to

2/ These SCF's will be the ratios of the value in foreign exchange to that

in domestic prices of the reievant goods and factors.
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and primary i‘actors?_‘/ (your p.6 ). Neither in the UNIDO nor Bachz-Taylor
paper (which gives the methodologsy for the use of a free trade SER in
project appraisal) is this decomposition suggested. Secondly, and more
importently, in your transitionirom equatien (6) to eguation (7), the ’
‘rental rate on capital in domestic currency /P which is part of the

P¢ in your equation (6)7, syddenly becomes transformed into the rental
rate in foreign currency /Pi ir your equaticm (7)/! Now it does not teke
great ingemiity to show that once non-traded goods are shadow priced by

the sewi-input output form of decomposition, and primary factors are
valued in foreign excha %

ued : e, explicit estimabtion of the SHii becomes redun-
dant, be I method! 1T what you call the 'domestic
T 173%8 adjustment Procedures to the IM
npears on your ‘domestic prices! method too.™
However, if we take the 'domestic prices! method as propounded by its
principal exponents, namely thet the shadow prices of non-traded goods
and primary factors are thelr domestic money prices (assuming no other
distortions), then even in the case of on elastic supply of lsbor at a
constant resl wage, an cstimate of the SR will be necessary to make the
two sets of velues (traded goods in foreirn eurrency and nen-iraded goods
plus primery factors in domestic currency conparable. /See/l7 p. 29-39/.
The reason why you reach your conclusion is that you have for this case,
.c prices! n od to be the IM me

ly. You zcecept the analysis as regards the redundancy of ths SER
calevlation on the IM method in terms of my extremely simplified heuristic
example of an econeony with an elestic supply of labor at a fixed real wape
in terms of tradeagbles, (your p. 10). It doss not tale great economic
intuition and imagiration te see that, relexing the assumptions of perfect
elasticity of supply, fixed resl wapes, and/or introducing a mltiplicity
of primary factors does not change the srgument. As long as economic
theory tells us that the shadow price of primary factors is the velue of
the physical marg rnat

1 vroduct of the relevant factors in an alternative use,

then given the phyeical merginal oroduct of the factor, it can be directly
I L ES 3 s o4

1/ Ian TLittle explicitly noted in his first statement of his methodelegy in
h a veluire of essays in honor of Nehru) that his basis for valuing non-
traded goods was identicel to the Tinbergen semi-input-output method

vhich you now cite. (Your foolnote 1/ p.6).

2/ This point was made explicitly in my paper /17: "The last statewment
seeme to imply that it is equally irrelevant that we do not have an
accurate estimate of e* (the free trade SER) on BT (Bacha-Taylor)
procedures. This would be true if the 1M vrocedures of identifying and

estimoting Pyp (lhe wege rate in foreipgn currency), Ppg (the rental rate

in foreign currency), and thereby determining py~ (the 'shadow'price of
non~traded gocd in foreign currency) were zlso follewed on BT procedures.

In practice, however, this is not likely to be done, and only the prices

of X and N will tend to be 'shadow! priced with e% snd the domestic price

of N (P,) will be taken as its shadow price. But in that case, especially
in 2 relatively open econony, a correct estimate of e becomes essential™

_,f“Adjustments for Trade Distortion..." p. 30, emphasis in or*.i.g_inal?
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valued in foreign exchange if it is the marginal product of a traded good,
and indirectly if non-traded, by the making use of the substitution rela-
tionship inherent in a generzl ecuilibriws world between traded and
non-traded goods. Ixplicit estirmation of the relevant SER in fairly open
economy remains redundant ca 17T method, and that il is why ib already
provides us with a short cut nd estimating the Obh.

6. As you zdvocate the use of Tinbergen's semi-input-output method
for determining the "shadow" prices of non-traded goods, and zs this is the
identical basis for estimating non-traded good "shadow" prices on the IV
method, can I assume that once you have taken the next "teeny-weeny" step

of estimating SCF's on IM lines for primary factors you too will be a

convert to the LM method, and will recognize the redundancy of estimating the
SER in practice in project evaluation!

DLal:hrv

cc: Messrs. Reutlinger Blitzer
Van der Tak Goreux
Henderson Thane
Chenery Paxish
Stern Havkins _
Hayes U. Andeirson
Duloy Mrs. Hughes
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August 25, 1972

Professor A. C. Harberger
Department of Economics
Prdversity of Chicago
1126 Bast 59th Street
Chicago, Illinois 60637

Dear Profegsor Harberger:

You may be interested in reading the enclosed. I would be interested
in, and grateful for, any comments you might wish to make.

The gist of my argument is that the "ecorrect" shadow price to employ
in cost-benefit analysis is typically a weighted sum of MSV and MSC. I call
this the "ceteris paribus" shadow price - perhaps redunflantly, since Daniel
Schydlowski has pointed out that it is identical to what he calls the "second
best" or "general disequilibrium" shadow price. My position seem§ somswhat
at variance with yours, as set out in your Survey of Literature on Cost-
Benefit Analysis for Industrial Project Evaluation, wherg, on pp. 2h1-2L3
you advocate the maluation of project inputs and outputs at their market
prices (assumed to equal their MSV's) as a general rule, though you do admit
particular exceptions, one being the case of an input in perfectly elastic
supply and subject to an excise tax. In connection with that example you
note that although additional output could be sold at slightly below the market
price, it will not be so sold because this would entall a loss to producers;
and that expansion of output is strictly contingent on the emergence of
additional demand at the market price. I make a similar argument in the
case of an input produced by a monopolist (pp. 6-7 of the enclosed); and,
indeed, believe it to be a generally valid argument for not vahing project
inputs at their MSV if they in fact some from increased production with
MSC# MSV. I appreciate that there may be pragmatic arguments for sticking
to market prices as a general rule: Your avoidance of double-counting argument
is onej another is Schydlowski's contention that the adjustments occasioned
by the implementation of projects are frequently concentrated on the demand
margin, rather than on the supply margin, so that more often than not (in my
terminology) Py=P,. But my conclusion (as stated on p. 7 of the paper) is
that, conceptually, it is inconsistent to evaluate a good in accordance with
its MSV in the presence of some existing constraint, when that MSV can be
obtained only if the constraint is relaxed.

With kind regards.
Yours sincerely,

Ross M. Parish
Agriculture & Rural Development Division

PR R AT L e R N
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Mr. M.D. ffrench-Mullen August 22, 1972
M. Altaf Hussain

Safeguarding Against Project Over-rins

As requested, my comments on the above subject are as follows:

1. The suggested remedies to avoid cost over-runs would be effective
if those could be applied. Some of them, however, are very difficult to

implement as explained below.

2. Para 2.6 = It is suggested that expectation of continued work in
a region would enable contractors to lower their bids. In practice, it

is difficult because neither the Bank can commit in advance on possible
other projects, nor can the projects be so coincided as would ensure con=
tinued work. Such dovetailing would be particularly difficult in large
projects where ICB would be involved.

3. Para 2.10 = Price fluctuations are very difficult to forecast
precisely. Consultants are bound to err although with effort and honesty,
the margin of error is reducible. ;

' Para 3.1 - Consultants at times are appointed long before Bank
gets in the picture. Also, pessimistic consultants do not find much
business. It is employer's expectation and consultant's effort to use most
optimistic assumptions to make the project attractive.

Se Para 3.3 (c) and Ammex - Black listing on point basis is a matter
of academic luxury. Its determination in practice would be extremely

difficult. Moreover, black listing for suggested period of one year after
discovering 25% under estimation in 10 different projects is not much of a

penalty.

be We suggest that appraisal teams should be asked to critically
review the estimates of consultants in order to reduce the margin of error.
If project appraisal teams cammot do this effectively, the objective of
appraisal would be greatly losi.

MAHussain:cfa
ces Mr. Wapenhans



Mr. Martin Karcher August 16, 1972
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Comments on some Papers by Lal.

1. As a consultant to the Economics Department, Mr. Deepak Lal
has recently produced a spate of survey papers dealing with important
aspects and problems of project evaluation. These range from the
treatment of trade distortions in project analysis to the inclusion in
the shadow wage rate of the marginal disutility of work. The individual

papers are:

(1) "Adjustments for Trade Distortions in Project Analysis",
March 1972, Economic Staff Working Paper Ko. 126

(ii) "Alternative Project Selection Procedures for Developing
Countries: A Critical Survey Without Tears", July 1972

(14i) '"Employment, Income Distribution and a Poverty Redressal
Index", March 1972, Economic Staff Working Paper No. 129

(iv) "On Estimating Income Distribmtion Weights for Project
Analysis", Mareh 1972, Economic Staff Working Paper No. 130

(v) "Disutility of Effort, Migration and the Shadow Wage Rate",
August 1972.

Papers (1) and (i)

2. Paper (i) reviews alternative procedures suggested in the recent
literature on project evaluation which take trade distortions into account.
Given the existence of non-optimal trade controls (in the form of tariffs
or quota restrictions) in many IDCs, their domestic market prices get
distorted out of line with international comparative advantage, and a system
of mul exchange rates (rates which convert domestic money prices into
£ money prices) results. Consequently, different methods of 'shadow’
pricing have been suggested to reflect the true social value the inputs
and outputs of investment projects. Although several me have been
advocated, they can all be reduced essentially to variants of two basic
procedures: the Little-Mirrlees (hemceforth IM)method, and the UNIDO
type shadow exchange rate (henceforth SER) methods.

3. The IM method takes foreign exchange as its numeraire, and values
tradeable inputs and outputs at their border prices (cif price for importables,
fob for exportables). Non-tradeables are valued at the social
(foreign exchange) cost of their production, determined g

1/
* These are due to Harberger, Schydlowsky, UNIDO, Bruno-Krueger, Bacha-
Taylor, Balassa, and Little-Mirrlees. The references may be found in

the bibliography to Lal's paper (i).
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(e.g. via the input-output technique) costs of production into tradeables
and primary factors. The former are then valued at border prices, and the

latter by evaluating their marginal products in terms of foreign exchange.

k. SER methods choose domestic currency as numeraire, and calculate
a%mmuuummmgmmmdm
. However, calculation of the SER requires the domestic and border
prices of all traded goods, the SER being defined as the..."weighted sum
of domestic prices of traded goods, divided by a similar weighted sum of
world prices, the weights in each case being the marginal changes in imports
and exports induced by the project” (See p. 215 of UNIDO Guidelines for
Project Evaluation, UN, 1572). Non-traded goods are valued ab vheir existing
domestic market prices.

Se With the use of the simple two factor, two traded, one non-traded
good model of necclassical trade theory, Lal demonstrates the equivalence
of IM and SER procedures on identical assumptions about trade, technology
and the social welfare function. Although the equivalence must necessarily
hold in a logical sense if the same cbjective function is being maximized
subject to the same constraints, the problem has been to identify the
M,Mmmtmm,dwmaom

. This has been a major factor re for much of the debate

the various procedures, and Lal's paper is a contribution in

reducing the alternative procedures to a common framework. I feel, however,
that lLal's 'proofs' of equivalence are based on too restrictive a model.
In the model presented in paper (i), the production possibiility frontier
(page 34) remains constant as in the static model of international trade.
Capital investment in an industry is represented entirely by a marginal
m%mnmmmpmmwmm,uwu-um
stock should also marginally move the whole frontier cutwards.
might move out in a nop-uniform fashion, the dynamic
optimam could turn out to require the production of goods in proportions
reverse to those of the static optimum. Although such considerations
might upset Lal's analysis, they would also complicate it substantially.
All the same, a dynamic model such as presented in the Appendix for Profes-
siocnal Economists of the Little-Mirrlees is needed in order to
assess the full implications of the different procedures in a growing

i
1]
i

(11) is a restatement of the propositions advanced in
papers (i), (211), (iv), and (v) but without the accompanying algebra
or geometry; it is therefore a survey “"without tears". Illustrations
of the various procedures are developed through numerical examples, and

26r, alternatively, as presented by Michael Bruno: "Resource Allocation
over Time and the Real Excbange Rate," July 1972, Hebrew University and
Falk Tnstitute, Jerusalem.
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the paper is on the whole very readable. The general sermon that lal
preaches (pp. 23-30), with which I have considerable sympathy, is that

the IM procedure is the best al method available for project
selection in an economy open trade. The reasons given
by Lal for preferring IM to correctly applied SER procedures are:

(a) the IM procedure, contrary to popular impression, requires
the estimation of fewer shadow prices. Both LM and SER procedures require
data on the world prices of traded goods; the SER procedure, in addition,
requires information on their domestic prices, and the subsequent calcu-
lation of the SER. So that..."as most developing countries are likely to
be fairly open econocmies, the IM procedures are
apply and more accurate than the altermative SER procedures, both because
the former do not necessitate explicit estimates of the SER
have cne less 'shadow' price to guess or estimate in practice, and
because they do not involve averaging over a large number of .
exchange rates on traded goods to obtain the crucial relative price of
traded to non-traded goods" (Lal paper (ii), p. 29).

5
E’
H

favoring 1M over SER procedures is one of diplomacy. Lal that
(paper ?1), e 32)..."governments are not likely to take to the
caloulation fnndpbliutiml)b;r ject evaluators, of the 'shadow’

exchange rate for their countries (especially if these calculations are
done by 'ocutsiders') as this would be open acknowledgment that the
'official' exchange rate was wrong!...”

Papers siﬁ.) and jivl

Te These two papers attempt to define income distribution indices
for possible incorporation into project amalysis. Paper (iii) correctly
argues that the 'employment' problem in developing countries is distri-
butional in nature, and goes on to develop the 'poverty redressal index'
(PRI) of a project in terms of its employment impact on two different
income classes., The PRI is a measure of the number of below an
arbitrarily defined poverty line, whose are raised in
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these extreme results would be due in part to the egalitarian nature
of the social utility function chosen, and in part to the existing mal-
distribution of income.

1. These distributional weights can easily be incorporated inte
the IM formula for the shadow wage rate, and hence may be used in project
« They would lead to a negative shadow wage for poor workers.

12. This paper is a survey of recent literature on the shadow
wage rate, incorporating various components suggested by different
authors into a single derivation of it. These components include:
(a) the divergence between the market wage for labor and its
alternative marginal product;
(b) the 'consumption cost' of extra employment in view of the
premium attaching to savings vis-a-vis consumption;
(¢) the possible social eost of reduced private leisure from
employing previcusly unemployed (or under-employed)

persons;
(d) the cost implication of the additional output foregone
as a result of 'overmigration' induced by a project.

Applicability to Transportation Projects

13. There are no special problems in applying elaborate versicns
of the shadow wage rate to transportation as opposed to industrial or
other types of projects. Nor are there any particular difficulties in
applying LM world prices to their tradeable inputs and outputs. A special
problem would, however, seem to arise in valuing some of the non-tradeable
benefits of transportation projects. -

Yy As it surely is for many executive workers.



Mr. M. Karcher ~6- August 16, 1972

:

rom time savings, and reductions in operating expenses
(which are in principle tradesbls), other benefits of transportation
projects are mainly of the tgtimulus to economic development' variety.

thohmﬂywwﬁttuﬂtwqumtmmumorﬂ
project appraisal .
Attachment
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THE SHADOW WAGE RATE

1. One wants a set of prices which, when multiplied by the corresponding
inputs and outputs of a project, discounted and summed, will enable one to accept
o} reject the project according as to whether this sum is positive or negative.
Assuming that one is judging the project from the standpoint of society, rather
than that of a private\entrepreneur, these prices must measure social benefits and
costs. One can use actual prices, but these may be very unsatisfactory. "Shadow"
or "accounting" prices are therefore used instead. What concerns us here is the
shadow price of labor, i.e., the shadow wage rate.

25 The divergence between the market wapge in industry and the social cost
of labor is particularly serious in developing countries. Although there are
many factors which can contribute to this divergence we shall consider two:

(i) The wage rate in industry overstates the opportunity cost of labor
drawn from the agricultural secvor. Thnis is a reflection of the
fact that (competitive) equilibrium does not prevail in the market
for labor. This may be the case because trade unions have been
able to raise wages above the market-clearing level (which level
would reflect labor's relative abundance or scarcity). Thus, the
true cost 6? labor may be considerablv lower than is indicated by
the market wage rate. Such a situation will lead to the rejection
by private entrepreneurs of labor-intensive projects which may
however be de;irable from a social point of view.

(ii) Tt is commonly believed that the rate of savinps in such economies

1/

is less than socially optimal. This means that at the margin

1/ Since societv is a continuing entity, the planner should take into account the
well-being of unborn generations. The present generation's concern for future
generations is not adequately reflected by the level of market savings, because
savings is in the nature of a "collective good". Individualistic action by
members of the present generation ({he "isolation paradox") leads to the sub-
optimality of the market-determined level of savings.

&



2., '
1/

investment has a higher social value than consumption. The
distortion implies that employing another man in industry can have

a cost o;er and above the agricultural output lost in transferring
him from apriculture. This extra cost will arise only if there is
an increase in his consumption. It will be that part of the ;ncrease
in his consumption which is not as valuable as investment.

.. |~ A few symbols will help to clarify the arpument. Suppose the industrial
worker is paid $e¢, all of which he consumes. Suppose that, had he been left in
agriculture, he would have produced and consumed his marginal product Sm. Let

there be a public project in the industrial sector which employs L laborers and

adds value of §V. The extra consumption caused by the project is therefore

2/

L(c-m). Following Little and Mirrlees, we will use government savings as the

umeraire Assume that $1 of extra government savings is worth $s {larger than 1)

of extra consumption. As indicated in paragraph 1 we are seeking an expression for
the net social benefit of this project. We restrict attention to net social benefit,
or social profit, in any one year.

' The social profit due to the project consists of its savings, plus the

v

value in terms of savings (the numeraire) of the extra consumption caused. Thus,

Social profit = Savings + Savings equivalent
of consumption

= (V-Ic) + L(c-m)
s

- LEv%(C-m_)_J

l/ The underlying assumption here is that povernment tax policy is unable to
raise the rate of savings. Any changes have to come about through project
selection itself. Given a fixed wage all of which is consumed, a link is
established between employment in inddstrv and total consumption. Br choosing
a higher or lower level of lator-intensity in project design, one can thus
vary the proportion of saving out of income.

g/ IM.D. Littie and J.A. Mirrlees, Manual of Industrial Project Analysis in

Developing Countries, OECD (1969), The formulation for the shadow wape rate

that we consider here is due to them.
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We wanted an accounting price wi for labor, such that if the input labor was
valued at this price then the simple expression V-w*L would correctly measure
social profit. From the above equation it is obvious that the shadow wage w¥
is given by the formula
“wt =c -1 (c-m)
s
Rearranging, wit =m + (c-m) (1-1)
s
This now corresponds to the argument at the end of paragraph 2(ii). The second
term is that extra cost, since (1-1) is clearly the premium (i.e., the extra
weight) attaching to investment viZ—a»vis consumption.
5. The limiting values of w¥* are m when s = 1 (investment and consumption
are equally valuable), and ¢ when s is infinite (workers' consumption is
completely valuneless to societv). In words, the limiting values of the snadow
wage rate are, at the lower end, the alternative marginal product of labor, and,
at the upper end, the actual wage itself. In general, the shadow wage always
lies somewhere in between. It should be noted that even if there is surplus labor
in agriculture and its marginal product m is zero, thé shadow wage will still be
positi#e (except when s = 1).
6. In terms of paragraph 1, we should choose all projects which make a
positive contribution to social profit, and reject all those that do not. So in
the optimum situation, the marginal project should make a zero contribution to
social profit. This is equivalent to saying that at the optimum

0=1Y

- Wi
OWLO

where V, and Ib are respectively the value added and labor employed by the marginal

project. Therefore, at the optimum, wi# = V,, which is equal to the marginal

Lo

| TR
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product of labor in industry if the project is 'small'. Indeed, this is frequently

taken to be the starting-point for the definition of the shadow price of labor.

Tﬁe shadow wage rate can be defined as that price of labor which if equated to the
marginal product of labor will give an optimal allocation of labor.l/ A low value
for the shadow wage thérefore implies that the optimal situation corresponds to a
high level of employment.

T The concepts of shadow wage adopted above need to be distinguished from
the one used in the programming sense. Our allocation problem in a programming
exercise would be to maximize the social objective function subject to the various
available resources, including labor. Programmers define the shadow price of a
resource by its 'dual'. In a programming problem, the dual variable associated
with a resource represents the marginal retu}n (in terms of the objective function)
10 an extra unit of ithat resource. The difference between this defind
can be best illustrated by focussing upon the case of surplus labor. Since laber
is not a binding constraint in this case, the marginal return to having an extra
unit of labor is zero. So in the programming sense the 'shadow price' of labor in

a surplus labor economy is always zero. However, as pointed out earlier, our

shadow wage w¥ is generally positive even when there is surplus labor,

l/ With this definition as the starting point one can establish the formula for
the shadow wapge as follows: Suppose employment is optimal. Then, the marginal
social benefit from employing an extra man in industry must equal the marginal
social cost. he benefit from employing an extra man in industry is his
marpinal product (=w% since ewployment is optimal) minus the output m lost in
apriculture. The cost of erploving an extra man is the loss of savings equal
to (c-m), minus the savings equivalent of the increase in total consumption
which equals 1(c-m). These two expressions must be equal. Therefore,

s -
w¥ - m = (c-m) - 1(c-m)

s
§ e Wi = ¢ - 1(c-m), which is the same as before.
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More on THE SHADOW WAGl RATE Sknand: jmd

(Addendum to DRAFT of February 2, 1972) February 1L, 1972
5.

8. The value of s to be used in calculating the shadow wage rate wit

should, in principle, be determined from a model of optimal economic growth.
Such a model explicitly considers the trade off between present and future

consumption. In practice, Little and Mirrlees suggest a simplified approximate
1/
procedure to obtain the value of s.  Roughly speaking, they take s to be the

present value of the discounted stream of income that a dollar invested will
generate. Realistic values of s with which this method comes up typically

lie between 2 and L. Given surplus labor, i.e., m = C, this implies a shadow
2/
wage from 5C% to 75% of the actual wage, c.

9. The above valuation of the social cost of labor corrected the market
wage for two effects, viz. the protected urban labor market and the consumption-

savings distortion. We will now briefly indicate some other considerations that

1C. By valuing investment differently than consumption, the above formula-
tion allows for improving the distribution of income and employment as between

the current and future generations. However, it takes no explicit account of
the
tbq intra-generaticnal distribution of income. It isyinOptimality of this latter

which is sometimes called the 'employment problem' in less developed countries.

We can extend our shadow wage rate to cover the desirable intra-generational

1/ One could even just ask planners how much they valued a dollar of investment
{(more generally, free government income) in terms of dollars of increased
consumption. The fact that the tax constraint is binding (in the sense that
the govermnment would increase taxation had it the power to do so) is evidence
that government income is valued more highly at the margin than consumption.

2/ Note that these values for the shadow wage are consistent with those suggested
on page 8 of IBRD Overational Policy Memorandum No. 2.21, dated March 31,
1971.
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distribution consequences of employing poorer rural persons at higher wages in
the organized sector. We should take off from w¥ a term which indicates the
favorable effect of transferring a man from a lower income class to a higher
income class. The size of this term, and thus the extent to which industrial
employment should optimally be increased in the current period, will depend on
the weights we attach to the income accruing to different income groups. To be
consistent, we should attach the same weights (captured in the choice of s) for
the trade off between income accruing to different generations. Once again,
the assumptibn implicit in trying to improve the intra-generational distribution
of income by the use of employment policy is that the government cannot adiust
it through traditional fiscal means. This assumption seems realistic in the
context of many developing countries.
11. Apart from the output lost in agriculture, another possible cost of
transferring a man from agriculture to organized industry is that he will
probably have to work harder there. This will be especially true if he was
previously underemployed in agriculture. If his extra sweat is to count as a
genuine social cost, then we should add on to w# the "savings equivalent of the
diéutility involved in the extra work. But society might decide not to attach
any value to the extra effort entailed in industrial employment. One might
reasonably argue that since the level of living is so low, quicker economic
growth ought to be society's prime concern. This amounts to imposing particular
values, not necessarily shared by individuals, in what are considered to be the
longer-term interests of the society. Anotherlline of defense in ignoring the
value of leisure from society!s viewpoint is that individuals themselves may
not value it. For peasants who are close to subsistence levels of income,
having substantial leisure might be of litile enjoyment unless it is accompanied

by more income. That is to say, income*and leisure are highly complementary

<8
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in the range of peasant-worker incomes. Therefore, the leisure foregone in

transferring an underemployed man to organized industry where he is fully

employed, can be taken as having negligible social cost.

12,

We could further elaborate the shadow wage rate to take account of

other social costs or benefits of increasing employment in organized industry.

(i) If the efficiency of labor is positively related to the wage, through
its effect on improved nutrition and health, then this benefit can be
reflected in the shadow wage rate by subtracting an appropriate term.
The term will depend upon the elasticity of labor efficiency with
respect to the wage rate.

(ii) The opportunity cost of labor is not just the output m permanently
sacrificed in agriculture; it should also include the one-time
transportation and ovther relocation costs.

(iii) If the creation of one job in industr{/;esnlts in the migration of

more than one person from agriculture, the additional output foregone

should be added as a cost.

This point has been raised in a recent probabilistic model of rural-urban
labor migration. According to the model, migration takes place whenever the
expected urban wage is higher than rural earnings. The expected urban wage
is the going urban wage multiplied by the probability of obtaining an urban
job. This probability is assumed to be positively related to the rate of

employment in the urban sector. With a given wage differential between the
protected industrial labor market and earnings in agriculture, migration
will continue until riging unemployment reduces the probability of getting
an urban job - just to that level which equates expected wages in the two
sectors. This is the equilibrium probability, which corresponds to an
associated equilibrium employment rate. Now, the creation of one urban job
must result in the migration of more than one person from the rural sector

in order to maintain the employment ratio at its equilibrium level.



8.

(iv) The transfer of'people from agricvlture to industry, and the result-
ing changes in demand for wage goods versus industrial goods, will
alter the terms of trade between agriculture and industry. This will
affect the values of ¢ and m. The direction of the effect is
ambiguous, though. It depends on the strengths of the income and
price elasticities of demand.

In principle, all these effects can be incorporated into our formula for the
shadow wage rate. Which of them should actually be incorporated will depend on
the particular situation that exists, and our judgement of the importance of

each of the various effects in relation to it.
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Mr. Ae Golan /pe. August 1, 1972

-Maullen

M. Altaf Hussain

Ouide to Economic Evaluation of Irrigation Projects - OECD Working
mtmg,mgg, 1972

1. You requested that I "review and prepare detailed corments
on the attached Ouide" shown as subject. My comnments follows

2. The OGuide is intended to serve as a uniform methodological
frame work for continuous evaluation of Irrigation projects. It
would be tested by a small interdisciplinary team of specialists in
irrigation areas to achieve the twin purpose of determining its
practicability and training the local experts in the selection of pro-
jects and in improving their profitability.

The objectives of this guide are laudable.

3 m&nﬁh:_h;_ﬁntothm.hsht-thtu)mmmm
in the anean countries is large (10 M ha), b) there are socio-
political temptations to start new irrigation projects with little
regard to their economic merit, c¢) the relatively easier and less
expensive irrigation projects have already been built, and d) the
fluctuation in prices of agricultural products and construction costs
have reduced their profitability. It concludes that Mediterranean
Countries have, therefore, reason to make economic evaluation of their

irrigation projects.

The reasons given for justifying the Guide for Mediterranean
Countries are not peculiar to those or any other group of countries.
They are almost universally applicable although in varying degrees and
direction. It would, therefore, be appropriate to promote an extended
coverage of such a Guide.

L. It has been stated that the methods evaluation differ
in different OECD countries which "do not enable a comparison t0 be made
of the profitability of similar investments in different countries."”

i
:

It would be useful to apply uniform methods of project
evaluation for determining merits of projects wi a coun but cne
is not sure if uniform evaluation techniques
decisions in different countries even if such countries be a part of
an economic community such as OECD. This is so because alternative investment
opportunities in any two countries are seldom identical.

Se The Ouide is divided into the following five sections:
I « The Necessary Basic Data for Bconomic Bvaluation (paras 1-90)
II - Determination of Profitability at Farm Level (paras 91-140)

III - Determination of the Profitability of Irrigation from the
standpoint of the National BEconomy (paras 141-211)
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If the recommendation is accepted as such, the projects in
certain countries including those in the Mediterranean, would yield a
lower rate of return than was so far accepted for making the Bank loans,

I think the (uide should make the point illustrative rather
definitive.

¢) Since the "effectively irrigated area will be only 70% of
the agricultural area" the Guide recommends that, it should
therefore, be provided with canals and pipes on this basis,."
The Guide recognises that this would impose an a pricry
restriction on the futwre development of farms and prevent
from one day irrigating 100 of their land,

them
The T0% figure is too low to be universally applicable one,
because if this is used in the analysis of irrigation projects, the

"before" and "after" situation. This

:
|
%
|
:
E

of price trends for agricultural products and
inputs can be expanded by adding a section as to how to estimate future
prices. Although the Guide peints out difficulties of forecasting, it
does not explain how to forecast. This section can be improved by
injecting a part of the guidelines given in Bank OPM 2-21 Part V.



-hu

10, Paras 61-65 dealing with Investment Costs are not clear. This
subject can be treated more clearly by incorporating informatien on
relevant subjects in para 64 from Bank's OPM 2-21 Part IV (shadow pricing
of labor) and in paras 62 & 63 from DM 2,31 (Treatment of Taxes in Cost
Bstimates) and in para 6/from DM 2,13 (Treatment of FE).

1. Under the heading "Expropriation” (para 6l), it is mentioned

that the real value of dam, reservoir, canals, roads, etec. is automatically
included in the profitability calculations by virtue of the reduction in
irrigated area due to implementation of the project. Thus the agricultural
production from the larger area without the project is compared with the
irrigated area.

%
i
%

The limits of 10 to 20% might cause confusion. I think the
Ouide should advise that provisions should be made for bad weather and
techniecal hitches that would stop work for certain periods during con-

13. The guide recommends (Para 81) that there should be a penalty
clause for delsy in Constructien.

I agree with the reconmendation.

14. The Guide suggests that a plan be drawn up for
finaneial comdttments. The Bank also it.

One can however question if this fine cutting has practical
value.

15. Para 85 « It is suggested that since committment charge is
lower than interest on the loan, that part of a loan which is held back

(about 10%) as guarantee for possible claims, should be so trea
only commltiment charges be levied. g -

Thie, in my view, iz not done by us in the Bank but it could
umﬂm&nmm.

16, It is recommended that on~farm works should be started before
project is built.

This would be useful, but absence of motivating organiszations
:uumumm. Efforts in that direction should certainly



of age irvespective of sex. It might be why it ?

18. Para 105 - s V. added is defined as "the difference

— G N—
The words ture on expenses” might read as "production

expensea” and the word "including” should read as “excluding.

19. The Guide recormends a period of 30 yrs for economic analysis

the acouracy of data (especially on on-farm consumption, and work units

‘sample selection
21. Para 163 -~ Method of cost allocation to different component of a
multipurpose project is tely dealt. The suggested procedure is

between Irrigation and Floods, It would be useful to acquaint the
readers with the commonly used, Separable Cost and Reméining Benefits
method and/or Incremental Costs and Incremental Benefits. Treatment of
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Messrs, Ballantine, Evans, Fuchs, Knox, July 31, 1972
Sadove, Weiner
Wo Co Baum

Addenda to information requested by Mr, McNamara on
Project Costs and Completion Time for period July 1, 1968

through Mareh 31, 1972

This is in reference to lMr. Ripman's memorandum to you of April 18, 1972,
covering reporting on project costs and completion time through Marech 3, 1972,
Mr, Ripman has been requested by Mr, MclNamara to supplement this information
with data on projects completed between April 1, 1972, and June 30, 1972, The
four-year analysis so developed will be brought up=toedate from time to time
in the future to allow periodic comparisens.

Following the same format as requested in the April memorandum, we will
need for the fourth quarter of FY 723

a) a tsble showing completion time variances;

b) a table showing project cost variances (tables for 3 3/leyear
period 7/1/68 = 3/31/72 are attached in Annex I); and

c) a narrative on each project with overrun or underrun in
excess of 15%, To ensure consistency in reporting, there
are attached sample lists of the reasons for variances
'E.hat warc); submitted by all departments earlier this year

Annex I),

In an effort to provide some information necessary for this supplement,
the Controller's office has compiled a list of the loans and the credit
fully disbursed for the last quarter of Fiseal Year 1972, March 31, 1972,
through June 30, 1972 (Ammex II).

Mrs, Haddad will be responsible for assembling this additional information.

Those of your staff assigned to this task should refer their questions to
Mrs, Haddad on Ext. 5263, The information should be sent to Mr. Ripman's

office by Wednesday, August 9,

Attachments

w%aniﬁl‘gﬁsad sem
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Professor G. Cochrane and Dr. R. Noronha July 31, 1972
N. MeIvor, G. F. Darnell and R. F. Rowe
Draft Sociological Research Report
: i Thank you for sending your draft July report to Mr. L. J. C. Pvans

for comment, Mr. Evans has msked us to send you our comments and we
also are grateful to you for the opportunity to read this very inter-
esting interim report.

2. We believe that sociologists have an important role to play in

the Bank, particularly in our project appraisal work, and that their
role will become more important as we get into more diverse and compli-
cated projects in the field of agriculture. We, therefore, endorse

your suggestion on page 7 to improve mission techniques based on the
field work experience of sociologists. As you know, in the Agriculture
Projects Department (AGP) we have already used sociologists on appraisal
missions, albeit perhaps, in the light of your comments on page 8, not
always the right sociologists for the job. In view of those comments,
we would agree with your suggestion on the same page that urpgent consid-
eration be given to developing a cadre of consultants from a wide number
of countries.

3. We also see the importance, and agree with, your suggestion on
page 6 that, in dealing with projects containing a substantial human
element, we should begin by assuming that local action will be special
and unique rather than rational.

4, While agreeing with the main suggestions in your paper, we have
some comments to make on certain more minor aspects and we hope that
these comments will be of some help to you.

On page 2 you refer to the Bank's "two cardinal principles:

that lending be conducted in accordance with prudent financial prin-

ciples: and that loans be repaid promptly." While these are certainly

two of the Bank's principles, they are by no means exclusive, nor are

they possibly the most important., The economic justification of the

project is also a cardinal principle and before lending we have to

demonstrate an adequate return to the economy, realizing that the

measurement of an adequate return is subject to the economists' inex-

act and limited standards of measurement. Another cardinal principle |
is the priority of the project - whether the project under consideration, ;
or some other project, should be undertaken at this time or whether the
project should be postponed for a specific time or indefinitely. Other
principles are also considered, including more and more such things as
employment generation and income distribution. To some extent, there-
fore, the "social development goals” are already considered in project
appraisal, but it would be true to say that we would not claim to be
well qualified as judges of some of these goals, nor are we always en-
titled to determine such goals for the borrowing country. ?



Professor G. Cochrane and
Dr. R, Noronha -2 - July 31, 1972

6. On page 4 you refer to the great need "to safeguard the Bank's
reputation in a growing number of impoverished village centers of the
world”, and you ask what the Bank's reputation is among those by-passed
by development. We feel that we should realize that the Bank plays a
limited role in the world's econmomic development. Tt would not be good
for the Bank or for those working in the Bank to encourage an over-
inflated idea of our importance or power. Many people in village cen-
ters of the world have never heard of the Bank and never will, Nor
perhaps need they. To put into perspective our work in agriculture
throughout the world, let us quote from page 58 of our recently pub-
lished Agriculture Sector Working Paper: " ..... the World Bank's
contribution to overall agricultural investment in the developing
countries at present is probably of the order of one to two percent.”

T Pages 5 and 6 refer to a Bank mission to Basutoland, Bechuanaland
and Swaziland in 1960. The Bank's policies and methods are developing
rapidly and we wonder why you should review a Bank report already 12
years old., In this same paragraph, you ask why "a crucial problem is
without any advice, analysis, or recommendation, to be left to the local
administration.” It can happen that crucial problems have to be left to
the local administration, who are the only people able to handle them in
practice.

8. On page 7 you ask whether the problem of civic participation in
Bank projects should be specifically recognized. We are not auite clear
what you have in mind here, but in many projects there is partieipation
which could be described as civic - for example, farmer representation
on project boards and committees and similar arrangements.

9. Your paper refers to two specific projects -~ one in Dahomey and
one in Colombia - in terms which seem to indicate that somewhere along
the line you havebbeen given a misleading impression. In Dahomey you
suggest that the Hinvi oilpalm scheme has failed in its original concep-
tion because of failure o take into account key social factors. What
has failed is a small component of the overall project, that is the food
crop component, and we do not see that this can be attributed to a mis-
judgment of social conditions. The food crop component failed because
it was technically unsound and did not provide its participants with
adequate cash returns. Of all areas of the developing world, forest
regions of West Africa possibly best demonstrate the fact that it takes
a very little time for traditional taboos and constraints to be overcome
by financial considerations,

10, Of the settlement projectidn Colombia, you suggest that it rests
on shaky ground. The people most closely concemmed in the AGP with this
project do not believe that it rests on shaky ground; if it does the
problems are not social., They feel that of all our projects, this may



Professor G. Cochrane and
Dr. R. Noronha -3 - July 31, 1972

have the least socliological problems. Its participants have made the
decision to uproot themselves and make their own way to the settlement
area - in many cases hundreds of kilometers from their original homes.
Thousands have already done so. There seems to be some misunderstanding
between us about this project.

11, We are in full agreement with you that in projects dealing with
many thousands of small farmers, the basic problem is a social one.
However, many factors comprise the socidl problems, including such
things as the financial return to the participant, whether he has a
good water supply, whether his children can go to school, and whether
there is a good health service. These are all social matters and we
try to take them into account in preparation and appraisal of projects,
Where we could fall down easily would be in the area of anthronology

or social customs which our missions may not understand. In fact, we
believe we have few projects in those areas of the world which we under-
stand Professor Cochrane knows best. We do not believe many of our pro-
ject participants are of the type who, if thev see a butterfly before
the dew has risen have to go into seclusion for a month. (In passing,
we might observe that this sort of reaction could be envied by some of
our hard-pressed project appraisal staff who would regard it as an ad-
vance to a higher form of civilization if they could go into seclusion
when they felt that the circumstances warranted it). One of our pro-
jects is in New Guinea where anthropological issues are important.

Yet, this 1s one of our better settlement projects and here ik is per-
haps surprising how people who, two or three years ago, were living
under very primitive eonditions, now participate in a monetized economy.
No doubt, these people have had to compromise. If the rewards are big
enough, a compromise will be achieved; if too small, as in Dahomey, the
project will fail.

12, Our comments above are mainly on minor aspects of your paper as
we have mentioned already. We hope they may be helpful. On the major
aspects, we have no doubts of the value that a more expert approach

to the sociological elements in our projects could be to the Bank and
its Borrowers. Thank you again for letting us see your paper.

cc: Mr., Evans
Mr. Wapenhans
Mr. Adler

NMelvor:rs
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INTERNATIONAL DEVELOPMENT INTERNATIONAL BANK FOR | INTERNATION FINANCE

ASSOCIATION | RECONSTRUCTION AND DEVELOPMENT

CORPORATION
OFFICE MEMORANDUM
TO: Mr. Bornard Chadenst P # A DATE: July 26, 1972
FROM: A. F. Geolot /u 4 ';‘if""'l_,fo : | |

SUBJECT: Suggested Revision to D.M. 2.10
Calculation of Contingency Allowances
in Project Cost Estimates

Ls T believe Mr. Thalwitz has already spoken to you about the de-
sirability of revising D.M. 2.10, primarily in relation to the date of
the "base lina_cost“.

2. In paragraph L of the original memorandum it is suggested that
base line costs should be those costs which represent our best estimate
at the time of approximately the yellow cover stage of the appraisal re-
port. Instead, we recommend that the base line cost to be quoted in the
appraisal report be the cost estimate as of the expected time of receipt
of bid. Consultant's and appraisal mission's estimates would have to be
adjusted to include estimates of price changes between the date of the
original estimate and the expected time of receipt of bids; normal quan-
tity and price contingencies would 2pply for the period of execution.

3. I attach an amended draft of the D.M. 2.10 for your consideration.
AFGeolot s SCHardy sdfw

ce: Messrs. Baum, Ripman, BEngelmann, Lithgow, Rovani, Thalwitz, Jaycox,
Geli, all Division Chiefs - T.P.D.
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SUGGESTED REVISION

TO

DIRECTORS MEMORANDUM N0O.2.10

Transportation Projects Department

July 20, 1972.



part #2 In cases of large and complex projects, or where there has been litile record
of recent bidding in the country concerned, it is prudent to secure the ser-
vices of specialized cost estimating firms and/or the advice of contractors
and manufacturers to check and improve upon the consultant's estimates. Es-
timates prepared on the basis of forecast quantities would accurately repre-
sent project costs provided the project were executed oxactly as planned,
excluding any physical and price changes during contrazct execution. Howaver,
experience shows that it is necessary to expect the umaxpeatad in such
"quantity estimates", and to make reasonable provisiom for"it. The correct

forecast of the lowest evaluated bid is the consultant's original quantity

estimate, as at a certain point in time, plus a provision for contingencies
(mainly price) which might occur during the interval uwp to receipt of bids.

The correct forecast of final project cost is the lowest evaluated bid plus

a provision for contingencies, both physical and price, which might occur

during execution.

3. The amount of -the contingency provision will vary with eeeecsscecese
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PROJECTS DEPARTMENTS
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DIRECTOR'S MEMCORANDUM NO. 2.10

CALCULATION OF CONTINGENCY ALLOWANCES IN PRCJECT COST ESTIMATES

Introduction

: 4 Realistic cost estimates are an essential part of project ap-
praisals., They are used to determine whether or not projects are economi-
cally justified and to determine the level of financing reguired in both
foreign and local currencies, including the amount of the Bank loan. Since
they are an important part of the cost estimate, cont‘ﬁgency'aIIOWances
should be shown in cost tables as separate items and their amounts should
be explained in the text. The purpose of this memorandum is to provide
guidance for the computation of this cost element and for its presenta-
tion and explanation in appraisal reports,

2. A "contingency" is an adverse event with a probability of
occurring sufficiently high to justify making explicit provision to cover
its cost if it should occur, Contingency allowances reflect the residual
uncertainty sur rounﬂirg the physical and price aspects of any project
that remains after it has been prepared with the degree of thoroughness
and detail whirch professional standards weuld ccnqlaer aunronrlate to the

s . -

project in question. $rr-tre-erswsriTrrpeanrbimenalesindademmeeemies
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the nature of the project and will vary among tne different components of
a project, In general, contingency allowances shculd not be so large that
they would cover any CDPCGlVl“]e cost overrun, since the probabiliiy of
this occurring is small. ‘Such excess:.ve prudence would reduce pressure
for careful cost estimating, relax pressure for tight cost control during
project execution, and unduly depress rate-of-return estimates., For
these reasons, the size of contingen cy allewances must ve built up and
Justified project by project. When physical contingencies are large,
the question rust be asked whether further design engineering prior to
the loan would be desirable in ordsr to reduce them,

& . . sy
. For most projects, contingencies will bz shown in the cest

tables. Exceptionc are agricultural credit and livestock projects, and
some "time slice" (e.g. some railway and public utility projects), because
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5. Contingency allowancses in general reflect the consultant's or the RBank's
Judgement on cost increases likely to occur after preparation of the original cost
estimates (which may be some tine before bids are ac tually called). The contingency
allowances should therefore be added to the original estimates in tranches to re-
flect the ™ .forecasts ..’ of (i) the lowest evaluated bid (given a certain date . |
for receipt of bids), and (ii) the final vroject cost. An estimate of the lowest l

evaluated bid should be regarded as the base line cost of the-project (the subtotal

of the example shown in the Annax) The contingency alloﬁances made in the appraisal
report should represent the amount of subsequent cost increases attributabls to
physical factors and to price changes which it is reasonable to expect during the
period of contract execution (with possible extension of time included). Because
they represent additions to base line costs, contingency allowances when expressed

as percentages should represent a percentzge of base lins cost (not of base lins

cost plus contingencies).-.

part #6 i
The tex: acconpanylng the cost table shouigd explain how
the contingenc; we s |
‘ <ngency allowances were arrived at, the time interval and allowan d
ce made
betwe rig
én the original estimates and the expected date of higsoe. alig
| S ...L..t.-.a...,.na, t.HB I']udor
cont:
tingencies it ig thought the projact faces during execution
sart #7

The building up of contingency allowances for
each project item requires the identification and quantification of the types of
events which might increase costs betwsen the time of the original estimate and
the time of receipt of bids, then through to project completion. In carrying out
this review, one shouid awid double-counting by eliminating from the base figures
any contingency allowances (such as notional increased quantities) that may already

have been made by the borrower or his consultants.
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their loan amounts and financing plans do not depend mon cost estimates
inclusive of contingencies in the same way as other pmjects; changes

in unit costs for this type of project primarily affecs the number of
sub-projects which can be exscuted with the funds made ava 1a‘o“'e rather
than the justificaticn of the project itself, The corvingencies involved
in this special class of projects will be shown and discussed (sometimes
through a sensitivity analysis -- see D.M. 2. 7) in the zart of the
appraisal report dealing with the economic justificatisn.

A

S-M Since—the—cont BHGQQC" 2] CUARCE St il Ol bis: Do=l-1o -1'-4"-:-“-,
on cWh:{ﬁly to occur after a certain poirns in_iime; they
should be adde the costs of a project as estimatwes-=U the time the
project is presenb&f‘*Management (i.e. at ap \c:'c:"_?rfately the "yellow
cover" stage). These estimat i
base-line costs of the project. _ ontingency allowznces will show
the amount of subsequent Tincreases ibutable to physical factors
and to price changas-wiich it is reasonable to ct. Because they

represent adgii*ttns to base-line costs, conulnvencv e
ed"as “erce"ltages, should represent a percentage

coste-o lus—tho r‘ﬁﬁ“'an"'nn&"ncu

6 %< Tn estimating contingencies, it is not possi®le to put precise
values on events which, by their nature, cannot be accurately measured
in advance. But a reasonable effort must be made to aiiain order-of-
magnitude figures that satisfv the requirements of sound investment
decision-raking and of prudent financial plenning. FPeriodic and compre-
hensive ccmparmsons of actual costs of completed oroae ts with their
estimated costs will provide guidance about proper conuingency allow-
ances. OSeparate estimates should be made of physical znd price contin-
gencies; these should bo shown qer:ar;:telv in tha cost tables-as illus-
trated in the Annex., She—terb—sosemnanyinsiho—aoei-tesle—ehourd—expta
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Physical Contineencies

¢

& The most likely causes of cost overruns attributable to phys ieal
factors will be known to experienced project analysts in each sector. An
jllustrative list of such causes is given in the next paragraph. The task
of preparing estimates for indivic ual projects requires separate review

of the major items of the orojec :
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The physical contingencies to which projects are exposed will

depend on the type of project,

A.

are:

i.

ii.

iii.

Ve

Ba In
main factors

\ .
l.

(WA
e
-

[N
[y
e

In the case of projects
works, allowances would be higher
supply and erection of ecuipment.
for civil works, some of the main

that include large civil engineering

than for projects thaat cover only tune
In computing physizal contingencies

factors that give rise to uncertainty

%o m oa

the area and tvpe of terrain where the »roject is to
be constructed;

the amount of field work, in particular the amount of
sub-surface exploravion that has been completed, the
status of engineering design work, and the consultant's
knowledge of local conditions and of material and labor
costs;

unforeseen technical difficulties that may be encountered
during construction. .ais is especially relevant if the
project includes sub-surface WOTK.

the basis of the cost estimates, i.e. the extent to which
they are oased on relizole cost data for similer work
under construction or recently completed in the area;

the risk of underestiratins the amount of work recuired -
particulariy when "uuit price' contracts (ratner than
lump-sum contracits) are to be used and cost estimates
are based on design quanwities wnich may be exceeded;

el AP Al s S 0 CULL . s
risk af chaneog in dosien durine construetion, and

the
addition of unforeseen exuras;

the

that may delay work abnormally,
r wash out partialiy

wnusuall-r adverse weather
interrupu celiveries 7o the site,
completed work.

compubing physical contingencies for ecuivment, some of the
that give rise to uncertainty are: -

the precision of our knowledge about the quantity of
equipment neeced (e.g., for highway maintenance, tele-
communications and railway signaling projects);

the quantity of spare parts to be ordered;

the extent to which detailed specifications of plant and
equipment have already been seb;
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iv, the extent to which equipment is to be rurchased "off
the shelf" or on special order.

C, One of the most freguent causes of cost overruns, common to
projects in many sectors, is under-ectimation of construction time, If
a "tight" construction period is assumed, there will frequently be justi-
fication for covering a likely time overrun in the contingency allowance,
ADE S ee» o o R
A2 Physical contingency allowances should be estimated separately
for each major category of cost, and there is no reason to assume that
they will affect local and foreign costs in equal proportions. Conse-
quently, they should be allocated, insofar as possible, between local
and foreign costs.

Price Contingencies

(o There are five sources of price increases whose p0351ble presence
and amount should be estimated:

A, Domestic inflation, as indicated by recent trends and
their egstimated rorce during the project's construction
pericd, This is important not only for estimating the
cost of demestic resources but also for selecting future
exchange rates for linking domestic and foreign costs
(see para. 10 below)., The probable amount of domestic

} Y inflation during the construction period should be fixed
in consultation with the Area Depariment,

B, Inflation in countries of likely foreign sunpliers: The
exp cted trena of piices in leading suppliers' countries
snould foim uhe basis of ihe nrice allowance for geods
and services exnected to be procured abrozd. A judgment
should be made as to whether or not orice trends in major
cupplying industries can be expected to follow general
inflationary -trends.

G.'

n

ectoral price trends: Judgrments must be made as to
whethner dorestic or loreien orices for particular types
of work or equioment are likely to parallel overall
infletionary trencs. For example, if the construction
industry is either over-extended or depressed, price
trends in that industry may exceed or lag behind expected
movements in general prices, Similarly, in recent years
technological change has been reducinz the prices of
much telecommunications eauipment despite inflaticn in
the main suppliers' countries.

e |
.
14)]

D. Project impact on local prices: A large project may
exert a strong upward pull on the prices of local
resources (mainly land, labor and raw materials). Any

——



Add to #3C Such overrun can be covered by an appropriate extension of the price con-

tingency allowance (ses below).



part #10

A '"risk allowance" contingency, if used,
should be included as a separate item to be included in the "Estimated
Bid Price" item in the cost table; its presence, amount and potential
cancellation should be eiplained in the text, and reflected in the loan/

credit documents.
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expected initial impact of this kind belongs in the
base-line cost estimates, not in the price-contingency
item; but if there is good reason to expect subsequent
upward pressure on local prices during the construction
period (causing them to increase faster than an allowance
for general inflation would reflect) then this source of
cost increase should be taken into account.

E. "Unusual risk:" Experience shows that in some parts of
the world, and under some political and economic conditions,
foreign contractors are willing to tender for work only
at prices that contain an extra premium for the unusual
difficulties and uncertainties they consider present. This
makes it difficult to predict with confidence what their
bids will be. Consequently when the Bank feels such
conditions are present in a degree that makes the predicticn
of tenders quite uncertain, a special allowance for "risk"
may be included as one of the-contingencies. This is the
only one of the five price contingencies that does not
apply to expected price trends after bids are received,
when the amount of this factor immediately becomes known.
Any portion of the "risk allowance" not nezded in the
light of tenders received should be immediately cancelled,

ji.e. they should not be re-allocated to the general contin-
geNnCy 211oOWANCE. shmlliisHominim S G SO oo ey 2Oy
IR I B TPV S I S-S e B W S ST N ey s s
B e i S TR ES HC St et e R O R AN ST e
SO Dttt p I M 281 d- O e i ey .
{{ 2. Since future price increases can affect costs only until work

is completed, the overall contingency allowance should bemilt up by
applying appropriate annual price increase factors to the unexpended costis

e =
at varh yc:ruﬂhA.l/ The price allowances should be applied to the un-

Gy wmiooi — s td 2

experided balance of the base~l 1
The sum of the price contingencies thus calculated should then be expressed
as a percentage of the project's total estimatled cost as of the base date
(i.e. exclusive of physical convingencies).

$ b Ty 4+ harsd i 5
ine coste plus the physical contingencies,

iéi;uz: The existence of severe inflation (i.e. significantly higher

* thzn the world average) in a country complicates the handling of price
cortingencies and changes the meaning of the local-currency figures used
in cost tables. Ordinarily, the cost tables represent the actual amounis
of local and foreign currency expenditures which the project is expected
to inc -~; they thus serve as the basis for estimating the mount of local
and foreign currencies required. Vhere mild inflation exdists, this is
reflected in the contingency estimate for domestic-cost price increases.
Since the latter are roughly in line with foreign cost increases, no

1/ For example, the proper price contingency allowance on a project to be
built with expenditures spread equally over 3 years, and under inflation
of 10% per year, would be about 16% (not 30%) of its basic cost.
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serious problem of devaluation is likely to be genersted during the con-
struction period,

13 22 When domes*ic inflation is severe, the rela=ionship between
domestic and foreisn costs (determinad by the exchansz rate then in effect)
will rapidly become obsolete. Sooner or later such irtalances must be
corrected by devaluation. Under such conditions (e.g. Brazil, Ch‘le,
and Colombia in recent years), govermments have often worked- out requent,
automatic devaluations in order to maintain the extermz2l purchasing power
of their currency. In such cases, it is Bank practice tp construct the
base-line estimate of local costs in the usual way, i.e. making the esti-
mate as of a given date and then converting these base-line local costs
into dollars at the official rate as of the estimate cate., Future price
changes are then calculated in terms of dollars only; this means that

= the "price contingency" for both foreign and local costs is adjusted by
the amount of the expected increase in world prices, i.e. in the dollar
estimate of project costs (the faster increase in domestic prices is
ignored because it will be automatically reflected in the changing ex-
change rate). Under this special circumstance, the local currency total
in the cost table does not represent the absolute amount of local currency
that will be requi.,d. To determine the latter, the dollar estimate of
local currency costs is the relevant one to use. The local currency
requirements can be determined by converting the dollar estimate into
local currency at the exchange rates prevailing, or expected to prevail,
as and when expenditures are incurred. -

i

14} >, A specizal problem arises when the situation is intermediate
between those described in paragraphs 11 &nd 12. The intermediate situa-
tion is characterized by domestiic inflatinn greater than world inflation
that is not compensated by full aﬂd predictable devaluation. This means
that it is no longer possible to derive a confident estimate of nominal
domestic costs (and hence of dﬂme tic ’*nérﬂ*qw requirements or rates of
retum) since there is no fim basis for estimating the amount and timing

rh cirocumstancas ths gverasll -Dﬂ-s co-

of nxr~'n—-rv-n rate 9r<-|"f""'--'rw-\_ om, R
contingency figrre should be built up from separate "best estirate"
projections for foreign and domestic costs:; these price-contingency esti-
mates should then bs tr ng14tb into common currencies using the official
exchange rate in effect at’ the time of report preparation. Since the

special 51rcnrsta nces of this case by definition mzke the official exchange

F-" .'1

rate of doubtful relevance, the text should call attention to this problem
and its effect on the cost estimates and on ihe financial and econemic
analyses. TFelevant sections of the report should include a sensitivity
analysis that shows how the use of various possible exchange-rate adjustments

(amount and timing) would affect the project's local-currency requirements

and its financial and economic results. _
W '4—-“
\;) . N X2

B, Chadenet
Deputy Director, Projectis

Attachment - Annex entitled Summary of Project Costs

January 22, 1971

e
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(Adaoted From: Appraisal of the Sixth Highway Construction Project,

PTR-lha, April 28, 1970)

SUMMARY OF PROJECT COSTS

Colombian Pesos

ANIEX

US$ Equivalent

(Million) (Million)
Iocal Foreign Totval®™ ILocal Foreign  Tozal
CONSTRUCTION, RECONSTRUCTION
AND PAVING
. a. Barranquilla Bridge 61.0 86.0 1L47.0 3.L L.8 8.2
b. El Pailon-Buenaventura Road 20.0 20,0 0.0 1.1 7 O 2.2
c. Paving Program 353.8 353.8 - 707.6 19.7 19.5 29,3
. Sub-tota x L3k.8 L59.8  89L.6 2L.2 25.5  L9.7
CES/Tmaf'ed 5!6} /?':Cf.’)
d. Contingencies
Physical (102). 15.0 L7.0 92.0 2.5 2.6 S.1
Price (6%) 36.0 37.8 73.8 2.0 24l Lol
tEE?’t }§h7ﬂ¥/005t of Project 515.8 chl.6 1050.4 28.7 30.2 5B.5
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Mr. Hans A, Adler July 18, 1972
H, G. van der Tak
Economic Analysis of Projects with Foreign Participation

During our discussions of the Dez Project, some weeks ago, I
pramised you a note on the treatment of participation by foreigners
in the costs and benefits of a project and its effect on the economic
return to the country. I now attach a paper, largely prepared by
Mr., Squire, dealing with this subject. We are looking forward to your
comments,

Attachment
&
/'\\
A
HGvanderTak:1fh
cc: Messrs, Chadenet/Baum
Mr, Evans
Messrs, Golan/Otten
Mr., Fuchs
Mr, Knox
Messrs, Rovani/Raizen
Hrn &uim

Mr, Henderson



Economic analysis of projects with foreign participation

1. In this note we consider the following question: How should

we value the costs and benefits paid or received by foreign participants

in projects financed by Bank loans? We may divide the question into two
parts: firstly, what value ought to be placed on income accruing to
foreigners; and secondly, given this value, what adjustments have to be
made to the flows of project benefits and costs measured in the usual way
(i.e. ignoring the nationality of participants). To facilitate exposition
we will initially assume that the value put on foreign income (both con-
sumption and saving) is zerol/ and consider the second part of the question
first.

Benefits

2 If we ignore the nationality of the participants, then the net
social benefit of a project in any year is the same as the net private
benefit in that year suitably adjusted for divergences between shadow and
market prices. For example, the net benefit in any one year may be $100
when measured at market prices but, say, $150 when measured at shadow prices
if, for example, the shadow wage-rate is zero. If we now assume that this
project is foreign-owned and that the value put on the income of foreigners
is zero, should we (i) deduct $100 from benefits measured in the usual way?
(ii) deduct $100 revalued in some way at shadow prices? or (iii) deduct
$150? We can immediately dismiss (iii) because the $50 market wage-bill is,
in this example, a benefit to the economy regardless of the nationality of
the employer: this part of the social profit does not accrue to the foreign
owner, but to the national economy. The correct choice between (i) and (ii)
is clear if we regard the income of the foreign owner as a necessary cost
incurred by the project, It then follows that, Jjust as we revalued labor
costs at shadow prices, we ought to reva}ue this cost of benefits accruing
to foreign owners at some shadow price.g

3 For the present, we continue to assume that the value put on foreign
income is zero, so that we can find the cost of this income by breaking down
the foreigner's expenditure3/into its constituent parts and revaluing them at
their appropriate shadow prices. This is, of course, what we do with all
project costs and may, for example, involve the use of a shadow exchange rate
to express foreign and local expenditure in the same terms. The resulting

sum is then deducted from total benefits. For simplicity let us assume that
the cost of the foreigner's income at market and shadow prices is the same,

so0 that we simply have to deduct all income net of taxes accruing to foreigners
from the project's social benefits.L

=
=

This assumption is reconsidered in para. 13 pp.

This is exactly analogous to the Little-Mirrlees treatment of private
profits accruing to the rich.

Iro
e S

3/ Expenditure is used in a broad sense here and includes the purchase
of consumption and investment goods and the repatriation of funds.

L/ With this assumption, adjustments (i) and (ii) in Para. 2 become the
same; it is relaxed in para. 13 pp.
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e This approach can, of course, be easily extended and adapted to
a wide range of circumstances. Foreigners may be part owners and share
proportionately in the profits. They may earn fees for management or
technical services, payment for patent rights, or receive interest on loans
made for the project. The principle remains the same though. All incomes
(after taxes) accruing to foreigners should be revalued at appropriate
shadow rates, As long as we continue to assume that the value of income
of foreigners is zero, and that the cost of foreigners' income at market
and shadow prices is the same, any after tax benefits from the project
that accrue to foreigners should be deducted in full from its social
benefits.

Costs

5. Does foreign participation in the project require adjustments

on the cost side of the project over and above the usual corrections for
divergences between social and private costs? Let us consider first a
foreign labor input, say, providing managerial or technical skills required
Tor the project. What is the cost to the country of employing this foreign
labor? Let us assume that in the original analysis (i.e. where nationality
is ignored) this labor was attributed a shadow wage reflecting the foregone
marginal product in the next best alternative employment, even though the
market wage may have been more. This is an overstatement of the true cost
of this labor to the economy for either of the two following (mutually-
exclusive) reasons:

(1) If this labor had not been available for alternative employ-
ment in the host country, the foregone marginal product is Zero; costs
should be reduced by the shadow wage.

(ii) If the labor had been available for alternative employment,
the foregone marginal product is positive, but the economy now saves the
income (assumed of zero value to the host country) which would have accrued
to the foreigner in that employment. The net opportunity cost to the economy
depends on the relation between the wagel/_ﬁgid to the foreigner in alternative
employment and his marginal product in that employment.2/ If these are the
same, the net opportunity cost is again zero, and the cost of the project
should be reduced by the shadow wage (of foreign labor). If the market wage
exceeds the marginal product, the net opportunity cost is negative and costs
should be reduced by the wage paid to foreigners in alternative employment.

6. We can now see what the net effect is of the correction for
foreign labor on both the benefit and cost side. (i) If foreign labor would
not otherwise be available, deduct foreign labor income (after tax) from the

1/ Ve are still assuming that the cost of the foreigner's expenditure out
of his wage net of taxes is the same at market and shadow prices.

2/ The disutility of the entrepreneur's own labor is not a cost to the host
country but the Bank does not treat this as a cost in the usual type of
analysis anyway and so there is no adjustment necessary here,



benef'it side, and the (foreign labor) SWR from the cost side. In other words,
foreign labor participation, in this case, reduces the net benefits to the
economy if his actual (net) labor income exceeds his contribution to output
(SWR). (ii) If foreign labor would have been available to the economy anyway,
the outcome depends on their contribution to output on the project and in
alternative employment and on their relative net payment on the project and
elsewhere. If the contribution to output is the same, as reflected in the

SWR in the analysis which ignores nationality, the decisive factor is relative
pay. II net pay for foreigners on the project is more (less) than in alterna-
tive employment, the economy loses (gains) to that extent. The correct adjust-
ment on both the cost and benefit side is to deduct actual (net) payments to
foreigners, in alternative employment and on the project respectively. The
adjustment is neutral, i.e. results in neither gain nor loss to the economy,
if net pay is the same, quite independent of the fact whether or not net pay
exceeds the SWR.

(8 The treatment of capital contributions by foreigners, as equity or
loan to the project, is analogous to that of foreign labor. (i) In general,
the opportunity cost of foreign capital is zero if the capital would not other-
wise have been invested in the host country. Such capital contributions should
be deducted from the cost side, and corresponding net payments to foreigners
should be deducted from the benefit side. Foreign capital participation, in
this case, results in a gain (loss) to the economy depending on whether the

net "interest" payments to foreigners are less (more) than the shadow interest
rate (ARI). (ii) If the foreign capital contribution would have been invested
in the country anyway, one has again to look at the net opportunity cost of
using it in the project rather than elsewhere. Assuming that efficient use is
made of capital in both cases, decisive is again the relative net payment to
foreign capital on the project and elsewhere.l/

An example

8. Assume that the net social profit per annum (NSP) of a project is 100
when measured in domestic currency and when the nationality of participants is

ignored. Let the annual foreign labor input of this project have the following
characteristics:

Foreign labor input

10 man~years
SWR (i.e. foregone marginal product in alternative employment)

3 per man-year

«*. Foreign labor cost (X) = 30
Market wage net of tax = |l per man-year
.*. Foreign income net of tax (Y) = [0
. Market wage net of tax in alternative employment = 3,6 per man-year
- « Foregone foreign income net of tax (Z) = 36

1/ These comments also apply to capital borrowed by the foreigner from domestic
sources except in the following case: If the foreigner would not have borrowed
this capital for an alternative project, it would have been available for
investment by a domestic borrower, in which case the opportunity cost has
been correctly assessed in the original analysis and no adjustment on the
cost side is necessary.



9 If no value is attributed to foreign income we must deduct Y,
foreign income net of tax, from NSP. That completes the adjustment on the
benefit side. The adjustment on the cost side depends on the alternative
emnployment possibilities of the foreign labor. (i) If, contrary to the

SWR assumption, this labor is not available for alternative employment in

the country, we must add X to NSP because the foreign labor cost (X) is no
longer a cost to the country. Thus, the net adjustment in this case is to
reduce NSP by ¥ = X = 0 - 30 = 10, Note that if in the original analysis

the SWR of foreign labor equals the market wage net of taxes, the net adjust-
ment is zero.t/ (ii) If, however, the labor is available for employment else-
where in the country, the adjustment on the cost side comprises adding Z,
foregone foreign income net of tax, to NSP because, although X is in this case
indeed a cost, Z is now saved. The net adjustment involves therefore reducing
NSP by ¥ = Z2 = 4O - 36 = 4. The net adjustment will be zero if the market _
wages net of taxes in the project and in alternative employment are the smna#/
It does not matter for this adjustment whether or not the foreign labor is
available for alternative employment, if the foregone marginal product (SWR)
and the foregone market wage net of tax in alternative employment are the

5 ame o

10, We can use the same example to illustrate the adjustments for
foreign-owned capital. The analysis and conclusions are identical: we
need only change the terminology. Thus, NSP becomes the discounted net
social profit, X is now the opportunity cost of the foreign-owned capital
as presented in the original analysis and Y and Z become the discounted
income accruing to foreigners in this project and the next best alternative
project respectively.

Cost of Foreign Income at Shadow Prices

Tl What difference does it make to the analysis if we remove the
assumption that the cost of foreign income at market and shadow prices is

the same? The only difference is that foreign income must now be broken

down into its constituent parts (e.g. purchase of domestic goods, foreign
goods, and expatriation of funds) and each part must be revalued at its
appropriate shadow price. The resulting sum must then be deducted from

total benefits. In relevant cases, as discussed above, we must, of course,
repeat this process for the foregone foreign income net of tax in alternative
employment., The principle of the analysis is not altered. Note, however, that
the adjustment now depends not just on ex~tax foreign income differences on
the project and elsewhere, but also on possible differences in expenditure
patierns.

L2 To illustrate with our previous example, assume now that all foreign
income (both Y and Z) is spent entirely on duty-free imports and that the

1/ Y - Xand ¥ - Z could also be negative. Ior example, if the SWR exceeds
the market wage net of tax Y - X becomes negative.
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shadow exchange-rate is 1.5. Starting with the same values as before, Y
(foreign income net of tax) now increases to 60 and Z (foregone foreign
income net of tax in altermative employment) to 54, If the foreign labor

is not available for alternative employment, the reduction in NSP is

sti1l (symbolically) Y = X but (numerically) this now equals 60 - 30 = 30.
T+ has increased because foreign labor is "consuming" so much scarce foreign
exchange. If the labor were available for alternative employment, then, as
before, the reduction in SNP is expressed symbolically as Y - Z, which now
equals 60 = 5l = 6. The increase in this case is very small because, although
Y has increased, the saving on the foregone foreign income (Z) has also in-
creased. Once again, the analysis of foreign-owned capital is analogous.

Value of Foreign Reinvestment

13, Thus far, we have attached a zero value to all foreign income.

Ve will now assume that the governmen®t puts a zero value on all foreign

income unless it is reinvested in the host country thereby contributing to
domestic consumption or savings.& What value ought the government place

on foreign reinvestment? This depends on the effects of the investment.

In general, a unit of foreign investment will (i) increase the total wage-bill
because in order to attract labor from the subsistence seclor a wage greater
than average consumption in that sector has to be paid; (ii) produce profits
for the foreign entrepreneur; and (iii) provide tax revenue for the government,
Consider the extreme cases. If (i) and (iii) are zero then the only beneficiary
is the foreigner so the value of foreign reinvestment is zero. If, however,
(ii) is zero then the entire benefit accrues to the domestic wage-earners

and the government (the actual distribution between domestic consumption and
savings in the form of government taxation is immaterial if both are valued
equally by the government). Foreign investment is mow as valuable as invest~
ment undertaken by the government.

1l The actual value of foreign investment in the range of zero to unity,
in terms of the value of government investment, will depend on (i) the tax-rate
on profits; (ii) the effect of investment on the total wage-bill; and (iii) the
proportion of profits reinvested by foreigners. (The relationship between
these variables is analyzed in the Anmex. If the actual value of foreign
reinvestment in terms of government investment is y, then the cost of foreign
income is (1 - ry) where r is the foreigner's propensity to reinvest in the
economy. Thus, wherever we encountered foreign income in the previous analysis
we must now weight it by (1 - ry). To illustrate, in our previous example
(para., 12), we had Y (foreign income net of tax) = 60, If 12 were spent on
investment, r = 0,2, If we assume y to be 0.5 (see annex) then Y now equals Sl
As before, we may have to make a similar adjustment to Z (the foregone foreign
income in alternative employment). With regard to income from capital invest=
ments, the principle remains the same but we might expect the propensity to
reinvest out of profits to be higher than that out of wages.

1/ 1In other words, consumption by foreigners as well as repatriated income
conbinues to be valued at zero.



Conclusion

354 In practice, it may be sufficient to make some fairly crude adjust-
mont for foreign participation on the grounds that a more sophisticated approach
would be costly in terms of time and would not improve the analysis significantly.
For example, if we believe that foreign labor and capital would not have been
enployed elsewhere in the country, it may be sufficient to simply add all taxes

on foreign income to net social benefits. This adjustment is correct if

(i) +the SWR used in the original analysis equals the market
wage (before tax) for foreign labor;

(ii) the present value of the foreigner's profit before tax
is zero when discounted at the shadow rate of interest;

(iii) the cost of the foreigner's income net of tax is the same
at market and shadow prices; and

(iv) +the foreigner's propensity to reinvest is zero.

Only if one or more of these assumptions is thought to be seriously misleading,
need we examine the implications of foreign participation in more detail.

16, If, on the other hand, foreign labor and capital would have been
enployed elsewhere in the country, no adjusiment is required provided

(i) the net of tax wage of foreign labor is the same on the
project and elsewhere in the economy;

(i1) the net of tax income of foreign capital is the same on
the project and elsewhere in the economy;

(iii) the cost of the foreigner's income net of tax is the same
at market and shadow prices; and

(iv) the foreigner's propensity to reinvest is the same in the
project and elsewhere in the economy.

Once again, we only need a more sophisticated adjustment if we feel one or

both of these assumptions is misleading. Sensitivity analysis is the obvious
tool to use to assess the importance of different assumptions including the
assumption made about the employment alternatives for foreign labor and capital.

Attachment

Loquire/HGvanderTak:1fb
July 18, 1972



ANNEX

Ls Imagine that a unit of government investment which lasts for

one year produces a return of R units all available for reinvestment and
increases the total wage-bill by C units. If the government values its

own investment 1/v times as much as consumption (because savings are sub-
optimal) and assuming for simplicity that all wages are consumed then the
value of the return on this investment may be expressed in units of ‘invest-
ment as R + L.

24 Now imagine that a foreigner makes exactly the same investment.
In this case, R = P + T where P is profit accruing to the foreigner and T
taxation available to the government for reinvestment; C remains the same.
Of the foreigner's profit (P), r is reinvested in the economy. The value
of the remainder of his profit is zero by assumption. Denote the social
value of the foreign reinvestment in terms of government investment by y.
Then, the social value of the return on the investiment by the foreigner is
Pry + T + yC. But y is the value of foreign investment over government
investment and so

y=sz+T+vC=PIy+T+vC
R + U P+T+ L

ory = T + vC
P(ler) + T + C

B Now consider the extreme cases discussed in the text., If there
is no taxation (T = O) and no increase in consumption (C = 0), then y = O.
If, however, all profits accrue to the governmment or domestic consumers

(P = 0), then y = 1. In practice the Bank assumes that domestic saving
and consumption are equally valuable (v = 1), so that for Bank work

i
P(l-r) + T + C

L. To illustrate the possible significance of y, consider the following
example. Let the ratio of foreign profit (P) to the sum of government taxation
and domestic consumption out of increased wages (T + C) be 2 and let r = 0.5,
then y = 0.5 and the cost of foreign income (1 - ry) is therefore reduced

from unity to 0.75.
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Mr. Andre Bussery June 26, 1972.
Sema-Metra

9, rue Georges Pitard

75015 Paris

FRANCE.

Dear Mr. Bussery:

As promised in my letter of June 1, 1972, I wish to suggest some
specific revisions to your May 19 draft of "Report on Methods of
Project Appraisal in Developing Countries". I write also on behalf
of Mr, van der Tak with whom I have discussed these suggestions.

They are concerned only with your accounts of how the Bank appraises
its projects. Where possible, I offer alternative phrases or
sentences to overcome the difficulties and possible errors of further
"translation”, They closely follow our earlier suggestions,

I should further preface these suggestions by sympathizing with
your difficulties in attempting to interpret how the Bank performs
its economic appraisals. The authorized written accounts of the
Bank's appraisal methods are not overly informative. As pointed out
in your letter to van der Tak, this did not facilitate your task.

I hope this can be remedied by the time the DAC holds another meeting,

Sub-Para. 5 at of t May I suggest that you delete the
last s et ey encourage a practical approach to economic
evaluation to supplement the traditional financial analysis." Reason:
finanecial analysis is not the subject of your paper and, in any case,
the Bank's economic evaluation is in no sense a "supplement" to its
financial analysis of a project. For almest every project, both types
of analysis are performed in Bank appraisals and each serves a quite
different purpose,

The sentence immediately prior to this one could be amended
slightly to read: "These documents, which are strictly for internal
use only, suggest the use of accounting prices in appropriate cases,
but leave fairly ccececese’.



Mr. Andre Bussery June 26, 1972.

Para, 24t The first sentence refers again to a supposed dominating
role of financial analysis in the Bank's project evaluations, Although
you infer this to have been an early practice of the Bank, you do not make
clear what practices are pur now. lLet me suggest that this sentence
be replaced by the first two sentences below., These, incidentally, give
a better introduction to your second sentence which is repeated below
with a slight rewording:

"The most common single-valued criterion used in the Bank to
summarize the relative benefits and costs of a project is the (internal)
rate of return, Providing the benefits and costs are correctly
identified and valued in terms of their real value to the economy, this
rate, then more properly called the (internal) economic rate of return
measures the project's productivity resource use some 8 rd
rate for the country. The economic rate of return has been thus, for a
long time, the main criterion of economic choice, on the clear understand-
ing that many other factors intervene in reaching a favourable lending
decision,."

Para. gz To continue the distinetion implied above, I suggest that
the wo al" be inserted after ™internal" in the second sentence

as follows: "Financial profitability is usually measured by the (internal)
finanecial rate of return of the project, . . . .".

May I suggest also that the fourth sentence be danged slightly to
read: "In many cases, especially for revenue-producing projects, the Bank
will derive its social valuation of goods and services from market prices
assembled for the financial analysis,."

In place of the final sentence in this paragraph, which reads,
"There are no specific suggestions in respect to accounting prices', I
think the following is a more accurate and informative statement of Bank
policy in this regard: i

"There are no detailed instructions on how to calculate appropriate
shadow or accounting prices for use in economic appraisal. In principle,
accounting prices are required to be used whenever market prices or other
rates are seriously distorted and do not reflect real scarcities in the
economy., They are most commonly applied to labor inputs because of the
widespread incidence of underemployment; they are implicit in the use of
an cpportunity cost of capital as a standard "cut-off" rate of return;
and they are applied more or less covertly whenever foreign exchange
rates are seriously unrealistic., Values of internationally traded goods
are derived from border prices."



Mr. Andre Bussery June 26, 1972.

Para. 27t In place of this paragraph, why not say:

"For projects for which the real value of benefits is difficult
to measure, the Bank applies the criterion of minimum value of discounted
costs for a given objective. This is the usual practice, for exampls,
for public utility projects. It often supplements this by caleulating
an (internal) economic return, using revenues from additional output as
a 'conservative' proxy for benefits,"

Para, th Since accounting prices are dealt with in para. 25, I
feel your st sentence could be deleted, In place of the balance of

this paragraph, I suggest the following:

"Appraisal methods in practice are evolving. For example, the
Bank is increasingly concerned . . + « + « . .+ quantitative criterion,
and it has, for some time, made a systematic use of sensitivity analysis
and, in some special cases, a more elaborate use of risk analysis,"

Para, 58: It would be more informative perhaps if the third
sentence were changed to: "The World Bank accepts the principle of
opportunity cost in estimating shadow wages; in practice, it generally
assesses the actual level of labor opportunity costs on a case-by-case
basis,."

Para, 83t Our comments which were passed on to you previously
concerning E&is paragraph (formerly para. 81) suggested that the location
of the FOB price was also important for interpretating your diagram and
that there was some ambiguity about the relevance of consumer surplus in
valuing the net increase in output of traded goods. Instead of your
statement: "According to official instructions, the World Bank takes into
account the value (Qz - Ql) x Pp." I would like to suggest the following
alternatives

"Presuming that the good is traded, the Bank would value the Wwenefit
at {Qz = Qq) x P3. If imports are restricted by quota or a prohibitive
duty, it would take the consumer's surplus D;DpQpQ1, or, to be . '
conservative, (Qp - Q1) x Pp."

And the following might be substituted for the section at the end
of para. 83: "PFinally, if P, is lower than P, and is in P}, for example,
which is still above the FOB price, the Bank,”while accept the principle
of a consumer's surplus, sometimes takes the value P} (Q} - Q1) o arrive
at a 'minimum' return for the project; whereas the ODA . . . "



Mr. Andre Bussery June 26, 1972,

I hope these comments will be helpful to you. When your new
version is ready, I would be glad if you could send a copy to me as
well as to Mr. van der Tak,

Yours sincerely,

Paul Duane
Agriculture & Rural Economics Division
Economics Department

PD:cms
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Deputies, Advisers & Chiefs June 26, 1972

1. Practices in sppraisal reports have varied somewhat in stating
the costs of goods (equipment, materials, ete.) which are wholly impor-
ted. Sometimes the costs are shown as solely foreign, while on other
occasions relevant local costs Mummnhos:ﬂnm.

2. A typical item in an appraisal report cost estimate should be
somewhat as follows: p

U.8, Foreign Exchange
Deseription 200 Jotal _ Component
Highway maintenance
m‘ 1-9 11.0 12.9 0.5 l;.ﬂ 5.6 35
3. The cost estimate should indicate both the local cost of pro-
curement and the foreign component. The local cost would include

cost of unloading, assembly, testing any), and domestic transportation
to site, etc, as well as local agent's fees and profit. The foreign ex-

change component would normally be the c.i.f. value (port of delivery) of
the items concerned.

L

. Would you please ensure that staff adopt the above procedure
in future appraisal reports.

]

sw-m

NOTE:
This memorandum should be listed in the Index to the Department's

and inserted in chronological order in Section 3.
Please amend your Compendium accordingly.
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Distribution List May 19, 1972

Herman G. van der Tak

Shadow Prices and Project Appraisal

At a meeting on May 15 between the Development Research Center,

Economics Department and the Steering Group for Sector and Project Economics,

broad agreement was reached on the following program of work for the next

six months,

1. Alternative Project Appraisal Methods

a, QGeneral survey paper on little/Mirrlees, Bruno, UNIDO, etc.;
Status: Deepak Lal (ECD) preparing paper; draft now being re=-

vised and completed;

Completion Date: July 15,

b. Case studies to test comparative results and practical (dis)
advantages of various methods,

(1)

(i1)

(141)

(iv)

Agriculture, Purna project (ex post);

Status: BEx post evaluation study (Duane and Lal (ECD))
nearing completion; includes appraisal by alterna-
tive methods;

Completion Date: July 30,

Agriculture, 7 project

Status: Appraisal of project in lending program; nomal
staffing reinforced to try out alternmative appraisal
methods in operational conditions; project to be
selected shortly for appraisal in July; Parish (ECD)
and ? (APD) to report on experience;

Completion Date: September 1,

Industry, Indian Fertilizer Project

Status: Same approach as for agriculture project;
preappraisal/appraisal expected in June/August;
Carmignani (NPD) and John Hansen (ECD) to prepare
report on experience;

Completion Date: September 15.

Other case studies, if any, to be decided on after review
of (1) to (111).

en...
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Distribution List 2 May 19, 1972

¢, Actual country practices with respect to application of project
analysis methods and use of shadow prices.
Status: ECD is to explore usefulness of investigating
in some selected countries actual practice of
government agencies in project analysis and use
of shadow prices, and make proposal to the Steering
Group.

2. Eort.cut Methods of Estimating Shadow Prices for Capital, Labor and

Three discussion papers are tc be prepared exploring various possi-
bilities of arriving at practicable and plausible estimates of basic shadow
prices, such as might be made by Area economists,

(1) Balassa, Blitzer, Goreux (DRC),

(14) Deepak Lal (ECD).
(111) Maurice Scott® (Oxtora).
Status: Completion Dates: October 1,

3. Implication of Partial Use of Shadow Prices ;&cgd Begt Pmp_l‘g}

(1) Schydlowski (Harvard) is writing paper on certain aspects
of this problem; has agreed to submit draft for review in
June; may be able to do some further work during July-
September; discussion paper to be available by October lst,

(41) Deepak Lal is expected to comsider problem briefly in survey
paper sub 1(a) above,

L.

a., ECD to investigate and report to Steering Group on possibility
of commissioning paper(s) surveying practicable approaches to
taking account of income distribution objectives in project,
sector and country economic work, Purpose: Practical guidelines
to staff,

Target Date for paper{(s): December 31, 1972.
Possible Authors: Turmham (ECD) and/or Feldstein (Harvard).

5. Other Shadow Price Studies

Several other studies, with much longer time horizons for completion,
are under consideration or in varying stages of implementation:

17 ;;pupect?d tob:pei:g? ;uo weeks, or possibly longer, at the Bank in
tember/October °



Distribution List -3 - May 19, 1972

a. Sensitivity of shadow prices to underlying assumptions, with
respect to

(1) Income distribution (DRC, Goreux, etc.)
(ii) Fiscal constraint
(1i1) Trade policies (DRC, Irma Adelmann)
(iv) Changes over time (DRC, Manne, Bruno)
b, Problems of implementing shadow prices through tax/subsidies systems,
The focus, scope and progress of these studies is to be discussed further,

Seminars

There was general support for a series of workshops and seminars
on project analysis methods and shadow prices, to be sponsored by the
Steering Group, Workshops, limited to say 20 people, both staff and out-
siders, would be most useful for more technical discussion and review of
papers submitted in advance, Open seminars and/or panel discussions would
provide a good forum for discussing the issues more widely in the Bank,

A first series should be organized for the first two weeks of
October 1972, primarily to discuss the topics and papers listed in sub(i) -
(111) above. Additional contributors to be invited include Stephen Marglin,
Harvard, on the so-called UNIDO Method (Guidelines volume has just been
published), and Harberger (Chicago). ECD is to prepare proposal for a more
detailed program.

HGvanderTak:1fb

Cleared with and cc: Messrs. Goreux, Henderson

ccs Messrs. B.B. King, ul Haq

cc: Messrs., Balassa, Blitzer, Mrs. Adelmann

ccs Messrs. Hawkins, Mrs. Hughes, Reutlinger,
Duane, Hansen, Parish, Turnham

ec: Messrs. Chenery, Stern, Ray, Hayes, Tims, Holsen

cc: Messrs., Chadenet, Bauwm, Ballantine, Evans, Fuchs,
Kanagaratnam, Knox, Koch, Sadove, Weiner

cc: Messrs, John Williams, Colller, B, de Vries, Gilmartin,
Blobel, Maiss, Kuczynski, Avramovic, Gulhati,
Qureshi

cc: Messrs., Hans Adler, Berrie, Bohr, Moore, Takahashi, El Darwish,
van Dijk, Hendry, Pouliquen, Simmons, Zaidan,
Carmignani, Warford

cc: Messrs, Schulmann, Willoughby

cc: Mr, Kamarck
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Mr, J. Burke Knapp May 19, 1972

Raymond J. Goodman Gﬁ/cl ’

Some Thoughts on Bunehing.

There are two kinds of bunching: planned and unplanned,

1. Planned bunching occurs before the start of a fiscal year when
more than the average number of loans/credits are scheduled ®r a parti-
cular quarter (or other period), usually the last. Thus, the Memorandum
on the FYT3 Budget and Program of Operations (dated May 15, 1972, para. 37)
shows the following distribution of the operations program for that year:

TABLE 1

First Seecond Third Fourth ot

Qtr., Qtr, Qtr. Qtr. Spec, Total
lo. of Projects 35 60 65 73 17 250
Percent 14 24 26 29 T 100
2, Unplanned bunching is the result of forces at work during the

fiseal year operating in contrary directions. The first is the result

of a number of factors that tend to delay projects beyond their scheduled
dates for presentation to the Board; an attempt is made in para, 6 of the
same Memorandum to isolate the factors operating in FYT2 and assign a
relative significance to them, These factors would not of themselves

cause bunching but simply a slower flow of operations through the pipeline
than had been expected, owing to an excessive degree of friction in the
system or to external circumstances., IMowever, operations take place within
a time frame -~ the fiseal year -- and to that extent are not analogous to
passing oil through a pipeline. A conscious effort is made, with increasing
emphasis as the year progresses, to speed up the flow of projects so that
an acceptable number are presented before the year ends. All operational
departments take part in this effort under strong exhortation by the Man-
agemnent., Processes are speeded up, corners are cut, and pressure is put
both on the staff and on the prospective borrowers to make up for time

lost earlier in the year. The interaction between the forces causing
delay and the forces attempting to accelerate operations causes bunching,

3. Since both planned and unplanned bunching tend to oeccur towards
the end of the fiscal year, they reinforce each other. TFor this reason
the actual bunching in the program as it develops is usually worse than
that in the program at the start of the year. The effect can be seen by
comparing the forecast lending program for FYT3 given in the Memorandum
(also para., 37) with the forecast operations program shown above:
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Memo to Mr., Knapp - May 19, 1972

TABLE 2

First Second Third Fourth

Qtr. Qtr. Qtr, Otr. Total
No. of Projects 25 25 45 60 155
Percent 16 16 29 39 100

An analysis of earlier years shows the same phenomenon, Operations
programs and actual programs for the fiscal years 1970/T72 are shown in
the Annex.

h, Since we have to operate within defined time periods —- and
the fisecal year is probasbly inescapable for all kinds of reasons -- we
have to accept a degree of unplanned bunching, unless we are prepared
to have an even larger operations programs than is now proposed, suf-
ficient to build up a reservoir of projects which would permit a con-
trolled flow of project proposals to the Board throughout the year at
the desired level. lNowever, this would be costly in terms of staff
inputs, and therefore inefficient, and in eny case would be difficult
to accomplish in the short run.

Se The alternative is to offset unplanned bunching by a deliberate
policy of planned "de-bunching'; that is, to reverse the present tend-
ency to schedule a higher than average number of projects in the last
quarter (or the last two quarters), and schedule & lower than average
number. The program of Board presentations drawn up at the beginning

of the yvear would thus have a built-in mechanism to compensate for
slippage, instead of -~ as at present -- a built-in tendency to exacerbate
it.

6. For example, in the first two quarters of FYT3 there are 95
projects scheduled to come before the Board (Table 1) of which only 50
are expected to materialize (Table 2), a slippage factor of almost 537%.
Assuming that none of the others is dropped altogether, this will leave
an overhang of 45 projects at the start of the third quarter, FHowever,
the total number expected to be presented during the year as a whole is
155, so that only 60 additional projects will be required to fulfill this
target. I would simply spread these remaining projects over the last
two quarters, stepping the number down in order to allow a "de-bunching
effect”, Thus, at the start of the fiscal year the program might appear
as follows:

TABLE 3

First Second Third Fourth

Qtr. Qtr. Qtre Qtr, Total
No. of Projects 35 60 Lo 20 155

Percent 22 39 26 13 100



Memo to Mr. Knapp - 3 - May 19, 19072

This table is the operations program (Table 1) for the first two quarters,
and a provisional statement of the number of projects that can definitely
be scheduled during the last two. Timetables showing Board presentation
in either of the first two quarters would be accepted. For the third
quarter, only 40 timetables with the highest rating would be accepted,

and for the last quarter only 20, In choosing these 60 projects consider-
ation would be given to regional and sectoral balance, Other projects

in the operations program would not be given a date for presentation:
projects originally scheduled for the third quarter would show presen-
tation "After April 1, 1973", and those originally in the fourth quarter
"After July 1, 1973".

Te It would, of course, be possible to modify or refine the proposed
system in a number of ways, For example, it might be better to abandon the
figure of 155 projects since it is essentially arbitrary, being derived
from the operations program by cutting off 407 to allow for estimated
slippage. For the third and fourth quarters, one might simply accept all
projects with an original 4 and 5 rating for the quarter; or a 4 and §
rating for the third, and a 5 only for the fourth.

8. In any case, the program would be revised at intervals after the
start of the year, say every two months. Just before the middle of the
fiscal year, timetables would be accepted -- with specific Board dates --
for all projects then considered likely to be ready for vresentation in
the third quarter. The number of projects to be allotted a firm date in
the fourth quarter would be decided at the same time:; the rest would con-
tinue to be shown in FYTL, The process would be repeated just before

the start of the fourth quarter.

9. It may be objected that eliminating a Board presentation date
for a number of projects in the operations program would permit staff,
especially Projects Department staff, to relax on these projects. This
is true, but it is not an objection. We know that we cannot consurmate
250 operations in FY73. By deciding early on those that have the best
chance of being completed during the year, and then giving them a prior
claim on available staff, we would save time, energy and frustration,
and we might end up by accomplishing more,

Annex attached.

ce: Mr, Aldewereld
Mr, Adler

RJGoodman /am



1970

Operations Program

No. of Projects
Percent

Actual

No. of Projects
Percent

1971

Operations Program

No. of Projects
Percent

Actual

No. of Projects
Percent

1972

Operations Program

No. of Projects
Percent

Probable Outcome

No. of Projects
Percent

(As of June 30, 1969)

First Second Third
Quarter Quarter Quarter
27 42 37
15 24 20
17 20 24
14 17 20

(As of July 31, 1970)

20 48 37
10 25 19
14 27 23
11 21 18

(As of June 30, 1971)

19 29 62
8 26 28

(Estimated May 1972)

16 L7 41
12 12 31

Fourth

guarter

73
41

58

49

80

42

65

50

80

35

61
45

Annex

Not
Spec.,

~ oo

W~

Total

179
100

119

100

193
100

129

100

227

100

135
100



Mr.Pleter Roeloffs May 16, 1972
Howard E. Tolley

Project Costs

The following is submitted with reference to your memo dated
May 12 on the above subject:

Ethiopias

MAJalil ssdb

No increase in the total costs of ongoing projects is
antieipated at this stage, Likely inereases in project
costs dus to cwwency realigmments or cost - overruns in

$10.6 millien. ) was to provide additional funds
and the m‘hdﬂumuﬂmﬂnmoﬂ
cost was ted. In order to aveld further dslay in
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Mr. B. Chadenet May 15, 1972
0. H. Calika

Comparisons between Bank Appraisal Reports and Similar Reports
from IADB, ADB and USAID - Ref. your memorandum of April 24, 1972

i Thank you for sending us three appraisal reports by ADB, IADB and

USAID on education projects/programs. We have reviewed them and our analysis

and specific comments are given in the note attached. The following are some |
general comments based on our analysis.

2. 0f these reports, only the one from ADB is directly comparable to our
appraisal reports. The report from IADB is, in fact, a highly technical

document meant, probably, for limited distribution; its very title ("informe
teenico-financiero'') indicates that it is to be considered more as a staff

working paper tather than an appraisal report. The report from USAID appraises ;
a sector program in education of a type that has not yet been assisted by the E

Bank.

3. All three reports, in particular those from IADB and USAID, include
some data which are normally included in our economic reports or in the |
President's Report. All three reports are much bulkier and present more detailed |
information than normally given in our appraisal reports. They are mostly des-— ;
eriptive, while our aim is to produce concise, analytical and essentially opera- i
tional reports. In length, the main reports range from 44 pages (ADB) to 241 1
pages (IADB). In spite of the length, some key data, particularly those on |
projected enrollments, teacher requirements and recurrent costs, are often i
missing. It appears also that the presentation and editing of these reports i
did not receive the attention it is usually given in the case of the Bank 1

1

E

|

reports.

4, In some areas, however, these three reports appear to be superior to |
ours. They all include more detailed informatiom on the status of implementa- !
tion of previous projects in the same sector and deal with finaneial and |
auditing procedures of the Borrower's executing agency; such information might |
be incorporated in some annexes/appendices of our appraisal reports.

3 As to the types of projects, a comparison is difficult to make. The

ADB project approach appears to be closer to ours. The other two agencies

may be relying to a great extent on their field staff: USAID by agreeing more OY
less to a "line of credit” and leaving it to its field staff to execute it,

and IADB by having most of the project execution details settled before a

loan is finally made. On a selective basis, we might try to experiment with

the IADB approach, although we shall geldom have a comparable field support to

prepare the way.
and discussion within the Department.

N cc: Messrs. Baum, Ripman, Ballantine (o/r)
i?\. EPD Division Chiefs, Advisers, Mr. Femnell

f
!
|
.
1
1
g
6. We would like to keep these documents for a while for further study j
ennisi/OHC: jsc i



Annex 1

ADB - Appraisal Report of Vocational Training Institutes Project in
Korea, of February 11, 1972

i 165 The Project The Report appraises a project consisting of
physical facilities and technical assistance for five vocational
training institutes, including one prototype training center for tech-
nicians.

2. Financing The total cost of the project is estimated at
US$ 10.5 million. The loan (US$ 3.7 million) will cover the direct
foreign exchange component (equipment and technical assistance) and

is for 20 years, including a 5 years grace period, at a 37 interest
rate.

35 The Report

(a) Presentation The Report consists of (a) Summary and
Conslusions (4 pages), (b) The Main Report (44 pages), and (c) 22
Annexes. It is, therefore, considerably bulkier than an average Bank
appraisal report. The presentation of the Main Report, however, has
many similarities to the general lines of our appraisal reports: after
a general description of the Korean economic background, the report
examines manpower and education needs, describes the project and its
justification and summarizes the agreements reached during negotiations.
Throughout the Report, there is a general bias in giving more weight
to economic, financial and administrative matters than to education
and training issues. It is difficult to say whether this reflects a
general practice or the staffing of this particular mission.

(b) Content The quality of the Report is good. Economic
justification for the proposed project is very thorough and includes
interesting information on labor market trends and labor productivity
that are not often found in Bank appraisal Reports, because of either
lack of data or space constraints or both. Where the content of the Report
is clearly inferior to ours is in the treatment of educational and
training issues: curricula, staff availability and even syllabi are
discussed at length, but the key problems and the strategy to solve
them are not sufficiently highlighted. Furthermore, the chapter on
the "financial aspects'" of the project is weak, as it consists of a
project-related "cash flow'" projection. Its usefulness is limited.

The project is not analyzed within the framework of overall education
financing in Korea.

4. Points of Interest A major point of interest for our operations

is the very detailed covenants and conditions recommended in the Report

and included in the Loan Agreement. The Project appears to be relatively
simple and in a very advanced stage of preparation as indicated, inter alia
by the fact that equipment lists were approved during the appraisal.
Nonethless, there are as many as 10 special covenants and they concern
matters such as the salary level of the instructors, reviews of the syllabi
after the Loan Agreement signing, and auditing of the accounts of all
project schools. The circumstances were probably such to justify tight
control; this, however does not come very clearly out of the Report.




Annex 2

IADB Report
"National Universities and Students Loan Project in Argentina",
of September, 1970

) S The Prqjéct. The Report appraises a project consisting of:

(a) physical facilities and technical assistance
for the extension of 9 universities; and

(b) a financial contribution to the Argentinian
Students Loan Fund.

2. Financing. The total cost of the project is estimated at USS$71
million. The loan (US$40 million) will cover the foreign exchange com-
ponent and part of the local currency expenditure. There is no informa-
-tion on the estimated foreign exchange component, the extent of local
currency financing and the terms of the loan.

3. The Report.

(a) Presentation. This is a very bulky Report. Al-
together, the Report covers 310 pages, divided as follows: Summary and
Conclusions (8 pages); the Main Report (241 pages); Appendix on economic
evaluation of the Argentina University Plan (61 pages). The reading of
the Main Report and of the Appendix are very difficult not only because
of their length but also, and mainly, because they are addressed, probably,
to an audience of specialists in different fields., In addition, the flow
of the Report is frequently interrupted by extensive quotations of Laws,
Regulations, references to studies published by other organizations (OECD,
IBRD, etc.) and by some excursione into theory. Finally, the Main Report

" includes detailed reviews of the master plans of the 9 universities with

reproductions of drawings, sketches and photographs.

(b) Content. Some parts of the Report are very gocd;
they are, however, lost in a large array of data offered to the reader.
Noteworthy sections are: pp. 12-27 of the Main Report where a summary of
the main issues in education with reference to the University plan is
given and pp. 22-61 of the Appendix on high level manpower requirements,
regional socio-economic needs and the likely contribution of the proposed
Universities towardsmeeting them.

4, Points of Interest. It is noteworthy that the Report appraises a
project which is in a much more advanced stage of preparation than it is
usually the case for most education projects. Master lists of equipment,
architectural master plans for the Universities and preliminary drawing
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for a larger number of the buildings, terms of reference for the technical
assistance, all these steps have apparently been already completed before
the appraisal. As a consequence, the implementation period (3 years) is
considerably shorter than in Bank education projects, in spite of the
complexities of a scheme involving no less than 9 regional Universities.

In addition, the Report defines clearly the role of the IADB field staff

in helping implementation and in supervising the project. Finally,most of the
"conditions" recommended for inclusion in the Loan Agreement are standard
in nature (appointment of Project Unit staff, keeping of project accounts,
etc.) as all the main issues appear to have been settled during the project
formulation period preceding the appraisal.
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US-AID-Appraisal Report "Brazil Education Sector Loan II", of
June 15, 1970.

1 The Project The Report appraises a sector program consisting
of the following elements:

(a) Construction and equipment of primary and secondary
schools in 6 states of Brazil; and

(b) technical assistance for planning, management, curriculum
development, staff training, etc.

The detailed definition of the content of the program (number of
schools, types of experts services) will be worked out during implementation,
by the Brazilian Ministry of Education and the US~AID mission in Brazil.
Specifically, the States will present plans to be approved by the Ministry
of Education and US-AID.

2 Financing The total cost of the program is estimated

at US$ 100 million, 50% of which is to be covered by a loan for 40 years,
including a 10-year grace period, at a 27 interest rate during the grace
period and 3% thereafter. The loan will be channeled through a Fund under
the control of the Secretariat of the Ministry of Education with the aim,
inter alia, of gradually rationalizing a complicate system of transfer
from the Federal Government to the States.

2 The Report

(i) Presentation The Report consists of : (a) Summary and
Conclusions (17 pages); (b) Main Report (104 pages); and (c) six Annexes
(41 pages) including draft loan authorization and other statutory documents.
It is, therefore, much longer and more detailed than a standard Bank
appraisal Report which, in length, does not usually exceed the Summary and
Conclusions of the Report. In the Main Report, an analysis of the main issues
in education and training (29 pages) is followed by : (a) description of the
program (44 pages); (b) education financing (15 pages); (c) economic
justification (12 pages); and (d) implementation (4 pages). There are
several repetitions, even of entire paragraphs or pages that could have
been avoided by some editing. It is obvious that the five sections of the
Main Report have been written by different hands. Finally, some key
information, such as medium term projections of enrollments, teacher needs
~and costs, is missing, in spite of the length of the report.

(ii) Content Some parts of the Report are very good, never-
theless. The section on educational issues and finance are well-written and Sie
strategy-oriented. In addition, the contribution of the program to solving
some of the major problems of the education system is spelled out clearly and
adequate emphasis is given to the software aspects of the program in build-
ing a case for its financing. On the other hand, the "economic section'" of
the Report is weak and redundant, especially with regard to an unsuccessful
attempt to .quantify the benefits of the program.
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4, Points of Interest A point of interest for our work

is the approach of sector loan to finance the program in a highly
decentralized education system and to obtain a significant institutional
impact in the modernization not only of curricula but also and mainly

of administrative procedures. The technique of establishing a Fund to
rationalize separate systems of financial transfer from the Federal
Government to the States appears to have considerable merit. This
approach, however, may require the existence of field staff to help

implementation.
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SUBJECT:

”t O Y?&i‘ WM ) &/
INTERNATIONAL DEVELOPMENT \ INTERNAT | ONAL FOR INTERNATJONAL FINANCE
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT CORPORATION
Mr. Ilsl_'i:nard Chadenet DATE: May 15, 1972

Comparison betw=en Bank Appraisal Reports and
Smilar Reports from IADB, ADB and U.S. AID

I have reviewed the report prepared by the Asian Development Bank
(ADB) with date of September 30, 1971 on the Appraisal of the Mineral
Sands Project in Ceylon. I am assuming that this is a report for ADB's
Board rather than one for internal staff use. My comments below are
given separately on the report's form and its substance.

Form

The report is very much structured along the lines of our Bank
Appraisal Reports and it appears fairly evident that our\reports have
served as samples. There are nevertheless differences. The ADB report
contains & the outset two pages of statistical information on Ceylion
and its economy similar to the Country Data tables in our President's
Reports. Also prior to the discussion of project aspects there are about
three pages devoted to general background on Ceylon's economy and its
mining sector. I do not know whether this report is the only basis on
which the Board has to make its decision on the project or whether there
is some additional paper to support the proposal similar to our President's
Report. -
Excluding the Summary which in intent is identical to our Summary
and Conclusions, the report contains 34 pages and another 19 appendices,
mostly tables. The report presents the findings of the appraisal mission
rather than ADB's. With the exception of a summary of capital costs,
there are no tables in the text and since the report despite its length
is not too wall focused it is not only somewhat difficult to comprehend
but the reader pretty well has to consult the appendices if he wants to
obtain a full picture of the viability of the project. On the other hand
there is a good deal of rather detailed technical information much of
which we would show .in Annexes.

There is no particular reference made to issues already negotiated
or to be negotiated except for the recommendation that certain managerial
aspects of the project authority should be strengthened and the terms
(length and grace period) of the ADB loan.

In summary my main comment on the form of the report is that--although
the Table of Contents would suggest a report very similar to ours--the
appraisal does not make an attempt to present information in an adequately
concentrated and well focused manner and thus requires from the reader a
good deal of additional "work" to enable him to come to his own evaluation
of the project.




Mr. Bernard Chadenet -2 - May 15, 1972

Substance |
|
As mentioned before the coverage of the fundamental areas of an
appraisal,technical financial and economic, is quite similar to that
of our reports, although the technical and generally descriptive part
dominates. For example only about three pages are devoted to past and
future financial and economic analysis. 1In contrast a fair amount of

space is given to organization and managemént (about 5 pages).

There is very little analysis and focus given to the real risks
of the project--a company that has been showing losses until recently;
a project that is to increase mining output more than four times; mar-
keting arrangements which are rather unclear and where virtually all
the output is destined to one market, Japan; and finally the fact that
ADB contributes more than 60% to the cost of the project ‘and upon its
completion will virtually be the sole lender. 3

While the benefits as presented in the report are high (21%
financial and 28% economic return) they are likely to be overstated.
There is for example no explanation why variable production costs are
expected to go up by only 2.7 times as against increases in sales pro-
ceeds (without any price changes) of more than four times. Capital costs
contain a contingency of 15% but it is equally applied to both local and
foreign expenditures and there is no explanation why such a particular
percentage, who estimated.capital costs or when they were established or
who in fact conceived or designed the project. Working capital is neither
shown nor discussed in the Leport except in an appendix. There are other
questions that the report does not answer and thus raise the query how
thoroughly the appraisal was made.

Inputs into the appraisal appear to have been heavy both as to time
and staff resources. The project came to ADB in December 1969; a fact
finding mission went to Ceylon in January 1970; the project was pre-
appraised in November 1970 and again in June 1971 and appraised in August
1971. The appraisal mission consisted of six people; on the face of it this

is a very substantial manpower allocation, particularly for a relatively
small loan of US$4.1 million.

If you wish to have more details I will be happy to supply them but
I have intentionally kept them to a minimum because I do not think that
the appraisal report offers any features or approaches to issues, evaluation

techniques, and in the way of presentation that could serve as a guide for
improving our own appraisal reports.

HFuchs:sml

cc: Messrs. Baum
Urquhart
Kalmanoff
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Division Chiefs May 12, 1972
S. Shahid Husain

Project Costs

A number of cases have arisen where project costs, even during the
initial stages of implementation, have turned out to be larger thamn at
appraisal. I have already come across certain cases where supplementary
financing from the Bank has been requested. In order for us to have a
complete picture of the situation, could you please fill out the following
questionnaire for your countries.

Column 1. Project

Column 2. Cost at appraisal

Column 3. Sources of Financing

Column 4. Revised cost

Colum 5. Sources of Financing for revised cost

Column 6. BRemarks - which should include judgment on whether

the project can be completed within the initially
estimated cost by modifying it.

Mr. Roeloffs will be working with you on this and I would appreciate
your sending this to Mr. Lejeunme by May 17.

ce: Hr. Lejeune
Mr. Roeloffs

SSHusain:ab
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b DEVELOPMENT | S INTEHNATIONAL DANK FOR INTEANATIORAL : F INANGE
ASSUCIATION RECONSTRUCTION AND Ut VELOPMENT l COF-.I‘JEUET]ON
OFFICE MEMORANDUM
170: Distribution Iist DATE: May 10, 1972

froM: Herman G, van der Tak

SUBJECT: Shadow Prices and Project Appraisal

Following recent discussions, memoranda (from Balassa, Henderson,
van der Tak) and rosearch proposals (DRC,- Economics), I should like to
meet with you on Monday, May 15, 10 A.lM., in Room C-303, to:

(1) Agree on a program of work on shadow prices and project appraisal,
"~ and " e Sy

(ii) discuss a series of seminars on this topic.

Work program. Tentatively this work program includes the following:

1. Alternative project appraisal methods.

(a) General survey paper on Little/Mirrlees, Bruno Test,
_ UNIDO (Marglin), etc.;

Deepak Lal (ECD), in progress, draft being revised and
completed, completion date?

(b) Case studies.
(i) Agriculture, Purna project;
Duane and Lal (ECD), in progress, completlon date?
(11) Agriswliure, project?
Parish (BCD) andl? (AFD), Start? Completion?
(iii) Indusiry, project?
Carmigaani (WPD) and ? (ECD), Start? Completion?
(iv) Othex?

2. Shortcut methods of estimating shadow prices for capital, labor,
and foreign exchange. ;

(a) Balassa, Blitzer, Goreux

Scope? Start? Conpletion?

’]

e g -é/
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(b) Deepak Lal (ECD)
Scope? Start? Completion? ‘
(¢) Maurice Scott (£CD?)?

3. Tmplications of partial use of shadow prices (second best
‘problems).

(2) Deepak Lal (ECD)

Part of survey paper sub 1 above?

(b) Schydlowski?

L. Sensitivity of shadow prices to specification of objective
function (in particular, income distribution considerations).

(a) Practicable method of taking account of income distribu~-
tion in project selection.

Author?, Start? (soon), Completion (6 months?)

(b) Long-term study of impact on shadow prices of alternative = - .
specification of objective funciion. .

Goreux and othérs (DRC); in progress, completion date?
5, Fiscal constraints in implementing shadow price ‘allocation?
(i) Effect of fiscal comstraint on relevant shadow prices;
- (1) Tax/subsidies system for implementing.shadow prices.
Author? Start? Completion (6 months?)?

6. Sensitivity of shadow prices to different policy assumptions.

(1) Trade policies;
Trma Adelman (DRC) Start? Completion? . ;

‘General question also to be discussed in Lal's survey
* paper, {sub 1 above).




=
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7. Changes in shadow piices over time.

Manne (DRC), Start? Completion?
Bruno (DRC), Start? Completion?

I hope that during our meeting we can firm up this program, assign
definite responsibilities and agree on timetables.

Scminars

I have rcceived several suggestions for a series of seminars and
other discussions oa the use of shadow pmices in project analysis, and
fully agree that this would be useful and desirable. In ny view it will
be most effective to organize "limited access seminars" to discuss
specific topics on the basis of prepared papers. In addition, open
seminars should be held from time to time to disseminate whatever resulis
are obtained more widely in the Bank,

A tentative series might include the following seminars:

1. On alternative project appraisal methodology.

(2) Deepak Lal, on general survey paper being preparcd. g g

(b) Maarice Scott, on Little/Mirrlees with special reference
to experience with actual application. (Paper now being
completed).

() Stephen Marglin on UNIDO Method (Guideline volume has
just been published)., : .

(d) Authors of Bank case studies.

I propose we start the series in September, after the summer recess,
and allowing adequate time for preparation and absorption of papers for
discussion. I suggest we limit participation to twenty or less, and get
some of the participants as discussants, or at least participants, in
other sessions. Would it be preferable to concentrate a number of seminars
in a short period, say a wesk, or rather siretch it out? ' '

2, On second best problems etec. (see work program sudb 3 and § above),
To be schecduled after completion of relevant pepers.

3. On shortcut methods for estinating shadow prices (see work
progranm sub 2 above). Idem.
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L. Treatment of income distribution/employment in projoct
analysis, Idem.

L

5. Other,

HGvanderTaks:1fb

Distribution:

cc: Messrs. Haq, B. B. King
Messrs. Henderson, Hawkins, Reutlinger, Mrs. Hughes (o.r.)
Messrs. Goreux, Balassa, Blitzer

Mr. Tims
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Mr. B. Chadenet May 10, 1972
L.J.C. }g?zn\s

Comparison Uetween Jank Appraisal Reports and Similar Reports from IADB,
ADB and USAID

: i With your memorandum eof April 24 you sent me three appraisal

reports on agricultural projects - Ceylon Irrigation (ADB), Mexice
Credit (IDB), and Guatemala Rural Development (AID)., We have reviewed
these reporte and I attach some detailed comments on them in memoranda
from Messrs. Bartsch, van Cilgeh and Rowe.

- In all three casea the reports are considerably longer than
the normal Bamk appraisal report.

3. Apart from this, the AUB report is similar to a Bank repert
and this 1is not surprising since ADB have modelled their procedures on
ours.

4e The IDE report treats the fechmnicsl and economic aspects
seporately not even bringing them together in one summary. Coumpared

with one of our rveports, the IDE one lacks cost asnalysis and justification
of the financial arrangements.

5. The AID report gives considerably more background material tham
our appraisal repoerts do and includes scme material that we would
nermally leave to cur Bank Economic reports. There is an interesting
treatuent of a “social rate of return” which is outlined ia Mr. Rowe's
meworandus,

6. There does not seem to be anything in these reports which would

cause us to modify the style or content of our appraisal reports in
present circumstances.

Attachmente

ce: HMessrs. Wapenhans
Adler

ﬁucl'mr :fh
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May 8, 1972

Mr. Erich Bachem

Board of Management
Kreditanstalt fiir Wiederaufbau
Palmengartenstrasse 5-9

6 Frankfurt-am-Main, Germany

Dear Erich:

You may not recognize this voice from your
past but many years ago we had occasion to work together
on Malaya as it was then called. I recall a few days in
Kuala Lumpur when you, John Edelman and I were there
together.

I returned to New Delhi to work for the Govern-
ment of India in the mid-sixties and then joined the staff
of the Pearson Commission. After the Commission finished
its report, I joined Bill Diamond's Department.

I am writing to you about some work we are doing
to develop a computer program for undertaking sensitivity
analysis in the context of project appaisal. Apparently,
KfW already has such a computer program. Mr. Advani, an
ICICI official who visited you recently, was told that such
a program was in an advanced stage of readiness. We would
like very much to know more about it. If at all possible,
could you send us a copy of this computer program. It may
be that you have already done the work we are now imitiating.

Looking forward to seeing you one day either in
Washington or in Frankfurt and with ny best wishes,

Yours sincerely,

Bavi culnatf

Ravi Gulhati
Chief Economist
Development Finance Companies

RG//mo
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Mr. David L. Gordon May Oy 1972
.G+ B. H. Renger’

Comparison betfieen Bank appraisal reports and similar reports from
other institutions

1. I went briefly over IIB's appraisal report of CORFO, Chile, dated

August 1969. This report is woefully long in description but equally short
in analysis. Most of the body of the report should have been put in annexes.

2. Recommendations are mostly very gemeral and the reader often looks

in vain for the specific action required to achieve a desired objective. Also,
one does not get a feel of CORFO's performaence under previous IIB loans; at
most, one finds statement like "the intent of the loan contract does not seem
to have been fully carried out". The report contains long descriptions of
industrial sectors but again specifics of policy changes required etc., are
lacking. The discussion of the financial projections and prospects is complete=

ly inadequate.

p. 9 All in all, there is nothing in this report on the basis of which we
can improve our own work.

k. I attach a more detailed note by Mr. Kendall on an AID appraisal of
CABEI.

GBHRenger/me
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Hl’- Hu Ao *ﬂll‘ m a’ 1972
L. W, Bartsch
Comparison between Bank Appraisal Reports and

the Asian Development Bank Appraisal of Walawe
in Ceylon

1. As requested, we have reviewed the ADB's appraisal report and
compared it with our own irrigation appraisal reports. Although ADB's
report is considerably longer than our own, there is little difference in
substance or presentation between them, In fact, this appraisal report
and another one for Korea, which we have reviewed on a previous occasion,
follow closely our outline and methodology in every respect. When ADB
started operations, some of their staff spent time at the Bank reviewing
our appraisal procedures and it appears that we had some influence on
their thinking.
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Mr. L.J.C. Evans May 5, 1972
Don Stoop-m

Comparison Between Bank Appraisal Reports and Similar Reports from IDB,
ADB and USAID

You have asked me to review an appraisal report of the Inter-American
Development Bank concerning Mexico, agro-industrial loan to Nacional Financiera.
Attached please find comments made by Mr. F. van Gigch.

L R
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Mr. Don Stoops May 5, 1972

F. van Gigeh

Comparison Between Bank Appraisal Reports and Similar Reports from IDB,
ADB and USAID

As you requested, I have reviewed the IDB appraissl report on
Mexico, Agricultural and Agro-Industrial Credit to the Nacional Financiera
(Mexico ~ Prestamo a Nacional Financiera, S.A. Credito Agricola y Agro-
industrial). This appreisal report concerns a request from the part of the
Mexican Government for USSLO million loan to help support a US$102 million
project consisting in finanecing agricultural and agro-industrial development.
This is a follow-up operation to an initial credit program for small farmers
(163/5F-Me) operated through one of Bank of Mexico's Munds, with the addition,
this time, of an agro-industrial component.

any reference to : « Organization and management and lending policies
were dealt with SE ;'?ntlil. The marketing section is long but unsophisticated.

The M'ﬂﬂmtm is a self-contained report including s summary
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Mr. H. B. Ripman May L, 1972
8. 8. IimniY

Project Costs and Completion Time

I refer to your memo of April 18 and April 21, 1972 on the
above subject. Attached are Table 1 "Completion Time" and Table 2
"Project Costs" for four projects.

The explanation of delays and cost increases as required
you is shown on Attachment 1. We are reporting on 39-PAK* and LO-F
which were terminated before the Special Project Department was estab-
lished only because all the files have since been tranferred to us from
the Agriculture Projects Department. Please note that the Brahmaputra
Flood Embankment Project was completed one month before the begining of

the reporting period.

For loan 39-PAK¥ the actual foreign cost component was
assumed to be the same as that stated on the Appraisal report. No
record of actual local cost component was available for any of the
above projects and the figuree on the Appraisal reports were used. For
Loan 4O-PAK* Chandpur I project, information was obtained from the
Appraisal report on Chandpur II (Loan 184-PAK*) project.

KDKikuchi syhk
cc: Messrs. Picciotto, Gyamfi, Kikuchi, Blout (Agriculture Projects)




ATTACHMENT 1

1. Explanation for Table 1 - Completion Time

39-PAK*

Pakistan Brahmaputra Flood Embankment Project

L O-PAK 3¢

Project features modified by project consultants.
Delays occurred in obtaining local financing.

Pakistan Chandpur I Flood Protection, Drainage &

S8-PAK¢

Irrigation Project

Land for irrigation canals could not be acquired.
Project was modified in 1965.

Project work was halted in. 1967 and a new feasibility
study commenced shortly thereafter.

Pakistan - Dacca Southwest Irrigation Engineering

Delay in completing consultant report.

2. Explanations for Table 2 - Projecﬁ Costs

L10-PAK*

Pakistan Chandpur I Flood Protection, Drainage &

Irrigation Project

Land could not be acquired for irrigation system.
Civil works cost escalated.

Original project revised in 1965.

New feasibility study started in 1968, remainder of
project carried over to Chandpur II, Irrigation
Project (18L-PAKx).






(1)

Type of Project

Agriculture

Brahmaputra Flood
Embankment

Chandpur I
Flood Protection,

Drainage & Irrigation

Dacca Southwest Irrigation
Engineering

WAPDA General Consultants

(2)

Number

39-PAKY

Lo-PAK¥

s8-pAK™

*
136-PAK

Table 1

COMPLETION TIMI OF. IDA PROJECTS

Projects Completed During Period July 1968 - March 1972

(3) (4) (5) (6) (7) (8) (9)
Loan/Credit Month/Year Month/Year of Completion Time (Months)
Amount (millions US$) of Completion Estimated Variance
Original Final Agreement Estimated Actual (5 to B) (6 to 7)
540 - 6/63 6/66 6/68 36 24
9.0 5.2 7/63 9/66 6/67%/ 38 9
2/
o o - 12/69 12/70 9/71 18 9
3/ . ;
2,0~ - 1/69 6/71 8/71 30 . 2

1/ Last closing date April 1970 and last disbursement December 1970. for consultant services only.
Disbursements suspended due to civil war,
$2.0 million has been disbursed; final amount being negotiated.

wir
N,

May 2, 1972

$741,000 disbursed as of 12/71, additional billing for $38,000 is outstanding.

(10)

Variance
as % of
Estimate

+67

+24

+ 50



Table 2

PROJECT COST OF IDA PROJECTS

Projects Completed During Period July 1968 - March 1972

(1) (2) (3) (&) (5) (6) (7) (8) (9) (10) (11) (12) (13) (1k) (15) (16)
Month/Year Estimated Cost Exchange Actual Cost Exchange Variance
Loan/Credit Amount of Foreign Local Rate Forelgn Tocal Rate As % of Estimate
Type of Project Number = Original Final Agreement Component . Component Total Rupees/US$ Component Component Total RuEeeSZUS§ Foreign Local Total
(in US$ millions) = ee;cecaea (in US$ millions)---=—---= SRS | L Usgzﬁillions) ______
Brahmaputra Flood 39-PAK" 5.0 - - - 6/63 1.7 8.1 9.8 4.762 1;7‘.: . 8.1 “* 9.8 L.762 0 0 0
Embankment 4T -
Chendpur I 4O-PAK " 9.0 5.2 7/63 3.5 14.8 18.3 L, 762 } - 42,0 4,762

Flood Protection,
‘Drainage & Irrigation

(revised 1965) 5e2 19.8 25.0 4,762 5.2 5.5 10.7 4,762 0 =70 -57
, Dacca Southwest S8-PAK™ .83/ % 12/69 0.8 0.6 1.4 L.762 0.8 0.6 1.4 4,762 0 0 0
\ Irrigiation Engineering .

! 'WADAPA General Consultants 136-PAK 2;03/ - 1/69 4,0 2.6 6.6 4,762 50" 2.6 6.6 4,762 0 0 0

l/ Disbursements suspended due to civil war. $741,000 disbursed as of 12/71, additional billing for $38,000 is outstanding.

2/ $2,0 million has been disbursed; final amount being negotiated.



INTERNATIONAL DEVELOPMENT | INTERNATIONAL BANK FOR | INTERNATIONAL FINANCE ,; Pl RN
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT CORPORATION !
TO: Mr. R.H.S. Fennell - DATE: May 3, 1972

FROM: R. Gomez 4

SUBJECT: An Analysis of the Project Appraisal Cycle

As you know I have been working for some time in collecting and
assembling data which could be used for analyzing the appraisal stage of
the project cycle.

The attached tables 1 - 3 cover three complete years (FY1969 -
FY 1971) of the lending operations. The tables are a slightly modified
version of the time elapsed study prepared in late 1970. The main
difference is the source used for recording critical events, especially
initiation; previously, terms of reference, back-to-office reports, etc.
were used to trace the development of a project. This time the data were
extracted from appraisal reports. Also, I have included dates of the
critical events and have expanded the information regarding the appraisal
process.

This study, as you will recall, was provoked by Mr. Blaxall's
memorandum dated November 15, 1971 (attached), on elapsed time. !le indicated
that the median processing time (from departure of the appraisal mission to
Board presentation) for all projects had increased in FY1971 to 9.5 months,
after falling from 11 months in FY1969 to 9 months in FY70. As far as this
Department's experience is concerned, records indicate that project processing
time decreased from approximately 10 months in FY1969 and FY1970 to 9 months
in FY1971. The following table gives a.breakdown of time elapsed (in approximate
months) between main events in the appraisal process.

Size  Appraisal Yellow Green Start Total
of to to to of Time
Sample Yellow Green * Start of Negs. to
Negs. Board

g M UQ LQ M UQLQ M UQ Lo M UQ 1O M UQ
FY69 10 -5 &8 ¢ 1 3 1 2 3 %} I W 7 10 16
FY70 11 a 5 8 14121 ZIEr i3I 3 L F 3 7 2012
FY71 14 4 5 8 1% 2 4 F 3 1 2 2 Y-

The above data indicate that the elapsed median time from departure
of appraisal mission to completion of yellow cover report has remained unchanged
for the last three years. This is 1 month more than the "standard" time (4 months) -
allotted for this phase in the timetables. Of the 35 projects reviewed 12 yellow
cover reports (see table 4a) were completed in 3 to 4 months time, 11 in 5
months (median time) and the remaining 12 in more than 5 months. A preliminary
review indicates that there are no correlations between time taken for the
completion of the yellow cover report and such factors as the number of institutions
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included in the project, experience of mission chiefs (although all of

Mr. Lethem's projects took less than 5 months; Mr. Pennisi's too* appear

to take less than the median time), repeater projects (second projects)

or size of missions. You will note that each category of projects, as
separated in table 4, contains a sample of projects whose characteristics

are not dissimilar. It is obvious that the time taken for the completion of
appraisal report etc. is determined by a combination of various: factors

which are not easily discernible. However, as a start I attempted tolook

for some reasons for delays concerining completion of yellow cover reports
listed in 4c. A survey of timetables, progress or operations reports, minutes
on slippage meetings etc. indicate that of the 12 late yellow covers, 4 can

be attributed to delays caused by government, 3 to extensive revisions of
white drafts, 3 to other staff commitments, 1 to inexperience of the appraisal
team, and 1 to consultant. You will note that with the exception of 2 projects
(Colombia and Chile) listed in 4 ¢, delay in completion of yellow cover reports
resulted in total processing time (appraisal to Board) to exceed the median
time (10 months of FY69-FY71). The following table summarizes number of delays
caused at various steps in the appraisal cycle.

No. of projects which exceeded 10 months 21
‘-of which caused by internal delays (white
to yellow i.e. exceeding 5 months) 8

-of which caused by delays in production
of green cover 5

-of which caused by delays in start of
negotiation, approval of loan documents etc. 8

A rough calculation shows that about 257 of the delays were caused
by time taken to produce reports (diverted by other staff commitments, due
to extensive revisions etc.) and 75% by factors not under our control.It
would be interesting to know if the delayed projects were, for instance
in countrieswhere (a) education is ubually of minor interest, (b) the
Ministry of education does not have the competence or understanding of
problems, etc. I think the insistence on predicting loan signing and other
events tothe month for such projects creates a false sense of accuracy in
the planning; calender quarters would seem to be more appropriate dates for
these events. I think we can then get away from that unrealistic "norm"
of 9 months, we seemed to have created for the completion of the appraisal
process. Again, must the appraisal process be strictly defined from departure
of appraisal mission to Board? Mr. Koulourianos has implied, regarding his
experience with Iran, that there might be a saving in money if the appraisal
schedule was geared to project implemention.

A feeling I have is that given the present procedures for processing
appraisal report, I doubt if more time can be saved from the appraisal date
to loan signing; a large but sometimes overlooked time consumer is the
mechanical process of typing, proofing, stencilling, printing and distributing
half a dozen or more editions of a report. The main opportunity for time-saving
now is to streamline the process itself. It seems incongruous to take the
same amount of time processing say a $1 million project as for a $30 million
dollar multi-facet project.

* C.A.R & Q}Ialaysia .



This is a preliminary analysis of the appraisal process, more
as a report to inform you of the progress made. You mentioned about
comparing manpower input for each project; I suggest that since the
end of FY72 we will have a good record for two fiscal years, this aspect
of the study should wait printouts of the TRS system about mid-July 1972.

cc: Mr. Calika
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Development of Education Projects FY69-FY71

4(a) Completion of Yellow Cover reports within 4 months

Project Content

Mission Composition

No 0f£/Size of

* Repeater

1/ As listed under project disctiption in t/C agreements.

No. of UNESCO/ Mission
FY Project Institutions Items Mission Bk Cons FAO/ILO _Chief
70 Cameroon 24 5 5 2 2 Germanacos
69 Guyana 8 Q 4 3 15 Lethem
| 71 Somalia 23 5 5 2 1 Pennisi
70 Spain 47 > 5 . 3 2 Lethem
“" Zambia II* ' 4 2 4 2 2. van Dijk
70 Colombia 9 3 "5 2 2 Thint
71 Dominican Rep. 17 4 4 2 2 Koulourianos
71 Greece 5 2 4 3 - Byron
69 Guatemala 7 3 5 2 1 Adamson
70 1Ivory Coast 11 4 6 3 2 Lethem
69 Korea 33 6 | 6 4 1 McMahon
70 Pakistan IV* 2 3 4 2 2 Braithwaite
7% Tanzania* 13 3 4 3 1 Gayle

R Y S - AR R e

No. of
Previous Time elapsed (approx. months)
Missions i
Led By Departure of Appraisal
Staff Missicn to Completion to
Member of Yellow Cover Board
1 3 8
- 3 6
- 8 9
2 3 8
2 3 7
= 4 12
1 4 7
i 4 15
o 4 k 55
i 4 13
5 4 14
= 4 8
- 4 10



.
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4(b) Completion of Yellow Cover Reports within
medign time - 5 months

No. of
Project Content Mission Composition Previous Time el @ sed(approx months)
Missions Appraisal
1/ Led By Departure of to
No. of No. of Size of UNESCO/ Mission Staff Mission to Completion  Board
Project Institutions Items Mission Bk Cons FAO/ILO Chief Member ’ of Yellow Cover
China 6 5 5 4 1 = Bahr 1 5 9
El Salvador 29 6 6 4 1 1 Hultin 1 5 29
Indonesia 5 3 4 3 - 1 van der Wal - 5 8
Iran . 40 7 5 i | 1 Koulourianos - 5 11
Malaysia 21 3 - 4 1 - McMahon 4 5 22
Senegal 4 3 6 2 2 2 Cherniavsky 1 5 9
Tanzania II* 25 4 4 4 - - McMahon 3 5 12
Trinidad 23 4 5 4 - 1 Stewart 3 5 _ 10
Turkey 52 7 7 3 2 2 Sung 1 5 8
Zambia 70 2 4 2 2 - van Dijk 1 5 12

*Repeater

1/ As listed under project discription in L/C agreements.



4(c) Completion of Yellow Cover Reports
ranging from 6 months to 43 months

No. of
Project Content Mission Composition Previous Time elapsed(approx months)
y Missions
1/ Led By Departure of Appraisal
i No. of No.of=/Size of UNESCO/ Mission Staff Mission to Completion to
Project Institutions Items Mission Bk Cons FAO/ILO Chief _ Member of Yellow Cover Board
Chile II* 39 7 5 4 1 - van Dijk 2 6 ' 17
" Chile III* 22 3 4 5 3 - Bahr @ 6 | 10
Colombia 10 3 5 4 - 1 Hultin 3 6 9
Jganda¥* 39 1 6 5 1 - Brewin - o 13
Congo (B) 5 5 5 2 2 1 Bahr 2 7 12
Ethiopia II* 66 6 5 3 1 1 Markgren - 7 13
Jamaica IT* 45 4 6 4 2 - Sung - 7 11
Brazil 16 4 5 3 2 - Cherniavsky - - 10 13
Chad I 2 3 4 3 = = Blakey = i, 15
ChadII* 15 3 3 2 1 - Germanacos 2 15 _ 19
Sierra Leone 16 7 5 3 3 1. McMahon 1 43 49
Kenya* 30 7 6 5 1 - Hultin 3 9 16
*Repeater

1/ As listed under project discription in L/C agreements.



Chad

Colombia

El Salvador

Guatemala

Guyana

Korea

Malaysia

Tanzania

Trinidad

Zazbia

Table ];
Time Elapsed (in approximate months) in the pavelopment of Education Projects
approved by the Board . ry1969
Initiation ' . Total Time élanscd
Rec., Econ., Identification Preparation Appraisal Yellow Green Negotiation Board Appraisal to L}nitiation
eLSs S Board to Board
U - 12/65 U - 11/66 B - 5/67 4/68 5/68 6/68 8/68
et LE A e e Lle=me= (11)==-~-- f=mm=- (17)===-- 11=====(28)----~- lo-vm- (29)----- l-av-- (30)-=--- O i i A e (32)
s e e (15)
B/U - 2/67 U - 4/67 B - 11/67 5/68 6/68 _ 6/68 7/68
S ettt 2-=====- (2)====-~ T===== (9)-=-==-- fmme== AR5) - loe=== (16)~===1=====- (16)---== T i B O D S S (17)
i T e ok 08 o 2 O S S S 9)
B/U 11/65 B/U - 12/66 B - 12/66 4/67 5/68 12/68 4/69
P s i i i 0 G0 S 11---====- (11)====lew==- (12)--=~-~ Semmm= A(17)-===13-=~--~ (30)====T=m===- (37)--=--- o o e o e o o e (41)
_ R (29)
U - 4/67 B - 1/68 5/68 6/68 9/68 12/68
v Xeeemesm-m-cesm=-moo--- 10---=(10)====~ fmmmmm S R Inwman (15)e===-3-===== (18)~===- Jemmcmmmmmmmemeemesemeeeomoseee (21)
- T i e e S R e e s (11)
B/U 6/67 U - 3/68 B - 7/68 10/68 11/68 12/68 1/69
Kmw——msmmsmmcsssessms-ssammsssssesosSSSs Qewmrmo=- (9)====-- 4m===(13) ==~~~ 3emma- BN ) e e Lem—e= {17 )emealonasn= (18)-==== y [T —— L e (19)
X-mme==cmsmmm----ocsae pemesmmmmsesssssmemsmssSssssoCocSSscoscoesoss (6)
B/U 3/68 6/68 U - 7/68 B - 10/68 2/69 ! 3/69 4/69 5/69
K-mmmmmmmmeeesmeme——e————— 3-===(3)=====- l--memmmm- (4)-====- 3-==-- (7)====-lmm=== -{11) ----- lrne== (12)=e==l=ermn=- (13)==ww=m lememm—memccmmsmm—csemm—— s (14)
o R 7)
. U - 11/66 B - 8/67 1/68 4/69 4769 5/69 |
Xmmmemmmmmm - ——————— 8mm==- (8)----- Semmam— (13) ~~~--- 15-===(28)====1=====~ (29)-=--- e o enna e (30)
B e s L N o U S Y I e o ot R A S e S R S R (22)
9/67 B - 5/68 10/68 10/68 11/68 4169
--------------------------------------------------------- 8mm====(8)=====5===== (13)-~----1—----(14)----1-—---(15)---~-5------_---_--------------------(20)
S I = S S S S e L SR SR EEER TS A ma A (12)
U - 7/67 B - 12/67 6/68 7/68 8/68 10/68
Kmmmmmmmem—mmmm———=== Semmmm- (5)===== fmmmme 11)--===== IEEEEE (12)---=1-=-=-= (13) ===~ B S S S S (15)
s (10)
U - 3/66 U - 3/68 B - 4/68 9/68 12/68 2/69 5169
Xememmmmmmmmmmmm—————— 2= mmm (24)====-= la=m-- (25)===-- Gemmeeid0)-=-===- Jemmm- (33)=--22---"" (35)~=uun 0 g i e S 8 (37)
T i O (12)
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* First appraisal mission

. . -
- o e : : Time Elapsed (in approximate months between missions) iu the Development Table 2
& i ' - of Education Projects approved by the Board in FY 1970 -
Initiation ’ Total Time Elapsed
Rec. Ecom., Identification Preparation Appraisal Yellow Green Negotiation Board Appraisal to Initiation
etc. . Board to Board
Cameroon B/U/F 5/68 v 11/68 B 1/69 4/69 5/69 6/69 9/69
x e e -~ 6 (6) 2 -(8) Jo====(1l1)====1l===== (12)===== le==ee(13)====-3-- (16)
. e ®
Chile IIL ' B 5/69 ° 11/69 12/69 1/70 3/70
Kewmmerecdnccscannne Gemmm- (6) ====l===eax (7)=mmm== lecenn- (B)===== lecmmcmcmmcceceaaan -==(10)
0 e A e T PP 511
Chile IL#¥ U 7/67 U 6/68 B 10/68%* 4/69 5/69 6/69 3/10
x 11 (11)re=domeffennenaa- (15)====§~=e=(2))====lan=ma= (22) =====l=m=e=(2])=m=m=fomnmmcnnccanne mmemmse—a——— (32)
Kemmrmorsce s e ne e . .- ————————————— m—mm——— m——- - (17)
China U 1/69 U 5/69 B 9/69 2/70 3/70 4/70 6/70
x- 0- 4 (14) - fommmmaana (18) ===== S===(23)====l===== (24)==m=elocnn= (25)===n=2-mm=== -——- (27)
S D e 5 S i - P — PN A (9)
Colombia II - ) -B 5/69 '9/69 12/69 2/70 5/70
x==m hmmmmm(4) ====3 Q) 1) i ISR --(12)
Koo o o m———— s sssssssssmss e ———— (12)
Ivory Coast B/U/F 1/67 B/U 5/68 U 11/68 * B 2/69 6/69 8/69 9/69 3/70
x 17 (17n-- =Jrancaca (26)====bmum== (30) ====2====(32) ====== les==a(33)=m-mfmmmmmnnnn -—— (39)
e e i s G A N RN S SRR srassnaeasll®)
Kenya II F/B 9/68 B 1/69 10/69 12/69 2/70 5/70
Kemmmmammmnmn o ———— fmmmm——— (4)=====Gumcaa(ll)===m2mm=n(]l5) =mm=== 2emmena(l7)===deccannas —— -===(20)
e o i o i aesl16)
Pakistan IV B 6/69 B 11/69 3/70 4/70 4470 6/70
x meeseesscsssssssssssssssssessssssssss—e—=s== EECEE R EEL LR (5) ==m=bmeenn= (9)====lama=a (10)====== lenwees (l1) ===2mmmcmn= - ——— (13)
Kemmmmm—— 1 -----—---(s)
Sierra Leone F 2/65 U 6/65 B 1/66* 8/69 10/69 10/69 1/70
Kemmmemmemanan——— et (4) ==mmm=e- Tommma= (11)====f3mmmm= (54) ===2===a=(56) ===== lemm——— (57)====d-recccmmmccncencnene e em e (60)
Amwommmmnean sessmssssmsem e —————— e s mesmssssm——————— (49)
Spain B/U/F 10/68 . U 6/69 B 10/69 1/70 2/70 3/70 6/70
e e ittt YELEE LT (7)mmmmmm=m fmmmmm— (11) ==m== ELEET (l4)s==lmmmme(1l5) ~m=m=]lmmnn== (16)====3--= -- -==(19)
X== i v e R R )
Zambia U 3/68 B 4/69 7/69* 9/69 10/69 11/69
X=====e—scscccacaa= 13mmm== (13) ~====3=====(16)~~==2 (18) ====1 (19)===== l==-== -- m————— --==(20)
Aememmemmmam-—————— -- msmseseee———— s ssmsssssem—————————— (7



* First appraisal

N .
i Time Elapsed (in approximate months hetween miszions) in the Devclopment M
of Education Projects Approved by_the %aard in FY 1971
Initiarion Total Time Elapsed
Rec,, Econ., Identification Preparation Appraisal Yellow Green Negot iation Board Apprais to Initiation
ete, Board to Board
Brazil B/U/F-6/68 U -9/69 B - 2/70 12/70 1/71 2/71 3/71
Kmmemmmesssssscacaaoa 15======== {LiYanmesngmanaus (20)=====10-===~ (30)====-= lesemee(31)===-=- lemwe= (32)==mmmmmann lem== ———- (33)
e e e e mmmmmmmaa (13)
Chad II U -2/68 B~ 9/69 12/70 1/71 3/71 4/71
K=merorarerennnmancsaan - = -=(38)
Congo (B) B -1/68 U - 1/69 U - 10/69
X=mm=m===mmemeeceasa= 12===mmemmmcnn=- =G cmmem—aa (21)====~ Semmmen(26)=mm== T====== (33)-==n- le====== (34)~=e=- lecene= (35)========= Jemmnrmmm e —————— mememmmmenae==(38)
S I e (12)
Dominican Republic B/U - 6/69 U - 11/69
x - Semmrmmsan(§)mcanncfccacnn(]0)ememmfenccnc(lf)~mnem]lemmena(l])=mmsmle=emee(lf)sosmcoclonmncnmnconnncnocns =-==(17)
- =-(7) '
Ethiopia II U - 12/68
T 14 ———— cmmmmemmmm—————— (¢1))
-=(13)
Greece B/u - 2/67 U/F - 4/69
x 26-= Bresses s R e e L L P e B e (45)
------------------------------------------------------------------------------------ (15)
Indonesia B - 1/69 B - 6/69 U - 11/69
B —maas s (5)====n=- Semeammssia(l0)siansdmmncai(13)srmmmnfannnac(lB)smmaslesnree (19) ~mommlmnemem(20)=co=m==m=lsansooandesenasnaransnanonasaon e (21)
----------------------------------------------------------------------- (8)
Iran U - 9/68 U - 9/69
T y | (ORI [ ) PR SRR g U PR b L B B R bt et e U e e (25)
------ (11)
Jamaica I1 '
(an
Senegal
-(25)
Somalia U - 5/69 U - 4/70 B - 8/70 11/70 12/70 3/71 5/71
X==wosecscs T 11======-- (11)----- fmvnmnn {15)smun=~ Jrmmana (18)====- Yoeemen {19)=emmn J=pmee {22)-stcacans fuiidiade e e L e (24)
e (9
Tanzania Iil B/F - 5/69 B~ 2/70 6/70 7/70 8/70 2/71
X==mmmmmmmmmmemaaao- 9ammmnn (DY memsrng = mennn £1a) e lesso=n (l4)==n=m | EETEEE (15) ==mmmmmnn fmmmmmmmmmmmmemmmeemmmceeeaooaee ([¢19)]
A o R A AR S A S S S e S A A e R S SR S R (12)
Turkey U - 7/69 u-=-17/70 B - 9/70 2/ a/n 4/71 5/71
Hmmmmmmmmemecmmemaaas 12-=======(12) ===~ b (LA g=amiia - C1 )= Trmsaun {T0) =uisiaia 1 ewimns {2 -==mmerae lososmememmeeemcecmaccccecaao o ee e (22)
e o T A o A e . A SR e e S e (8)
. Uganda 1T U - 2/69 U - 1/70 D - 11/70 12/70 3/n 6/71
Xmmmmmeeccememeesaaen Il=msmmnmn {11)===== I {15} e b=Semrs (2L} me=s= s (2P )a==au P o Jommmmmeemmemmes oo (28)
A SRR e e eGSR ASLE S S AL NS S LRSS RS EEa R s SCLL S L SN S A —— (13)



INTERNATIONAL DIVELGEMENT ] INTERNATIONAL BANK FOR I INTERNATIONAL FINANCE e
ASSGCIATIC RECONSTRUCTION AND DEVELOPMENT CORPORAT | ON AEeem
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* _ A F R P gt
;- OMHCE MEMORANDUM e
. ¥O: Mr, Bernard Chadane? # 8 o A DATE: Octcber 15, 1971
; . 2 " - ATy
"FROM: John Blaxall M(% ; ccs DSB /
BJECT: Tire Elepsed Prof=ssing Lending Operations, FY&9-71 RHSE |~

5 7 As you know, we have been working for some time
project procassing experience in FY71. For a variety of reasons we have
In the meantimsz, hewever, you

‘not finished as quickly as we had hoped.
may find it useful to have the basic data

2. The attachad tables cover three com

tableswe have assembled. -

e=iie. Chiefs

Advisers

on an énalysis of

plete yearé of lending opera-

tions. You will note that in FY71 the average processing time increased
to 3-1/2 months, after falling from 11 months in FY69 to 9 months in FY70.

8 months in FY70. As in previous analyses

from the sample s their processing data w

- Extension, Indonesia - Technical Assistanc
Program Loan. The follcwing table, which

.~ with that of FY63 and FY70 confirms the ov
- Processing in FY71 took longer than in FY7
" - :the upper quartile--those taking the large

"The median processing time, in many ways a more meaningful indicator since
- dt is not so subjzct to distortion by extreme values

» 2lso increased again
to 8-1/2 months after it had fallen from roughly 9

~1/2 months in FY62 to

» the time elapsed figures for
Projects brought to the Board in FY71 are from departure of the first

- @ppraisal mission to Board presentation. Three FY71 projects were excluded

 were not comparable: Guinez - Boke

(=3
=

» and Nigeria - Rehzbilitation

compares FY71 processing time
erall.impression that project

0, pe

% f Project Processing Time in Months

rticularly, for pro
st time to process.

jects in
S

o
——

by sector,

v
=~
=

S ';:-:1'_ ~ . Size of Lover 4 Upper
. SMET R R ~Sample Quartile Median Quartile
g s 5 ¥ = ; £
. H . . :
" FY639 105 7.2/ 9.6n 13.1
. FY70 . 117 6.3 = B 10.5
- FY71 126 6.8 .3 8.5 11.7
o s e e S & S A i i S R A 2
A e The tablzs also present processing time by recion and
and the date w2 sroducad earljer describing FY89 and FY70 are includ
for your convanisnce. W= are ceatinuing to study these statistics and

. .other informatica we hava garnered in the course of

to sead you a pzper within the next two or

13
-

2 Attachnants
cc: Mr. Aldawvarald
_¥r. Copa/Mr. Villiams ®

EGillatte:ome

1.
tnrees weeks,.

this study, and hone
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FY7l Tima.Elapéed in Pays-

: Potwveen Departure of First.Appraisal Mission
; and Board Presentation

 Lover | Yedian |
Quarjlle

JO"hL - Daparture of Appraisal Mission i _
to Board Presentation - . 205 - 255

'iﬂppraisa_ ¥Mission in Field . AT - SR ]

: Rctﬁrn of Mission o Yellow Cover I "'.-98 1

% Iellgﬁ Cover to Green Cover - -

"_ Green: Cover to Invitation ey 20

“Invitation to Start Hcrotiations S | 30 -. :

: (Start Negotiations to hg reerenu] QL) (28)

g Start Looo at*ons to Board Presantatlon 3? o h§‘

- 3 -

: i'-Shm of Stages £ -'T-T'{Jll 1;?1 161‘ i 28
Y Size_gf Sample '  C v . e, B 1263/_

. '
- e

Upper i
" Quertile

3
- 3L

< 222
3

-'-33' ' :

T8
(w9)

3/ P:djects excludad: ﬁigeria - Pehzbw atﬁoq Proaran Loan

“ Guinea - Baoke brten ion-

Indonesia - Technical Assi%t ree ‘I

. tmas i e e ewaes - s - ey —— _.-_-...-5—-—--———, -_.-—-l—..—._._.—_-

Avera re tims for proc seing a project: 287 days

e T e U R T B e .ot e i e — e = e i ‘ - ——




_ “FY7L Time Elapsed in Days batween the Departure
- of the First Appraiszl Mission to Board Presentation

Distribution by Area

at 8 5 & ¥ = Size of Lower & F .' : Uppar? I
o N ‘ - Sample Quartile Median Quartile

o

B Azt T ——

A Soih, Jusrthn, © . 0E . L. R 3. W _‘
& géstern ifriﬁa | o | 1?.l‘-'-;: 123f .‘- _ .323.'_ | . hos
L "_mgm' ;A 29 225 | 268 . héﬂ_
. south hsia St e R 30
ﬂ;_%_, }bsbefh Arriba-‘f | -:- 16 .t_h ;..226. .-. -261 o ,‘393
”.}'l Eaﬁt-Agia 2 Pacific '_ 2 ':if; 195. B ’ 225_'., :"265
L Central An. & Cargb. . 12 te 18_:r._ b as T 230

% -

| Overall FY7L Progran 26 ©7 Tgog T =megs L 38

»,



FY!l Time Llaﬁsnu in D:ys
-of tbr Stages in Project Processing

; -fzon the Departure of the First Appraisal Mission
-k

to Board Precentation

. {Start Yegotiation- ncreerant) (68- 31~ 21)  (38- 22- 15)(201- L5~
Starl Negotiation - Board Present- - : : " .
.90~ L9- L3 - 53~ 13- 3L 127~ 7i- 39
., 368-262-1178 254~210-15 L93-252-15),

ation =
Sum of Stages
- Size of Sample

| (Upper Quartile - Median - Lowor Quartile)

'East Asia

19

29 2 oo 17

" Eastern Vestern & South
\__Africa ___Africa . Pacific bsia
“OTAL . B06-323-937 393231220 265-225-195  351-365-1%5
“Apprais2). Mission in Field "33- 27- 21 30~ 27- 17 35- 2B- 20 LB~ 3c- 31
x Return:of Mission - Yellow Cover 158-113- 85  127-108- 70  313- 90- 81 116~ 79~ 61
7. Yellou-Creen Cover 36~ 23- 15 78~ 30- 15 33- 21- 13 31~ 21~ 1l
Green - Invitation . 52w 27- 12 27~ 16~ 9 k1-- 20~ 10 k- 23~ 10
= Invitation - Start Negotiations 24~ 10- .7 - 31-122- 6 26~ 1L~ 9 39- 16~ 2
" (Start Negotiation-igreement) (63~ 58— 2h) (38- 30- L) (28~ 18- 7) (h2- 14~ L)
Start legotiation - Board Present- ; : : g
ation : 99~ 77- L1 91~ 57- 36 60- Lh- 36  L2- 38- 30
“.Sum of Stages . h02-277-282  384-250-153  308-217-169 - 317-212-133
Slze of Semple ey o A ) 21 1l
- Burope Central * e :
Micdle East America & South Western
a2 SR g & Norih Africa Caribb2an - America Hemisvhere
FOTAL =~ - - - "0 128-265-225  730-215-187 L70-323- 18? [022539-157
T Appraisal Mission in Field . 35- 30-20 - 28- 22- 17 55 27~ 19" 35~ 2b- 219
" - Return of Mission - Yellow Cover 130-116-~ 7l 111-} 9L~ 69 156-101- 65 "2k« 98- &9
Yellow - Green Cover - 39- 27~ 21 35- 25~ 20 37~ 28- 16 37- 27~ 15
" Creen « Invitatien - 85~ 30- 16 32- 15- 11 97~ 16- 13 61- 15- 13
In71uat101 -~ Start Fﬂ~otlatﬂons 19~ 10~ Ly S- 3« 3 21- 7. 2 10- L4~ 2

) _(?7‘ 35# 12)

10k~ $3« 35
375201150
29

'~€!:T::f ol -}};_ Ny
i



FYTL Time Fl”p%ﬂd in Days
, of Stages in Project Processing
frow the D,pqruvre of the First Appraisal H1u51on_ '
: to Board Presentation '

Distribublon by Sector

- “I(Upper Quartile -~ Median - Lower Quartile)

. Agric. fgric. . Agrie.

T e B o .- CGener2l  Indusiries  Irniszation
. TOTAL St T 0P BT C309 98] B97-355-2L3 -+ 287~ 57-225-208
" Appraisal Mission in Field 3h- 2h- 21 ¢ 35:‘37: 2, L0~ 35- 27
Return of Mission-Yellow Cover 174-122- 90  324-143-103 113~ 9k~ 63 : |
z*- . Yellow-Green Cover . 30- 24~ 25 sh-hl-12 28~ 25- 21 !
. Oreen- Invitation 27~ 9 g7~ 38~ 0 86- 22~ 1 - :
Invitation-Start lzgotiations 28~ 14~ 7 . 39-33~- 6 - 6- O
=(Start ’erou*atwon-ﬁvreeﬂmnt) { 635~ 32~ 11) (1?o~ - 7) (3ln 28~ 9)
Start legotiation-Board Present- _ . .
. ation J- 206~ 57- 195- 71- hz 61~ 36- 22 oAl
. Sum of Stzges d o N 399*2) 1’81 707-355-187 3L2 218- lh? R
'Size of Sampls . . ,“f;f;-_'_ A k
4 S N deh me e 8w srae " TAvestock Credit - DFC : - .
" TOTAL e Y BT9oZeh-197  3ul-273-150  [183-205-I51 e
Bppraisal’Mission in Field 38~ 33- 22  L5- 26- 22 LY~ 23- 17 ;
Return of Mission-Yellow Covnr 102~ 85- L2 195-107- 78 95~ 56~ 35
~ -Yellow-Creen Cover . -39-27- 16 30- 21~ 13 g6~ 27~ 13
“Oreen-Invitztion 167~ 38- 1L " 68~ 35- 13 65- 27- 16
 Invitation-Siart Negotiations ~ LOo- 8- 3 . 218- 6- 2 - 30- 26- 2
' (Start Negotiation-izreemaant) ( 96~ 31-19) (19- L~ o) (ALL~ L4~ 25)
Start lieg otiztion-Zoard ’“esent— ; ' i & 4 Y
ation . © 3L48- 53- 35  LL- 35- 28 153- 90- LO
. Sum of S*aaas : . 83h-2Lk-132  Loh-232-156  LLY- 2h9 123
“.Size of Sample . T U T30 s i ] Scn g W seus A s

‘.
R
'y




- FY71 Time Tlapsed in Deys
of the Stages in on.ect Processing {
from the Departuré of tne First Appraisal LlSS;On a o
- to Board Prevﬂﬂuatlon o o

. e———

- (Upper Quartile - Median - lower Quartile)

Power ' . Te]ccon : "'Watcr Sunn3f-

TOTﬁL : ' 393- 255-111 111 _ 501*232,;;0 L31- “5> 23?
Apprelsﬁl ¥ission in Field 35: 30- 21 09 23- 20 65~ 36- 26
“Return of Mission - Yellow Cover 182- 83 55 . 113~ 9L~ &2 . 151-123- (43
" Yellou-Green Cover < . oli- 27- 1k 22- 13- O L5~ 31~ 16
; sen - Invitation 20~ 13- 10 §3- 23- 6 197 53- 13
 Invitation - Start NMerotiations e Bs 3 ° v THBs T~ 23 o~ 11- 3
(S‘urt ‘h"otlstlodvﬁ re*"ﬂvt) ~(58- 26- 1) - - (151~ 27- 7} . (62 59- 3k)
--Start otiation - Poard Pre- it 7 _ =
scnt*tnon : 88- L3- 36 7 28l 6~ 35 " 90- Th— 19
- Sun of Stages : - 369-19L 150 - on7-230-127 562-328-193
-Size o; Sanole ' ' A e | _ 8 ;- - o 15 AP :
. -.Q!-' 3 _: s .- : ."'-__—-—-F'.—'_""'-'-‘-"" e __-..v-—--b"-""""—"-—-n-_
Jom R g s SO o g ; Educat%o B -T1 o] 7S ..3&.}_}.1’?_3:{_?‘_-. ' - Portis
- TOTAL . e T 502 355-251 38Tk 5-21k 323-250-111  223-2& 253-202-157
knpralsﬂT Nission in ;1eld 35— 31~ 27 " 30- 23—;16 “Lo-, 35- 22 19~ 15-
turn of Mission - Yellow Cover 158-137- 103°118- 96- 68 116- 80- 67  103- 85- 61.
Yellow-Creen Cover ES- 5 23 38- 28- 13 88, N 33 P 15- 11
Green - Invitation ' 25- 11 50 20-10 97- 17- L e Y= B

InV1tat*on e 3tart Negotiations - 99."18+ 11 -25- 12- 7 2&- 9- 2 " 63~ 1- 0
(Start legotiation-Agreswe gnt) -~ (60~ 20~ 15)(L3- 37- 1) (77 _ Lg- 18) (38- k- )

" Start “e~0u1au10ﬂ - Board Pre- 18- L9- 38 101-53— LO 104~ Lh- kO 56~ 36- 33
- sentation . e @ 8.0 '
Sum of Stages _ B ® 330129§:213 353—2394156 LO?—“O?—th -3,5-179-121
_ Size of Szmple S ' _//‘ = 3 W S
iy oo i S Sl A LR _-—-;—e~———' —
s
& 7 G\E//,. 2 2




.. ) =L * o
v ‘_'
; . H
i T . PADJECT FAGCISSING TIMIS IN MOWTHS, FYs 1359 and 3370 °
-: et % . - i . _(From Ceparture of First Azpraisal Klssion through Board Preszstation)
FY yé; © Ry 1970 ; FYs 1553 £ 1570
Sizc ¢f Lowar Upper Size of Lower Lpper Size of Lecnar Upper
sk S2ale Quartile Fz22ian Quartile $2rale Quartile PKzdian Quarzile Sa-sle Quartile Fedian Quartile
clor - . o s vl 3 z .
e 7 s @z) 153 n oz Gy p2 s s fos? 1k
2A. t A3, bad. 0 12.3 13.5 15.1 1 7.8 1.7 12.1 2i 5 12.2 16,3
reige . an i .6 . 6.0 8.9 . 15.9 ] g.2 3.3 1.2 15 7.4 5.3 11.2
fvestock & Ag. Credit | n .8 5.2 15.3 ° n 1.0 10.2 13.3 22 1.5 8.7 13.3
wtates: o5 T B 8.2 10.2 n Y P % 5.0 . 53 82 . g
. : : ; 5 a8 o ; / W5 :
lcation 10 5.2 11.0 15.5 n 7.1 13.5 o (s ) glE _____1_5_&__9__.__0)‘
e o S i e, - _I"” Fend ‘—'I‘“T-"—"'"-"-'""-' == ” )'“ s e i *—"-'“‘ S s \__-_/‘ :
ey T Lem S e IV .5 2.0, .- 357 1Y 5 1.0 8.5 1.3 -
®c Utilities 26 6.0 g4 Jo.y- 2 6.0 .3 9.3 Ly €0 T 2.9 .8
Hectric Power ; 18 5% 7.5 5.3 Tﬂl- 5.7 Z‘.S 5.0 30 5.7 7.1 g_n
leleamunications GRS €.7 8.4 5.5 6 6.0 7.2 .3 -1 6.0 8.4 9.3
tater Supply 5 1.9 10.3 na 3 2.1 %) 10.0 8 8.3 5.7 10.9
¥ " .' Efe ..~' . : v 5 Wi ’ .- " ) ‘ o . 4 o 5 _\ i " L
ranspactation o i 10.2 1wy -.6.0 Ly 8.5 (13 3 g 1.2
lighways %E ;.s 10.2 13.1 21 8.1 7.0 Bl6 5 .6 T 1.2
lorts £ Pipelines [ 5.3 15.0 15.2 [ =5.8 = . 8.3 12 6.5 8.8 15,0
laTiways i o 6.1 6.6 8.5 4 6.5 9.2 12.6 8 €.1 7.1 1.0
i : ) . N . I '- - il - AL L x = LN '- = fix G o ] .‘_ i . ;
istern Afeica u &5 M3 Ws 0 16 80w 52 3 83 1067wy
sternAfeica . 200 100 128 150 19 60 23 e3  ® 12 39 ns
1t Asfa € Pacific = I8 . U BN e 7 .0 18 g 35 6.0 8.1 1.6
nth 2sia - 3 6.7 8.9 e 2 5.7 gl aa’ N 6.2 - 2.4 9.7
sreye, Kidile East 13 -6.5 2.8 1.3 1% : 2 T 8.5' e 27 6.8 8.4 10.8
B Karth Africa . e - IS o | A e T By e R
oy - - o e e He < A = e e = A S ¥ A L s isn i ety S
entral Raer. & Carid, 7 10 1.6 5.7 10.8 10 6.2 " 28] 9.4 20 £.6 3.3 10.1
Suth R-arics 111 6.1 9.1 9.2 17 5.7 .0 -1 3 5.8 3.0 107
. L g -, - y . _’ Ry o ' Ji i . .
11 Projects 105 7.2 9.5 13.1 ny 63 £.0  10.5 222 L o 1.3
I tncluldiag one prajest ::1:,‘[n§ sevaral sudseclars, < y P
3 = . "y ; ’ /6170
L ] . Lo Tt
. - i £
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1. This is in response to your memorandum on the above subject
dated April 25, 1972, addressed to Mr. Fowell with the attached
nesorandum from Mr. Chadenst and sn attached Appradsal Report of
mww(m) the Asian Development

2. I have reviswed the sbove appraisal report and compared it
with gimilar Bank appraisal reports. My findings are given below.

3. The outline or framework of the ADB is very similar
to Bank reports. Within this similar however, the content
and presentation of the ADB report is somewhat inferior to Bank
reports. The following weaknesses bear this out:

(a) The ADB report is more descriptive and lengthisr than
Bank reports but contains little additional information. The
information on certain items is scattered and sometimes duplicated.

g

of industry, the taxation s @xport-import duties and
schemes if any. As a result, it is difficult to evaluate CIC's
present and future role in the development of the industrial sector.

(e) There is no consideration of CDC's role (or absence of it)
in mobilising financial resources from the market.

(e) Certain financial retios relating to CDC's profitebility
are not evaluated.

L Over all cne gets the impression that the ADB report is less
and critical than similar Bank reports. On no one point

ccs Mr. Diamond
VEChaudhry :hh

\f 0.7'151_.
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Mr. E. J. Capbert April 28, 1972
A. d. MGM

Information Requested by Mr. McNamara on
Project Costs and Completion Time

As specified in Memorandums dated April 18 and April 21, 1972,
from Mr. H. B. Ripman to Heads of Projects Departments, enclosed are
Tables 1 and 2 (with Explanations attached) containing the requested
information on Ports Division Projects physically completed in FY69
through Mareh 31, 1972.

J?Zodllinncv:giz},fr

Enclosure



1) (2) (3) (L)
loan/Credit
Amount (million US$)
_of Project Number Oripginal Final
Construction 29L4-IN 21.0 18.8
vuipment
. Construction 36L-NZ 7.8 6.7
od Water Transport 65-PAKY 5.3 5.2
. Fxt, and Improve-
L37-PA 2.75 2.75
(enstruction L63-H0 L.8 L.6
Construction LL;6-PE 9.1 8.1
Dredging Project 617-LBR 356 3.5
. Construction
Joninment L29-5p 40.0 L0.0

dit

AL L
(5) (6) (7) (8) (9)
Month/Year Month/Year of Completion Time (Months)
of Completion Estimated Variance
Agreement Estimated Actual (5 to 6) (6 to 7)
8/61 9/65 7/68 L9 +3L
11/63 12/67 7/68 L9 +7
8/6L 3/68 3/69 L3 +12
12/65 9/70 5/71 57 +8
8/66 12/70 12/70 52 0
5/66 10/69 7/170 1 +9
6/69 11/71 7/71 29 -l
9/65 12/68 3/72 39 +39

Projects previously reported and listed in Annex to Memorandum of April 18, 1972.

Project previously reported in Annex to Memorandum of April 18, 1972 with datz "filled in by Division'.

‘‘ow projects physically completed by March 31, 1972 but not previously reported.

(10)
Varinnce
ag % of

Egti 12

+70

+1ly

1
- P

it M s o



-TABLE 1

Attachmens

Explanation of Delays Exceeding 18% of
Estimated Time for Project, Comnletion

Ly

Following projects more than 15% in excess of estimated com-
pletion date (see column (10) - TA3LE 1):

*29L -1 INDIA Port Construction and Equipment
*65-PAK PAXISTAN Inland Water Transport

( BANGLADZSH)

LL6-PE PERU Port Construction

——

¢

The contractor on this préject, an Italian-Peruvian consortium
was slow in progressing the wori; construction work was completed some

18 months late. There were some serious foundation problems encountered
which contributed to the delay.

L29-sp SPATH Port Construction and Equipment

Execution of project items was delayed principally by contracting
and procurement practices but this was considered acceptable because the

work involved 121 international and local tenders. Administrative procedures
also contributed to the total delay.

Narrative explanation of delay in cempletion

ACCOTOANTINT Anravan 4 Vamamsnipam <8
LS fasl e = EE Y Y S e | - e
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Explanation of Cost Overruns “ore Than 153
In Excess of Estimaie

Following projests more than 157 in excess of estimate (Columns
(1L) and (15) - Table 2):

(1) (15)

Type of Project No. L.C. Variance (%) Total Variance (%)
Port Construction

& Equipment 294 -1 +105 Y ug
Inland Water Transport 65-PAK ' +81 +32
Port Extension &

Improvement L37-PA +29 -
Port Dredging 617-L3R +50 -
INDIA: 29L-IN

L.C. Variance (14) -

The local component of actual project costs increased by 105%,
from an estimated Rs., 47.5 million to Rs. 97.6 million. Iumerous delays
wer2 incurred in ths implemantation of project items resulting in major
price increases., Slow construction starts, ‘losses in key personnel, ap-
proval procedures (referral of decisions to New Melihd for approval), changes
in list of goods, and emphasis on local prosurement (and practices), all
contributed significantly to thes cost escalation. Devaluation of the Indian
Rupee on June 6, 1965 wis also a prime factor,

Total Vartanan f"_f"\

The increases in local costs resulied in a price incrgase of 27%
}J
over thz amount originallvy estimated.
>

PAKTSTAN (BANGLADESH): 65-PAK

L.C. Variance (1k)

The local component of actual project costs increased by 813,
from an estimatsd Rs. 2Lh.3 million to Rs. Lk.O millien, Local cost increase
was dae rv. vo increascs in tie scone of tke vroject, such as a larger
nunmbar of ding stezes, additional offica buildings, and living quarters
for perso note lacations. Also a factor was the substantial in-
crease in land acquisition costs as ths project progressed.




Total Varianze (15)

The 32% increase in total cost is solely dus to the increase in
the local currency component.

PLRACUAY: L27-PA

.

L.C. Variance (1hL)

On this project, ths local currency compenent increased by 297,
from an estimated 2 183 million %o £ 235.6 million. The cost increase was
caused by engineering changes based on more detailed information on physical
conditions, zensral price cccalation, and increased payments to engineering
consultants for the extended constryction period,

LIBERTA: 617-L3R

L.C. Variance (1L)

The increase in local currency costs, approximately LI3Z3 300,000
over the original estimate of LIRS 600,000, was due to the contractor's bid
which was below the estimated foreign component and higher in the local
component, his increase in the local cormponent cost of some 507 is con-
sidered reasonable, however, when viewing the projsct on a total cost basis;
i.e., total project cost exceeded the original estimate by only 53.

B ol bl ko o e




(1)

Type of Project

PORTS

Port Construction
and Equipment

Port Construction

Inland Water Transport
Port Ext, and Improvement
Port Construction

Port Construction

Port Dredging (b)/

Port Construction
and Equipment (c)/

* Credit

*% US$1,00 equivalent

(2)/ Estimated "Actual" costs base

1 on

n beste information available at this tine,
(b)/ Project considered phvsicall-

(c)/ Project considered physicalls

(2)

Migm
nu,.-ber

294-1IN

364-N2

65-PAK*

. 437-pA

463-H0

446-PE

617-LBR

429-3p

e

Cosinicoted,

.
e Ly i T
Cotpiisted,

()

(6" (2)
3 4 (5) (6} : ol H . T '.-,. __-'l Prey 4 s
(Lian/Credit( ) Honth/?eaé Estimated Project Estimated Project LnLlMuL:h ﬁchLVL
Amount (million USS$) of Costs, Foreign Com= Cqsts, Co§ts3 ioﬁfa\
Original Final Agreement ponent (millionUS$) Local Component (nillion USS)
21,0 18.8 8/61 21,0 Rs, 47.6 31.0
7.8 | 607 11/63 18 NZSh. 34,3 1256
3.3 5.2 8/64 6.2 Rs, 24,3 11.3
2.75 2.5 - 12/65 2.5 ¢ 183 3.95
a2
4.8 4.6 8/66 4,8 L, 4.8 7
.9.1 8.1 5/66 9.1 S/. 150 12,6
5.6 355 6/69 3,6 LIBS 0.6 4,2
40,0 40,0 9/65 40,0 Ptas, 1,484 61.2

Remaining items to be financed (to July 1972) from loan account in US$50,000 for

e : o ~avised li"l af
vevernment will fimamce remaining and/or revised lis

Lxchange

e e

s/. 43}
LIBS1.00

Ptas, 70

Adviser's salaries,

govés and remainder of conmstruction of mineral »erth.

(10) B eah) (12) (13) (14) 9
Actual Project \Actual Project Actual Project Vzriance Variance a
Costs, Toreign Com= Costs, Local Com- Costs, Total between between Lcty?gr
ponent (millionlSs) ponent (million) (million USS$) (10)&(6) (A1) &(7) (12) &8y

% % Ve
18.8 Rs.97.6 39,3 ~10 +105 +27

6.7 NZ58h.34.3 (a)/ 11.5 ~14 0 -9

5.7 Rs.44,0 (2)/ 14,9 -8 +81 +32

2,7 ¢ 235.6 p 4.5 +8 +29 +14

4,6 b Sub gy -3 +13 +1

8.1 S/. 161 11.8 -11 +7 -7

3.5 LIBS$ 0.9 4.4 0 +50 45

40,0 Ptas, 1,574 62,5 0 +6 2
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Mr. E. Capbert April 28, 1972
B. du Parc
Project Costs and Completion Time

1. According to Mr. Ripman's request, we have prepared information
on project costs and completion time. Attached are the tables with
footnotes and explanations where necessary.

2. As suggested in the memorandum dated April 21, 1972, we have
excluded from the ject costs sheet two program loans/credits

(162-IN and L428-EA) on the following grounds: The two loans covered
finanecing of items under broad categories and reallocation among
categories occurred; in the Indian case, the Bank financed less than
10% of the project, spread over two years. In the case of Bast Africa,
a substential part of the program was carried forward after 1967, making
any comparison with the planned program slmost impossible. Attached
are the data related to these two loans/credits.

3. As indicated in the memorandum dated April 21, 1972, railway
projects consist essentially of equipment lists. We have, therefore,
limited our analysis to a comparison of estimated with actual costs
of Bank-financed items. Therefore, figures in Colwmns (3) and (6)
are identical.

4. In three cases (57-PAK, 387-8P, L96-PAK), the appraisal report
did not give any breakdown in the local cost component between the
part related to Bank-financed items and other items. Therefore,

only the actual cost of the foreign component of Bank-financed items
gcould be estimated. In such cases, the figure for local component is
zZero.

5. Railways projects have experienced substantial delays in comple-
tion time ranging from 25% to 100%; but almost no overruns have
occurred. There are two prineipal explanations:

(a) time deleys have affected only a few low cost items in
the loan and usually were related to eivil engineering
works. In most cases, a substantisl percentage of the
loan wes disbursed at the closing date; and

(b) the cost estimates were fairly accurate because in all
the projects, almost all goods financed were equipment
goods, for which good estimates could be made. In addi-
tion, cost estimates for equipment items, which are
completely imported and therefore completely financed



Mr. E. Cepbert -2 - April 28, 1972

by the Bank, sometimes become self-fulfilling, when
the borrower is sble to adjust the number of items
to be purchased in one category to meet cost esti-
mates (typical cases are the number of freight cars,
rails, ete.). Rallways very often plan in finaneial
rather than physical terms and we have no way of

unit oost estimates sgainst unit prices in
these old loans.

Attachments
TOursin/BduPare tbh
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Messrs. Ballantine, Evans, Fuchs and Weiner | April 24, 1972

“E”’H Ge P M) A

B. Chadenet B. Chadenet

Comparison between Bank Appraisal Reports and
gimilar Reports from IADE, ADE and U.S.AID

in order to be able to compare our appralsal reports with those
of similar ianstitutioms I have collected 16 appraisal reports - 6 from
1ADB, 5 from ADB and 5 from U.5.AID: they relate to projects in thea
field of agriculture (3), education (3), industry (1), power (4), water
supply (1) and DFCs (4).

Would you please examine these reports so as to compare them in
substance as well as presestation with Bauk appraisals. While your
comparison should mention in which respects these appraisals seem to be
inferior to ours, it is obvicus that we are all more interested in the
points you judge to be superior so that we cam luprove our work.

Would you let me have the fimdings of your review of the attached
reports by May 12,

Attachments
BChadenet: jfh

c.c. Mr, Dizmond
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Division Chiefs April 24, 1972
R,H.8. Fennell

Project Costs and Completion Time

As you will see from the attached copies of memoranda from
Mr. Ripman, certain cost data are required on completed projects by Priday,
April 28,

At the time of the last review of such projects oanly two
education progects were considered, namely Remya I and Chile I. 1In the
9 month period which has elapsed since July 1971, Controllers' records
show that no additional education projects have been completed. However,
in view of the definition in Mr. Ripman's memoranda of April 21 you may
wish to consider whether Ethiopia I and Philippines I should be regarded
as "substantially complete'’.

I would be grateful if vou could nominate one of your
architects te meet with me tomorrow at 11.30 a.m. to discuss the way in
which we can most easily complete the necessary data for Mr. Ripman. It
would help in the meantime if the persons could read over the attached
memoranda.

“

|

c.c. Mr. Calika
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1. T rafar > tho drft Tirsctopte Momerondum Po. 2.13(0,00)
(Tobenary 1) sa the soljock. The memorindins eiss st lsalsting i
forsipn cooichg® wnd avployment effscts 4n Lo contont of Lhe prusent
cost barefit wnalzals 2nd eophoslingg Lhat the tesie mrrsaied do nod
sdd snything now to the previsus cvaivatin of the ercionic merits of
& project. Tha emloyment effzct £ the eulject of this zomoruindun,
ig im 4he T.0%., ue fiail nod attanpd, bers, to mszars tha Indizect
eploynent effect (£3r andlyticel and staticiicad Qlificulties). ilow-

ever, this zhould nol confupe ih2 Loen@ o4& wWa 4f BOL, In Ny CORE,
moagure $oa indiveet effact on grovith ganeratad By & project threusd
tho medliviier end eocdlerator oo ColEmmpllon and produciion SXpINy
followdny {and during) tha fsplessatation of & glven projsct.

2 ?ha gastloonefit tachrticus of yrofeont sppralissl sins ot
apsurine 4t & prolect wil) provide a resgonalle gooneine and, vhoTe

smorepriate, Tinspeisl retum. The foraer 15 refandad o5 @ mOre Sige
124cant pocsure of & project’s copbribution is the overall growth
shiectives of & eonsiry. the guostisms that rood o Lo fuced, thare.
£irg, ore how &3 w8 Jofing the “scopamic refurn®? end how do WA rULIMIR
tha *growth ctiactives of a country*? Ths ressa for ralsing thes )
cuegiions ctans free tho growin: concern rer rving the current derinie
tlon of Covelonront a5 that of iho process of Beximicling econondc
roturns to oomidal « o defiattion whien 4s cupliclt din the Dukis proe
foct evaluction motheds and et L 2ang LW sosguhal contredictory to
& muier of pollcy oiotements fcoued by the ook ol verioud OCCABLUNS.

3. ig i ettesnt $o bridre 4ha gap lolvoan policies snd CDarde
Jtione, tho D.A provoues s 6oL Lo mssmuring Whg ewolonwnt offect of 8
prajact walel is sumiy thab Ymel libour wuiont shonld ecoed or gnuald
warm costa &b shadow roven. I £all to swo Lhw meaning ond significince
of this tost beccues %hat condlilon woulsd alucys hold uberover 109
gconmie bonnfit/eont ratis is etual o0 o ilrsisr than wie. 10 othae
words the ermrloyment tesd will aluzys D@ poulilve forr ovary sppwovad
project] we may tharefore pab curdslves on (hs backs

Yo | Mose geriezsly, althourh the test moy eppear hareless as it

is pothing tut & slmols reseranmument of tis verleblos of the cost/
tenefit calcnlatione, the resulis sre nislasding. Consider the foilwwing
soample of twe projecis with identical cost benelil rallos Dub 2os of
thems §8 less lsboue intonsive. (Tho flgures voed are from the DI wila
tha excgption of the $otal wage bill Lar Projact B

-~



¥rojeot A Project B

Foreign exchange benefits (in forelgn cux reney) 60 €0
Domestic benefits (in local currency) 20 20
Foreign exchange cost (in foreign curvency) Lo Lo
Domestic cost (in local currency) 30 30

of which wage bill .2 18
Shadow wage rate 3 3
Number of workers ; 8 6
Shadow exchange raie 2 2

The proposed test of employment effect would be as followst 1/

Project (A)s (60 x2) + 20 - (L0 x2-6) -8 = 8.25> 3
Project (B)t (60 x 2) +20 - (O x2~ 12)°2 6 = 12,00 3

Se Both projects, therefore, sabisfy the test as the products in
both cases are higher than the shadow ware rate. However, the less labour
employed as in project (B) the higher ie product of the test. L generw
alization might lead to the hypothesls on & series of numerical. examples.
It would, in any case be futile as a nmore meaningiul exanination would
require varying the domestic and foreign exchange cost of copital and of
production with employment altornatives. Lo yonlibamors usaful, hods
} -aig on 8 saiple of Bang {inanced projsctg.

6. Simultaneously, I propose en additional test which takes inbto

R L T T

account the two questicns raised in paragreph 2 above. The new test does
not require additional data other than those incorporated in the caloula=

tion of the traditional cost benefii analysigs. The proposed test is in J
the form of a ratio where the rumerator is based on a redefinition of the

net benefits of a project, and ls viewed as an additional rather than a
substitiite for the traditional cost benefit ratio.

7. Let us redefine the benefits of a project in a manner conglatent
with the development objectives of a couniry, which we apsume to encompass |
both growth and employment. The former is a function of a project'a abllity ‘
to gensrate more value than it uses over its estimated life. The specific E
test for this which the Bank's project work is primarily concerned with,
is measuring the size of the surplus in relation to the cost of producing
4t i.e. the earning power of capital. The latter, emoloyment, is measured
in terms of the domestic labour input into the project measured by the
gizo of the wage bill, thus,

Net Benefits = Oross Benefits - Cost of Production + Woge Bill
{Growth) (Employment)

A1l the varisblss are measured as streans expressed in terms of present val-
ves, discounted at the shadow rate of interest (opportunity cost of capital).
In symbolic termss

the current Bank C/B ratio =

the proposed Meguid C/B ratlo = W

1/ There sppears to be a Bypographical error in the text of the pM. In para-
greph 16, the formula in the tenth line does not equal that in line §., e
have applied the former. The latter would give different numerical results



n3-¢

8, - Thms uhlile {hs Bankia ratio 1o ecsintlally 2 noscure of
the esarning power ol copitel, the propessd ratlo incwrocratas 1in
eaploysent toouert o3 *Jll. f.'-r* thisg purpose the ware bill (W) is
includoed =8 the pr> ,.w of tha noxbder r«z aple emloysd by the
project times the iwdw wage rats. b/ Lo rumsricnl exiplas
Lo indlcailve. Tr.ma are glven in ths fm,:'m’ing bypothetical

copparlesnss

PEOJRCTS
(4) () {c) ()
Fet benefits (treditionsl) 125 115 59 8o
vage Bill 29 32 €0 53
Total ) 15 A48 1.0 125
Capita) coshs Foseimn .
Capital couty Forelpm - 6 L0 ¥ 29
(Shadaw oxvhangs rats) (2) {2) (2) {(2)
Locel 10 3 Lo
Total - 19 '“1 3 g0
Yumber of u-rkers 20 30 " 50 55
Bankds Demelit Cosb ratte 1.1 1.15 1.00 1.00
Moguild Beneflt Cost rotino 1.3 L4Ls 1.5 1.6%
Chadenet e¢zsloymeni test as
a ratin o Shadow wage
rate (=1) 725 k83 2.50 2.4%6
G Yo epedlal mimmificonce shouvld be aitached to the walues

given to the above varichlesy an atismpb wos made to rosmpect the
-Lollowing cscumptions in sn spprovimate wayy

- {a) Thai net benefits, 8 recsuréd by the Bank's formula declince
ne T as the wage bill inersases by ithe suss maount as ia projoct
7 (B) er by ¢ higher emount as in projecte () and (D)g

‘Ct':) That the forsicn compovant of the capitel cost daclinse aa
lzbour intangity increases;

g (e) That the total capitsl coet, with foreign exchance, not
.+ wvaluved at shadow rate, remzing congtant.

10. The resulis of these hypothstic:l exsmples, with due qual-
iflcations, could o simnificently vevesling., 7hs Chadenet emmloyment
test moves, more or loss, in the zove direciion a3 the Puinkis bemefit
cost ratics the losg lsbour intonsive the hirher the Chadentt test and
¢he higher tha Bm’s bonafit-cost ratle i.e. L highor the serning
powar of conilai. The Feguld benefit cost ratio 1a positively corre-
lated with tha h-ael 5T euplopment penersted by the preject. These
raticg sre shown dlsprommatically ee alteched.

1/ % cass for uging markot rather than shsdow rate esn to node end would
perhass mike the stio a suparior meamire of empleymunt even though
the (In) is obteined s gross Lonefits less cost of production which
dncludes weges et Lhe ashadav rate.
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A1 t‘v #a rolationships, however, are vnlikely to bo linear bui chould
be exnlorad on tha basls of actiual projoct data ea proposed in viraw
graph 5 oova, Indeed 1t pizit alse be worihwhlle to aonly those tests
on projaets which havs not toon approved for Eswle finzncingy becuuse ’
their boneflt cost retio was loss than ons. The lower (as well us the
upper) ends of the curves shoun in the accompanying diagram need also

to be sacertained. i/

b 0f equzl importance, the propnscd exercise might prove to be
a first pogltive step towards verifylng and qmntify:z ug the imolicit
asgurptions undar_,n_m? the anal,,rm of projects in terms of both crploye
ment and growth, nouelys

(a) That employment and growth are not compatible - if 0 what is
the trade-oif?,

) That tha r.“e..ﬁn‘!s emphasis on financing the foreign exchange
component of cspital help countries achieve thelr develoonmant
objectives (a combination of growth and ermployment in vorying
degrees) without diverting dosestlic resources which might

be equally or bebter utilised to achieve thess objectives.

(c) That the prosent Bark's project evaluation meihodology is cone
sistent with the Dank's concern for the goclal dimension of
davelopmenb,

2 2he "Eooasds ratin covld b sdjusted to reflsct & grouth priority or sa
e loymend priaprity dspending on ths aconomie eheracterisiics of aifferemt
-Sounilriony Was Lho beselit cood ratio z:y be messared by

+il'2_,

LET )W o Pa + 1o
L TEE (&

B )4 two
for the /igpen of pricrities reepsotively,

Atieguidimow
. ¢op Mesors, Votaw, Hlobsl, Eschenberg

Otz chson



Mr. B. Chadenet Apﬂllﬁ, 1972
Hans A. Adler

Treatment of Government Revenues in Appraisel Reports

1. At our recent meeting on the Ivory Coast Rubber Project (March 29), you
asked me to send you & reminder about the need for clarification in the treate
ment of Government revenues in appraisal reports.

2. It is my impression that there is a lack of uniformity in the treatment
and reporting of the project's impact on Government revenues and expenditures.
For example, should disbursements and repayments of Bank loans or IDA credits
be taken into account? What about increases or reductions in the deficite of
Government corporations? Some reports may not fully allow for all major taxes =-
income taxes, sales taxes, customs duties, export daxes, ete.

3. I suspect that much of the diversity of treatment arises from the fact
that the purpose of the analysis is frequently not clear. Is it, for example,
to indicate the impact of the project on the Government's budget, the financial
return to the Govermment, the amount of subsidy provided, or the share of the
econouic benefits going to the Governzent? These different purposes, while
interrelated, would require different treatment, at least in part.

4.  You may wish to consider a Director's Memoraandum on the subject.

HAAdler:yt

ce: Messrs Baum, Rovani, van der Tak
Bvans, Wapenhsns, McIvor, Takahashi, Darnell



(v) Tn only one of ocur projects (Yalaysia Jengka Forestry) were the
ved fres independent

(d) In the case »f roads, the types of roads normally included in ouwr

6.1 Agres fully both in the few cases where consultants prepare

6.2 Inapplicable to most of our projects (see i (b) above). However,
the suggestions are nost ireresting.

6.3 Alse largsly ingpplicsble to us.
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6.4-6.5
6.6-6.14

6.15
6.16

igree but rarely applicable.

These suggestions all gees siund but again, weuld rarely spply
to our projects.

Hot applicable wr feesible for ocur projects.
Imm with this suggestion. It wonld allow & degres

of in the sscunt of Pank/IDA financing which is
difficulty to provide st present.

ees ¥r. D J. Pareons

e
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Mr. Owen Price March 29, 1972
John A. Holsen

More on "Estimates of Constant Prices"

1. Paragraph six of your March 23 memo to Mr. Mahbub ul Haq on
the above subject makes a clear distinction between the process of
"converting current prices (i.e. prices actually ruling in the market
place at any given point in time) into comstant prices" and that of
"estimating the effect of inflation on the price of a cammodity"”. The
former is what is relevant to project evaluation. In the latter case,
it seems to me, the analyst is simply trying to determine the effect
upon price of inflation (in the same way that one must comsider the
price effects of changes in techmology or taste). In this latter case
inflation is affecting the "real" as well as the current price of a
commodity.

2. If I am correct in the above, part of the answer to the questions
you raise in paragraph eight is clear. One definitely should use
commedity specific deflators to convert current prices into " terms"
for project appraisal. The latter should be done by an appropriate general
price index. The same general price index should be to deflate the
prices of all inputs for and outputs of a particular project givem in
projected current prices. Just what price index should be used for this
purpose needs to be detemined. The aim is to get the right relative
prices -- i.e. the prices in year i, t+l, t+2 ... t*n all expressed in
terms of the genersl price level prevailing in the base period selected.

3. As to "the affect of inflation upon the price of a commodity",
I mst confess to a seeming lack of consistency on my part. Six months

ago I argued that one should try to

prices with respect to the general level of prices. (My hypothesis was

that some commodity prices are likely to be "sticky" with the result that
the inflationary process leads to lower "real" prices for these commodities.)
More recently I have been arguing that the most practical assumption for
projection purposes is that developing countries will follow purchasing
power parity exchange rate policles, an assumption which will eliminate

the kind of "effect of inflation upon tlesprice of a commodity” which was
emphasiged in your recent draft paper on the price cutlook for nine come
modities.

L. My earlier idea of weasuring an "elasticity" was, I now suspect,
overly ambitious. We must be explicit about the "effect of inflation" in
the sense of the gemeral price index that is to be used to convert current
to constant and constant to current prices; commodity specialists should
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Mr. Mahbub ul Haq March 23, 1972
0. To wa moe
Estimates of Constant Prices

1. In the course of preparing our price forecasts for the Board,

I have become concerned at the differences in interpretation being given
to the term "constant prices" and also at the belief that there is some
absolute correction factor which the Economics Department can apply to
prices quite independently of the assumptions being made about project
costs in the country in which the investment is being executed.

2. I wish to reconmend that the Steering Committee (of which you
are a member), which is looking at project appraisal techniques, should
examine the assumptions and conceptual framework relating to the cost and
income streams and the way these are treated in arriving at the financial
and economic rates of return. It seems to me that there should be some
common underlying assumptions relating to the way both the cost and in-
come streams are treated.

3. On the price side, even for a single commodity there is a whole
range of price assumptions which can be made and none of them are right
or wrong in any absolute sense. It is first necessary to define more
precisely in relation to the commodity and the country in which the in-
vestment is being made what we wish to measure with the price. A fore-
cast price is a valuation and this can vary depending on the purpose of
the valuation. For example, in estimating the financial rate of return,
an indigenous investor aiming to sell his products on the local market
would be interested in the cost and income streams in current prices in
the local currency, even if these exhibit an inflation rate of 50 percent
or more per anmum. Local entrepeneurs in Brazil have had to make their
financial caleculations under these circumstances and same of them have
done pretty well. On the other hand, an investor in a developing country
who intends to export all his production would be more interusted in
current prices on the international markets and possible changes in ex-

change rates.

b vhen we wish to convert these current prices (local or inter-
national) into constant prices the criteria will vary depending on cir-
cumstances., I understand - but I might be wrong - that whenever one
refers to constant prices one is concerned with maintaining the pur-
chasing power of money. This is a simple concept at an abstract level,
but when applied in practice it becomes necessary to define the objec-
tives or aspirations of the investor more closely. At present it is
being assumedin the Bank that general inflsabion in the countries
will proceed at 3 percent per annum during much of this decade. This
implies that the value of money, in the way $hat it is being spent in
the OECD countries, will fall at this rate per annum. The CECD pattern
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of expenditure includes a very substantial amount on services such as health,
car maintenance, haircuts, dining out, etec. It is also true, however, that
if money in the OECD countries were used purely to purchase goods (but exe
cluded services) the purchasing power of money over this same period would
fall on average by only 2 percent per anmum. Rither of these indices could
be used for arriving at constant prices, depending on the object of the
exercise.

Se If we now move on to the LDCs and the way they spend their money
and their desire to keep their purchasing power intact over time, it will be
apparent that a different divisor might be necessary from that used in a
developed country. Certainly a far smaller proportion of the Gross Domestic
Product would be spent on services and a higher proportion on capital and
basic consumer goods, including food. In these countries we are concerned
with measuring the purchasing power of the earnings from a project in buying
goods normally purchased either on the local market or imported by that coune
try. The adjustment required to be made to current prices would be different
in each of these two cases and it could certainly be different from that in
a developed country.

6. I would like to point out also that converting current prices (i.e.
prices actually ruling in the market place at any given point in time) into
constant prices in order to ensure that we have taken into account the pur-
chasing power of the earnings for the project is quite different fram estima-
ting the effect of inflation on the price of a coomodity. For example, the
world prices of rubber might have an inflaticn element of 10 percent over
the next decade, but it seems to me dubious to deduce fram this that you can
arrive at the earnings from rubber projects in Ceylon or Malaysia in constant
prices by ecorrecting the income stream (or tubber prices) by 10 percent. The
adjustment could be more or less than 10 percent and it might even be differ-
ent for Ceylon and Malaysia - countries which have very different standards
of living and patterns of expenditure.

T I do not pretend to know the answers to all the issues I have raised.
I consider, however, that as long as the Bank pays attention to the rate of
return from a project - and I am not questioning the use of this yardstick -
it is vital that close scrutiny be given to the assumptions underlying our
price and cost estimates and the way they are estimated and adjusted. As the
costs and prices are estimated in different departments of the Bank it is
also vital that the various departments are operating on commonly held aussumpe
tions.

8. One possibility that the Steering Committee should consider is
whether deflators to arrive at constant prices and costs should be selected
on the basis of project objectives rather than being commodity specific as in
the past. If this approach were taken the Economics Department would still
provide forecasts in current prices of commodities traded on international
markets. It should also probably prepare several general economic indicators
for the LDCs such as, for example, indices of changes in the unit value of
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imports to LDCs which vary country and region. These could be applied
as appropriate to bring the cost stream and income stream into constant
value terms.

cct Messrs. Henderson, Reutlinger, Tims, Holsen
Messrs. Evans, Helmers, Sonley, Lowenstein

OTfWPrice/hl
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Mr. S8.C. ledy March 22’ 19?2
H.R. Young
Re: Project Cost Over-Runs

1. The following are some comments on your memo of March 15 on the difficult
problem of cost over<runs. I agree with your list of factors influencing cost
over-runs and wish to suggest an additional factor which we have frequently en-
countered in some of the countries covered by Highway Division II. I would like
to see the responsibility for mitigating the effect of the factors you mention
more widely shared; I doubt whether it is either reasonsble or practical to hold
consultants responsible to the extent suggested and to apply the onerous penalties
proposed.

2. Three parties ,  as noted in paragraph L are concerned with initiating,
preparing and executing projects: the government, the consultant and the contractor.
I suggest that a fourth be added, the Bank. Not only does the Bank normally provide
the bulk of the financing, but it is usually an active participant in the identi-
fication, preparation and execution phases you mention. Thus it seems to me that
the Bank has the leverage and the opportunity to take the leas in resolving the
problems which cause cost over-runs.

3. Of the twelve factors listed as the principal ones influencing cost
over-russ, six (paras. h.l-i.5; L.11) are largely attributed to government action
or lack of it. Many of these problems could be considerably eased if not eliminated
by our borrowers if they chose to do so. The Bank should be prepared to take a
firm stand against those whose performance in these matters is unsatisfactory.
h.ﬁmmﬁmdinhismtdraﬂrmmmmmtmmm
availed itself of the recourses open to it to ensure better performance. More
effort on the part of the Bank to use its influence to secure comp'dance with its
covenants, and a willingness back it up with appropriate action would have a
salutary effect on borrowers whose indifference to the problems they create for
contractors and consultants is often responsible for cost over-runs.

b Only two of the factors listed can be directly attributed to consultants:
poor quality of design and poor supervision. The remaining are largely beyond

other than pointing out their existence to the government or con-
tractor. Thus I do not think that penalties against consultants will eliminate the
main causes of cost over-runs. While a consultant should be able to prepare an
accurate bill of quantities, do not see how he can be expected to accurately
estimate prices in countries where works are so infrequent that bids are liable
to range widely depending on contractor interest, competitive pressures and in-
dividual assessment of the hazards of working in a country where contractors are
unfairly treated.

5. The penalties suggested would discourage all but the largest corporate
and overnment-supported consulting enterprises, and I doubt if even they would
risk penalties which could amotnt to many times the size of their fee, and lead
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to their being "blackballed" from Bank work. Furthermore, penalties would eli-
minate consultants' interest in difficult projects and tempt them to bring pro-
ject costs into line with the bid during execution by lowering design requirements

and specifications.

6. Para 5 of youwr memo infers that a contractor is likely to take all
factors into account when preparing an estimate while a consultant may not. An
important reasen why contractor's estimate is likely to be more accurage than

a consultant is thlt his bid is only valid for a limited period, nomally 60«90
days. On the other hand, a consultant's estimate is often two years old from the
time of Bank appraisal to bid opening with the result that substantial changes in
bidder interest, the competitive situation and the political enviromment may have
taken place after the engineer's estimate was prepared. A recent check on time
taken from loan signing to start of work on road projects im French

West Africa indicated an average period of 19 months (see amnex). I believe that

4

8. I subscribe fully to your suggestion in para 6.17 that the Bank defer
: been received. However, this may present
a problem in some countries where the law forbids a call for tenders without

4
:
j
:
5
5

of unreascnable claims and extras which some contractors submit when they see
that considerable sums remain in the loan account.

Attachment: 1

HiYoungtdb

cc.t Messra. Malone, Mahoney, Brandreth.



Mr. Harold R. Young

Jeorges Chaix

Yereh 1k, 1972

Date Jonstruction started on Hizhw:s Projects

Following are the dates when construction startcd on selected hizhway projects:

Loan/Credit
Acreenent

Credit 69=-FAU
~oan 761-IVS
loan 542-IVC
Loan 653-Cl
Credit 1c0=CH
Credit S55-NIR
Credit 160=-SE
Credit 1LO-~CA

Toan €L2-NOR

vredit 167-MOR

GChaix:rp

Date loan/Credit

Sirned

larch 29, 196%

June 21, 1968

June 22, 1571

larch 27, 1970

June 24, 1964
June 15, 1970

Aprit 3, 1969

Hovesder 13, 1969

Humber of
sonihs

Date Construction
Started or Projected

Octobar 1567 30
April 1969 - Contract

Si.ned cnly in July 1955 10
ot yet started. Estimated

in Mey/Jdune 1972, 12
doveniver 1971 <0
August 1567 I i
August 1971 1L
April 1870 12
June 1671 (Construction

igedir - larrakech) 19

Total 155

Lveregse 19.3
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March 21, 1972

Dear (George:

In your letter of March 9 to Dick, ona of the questions
asked was vhether anyone from the Bank would be attending a
meeting of experts, to be convened probably on May 30-31, to
- discuss a report prepared for DAC onm project appraisal

1 have just had a note from Bernard Chadenet, saying
that Mr. van der Tak will attend the meeting. We shall assume
that the indicated date is firi unless you let us kuow other-
wise.

Sincerely,

e

Shirley Boskey
bevelopuent Services Department

Mr. George C. Wishart

Chief, Lialson Operations

European Office

International Bank for
Reconstruction and Development

64/66 avenue d'Lena

Paris lb6e, France

SEBoskey:tsb
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TO: Messrs. %W DATE: March 15, 1972

( From: Shirley Boﬁ _/_?;- Mk ;3; : {‘-%-f - My fam, '
[ S '."n e [ g -

- P |
L (P2

. g ——— A b
SUBJECT:  gxperts' Meeting on Project Appraisal (DAC) \/ {'ﬁédz)ﬁfﬁﬂwi{ﬁ AA(AJ;Z/
T8 o y

On March 9 I sent to you DAC(72)15, concerning future DAC work on Tfﬁﬁé$
project appraisal, which refers to the possibility of convening an
expert group on May 30-31. (Another copy of the document is attached
for reference.) George Wishart has just informed us that it has been
decided to convene a meeting on those dates, and he asks to be told
whether we plan to send anyone. He says that it was stressed at the
DAC meeting which took the decision that Bank participation would be
very desirable. Messrs. Duane and van der Tak have recently been
involved with DAC work on project appraisal, having prepared comments,
at the request of the Paris Office, on a study done for the DAC Secre-
tariat. Will you let .me know, so that I can inform Wishart, whether
we intend to send someone to the meeting? -

—f

2

I




Mr. A.T. Davis March lh, 19.R
F. Higginbottom

Publication

In reference to Mr. Knox's comment in the recent Mvision
Chief's meeting, Mr. Brandreth and I have discussed the position
and belleve it might be worth considering publication of the standard
Ports questiomnaire "Information required in comnection with appraisal",
It is not suggested that this document is ready for publication in its
present form, but after some editing it is thought there are some
matters which it would be useful for any port authority to consider
when approaching investment decisions.
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INTERNATTIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT

Cable Address - 1N TBAFRAD PARIE

INTERNATIONAL DEVELOPMENT AS.SOCIATION

Calle Address — INDEVAS PARIS

EUROPEAN OFFICE: . -
66, AVENUL D'IENA, 75 PARIS 16F — FRANCE
Telephone - 720.25.10

March 9, 1972

Dear Dick,

Future DAC work on project appraisal

May I refer to a note by DAC Secretariat on the above (DAC(72)15)
which we sent on to you a few days ago. At the DAC meeting yesterday, it
was agreed to try and convene a meeting of experts on May 30 and 31. Can I
nov ask you whether this would be suitable for a Bank expert. It was stressed
at the meeting that, of course, participation by the Bank in the expert
meeting would be very essential.

DAC High Level Meeting

After some discussion yesterday, the tentative date for the DAC High :l?u
Level Meeting this year was fixed at October 16 and 17. Probably to begin e N
in the afternoon of the 16th. Ed Martin asked all delegations to find out L 20
from their Ministers whether or not these dates would be suitable and i T
advise the Secretariat in due course. Could we have an indication please f

whether this would seem suitable from the point of view of Bank representat10n§

Tncidentally, one of the reasons for moving the meeting up to October 16
and 17 is that it is proposed to have a Summit Meeting of the enlarged European
Economic Community in Paris on October 19 snd 20 and it is likely that an
item on Development Assistance will feature on the agenda of that meeting.
Accordingly, ministers concerned with development aid may have to be in
attendance on their Prime Ministers for that item at some time during
October 19 and 20.

With kind regards.

* Yours sincerely,

l
G. ig;grt
Mr. Richard H. Demuth
Director }
Development Services Department /
International Bank for N~
Reconstruction and Development

Washington D. C. 20433
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Miss Flora White March 8, 1972
Gottfried Ablasser

Crop Prices for Project Appraisal

1. To complete the economic evaluation of the Secand Atlantico
Development Project in Colombia, I need urgently the following world
market price estimates for 1978-80:

1., Sesame Barpanguilla c.i.f.
2. Soybeans "
3. Cottonseed .
L. Peanuts a) Average Nigerian
quality (f.o0.b)
b) Confectionary quality
2. Although calculations are not final, the following annual

production levels are indicated for the project:

Sesame 3200 toms
Soybeans LOOO  tons
Cottonseed 64,00 tons

Peanuts 1500 tons
3. Your speedy attention is appreciated.
GAblasser: v
LU Y
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llarch 1, 1572

Dear Fritz:

By letter of January 28 you transmitted a copy of a study
on “Hethods of Project Appraisal in the Developing Comtries”
prepared for the DAC Secretariat by A. Bussery, saying that
the Secretariat would like to receive our comments concerning
the raferences to the lank and on the report as a whole.

1 transmitted your request and a copy of the study to
Warren Baum, who comnissioned MHeesrs. Duane and van der Tak to
review the paper. I enclose a copy of their comments. I lcave
to you, in the light of what you know about the relationship
between the author and the Secretariat, to decide how much of
the corments concerning the report as a whole should b passed
on to the Secretariat and in what form; you may wish simply to
copy out the comments concerning the refercuces to the Bank.

I should add that I have not read the study uyself, nor am I
in a position to evaluate the detailed comnents.

with kind regards,
Sincerely, yours,
3

./

/
/ i/
il !
Righard H« Demuth
: Pirector
Development- Services Department

Hr. Fritz Steuber
Buropean Office
International Bank for
Reconstruction and Development
64/66 avenue d'Iena ‘ _
Paris l6e, France g3 f 4 sy

e
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Mr. Thomas Halbe | February 1, 1972
8. Shahid Husain

Time taken for processing projects

Attached please find an analysis Mr. de Jong has done of
the time it has taken for projects in fiscal 71 between the departure
of appraisal missions and presentation to the Board. I am atruck by
the time it has taken to process some of the projects in Zaire and
Madagascar; in particular:

1. Zaire River Transport - between green cover and invitation
to negotiate: 25 days.

2. Madagascar Alaotra ~ bhetween green cover and invitation to
negotiate: 84 days.

I would appreciate your letting me know what the reason in
each case was for the time taken for the steps mentioned above.

SSHusain:ab



Mr. 3. Je G. Burt Jm 28, 1972
D. H. lewls

The Role of Architects in Corbined Preparation/ippralsal Missions

The following corments relate to !Mr. Kimmins'! nemorandus of
Decamber 23, 1571 to Mr. van Vlilet concerning the role of architecis on
combined preparation/appraisal misslons.

1. The altemative operational arrsngementa contemnlated and discussed
by Mr. Kirming all cssume the ssaignment of two archiltects (one Unesco and
one Bank) to a combinad project preparatlon/appreisal operation. this
seans to L:mly a concept of conbined missions aa siiple swmwilons of the
previously geparate Unesco and Dunk missions which are telescoped together
in time but retaining the professional corplements of both. liowever, it is
my irpression that wmissions of this type huve not been provided with
GUDLLGE LS GUUCHLVLS Wi W0 By dLlil v G GEUE U mhd W \viiesow saib
Bank) and Idmagine that, in the cases.of mmller projects or those
comprising few dliferent types of educational bulldings, & single architect
may also be considered sufiicient for a corbined preperation/sppralsal
mizsion team. If thia is the case and if on asuch sussions with single
representatives of each profession = or professionsl Iield- involved, Unesco
and Bank staff witl be equally ¢lizible for essimmment, then the proe-
fosslonal roles of Unesco and Bank architects # (and similarly those of
Inesco and Dank educators and econcmiats) on such missions will be inter-
chengesble. (In tha case of the (reel rission used as the basls eof

Mr. Kimnins' discussion, I aasuse that the dsclsion to assign two architects
stemed primarily froa the mmber of clesrly different types of educational
inatitutions to be vrepared and sppraised eand I have gathered that any
difficnities shilch aroae on mission may have been the result more of
parsonslity then of operetional problems).

2 If the Uneaco and Bank erchitects' roles on combined missions
become interchangesbls, I feel that some consideration should be given

to their respective roles vhen not in the field (and sixdlarly psrhaps the
respective roles of Unesco and bank educators snd econcmlsts). Under the
present. arranzements, a Unesco arciiiect’s involvemant with a project wll

. be completad on his retumn to Parls from a preperation/eppraisal mission,

wheraas perhaps the najor part of a Bank exchitecl's assoclation with a
project wlll still lle ahead when ha reoturns from such a miasion. Intere
changesble roles in the field should be balanced Ly ecuivalent respongie
bilities vhen not in the field snd to this end it would seom leogical, froun
the operational point of view, to staticn Unesco architscis togsther with
Bank architects in Washington, share they would bscome, in elffect, Pank
architects. ’
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3. I? such mtegr’ltu.on 15 not fensible for other then
operational romsons, L think that thoe wost appropiate division of
Yabor on conbined pmm*qtﬂ.on/apmﬁm;al onarations would be for a
Thesco archiditoct to epend e full dssion per_.m,. in the fiald in
order to accuwrmliste all basic appraisal data for the construction
corponent (i.e. ecloting fecility Lowntories, cite data, wnid
constiuction costs for tm«.ms of sixilay standard, local cost
adjustments, eic.) and for a Dank exliltect to Join the rdasion only
for its final wock or ten days to conler with the Unesco architect
concerniiz the information obtadned by him and to appraise space
costing criteria, foreirn exchenge coupchents and rplazentation
precesses in dopth before retwrning to Vashington to finalize project

costing.

L. For tho sake of the record, I think some note shoulid be made
of the ressons for the departures by appralsal architects Iron loan
or Credit romest data, of wlrich lire Hlmmins has comploined. in gy
experience such departures have never toemn capricious or the chianges
made morely for the sake of change! Bocouse of the demands on thew by
the”abor inwived in corpiling Loan or Crodit llequest documents, it

is sppeciated that it rﬂ*‘ frecuently heve bem cifficult for the
nebors of Project Preparation ldssions to find sutfficlent tie to
check the accuracy of ail spoce end costing cotponents. At any rate,
appraiazal architects have mot inflrecuently fomd existing facilities
to diffor considorably from particulars in Loan or Credit lecuects
and c,etuiled cost analyses have sonetinmes indicated the adviscbility
of anending basic cost rates before alzo adding escalation factoras.

On oco aaion, appraisal architects have found it necessary to **'umd not
only scicdiles of required cccaxwdntion In accordance with chanves

in curricula or teadidng PIOrans considered appropriate by ¢ quisal
teans educators but sometines also the areas par accommdation unite
Unosco space “stundards® have not bocn nsed as Inflexible nonas but
as useful puides for areas to be modifled es necescary 0 sult specific
needs oxr clreustancas.

cﬂiﬂ«?z =

HiLewvis 11dz
ce. ifessrs. Calika, Fennell
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Messrs. Ballantine, Calika, Burt, Stewart, van Dijk,

Koulourianos, Lethem, Thint, Miss Grosse January 28, 1972
Mats Hultin

Treatment of Statistics in Appraisal Reports

1. I talked about the use of statistical data at the on-going

department workshop on report writing. Before my presentation I re-
viewed some recent reports and noticed that several reports dealt
with statistical data in a way which creates a wrong impression of
accuracy. As such treatment of data makes the report wulnerable to
criticism, both at Board presentation and later on at supervision
and project evaluation, I would urge that we give it some attention.

2. g%g figures are often given to the last individual
student enro « Bven in countries with good educational statistics,

the accuracy is not that high and I would, therefore, prefer a rounding
of all ﬂg% enrollment figures. When it comes to enrollment pro-
Jections such a rounding is absolutely necessary, and even an accuracy
to the nearest thousand is in fact often not achievable. It also
happens that figures with different degrees of accuracy have been added
without subsequent rounding.

3. "False" accuracies in also occur. In a recent
report the teacher demands du period 1970-82 are given as
10,840 and the supply as 11,085. In those cases, 11,000 would probably
be a figure with less than a 10% accuracy.

k. Cost should also be rounded. The besic cost esaloula-
tions must, of course, use detailed estimates and figures. However,

in my opinion, it is not appropriate as it is done in a recent report,
to give a projected cost as US$ 9.296 million and add a contingeney of
US$ 2.495 million and arrive at a total of USS 11.791 million. The
contingency is supposed to describe the uncertainty in the calculation
and can, therefore, by its nature not be given with four figure accuracy.
The inaccuracy is, of course, revealed by the fact that actual costs
later on may be found to differ 20-30% from the estimates.

MH/mns

Fener
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INTERNATIONAL DEVELOPMENT
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT

OFFICE MEMORANDUM
TO. Files V“ / DATE: February 29, 1972

FROM:  Paul Duane and Herman G. van der Tak

SUBJECT: Mr. Bussery's Draft Paper on Project Approval

Our comments on Mr. Bussery's draft will deal largely with his
references to the Bank's approach to project appraisal. Some comments
are offered below on the draft as a whole, but their purpose is to put
his treatment of the Bank's methodology into perspective and to give
some impression of the draft's overall quality.

The author sets out to describe and compare the methods of
project appraisal in developing countries as practiced by several
national and international lending agencies or, more correctly, as set
forth in their "manuals.” His sources of information are as follows:

(i) the Manual of the United Kingdom's ODA (and the closely
related Little Mirrlees Manual);

(ii) the Guidelines for capital project appraisal of the
United States' AID;

(iii) the Operational Memoranda of the World Bank . « «
although it is conceded that these do not constitute
a manual;

(iv) +the UNIDO Guidelines; and

(v) a work by Prou and Chervel ("Etablissement des programmes
en économie sous- developpee »" Volume 3, "Etude des grappes
de projets," Editions Dunod, Paris, 1970) which, according
to Bussery, "provides a good indication of the approach
taken by firms of consultants and more or less explicitly
adopted by French cooperation organizations,"

After describing and contrasting the general features of these
different approaches in Chapter II, the author largely confines his detailed
comparisons and critical analysis in Chapter III to two methods: the ODA
method; and what he calls the "direct assessment" method put forward by
Prou and Chervel., This narrowing of focus in the draft helps to reduce
the number of Bussery's references to the Bank. Concomitantly, it also
makes it somewhat less appropriate for the Bank to offer comments on
Bussery's understanding of how the other agencies (mainly the ODA) go about
their appraisals.
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There are other probably more relevant reasons for limiting our
comments on this paper overall., It lacks the strength which would come
from the author expressing his own preferences clearly; i.e., it has no
well~-defined thesis. The author appears to rely entirely on his own per-
ception of the several methodologies - his interpretations are not docu-
mented and there are no citations "from the literature" of other peoples'
critical views on the issues discussed. The draft uses only a couple of
illustrations and no algebraic expressions whatsoever to support its
presentation of arguments or statements of fact. Finally, although the
author appears to be well acquainted with his subject and expresses, in
our view, many well-rounded judgments about the art of appraisal, his
writing is obscure in numerous places, which makes it difficult to follow,
let alone criticize many parts of his draft.

References to the Bank

The Bank is mentioned in twenty paragraphs throughout the draft,
often only in passing. There are a number of paragraphs, however, that
call for some comment.

Paragraph 5. It should be made quite clear that the Operational
Policy Memoranda and the checklists, as well as other staff instructions
not mentioned, are strictly internal documents which are not to be published,
quoted or cited. As the paper points out later, in paragraph 23, they are
not in any sense a manual. They do not give a complete treatment of the
subjects covered and do not always give a complete or accurate account of
the Bank's current practices. The reference to "a practical approach based
more directly on the financial analysis of the project" is misleading and
should be deleted.

Paragraphs 23 to 29, "Methods used by the World Bank," are in
fact largely a thinly disguised paraphrasing of O.M. 2.21 and give, in part,
a somewhat misleading account of what the Bank actually does. In paragraph
2, for example, it is suggested, inter alia for transport infrastructure,
that initially project appraisal was essentially based on a financial
analysis supplemented by a qualitative appraisal of its economic impact.
As far as I can remember road projects have never been based on a financial
analysis, but on an economic analysis of the cost savings and of the economic
benefits involved in generated traffic.

These paragraphs do not give an adequate account of the distinction
we make between financial and economic analysis, and of the various purposes
of our financial analysis. Some of the references to our financial analysis
are irrelevant for the topic of the paper, which is concerned with economic
evaluation of projects. In paragraph 25 (Page 19), the sentence beginning
with "The Bank's economic analysis is based on financial analysis (calcula-
tion of the internal rate of return) etc." is wrong and should be deleted.
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What should be made clear is that in our economic analysis we often arrive
at a better guesstimate of economic values by correcting market prices or
ruling prices for taxes and subsidies. The suggested accounting prices,
mentioned in the Operational Memorandum, of one-half to three-fourths of
actual wages of unskilled labor and of an opportunity cost of capital of
8-14% have no official standing, and, at least, for wages other figures
are used fairly often.

Paragraph 26 should indicate that consumer surplus concepts are
used in some relevant cases, for example, in road projects. In other cases,
they are left out, not as the paper says "in order to keep the estimated
profitability of projects to a minimum," but in order to arrive at a minimum,
or conservative, estimate of the economic return, and in view of difficulties
of estimation.

Paragraph 27 should be clarified. In public utility projects
where the Bank largely relies on a minimum cost criterion, the calculation
is sometimes supplemented by an internal economic return, using revenues
from additional output made possible by the investment as a proxy for gross
benefits.

In Paragraph 29 it should be stressed that use of shadow prices
has been evolving in the Bank over a long time. The sentence beginning "The
method of Iittle and Mirrlees is being systematically tried etc." should be
deleted. The last sentence should indicate that sensitivity analysis is
systematically used in project appraisal by the Bank, with occasional more
elaborate use of risk analysis.

Paragraph 59. The Bank uses the principle of opportunity cost
to a much greater extent than suggested here. But, of course, reasonable
people might differ about what its implications are in any particular case.

In Paragraph 81, Pages 5L-55,it is not quite clear what is supposed
to be the Bank's position. In brief, for traded commodities, where the border
prices are relevant, the Bank would evaluate the benefits in terms of these
border prices (which the paper assumes not to be affected by the project) and
the question of consumer surpluses does not arise., For non-traded commodities,
i.e. where domestic supply prices are below the cif import price but still
too high to enable exports at fob prices, the Bank would recognize, in prin-
ciple, possible consumer surplus gains, but, in practice, it would usually
evaluate the benefits in terms of the ex-post price, thus arriving at a
"minimum” return for the project. See earlier comment.

Paragraph 92. The treatment of income distribution and project
analysis is being debated in the Bank, as elsewhere, but there is no consensus
and income distribution effects are not, at present, included in the Bank's
project analysis.
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Paragraph 9. The statement that the Bank "has not made it
clear whether its economic appraisal of projects is based on the point
of view of the country receiving the loan, the developing countries as
a whole, or the world economy" is somewhat misleading. Certainly the
Bank's current practice of project analysis is based on the point of
view of the country receiving the loan. Benefits accruing to other
countries are not considered unless captured through the pricing mechan-
ism or taxes. There have been staff suggestions that the Bank should pay
more attention to the impact of, say, a cotton project on other developing
countries (still ignoring the possible impact on the developed countries)
but this is not part of our current appraisal practice.

Paragraph 95, See earlier comments on the Bank's treatment of
consumer surpluses.

PDuane/HGvanderTak:1fb

cc: Mr, Baum
Mr. Henderson



UGIHd Ss2 E 8

3714 TvarHid



Rﬁ)\ MQ&L,C@%"{S { P%l 'd\ PJ%?//%

¥r. Bruce M. Cheek February 29, 1972

Klaus Huber

Effects of Currency Realignments on Loan/Credit Amounts

1. This memorandum is to give you a first approximation of what
the likely cost increases will be as a result of the recent currency
realignments on all projects presently being executed in this division.
How tentative these estimates ere may be illustrated by the case of the
Boké Project, where the consultants are already carrying out their third
study to determine these cost increases after the previous extensive
studies had come out with very dffferent results.

£, Our snalysis (see attachment) shows thet, with the exception

of Bok8, the cost increases in absolute terms are not very substantial,

the maximum being of the order of $0.6 millien. However, by adding up

the sum total of cost increases in all Bank projects presently in execution
for one country and comparing it to, say, current public rewenues, the
burden for some countries becomes quite high. It amounts to $l million or
7 percent of current revenues in Guinea, $1.4 million or 3.7 percent in
Mali, $0.2 million or 2 percent in The Gambia, $0.5 million or 1.6 percent
in Mauritania and $1.2 or 0.7 percent in Senegal.

. 5 A superficial review of the projects included in the attachment
indicated that only in two cases, Gambia - Bathurst Port and the Boké
Projects, were cost increases likely to ocecur as a result of something
other than the dollar devaluation. In the case of the Bokd Project, these
cost increases are very substantial and are presently estimated at some
$21 million, of which $5 million are in loeal currency not guaranteed by
the sponser and would, therefore, have to be financed by the Guinean
Covernment, unless other sources can be found. The case of the Gambia
Port Project was discussed in some detail in your memorandum to Mr. Knapp
of February 10. '

KHuber:jd

ce: Messrs. Chaufournier o/r
Lenfant
Division members
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DIVISIN E: COST INCREASES DUE TO CURRENCY REALIGNMENTS

Credit ! er
187-Gi

577-GUT
766-GUL
95~MLI

197-MLI

277-MLI
69=MAT
195-MAU

. 27 3=-MAU
1L0-3SE

| 252-8B
254-3E

96-35

190-3E
253-8E
L493-3E

i’m;‘lact
Bathurst Port

($2.1 million)

Boks ($73.5
million)

Railway ($9.1 million)

Highway Msintenance
($7.7 million)

Rice Development
Roads ($6.7 million)

Road Maintenance
($3.0 million)

Livestock ($4.15 million)

Agriculture Credit
{$6.0 million)

Casamance Rice
($3.7 million)

Terres leuves
($1.35 million)

Railway ($9.0 million)
Highway ($2.1 million)
Education ($2.0 million)

Port of Dakar
($4.0 million)

Amount Undisbursed 05e nereases

(¢ milliond ($ million)
2.1 0.2
26.9 uﬁ,g
1.9 0.2
5.6 0.6
6.9 006
1.2 0.1
4.15 0.4
2.97 0.3
3.7 0.3
1.35 0.1
1.6 0.1
1.9 0.2
2.0 0.2
1.k 0.1

February 29, 1972
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Herman G, van der Tak

Agenda, Steering Group, Sector and Projects Economics

In the next several months the Steering Group expects to

consider the following issues:

1. Little/Mirrlees and all that.

(1) Expository paper of the basic equivalence of Little/Mirrlees

(i1)

and other project appraisal methods, such as the "Bank Method"
and Bruno, is in progress, Draft paper by Mr, Deepak lLal
expected in March, and to be discussed during the author's
stay in the Bank during March/April.

Case studies of operational differences, if any, between
various methods will, initially, deal with agricultural and
industrial projects, in the course of regular appraisals,
Work being organized, in cooperation between Agriculture
and Industrial Projects Departments and the Economics
Department., Agricultural project to be taken up in the
spring; industrial project in May/June if suitable appraisal
materializes and staff constraint can be overcome, otherwise
probably not before the fall,

2. Sector Work,

of the purposes and programming of sector studies would be helpful, WVhat
kind of questions should they focus on? What is their relation to country

Recent discussions have made clear that a broader consideration

economic work, to project identification and selection, and to lending

policies? What should be done to ensure their maximum impact on the work
of the Bank, and to make them responsive to the needs of Projects and Area
Departments? What procedures are necessary for programming and scheduling

sector studies? Relation between basic reviews and other sector work.

Input from Area Departments in sector studies and from Projects Departments

in economic reports, Procedures for adequate review of sector content of

CPPs, and the role of sector briefs. Messrs. Tims and van der Tak will,

in the next few months, prepare a discussion paper on this set of topics,

in consultation with the Departments concerned.

3. Shadow Pricing.

Use of shadow pricing raises several issues:

(i) How can we make reasonable estimates for shadow prices of

capital, foreign exchange, and labor;
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(11) vhat are the pitfalls of partial application of shadow
pricing, for example, in the public sector but not in
the private sector, or in some projects but not in
others?

It is intended that Deepak Lal follow wp his present assignment on
Little/Mirrlees (see 1 above) with discussion papers on these two topics,

Another issue is:

(111) How can we ensure that shadow pricing is done reasonably
consistently between projects and sectors in a particular
country, and that the same approaches are followed in
different countries and by the various departments, Should
Area Depariments be responsible for making best guesstimates
of shadow prices for use by Projects Departments?

Mr, Tims has undertalken to explore these questions with the Area Departe
ments,

A final question is
(iv) How do we make sure that shadow pricing is not just "cosmetics”

selection and design. This will be touched on in the paper
(sub 2) above, but the question requires probably further
ax~vination, '

Oymens, nocome |a_. oution in mmr ele P D% t 1A VS18,

A policy paper on employment is currently being prepared by
the Economics Department (Mr, Tumham), for subsequent discussion by the
Board, A possible policy paper on income distribution and social objec~
tives in development is under consideration by the Chemery Steering Growp
on Development Strategy and Policy., The Development Research Center
(Mrs. Adelman) is working on income distribution problems. The scope
and coverage of these several activities should become clearver in the
next few weeks, It seems likely, however, that the question how concern
with employment and income distribution is to be reflected in our sector
and project work will need further attemtion. (Jome staff guidance on
the treatment of employment in project appraisal reports is given in a
recent (draft) Projects Departments' Director's Memorandum,)

ol

cc: Messrs, ' s, Muchs, Kanagaratnam, Enox, Koch,
Sadove
Messrs, Collier, de E[, Gdlmartin, Blobel, Maiss, Kuczynski,
Avramovic, Gulhati, Qureshi
Messrs, Chenery, Hayes, Henderson, Stern, Haq, B.B, King,

Reutlinger, Tims, . s Mrs, Hughes
Messrs, Chadenet, hn, fipman, Rovani
HMessrs. Cope, Willismms

Messrs, J, Adler and Schulmamn
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Nobuo Takaramura

The treatment of inflation and working capital in DFCS! project appraisal
ﬁgms

Please refer to Mr. Gulhati's memo of February 1l. Concerning
the above, the experience of the DFCs in Division IV -~ DFCC, ICICI, IDBP,
IMDBI, PICIC -~ is as follows:

1. Inflation: There is no explicit reference on the
record how DFCs treat the problem of inflation in the appraisal

reports. Based on the forecast in such reports, it seems that
constant prices are used. In their forecasts, DFCs assume
constant figures after capacity utilization has been reached,
i.e. usually after the third year. ( DFCC, however, follows no
uniform methodology, at least as judged from the appraisal
reports in our files. The only notable exceptions are estimates
for wages and salaries which are increasing also after the third
year (IDBP for instance assumes a 5% increase p.a.); but these
estimates could be considered as increases in real wages.

2. Wor Capital Requirement: In their estimates for
project on the one hand and the cost of the project
on the other, ICICI, IMDBI and PICIC estimate working capital
requirements under full capacity operations, whereas DFCC and
IDBP estimate initial working capital requirements for the first
year or, sometimes, the first two years.

LEB G |1 73 §HI3LS
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Mr. 8. J. G. Burt February 23, 1972
D. H. Lewls

Analyses of Construction Cos
Proiec Exchange Cal

v 016l

ts - as bases for

U RA LS UALIE

componen

cost components for the materials and labor factors of every major
construction operation (i.e. excavation, concreting, walling, ete.
are indlcated as percentages of total construction costs including
overheads. The sum of the percentages relating to (i) imported
materials and (i1) the indirect foreign costs of labor expresses in
each case the foreign exchange compoment of construction as a whole.

2. Each of the attached analyses represents an averaging of data
obtained from a number of sources - e.g., local practicing architects,
contractors, government departments concerned with construction,etc.

3. Mr. Venketeswaran has filed copies of these analyses with

related srchitectural worksheets and other reference documents for
the projects concerned.

cc, Messrs. Harmerschmidt, Naimie, Stam, Welter,Venkateswaran
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Mr, Marc Tejtel

DA
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February 23, 1972

Graduste School of Management

Vanderbilt University

Nashville, Tennessee 37203

Dear Mr, Tejbtel:

Thank you for your letter of February 15.

3ince the publica=

tion of my wonograph on techniques of project sppraisal, there have
been several tentative applications of risk analysis to project

appralsals.
port projects., These
tion: "Risk Analysis

Themjorthrusthubominthaappnisalofmadud

are described in another World Bank publica=~
in Project Appraisal" by Louis Pouliquen,

This bock can be obtained directly from the publisher, the Johns

Hopkins Press.

Applications to livestock, and irrigation, have also been made.
These, however, have not been documented. The use of risk analysis
in project appraisal has expanded considerably during the past few
years, and the prospects for the long run should be for more appli-

cations,

You may want to contact oil companies, North American Rockwell,

and Rand Corporation.

Extensive work has been done on use of risk

analysis by these groups.

Best wishes,

Chief,

cecs lMr. L. Pouliquen
THusain:SReutlinger:di

i ’5";‘_:’-7‘%', ‘:;-_ i/ it 1 ‘
#  Shlomo R.c-_,&"ﬂj_nger
Agriculture and Rural Development Division
Economics Department



Mr. Hugh B, Ripman Februvary 12, 1972
Roger Chaufournier

Cost Cverruns

I have just noted from a supervision report on Carerocon, dated
February 10, 1972 (iocan 593 (i) that a cost cverrun of sowme 40% is
expected on the East Cameroon (il Palm project.

I 2= increasingly eoncerned about the frequency of occurrences
of cost pverruns in projects in VWest Africa, (Port of Bathurst, Bokema
Road in Sierra Leone, ete.).

Could you tell me whether :

(a) this is unudual in relatfon to overall Pank experience?

(b) what conclusions do you derive from supervision missions?

(¢) whether it verifiec the conclusions reached by the
Furopean Development Fund in their recent study?

By the way, I would like to send gome reaction to FED on their
study which they were kind enouph to give us for comment.

ce: Messrs. Chadenet
Cheek
Stackhan

RChaufournier:sm



VANDERBILT UNIVERSITY

NASHVILLE, TENNESSEE 37203 TererpHoNE 322-7311 ArRea 615

Graduate School of Management » 2505 West End Avenue « Direct phone 322-2534

Nashville 2/I5/72

Mr Shlomo Reutlinger

World Bank

Dear Sir,

As a french teaching assistant at the Graduate School of Management
,Vanderbilt #.,I am writing a thes#s on "Risk Analysis in the long Term".
I have read with considerable interest your World Bank book on"Techniques
for project appraisal under uncertainty",and further information on

risk assesment or coping with wuncertainty in World Bank activities
would be extremely valuable to me.

T thank you in advance for any information you could provide me with.

Sincerely yours
Y e

Marc TEJTEL

G.S.M. Vanderbilt U.

Nastville ,Tenn.
/37203
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INTERNATIONAL DEVELOPMENT INTERNATIONAL BANK FOR | INTERNATIONAL FINANCE
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT CORPORAT | ON
Files DATE: February 11, 1972
WO

By oFa Wood“‘

Project Evaluation of DFCs: Case Study Materials

i 5 On February 9, 1972, a meeting was held in

Mr. Gulhati's office attended by Mr. Gittinger (EDI),

Mr. J. Hansen (Economics of Industry Divisin) Mr. Gulmti
and myself to discuss ways and means of developing case
study materials which could, after initial testing in a
seminar in DFCD, be used in EDI Industrial Projects courses
and perhaps also in our dealings with DFCs.

23 The original suggestion for case studies emerged
from the recent seminar we held in DFCD to discuss approaches
to economic project appraisal, (based on two papers prepared
by Mr. Hansen). I felt that the seminar, while useful and
certainly interesting to participants, suffered at times from
a tendency to drift away from the topic at hand. Also some

of the questions asked revealed a strong desire to establish
the operational implications of the discussion, that is, to
show how it could be applied in particular cases. A case study
approach seemed to offer a possible solution to these problems
by focusing attention on a concrete situation and guiding the
discussion through a series of rather specific questions. The
immediate question arose as to how such a case study could be
prepared. Mr. Gulhati took the question up with Mr. Kamarck,
and, as a result of that talk, the above mentioned meeting

was arranged.

3. It quickly became clear that both the DFCD and the

EDI could benefit from the development of case studies.

Three different steps in constructing a study were discussed.
First, the points to be brought out in the case studies

must be identified. Mr. Gulhati mentioned some issues of
interest and Mr. Hansen agreed to note down a list of points
for Mr. Gittinger. Secondly, materials must be selected.

Here a distinction was drawn between materials which describe
the general framework within which the selection of appropriate
economic appraisal techniques have to be made and materials
which illustrate how individual techniques should be applied.
The former type of material should be readily available whereas
the latter type may pose more problems. Thirdly, a list of
questions must be drawn up which bring out the major points
inherent in the case materials.



- g

4, Mr. Gittinger noted that Messrs. Lamson-Scribner
and von Stauffenberg, the two EDI staff members directly
concerned with industrial projects courses, were presently
away from Washington. He said that when they returned he
would ask them to contact me. In return for assistance in
defining the points to be brought out, in helping to draw
up a list of questions, and in holding a departmental seminar
where the case material could be tested in practice, Mr.
Gittinger felt sure that either Mr. Lamson-Scribner or

Mr. von Stauffenberg would take the lead in assembling

and refining case studies illustrating the principles

and techniques of economic project evaluation.

cc Messrs. Diamond Messrs.Kamarck
Gordon Gittinger
Gustafson Lamson-Scribner
von Stauffengerg
Hansen
Mrs .Hughes

DJW/mo
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Mr. 8. Shahid Husain February 10, 1972
Roger A. Hornstein

Your Memorandum February 1, 1972 re Timing Taken
for Processing Projects

Please refer to your memorandum of February 1, 1972 mentioned
above. I am attaching a copy of a note from Mr. Kaji relating to items
1 (Nairobi Water Supply), 2 (Kenya Kamburu) and 6 (Uganda Tobacco), all
of which he worked on.

With respect to the others, my comments are as follows:

Item 3: Tanzania (Kidatu Power Project)

The time between the end of negotiations and approval of the
documents of about two months is our normal experience in the
East African countries. In this particular case which in-
volved a joint financing with SIDA of Sweden, the Swedish Cabinet
did not approve the documents until about two weeks after final
action was taken by the Tanzanian parties.

Item L: Tanzania (Third Education Project)

The information on the table attached to your memorandum with
respect to the time between yellow cover and green cover ap-
pears to be erroneous; the yellow cover is dated June 25, 1970,
and the green is dated July 15, 1970 and was available on July
21, 1970. 1In either event, less than thirty days elapsed be-
tween yellow and green. With respect to the time between end
of negotiations and approval of documents, the main reason for
the delay seems to be that the Government requested deletion of
part of the project some time after negotiations were completed.
This required changes in the appraisal report and in the nego-
tiated documents; the latter, of course, had to be cleared with
the Tanzanian authorities.

Item 5: Tanzania (Flue-cured Tobacco Project

The delay between end of negotiations and agreement on documents
was occasioned principally by the fact that Government had to sub-
mit a letter relating to the financial structure of NCDA (the
credit agency) which involved rather difficult policy questions



within Tanzania. In addition, action on documents had to be
taken by three autonomous entities as well as the Government.

With respect to the delay between the approval of documents

and Board presentation, questions were raised by the American
Government with respect to the possible effect of the project

on tobacco markets; 1t wes consldered advisable that additional
work be done on this matter and an appropriate representative of
the Economice Department be available to answer possible questions
on marketing at the Board meeting.

In addition to Mr. Kaji's comments on the Kamburu Power Project in
Kenya, I would like to add that this was a project on which we worked very
clogely with the Kenya Govermment on the steps they were taking to acquire
a majority interest in the power industry and on the financing plan for
the project; discussions were held in Kenya on a regular basis from the
time of the original appraisal mission in April 1970 until the material
necessary to complete the yellow cover was made available late in the year,
The figures based on the timetables would not adequately reflect the actual
situation in a complex negotiation of this kind.

Attachment

RAHornstein:pe



Mr. Hornstein: B

Time taken for processing orojects

You asked me to comment on Mr. Husain's memorandum to you dated
February 1, 1972, The three projects which I was involved with were:

l. Nairobi Water Supply:

(a) Between green and invitation to negotiates:

Green Cover was dated April 1L and Area Memo to Ioan
Cormittee was distributed on May 1, 1970. We expected
to invite negotiators in May (Timetable dated April 22,
1970). This was the Bank's first lending to a municipality
and a Loan Committee meeting was held. There was con=-
siderable discussion on some of the financial covenants
proposed with a view to segregating the Water Supply
Department from the other operations of the NCC. This

- led to (under the instructions of the Chairman, ILoan
Committee) reconsideration of the proposals within
Projects Department (Timetable dated May 21, 1970).
The revised proposals were agreed with the Chairman
Loan Committee and invitation was finally issued June 5, 1970.

(b) Between end of negotiation and agreement on documents.

This involved:

(i) approval of documents by the City Council and
Minister for local Government;

(i1) approval of documents by Government including
legislative action on Guarantee;

(iii) completion of action for acquisition of land
reaquired for project.

There were considersble delays in completing (ii) and (iii).
The details are set forth in Mr. Lejeune's memorandum to Mr. McNamara
dated October 7, 1970 and Mr. Lejeune's cable to Minister Kibaki of
October 8, 1970. The essential problem was the Parliament recessing
before action on (ii) could be completed and hold ups in conveying informa-
tion to us.

(c) Between approval of documents and Board.

Due to problems in (b) above Board date had to be postponed twice,
When we were informed that agreement on documents was likely by mid-October,
we scheduled Board presentation for November 17. The approvals were
received slightly earlier but we did not change Board date.

2. Kenya: Kamburu

(a) Between return of appraisal mission and yellow cover.
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At the time of appraisal the Government had not decided

on (i) the organization which would undertake the project
and (ii) the financing plan. The Government was contem=
plating a takeover of the power companies and hence we

had to await the outcome of this before completing appraisal.
Appraisal was not in fact completed until November 1971.

(The timetables for the period April to October 1971

give month-to-month details.)

(b) Between negotiation and agreement on documents.
The matters involved were: .
(1) approval of documents by Board of three power companies;
(1i) approval of documents by Government and legislative
action on Guarantee;
(iii) agreement by existing creditors to share security
with the Bank.

Apar’ from the complication in (i) and (iii) we again ran into
the Parliament recess in respect of (ii).

3. Uganda Tobacco '(Tea?)

Between agreement on documents and Board.

The Obote regime passed the nationalization act. IFC investment
was involved, Board consideration delayed pending E1 Emary/Richards (IFC)
mission and agreement on treatment of IFC investment.

~__

Gautam S. Kaji

February 2, 1972
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Mr. Bruce M. Cheek January 26, 1972
Stephen C. Schott

kfm of currency revalustion on project costs

You requested that we prepare an evaluation of the effect of
currency revaluation on the cost, cost sharing and benefits of projects
for which loans or credits have been made. The attached country summa-
ries review our outstanding loans and credits. The only serious cases
revealed are the Ivory Coast Education project, the Upper Volta Cotton
project and the Dshomey Grand Hinvi project. Both the Education and
Grand Hinvi projects were in financial difficulties before the currency
revaluastions.

2. With regard to the cocoa project in the Ivory Coast, I shall
request Mr. Bourgin who ariives in Abidjan, February 2, to consider the
effect of revaluation on the project. The same request will be made to
Mr. Tillier who leaves this week to supervise the ¢il palm and coconut
projects in the Ivory Coast. In the near future, other supervision.
missions should be requested to comment on the effects of revaluation.

Swgfr’r’

TS\ 1008 Ylgss
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February 10, 1972

¥r. 8. Shahid Husain
Thomas U. Halbe

In reply to your memo dated February 1, 1972, I have the following
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Mr. S. Shahid Husain o February 9, 1972

Howard E. Tolley &A

1. I refer to your memorandum dated February 1, 1972.

2. The main reasen for the delay between the yellow and green cover
mwt-:mtho&um.nﬂhﬁmtb@mtmdﬂ&uuh.-
between the Edueation Projects and the Bastern Africa Departments on the
question of educational policies and priorities. The central issue was
the number of secondary school places to be provided in the propesed pro-
Jwtmmwmofwuwaanmhmmdw. The
Education Projects Department was against expansion of secondary school
facilities, other than limited extensions to existing schools, which were
hnhdnﬁnlyinuhaarm.utﬂnnlhofth&uﬁumﬁrr«iw
m:mm,mmmmtmhmhhnahmrm
in order to relieve the congestion in existing schools and in order to begin
to relieve the rural/urban imbalance in educational opportunities. The
Eastern Africa Department generally supported the Government's pesition.

3. Two meetings were held with Mr, Aldewereld followed by a special
Loan Committee meeting in an attempt to resolve the differemces. It was
decided at the special Loan Committee meeting to limit additional secondary
mummm-ummmmwunnuumru
the preparation of an additional project to provide post~primary practical
training with emphasis on agricultural training in rural areas. (Subse=
quently during negotistions, the Minister of Education, leader of the
Ethiopian delegation, made a persomal representation to Mr. Knapp following
which it was decided to restere rural secondary schools to the Second
Bducation Credit.)

k. The time between negotiations and approval of documents for
Ethiopian projects is usually fairly leng due to the requirement that
the negotiated documents must be discussed and approved by the Council of
Ministers. However, there was a further delay in this particular case
because, subsequent to negotiations, the Government requested financing
of additional technical assistance for a manpower survey. We agreed to
the request, and this required a revision in the documents before they
could be submitted to the Council of Ministers for approval.

a Bduca

5. There were two reasons for the delay between green cover and
invitation to negotiate:

a) Shortly after the green cover report was issued, we were
informed that the technical assistance - to be provided
by UNDP - could not be approved by UNDP as soon as had



b)

been anticipated in the green co report. This
sitated reconsideration of the timing and procedures for

implementing the project and, consequently, the draft
eredit documents had to be amended.

%

After the project was submitted to the Loan Committee,
authorization to invite negotiators was withheld pending
consideration of whether IDA, as a matter of poliey,

should finsnce $0% of project cost and clarification of
whether or not any taxes were included in the cost estimates.

6. After agreement on the credit documents, Board presentation
was delayed pending settlement of outstanding questions of Somalia's

external debt.

PRoeloffs/MAJalil/HETolley: t]
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Mr. A. David Knex
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Mr. Howard E. Toll February 1, 1972
8. Shahid Husain

Time taken for processing projects |

Attached please find an analysis Mr. de Jong has done of
the time it has taken for projects in fiscal 71 between the departure
of appraisal missions and presentation to the Board. I am struck by
the time it has taken to process some of the projects in Ethiopia and
Somalia; inm particular:

1. Ethiopia Education - between yellow cover and green
cover: 83 days; between end of negotiations and
approval of documents: 61 days.

2, Somalia Education -~ between green cover and invitation
to negotlate: 65 days: between agreement on documents
and Board presentation: 49 days.

I would appreciate your letting me know what the reason in each
case was for the time taken for the steps mentioned above.

SSHusain:ab
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Mr. John M. Mal 3 or Pebruary 1, 1972

8. Shahid Husain

Time taken for P ssing projects

Attached please find an analysgis Mr. de Jong has done of
the time it has taken for projects in fiscal 71 between the departure
of appraisal miseions and presentation to the Board. I am struck by
the time 1t has taken to process the following project:

Mauritius Tea - between green cover and invitation
to negotiate : 54 days.

I would appreciate your letting me know what the reason
vas for this delay.

SSHusain:ab
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lr. Roger A. Hogmstein February 1, 1972

8. Shahid Husain

Time taken for processing projects

Attached please find an analysis Mr. de Jong has done of the
time it has taken for projects in fiscal 71 between the departure of
appraisal missions and presentation to the Board., I am struck by the
time it has takem to process some of the projects in Kemnya, Tanzania
and Uganda: in particular the following:

1.

2‘

i 5.

6.

Nairobi Water Supply - between green cover and

invitation to negotiate: 51 days; between end of negot. and
agreement on doc.:98 days; between appro. of doc. and Board: 40 days.
Kenya Kamburu - between veturn of appraisal mission

and yellow cover: 312 days: between end of negotiations
and agreement on documents: 57 days.

Egiiya Kidatu ~ between end of negotiations and agreement
on documents: 69 days.

Tanzania Education - between yellow cover and green

cover: 36 days; between end of negotiations and
agreement on documents: 116 days.

Tanzania Tobacco - batween end of negotiations and

agreement on documents: 119 days; between agreement on
documents and Board presentation: 50 days.

Uganda Tes - between agreement on documents and Board

presentation: 86 days.

I would appreciate your letting me know what the reason in each
case was for the time taken for the steps mentioned above.

SC8Husain:ab
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INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOP 1ENT

Cable Addeess = INTBAFRAD PARIS

[INTERNATIONAL DEVELOPMENT ASSOCIATION

Cable Address — INDEVAS PARIS

FUROPEAN QFFICE:
66, AVENUL D'IENA, 75-PARIS 16% — FRANCE

Telephone - 720,25.10

January 28, 1972

Dear Dick,

Attached is copy of a study on methods of project appraisal
prepared for the DAC Secretariat by Mr. Bussery. You will recall,
of course, that project appraisal has been the subject of previous
discussions already at the DAC. In the study the Bank is referred
to in quite a few instances, with the main substantive passages
appearing on pages 18 to 22 and 61, and with further passing remarks
on pages 37, 38, 42, 60, 62, 76 and 8l. I had a quick look at the
paper and found no gross misstatements about us. The DAC Secretariat
would of course like to receive our detailed comments, not only re-
garding the references to the Bank but concerning the whole paper.
In the meantime they would like to circulate the paper in draft form.
In view of this, I suggested to Vincent that in his covering note
he should state that the IBRD, as possibly other institutions referred
to, did not have an opportunity yet to comment on the draft.

Best regards,

Sincerely/ yours,

/’m};

Mr. Richard H. Demuth ' -
Director ;
Development Services Department
International Bank for
Reconstruction and Development
Washington, D.C. 20433
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Mr, Hans iAdler Jamary 2L, 1972
Tariq Husain -+ %
Effect of Tecent Currency Realignment on Projects' Cost Estimates

1 How has the recent currency reselignment affected cost estimates that
were mede before the alignment? Should these estimates be adjusted? If so,
in what direction (upward or downward) and by what percentage? This is an

issus not only in the case of the Melke Sadi ‘mibara project, but also generally

for all other projects in the pipeline at this time., My view is that estimates
wominated in US (the usual case in all our sppreisal reports
upward. The extent of the revision will depend on the composition
of the import bill., The bare skeleton of the arguments for this view are
glven below.

24 Let the CIF price of goods X in country Y before the reslignment
be US$100. /fter the realigmment (with US) devalued) the CIF price of goods X
in country ¥ will depend on:

the origin of goods X

the import content of goods T

the pricing policy of the exporters, and

the price elesticity of goods X in the importing country,

For the sake of simplicity let us assume that the goods could either originate
in the U.S. or outside U.S.A. (Burope, Japan).

te in the U.S5
. the goods o te in the U.S. the new CIF price will depend on:

a) the import content of goods X, and
b) the origin of the imported inputs for producing X.

(1) If the import content is insignificant the CIF price may remain at
US$100s (a) if the prealigmment price of U.S. produced goods X
was not competitive and/or (b) the exporter's pricing policy so
dictated. In the first case the devaluation of the U.S.§ may have
made the U.S, produced goods X just competitive leaving little room
for a price increase. In the second case, depending on the goods
and the market the exporter may hold the price lower for increasing
market sharve. However, if the price of U.S5. produced goods X was
competitive before the realignment the U.S. exporter will be
inclined to raise the price to came in line with the higher (dus
to revaluation) price of goods X produced outside U.S. That is,
the post-realignment price of goods Y is likely to
US$100.

(2) 1f, however, the import content of goods X is significant and the
imports come from countries (Purope, Japan) which have revaiued

E



My, Hans /dler -2 - Jamary 2k, 1972

with respect to the U.5. dollar the production cost of goods X
will incresse. This may lead to supplier switching and other
adjustments but in the short run the CIF price is likely to be
incressed as 2 consequence. The extent of the inerease would
depend on the competitiveness of the pre-alignment price of goods X,
elasticity of supplier switching, etc. If the goods were compsti-
tive before, their price is likely to be increased to come in
with the price of goods X produced elsewhere which due to révalua-
tion is likely to be higher. Unless, of course, exporters in those
other countries absorb the effect of the revalustion in their profits
by keeping relative prices unchanged or slightly changed. The
dynamdics of all this is complex, but as a first approximation the ¢
price of goods X is likely to be increased as: a result of the
currency realignment even when it is produced in the U.S. Two
circumstances in which this may not happen are (1) when the pre-
alignment U.S. price was not competitive and (2) the exporter chose
to maintein the price for market share or other objectives.

a) its import content, and
b) the origin of the imports for producing X.

If the import content is insighificant the CIF price will be increased due to
the revaluation. For example, if the goods originate in Vest Germany, and
asguming that the pre-alignment price was 360 Marks (US$100 at the pre-alignment
rate) the new Germen price will be 360 Marks but the dollar price will be 16%
higher, i.e. US§110.,00., If, however, the import content is significant then
the production cost msy be incressed or decreased due to the realignment
depending on the origin of the imports. IIf most or all of the inputs imported
for producing X came from the U.S. the production cost will decrease - probably
leading to a decresse in prices as well. lHowever, if inputs are imported from
a muuber of different countries the net effect would depend on the overall
aligmment of the various currencies. If the currency reslignment works, trade
patterns are likely to change to accommodate the new relative prices. Imports
from the U.5. may increase leading to a lower cost of production and thus a
lower price. In the medium haul, therefore, the price of goods X produced
outside the U.S. is likely to be than

the price of goods X produced in the U.S. is likely to be higher than the pre-
alignment price. The proximate eguilibrium price is likely to be between the
pwn%imtpﬂccanﬂthohllymﬂudpdm-thﬁhbﬂmﬂﬁl@mﬁ
US$116.

Se One obvious example is that of cost of consultants pald in dollars
but hired to work in countries which have revalued. If the pre-aligmment cost
was US$50 thousand the post-alignment cost will be between US$55 to 60 thousand.
In this case, since the mueraive (the U.S. dollar) has been devalued the
quantity of the mumeraire must be increased to provide the seme value. That
means, that project cost estimates denominated in U.S. dollars must be revised
upwerds simply because each U.S. dollar is worth leses.
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6, 1 would like to get your reactions to these argumentis.
THusalnmw
ec: NMessrs. f{french~iullen

Gelan

Meimaris

Parish

Zeutlinger

§LLAY g I8 bums
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Jamuary 24, 1972

D.W.H. &m%

My, H. A. Adler

The

et in Indonesia

je

: supervised by this division
udm Similarly, the appraisasl reports on the 1961463

de Ponteves on the difficultiss encountered in

projects
to produce data on Khairpur later.

mma'-lmlry‘l!, 1972, I attach
abl
on the Mrst Rehabilitation Pro
do not include sufficient information: however, the ongoing
Reutlinger may throw some light on cost recovery at Purna
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¥hile the data on past projects reveals our intentions, I fear that

sak

Attachment

cc: M.
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Mr. Mervyn L. Weiner Jamary 13, 1972
M. A. Saeed FBl
Comments on Table IVK, "Operations Program and Project Processing Capacity”

1. In view of the swprising "spare capacity" projected for our department
in Table IVK prepared by the Programing and Budgeting department, you asked
me to examine these projections. I have done so and find that the indicated
projections of spare capacity are misleading because of the odd way "Project
Proceseing Capacity” (PPC) has been defined.

2, If a concept of current PPC has to be introduced, it should be based on
the gross work program, after adjustment for the results of the recruitment
efforts and changes in the rest of the work program. This is not now the case.

3. The figures for FY 72 and FY 73 given in IVK, according to the footmote,
"are taken from work programs developed during preparation of the FY 72 budget.”
mmmmna;!mm,umm:

FY
b § 1T I ﬁ'u b
Work Work Program  "PPC" Work Program Vork Program "PPC"
Net Gross 2/ Gross
Power 19 22 25 20 26 30
Telecom 8 10 12 9 10 15
Water 8 12 11 10 17 1
B LL 18 — 39 53 59
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PPC

i) &Slippage of octs from one year to the

mu&umﬂjﬁomm Section III of owr budget
memo to Mr. Adler, dated February 5, 1971 makes that quite explicit.

M.A.Saeed/des
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