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Evalustiin of investiment projects is one of the essential

elements of investment planning. Criteria and methodology

applied significantly influence the de
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igion- making of all
the institutions involved in investient activitys firms, in-
dustrial uniong, financing banks, contractors and planning
bodies at all the levels of management, up to the state pla-
nning Commiggion.

Thereifore, the metnods of efficiency evaluation have been
for a long time a topic of a series of theovetical studies as
well ags an object of vital interesgt of our planning authori-

tiese.

In order to unify the approaches to tue evaluation, offi-
cial methodolozies are publighed by central planning bodies.
Looking back from the late 50-es, when the first official
"uleg" were published, to tue present, a higza correlation

between the general system of planning and management and the

principles of efficiency evaluation can be oObserved.

The first "Rules" were approved and published in 1959.

Their mainp-iaci.les can be summarigzed in the subsequent poi-
nugs

a/ Bvaluation from the point of view of national economy
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as a whole was the dominating one. The firm s point of view

was almost neglected. The investment efficiency was evaluat-
ed at two levels:

the evaluation of the entire plan of investment
~ the evaluation of individual projects
b/ As for o~ the evaluation of the entire invesgtment plaxn
/i.e. the evaluation of investment pPprogramme embodied in the
plan/, the criterion was identic witha the efficiency of the
national economy as a whole: the rate of gatisfaction of final

neceds/ demand/, the rate of growth of national income /in the
log-run/ and the rationality of utilization of all the growth
factors/labour, natural resources, innovations/. Such an
identity follows from the complexity of all the factors form-
ing national economy: it is difficult to separate, e.g. ths
impact of, gay, foreign trade policy from the impact of in-

vestument on the economic growth and its efficiency and impo-'

ggible to quantify their ghares.

¢/ The evaluation of individual projects was basd on
comparigons of substituting /alternative/ solutions, by means
of which the final effect /externally given by the economic
plan/ can be achieved. The main criterion difining the most

efficient alternative was the minimation of the cost of pro-
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ductione The coefficlent of efficiency of additional invest-

i



=

ment served as an ingtrument for the comparisons and finding

the most suitable alternative if the investment and operating
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rost of the substituting alternatives lead to contradicting

~
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The time factor /compound interest rate of 10%/ was app-
lied for the calculstion of "shadow™ investment cost in oxnder
to peflect the differen construction periods /and, consegy-—

ently, different period of frozen investaent/.

Emphasy was laid on the calculation of social cogt of

investment as well as of operation in the project. The gocial

cost was o be calculated by means of
-~ determining the direct, induced and indirect investment
~ pe-~calculation of tie material inputs if the profita-
bility of materials /and their substitutes/differed
significantely- as a rule by weans of deduction of
orofit marginse.
- pe-calculation of imported materials on the basis of

their export eguivalents.

d/ Baphasy was laid on the efficiency of foreign trade

an substantial critercion of any investment project, where

as
exports of the products were expected.

=

o/ Profitabily and other efficiency indicators signifi-
cant from the enterprisets point of view, were alimost neglect-

edo.
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- The macroeconomic approach, which prevailed in the "Rulesg™
was & success. Unfortunately, the neglection of firm's points

of view and interests made the Rules almogt impractical. The

)

firms were not stimulated to behave according to the Rules
when prebaring their own project-drafts and Pushing them for-

=

ward vis-a-vis their supervisiqg authorities. Profit leid
already a significant role as an economic ingtrumeat— conge—
quently, a deep gap arose between the good and justified ideas
of the Rules and the practical decision procedures of the

firme.,

The gscond "Rules" were approved in 1967. In many as—

Pects, they represeat the otaer extreme approach. As a reac-
tion on the drawbacks of the first Rules, where the firm's
point of view was almost neglected, the second Rules cphasiz=—
ed profitability, rate of return and other typically fiem's ani

financial indicators as an decisive criterion of efficiency of

invegtaent.
Ag compared witi the first Rules, the evaluation of the

entire investwment programme was fully omitted.

The general concept of the second Rules wasa reflection
of the s0 called "economic reform". The main ideag of the

eform lay in the rejection of the leading and decisive role

p
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of the central economicplan, emphasizing the role of market
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and financial instruments. We are not going to deal with this
specific question in details /this would be a toplc of a gpe—~
cial lécture/ — let us only mention, that the exPgrience of
the dzvelooment in 1967-69 gave a very convincing proof of the
guitability of the reform: inllationary pressures, disequili-
bpium and a rapid fall of efficiency of investment were its
fruits.

Main featurzs of the Rules are summzrized in the folloy—
ing pointsg:

a/ The profitapility of individual projects wasz the domi-
nating criterion of efficiency. The subgequent indicators
yiere used:

~ internal rate of retucn of iluvestacnt
— the pay-back period of the investiment credit

— net profitability of investment /net Drofit =
profit after taxes and othe compulsony payuments/

~ the "peproduction pay-back period", where the
strem of payument = grogg profit + depreciation
b/ The foreign trade efficiency measured DY approporiate
indicators was taken ag importaat criterionof investment effi-

clency, t00.

o
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/ Re~calculation of projected value of output, invest-
went and operating cogt in the world-trade prices was envie
saged /for mogt importaut projects/ as an instrument checking

the reljability of the profitability calculation made in do-

+

‘The second Rules, despite the changes in the general gys-
tem of planning and mauageiment after 1970 sretained theiw fom-
mal validity until 1975. Of course, the get of indicators
used was gradually reduced. After 1972, only the internal

rate of returny credit pay-~back period and foreign trade effi-

Q
e
L]

acy indicatocs were officially required as an proof of off i
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y of the projects.
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The third Rules were published in 1975. In cerfain gense,

they represent a wise compromise between both pre ceeding docu-

]

mentg; rejecting their extremities and adopting everything

what proved its reliability and rationality.

One specific feature~ common for all the three Rules -
r;k ng thet distinct from the Rules adpoted in gome other (Jom-
econ countriecs/Poland, Hungary and USSR, e.g./should be enmpha-

sized: the rejection of ome aggregate efficicncy indicator

&3]

standinz as top of the pyrawmide of partial indicators.

(6]

Bvery project renders a set of effects which cannot be mutaa-

lly substituted: ingreased output, labour cavings., imports..
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reduction, export;éipenéion; enrichment of the product mix,
solution of urgent social probleig and needs et cet. These
effectsz, as a rule, are not additive. Because of a "vector"
character of the effects, the efficieucy indicatores must be
taken as a vector, too. Their reduction into one "scalare"

rr ig, sometimez, posible -but at the expense of %the
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clarity of efficiency analysis, concrete priorities are

cted. Morzover—- any efficiency indicator is one-sided. ToO

s )

avoid onesidedness in the decisionmaking, the idea of one deci-

sive indicator must be rejected.

[0}
in
co

Most impoztant principlescof the Rul
a/ Any project can be evaluated from geveral points of
view, in particular:
- ficmy s point of view
~ industrid. branche point of view
~ national economy's point of view
- financial point of view

-~ pregilonal point of view

Depending on the size of the project and its role, the

m

upervizing and evaluatin authority has to decide, which pointe

re to be applied in every particular case.
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If the higher point of view comeg in to & ;uﬁflict with the
firm's interest, the higher point of view ig decisive. Simou-
ltaneously, additional meagures must be taken /changing the
conditiong of financing et cet./ to make the firm'gs interests

congistent with the "higher" point of viewe.

b/ Specisl attention ig paid to the determination of the
induced and indirect investuent outlays and effect of the pro-

Jject analysed.

¢/ Two appreaches to the evaluation of investment are
distingushed:

- gbgolute efficiency,
- relative efficiencye.

In cage of relative efficiency, the project andlysed is
compared either with other substituting alternatives, or with
gome kind of fixed gstandard /defined by means of target tech~-
nosconomic indicators/, foreign projects of peak standard or
with the eimilar project already established in the country.
Coefficient of efficiency of additional investuent is the main

indicator used in this case ag an aggregate indicator.

W

d/ The Rules offer a wide set of indicators by means of

project can bs recognized. There

=
[@]
=
.'.'):
D
D
]
)
e
Q
j
D
B
<
e
O
!
[4F)

about 200 indicators, if multiplied by the spiaa of calculation
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/within the project or adding induced a indirect effect and

cogt in more circles/their number increases substintially.
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The choice of relevant indicators to be applied in a project
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analysis depends on the charactsr of the project, 1t
and complexitye

e/ However, theirs is a limited set of indicators w:osel
values wmust be calculated in every case and submitted to tas
orzan. The span of compulsory indicators differs
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according to the stages of project preparation. |

Compulsory efficiency indicators of tane feasibilty study:

1/ Net export efficiency

BXP /fe/ = Rifimp /fe/
gP/hp/ - RiMimp /HP/

NEE =

BEXP - volume of exports

Ril imp - rew materials imported/used for the pro-
D

A

duction of tue exported commodity/
CP -~ cogt of production
/hp/ - home price
/fe/ - foreign trvade price in foresign exchange
2/ Convertible rouble meproduction cost

BX» /hp/
EXp./fe - roub/

R /roub=



3/ Dollar reproduction cost

= BXP /fe- dol/

4/ Fixed assete and inventories profitability

n

5/ Pixed assets profitability

e

6/ Gos t profitability

cP Drofit
cogt of production

7/ Output/capital ratio —~in value
8/ Iabour productivity /per employee/
9/ Invegtment cost per capacity unit.

10/ Reproduction pay-back period of investuent cost

Investument cost

gross profit + depreciation
11/ per unit of output operating cost.

;ors at the level of dreparatory docu-
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Compulsory iandica

Apart of the 1l indicators, other indicators are added,
specifying the criteria followiig from the abovemeantioned
criteria, e.g.: productivity per worker, shifts coefficient,

output per unit of eqguipuent.
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The set of pririoties are ceflected by the indicators

reiswed: foreign trade efficiency and labour productivivy
/parallely with econony of tae cost/are the focus of Cze-~
o

choslovak five year plan. A deeder look at the indicators

also explains, more desply wiy the Czechoglovak Rules oppose



