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Chapter 7. Eeconomie Analysis

Now that finaneial analysis has been done to evaluate the project viability,
this chapter evaluates the project in terms of benefits and costs to the nation. The more
important items studied here are economic costs and benefits, economic internal rate of
return (EIRR), effects on balance of foreign exchange earning and value added. |

7.1 Reonomic Priece for Caleulation of RIRR

Caleulation of EIRR is to be made using economie prices instead of the market

prices which are used for the finaneial analysis to measure economie value of the project.
The economie prices ave caleulated as follows:
7.1.1 Sales Price of Produets

The prices of non-tradable goods such as eleetric power and water are usially
considered that the prevailing market prices have reflected their real economic value.

On the other ﬁand, the economic prices of gbods are defined as the priée at
the boundaries of & country (CIF or FOB) on the basis of the internaiional price if they are
tredable goods. - In general, the industrial products are. deemed as the tradable goods.
_Sinée the pr'odu__cts,to be produced by this project are.:ail for the domestic consumption,
international prices of CIF Indonesia shall be economic prices.

The products planned to be manufactured consist of machine, plate and
strueture. Most of them have been internationally dealt with, but some of them has not.
However the market’ priées of product not. internationally dealt with such as a part of

strueture are regarded as equivalent to the economic prices..
The. market pfices of machine, plate and structure are shown in Chapter 6.

Those . pric'es' ~are settled at the level of or lower than the. international prices,
Accordingly, there are not big differences between the CIF prices and the market prices.
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Based on the premises mentioned above, the financial prices of products are
reparded as equivalent to the economie prices.

7.1.2 Ra'w and Bought-ﬂut Materials

The raw and bought-out materials eonsumed for the production of machine,
plate and structure are 'ihternationally tradable goods. The market prices are varied due
to the qtlaﬁtity and quality of purchase. However, it is observed that the market price has
been determined as comparatively higher than import price. Therefore, the economic
prices of raw and bought-out materials are projected as 85% of the market prices. -

7.1.3 Consumables

The economic prices of consumables sre estimated at 85% of the market

prices.
7.1.4 Utilities

Sinee the utilities are non internationally {radable goods, the economie prices

are measured as equivalent to the market prices.
7.1.5  Other Cost -

" Other cost econsists of sub-contract, outside orders =~ for installation,
transportation, jigs, ete. Those are non internationally tradable goods, therefore the -

economic prices are equivalent to the market prices.
7.1.6 Salaries and Wages

As it is supposed that the salaries and wages of the skilled labors among all
employees are reflected by the real values, their salaries and wages can-be regarded as
the economie values, On the other hand, the unskilled labors in the countfies which have
many unemployed labors can be easily replaced either by the current unemployed labors or
the semi~unemployed labors who are obliged to engage in the work of agriculture. Hence,
the real values of the unskilled labors can be estimated as lower than the salaries and
wages which they have received. However, the unskilled labors employed by the plant
equipment manufacturing industries are not easily replaeed by the unemployed labor due



to the fact that even the unskilled labors employed by the industries are required
profession to some extent, Therefore the economie value of salaries and wages of
unskilied labor is equivalent to the total paid salaries and wage,

_7.1.7' Factory Overhead
Factory overhead mostly consists of Salary_énd wages of indirect workers such
as managers, engineers, section heads, secretaries and guards. Therefore the economic
value of overhead is regarded as equivalent to the market value,

7.1.8 Maintenance and Repair

The economic value of maintenance and repair is regarded as 90% of the
market value. '

7.1.9 Taxes and Duties

~ Since all taxes and duties imposed on the purchase of ‘equipment and materials
as well as on the project contract is deemed as a transfer items, the taxes and dutjes
included in the project cost is to be deducted for économic evaluation,

The income tax will be excluded from the expense in the same reason.
7.1.10 Exchange Rate

_ In the event that the official exchange rate has not properly reflected the real
values of the loeal and foreign currency, the shadow exchange rate will be used with
reference to the real exchange rate caleulated from the effects on import duties taxes or

_available at the black market.

In Indonesia, the exchange rate has been so floating as to reflect the real
values of the currency. From sueh point of view the official rate of exchange can be
considered as a real exchange rate.



7.2 Economic Evaluation- :
7.2.1 Economic Internal Rate of Return (EIRR)
The following table shows EIRR which is caleulated on the basis of the
economic price, Either one is ealeulated by the increinental comparison for the case of

without as same as in the case of the financial analysis.

‘Table 7~1 EIRR

(Unit: %)
BARATA BBI BOMA STORK CONSOLIDATED

21.8 22.4 45.8 23.8

The consolidated EIRR shows 23.8% which is higher than cut-off rate (8 - 10%)

of project which is normally adopted to promote projects.
7.2.2 Sens_itivi_ty_Analysis
The sensitivity analySis on EIRR is mad_e using folloﬁving px.'émises.'
Economic inyestment cost :+ +10%

Benefit from salés : +10%

Economic cost exeluding | +10%
investment cost -

The result of sensitivity analysis on consolidated EIRR is summarized in the
Fig. 7-1. : ) o '
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7.2.3 FPoreign Exchange Earnings of the Project

The contribution to improve the foreign exchange balance in Indonesia owing

to the implementation of this project is caleulated in the following manner,

(1}

(2)

(3)

(4)

4

All prices and costs are based on the 1984 constant price. This means
that the answer is conservative in comparison with the answer based on

the current price base,

Some of incremental salés revenues ave regarded as the saving amount of
outflow of foreign exchange (import substitution). Following shows the
percentage to be regarded as the saving amount of outflow of foreign

exchange used in the study.

BARATA  87% of ineremental sales revenue

BBI - 70% of inQremental sales revenue

BOMA STORK 71% of incremental sales revenue

Some of incremental costs for raw and bought-out materials in the

production costs are regarded as outflow of foreign exchange. Foll_owiné

‘shows: the percentage to be regarded as outflow of foreign exchange.

BARATA - 51% of incremental raw and boughtfout materials cost
BBI 54% _of ineremental raw and bou'gh't-'—out matér’ials cost
BOMA STORK  62% of ineremental raw and bought-out materials cost

70% of incremental consumable costs are regarded as outflow of foreign
exchange. '

50% of the inecremental maintenance and repéir cost are regarded as
outflow of foreign exchange. _ |

50% of incremental reinvestment cost during commercial operatlon is

assumed as outflow of foreign exchange.
The fdreigr'l-loans'are'inﬂow of the foreign exchange, which will be set off

in the same amount by outflow of the payment for the con_structio'n cost.

The reimbursement for the loan is outflow of the foreign exchange.

7-10



(5) The interest bn the foreigh loans is outflow of the foreign exchange., Two
cases for intetfeét rate for the calculation are done. The rates are 10%
~ per year for case 1 and 5% per year for case 2.

As this renovation project can be considered as the import substitution
project in the substance, the Ou_tcome of calculation for the foreign exchange earnings is
as shown in Table 7-6 through 7-13.
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7.2.4 Value Added
The definition on value added in thié'étudy is aS'follows'..

Ineremental Profit Before Tax + Incr_emental Direct Labor- Cost + Incremental
Factory Overhead Cost + Incremental Interest + 70% of Incremental Sales and
Administration Cost.

The reason why the cost of factory overhead is counted in the value added is
that the most of Factory Overhead Cost is regarded as.cost for indirect worker. 70% of
sales and administfative' cost is regarded as cost for man power, ‘

Table 7-13 through 7-16 shows the results of caleulation on value added by' the proje”c't.
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