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Chapter 1 – Introduction

This study was prepared under a Serbia Sustainable Local Development program for the municipality of Preševo which is preparing the development of potential Industrial Zone “Čukarka”.

The main objective of this study is to deliver pre-feasibility study for this zone and to answer the following basic questions:
· Does the suggested zone meet basic technical and socio-economic requirements for potential investors? If not, is it possible to improve the situation and how? 

· What are the financial costs of the suggested industrial zone? 

· What will be the financial and economic benefits of the industrial zone construction and the investors it will attract?

· Who are the potential investors that can be located in the zone and what are their needs?

· With respect to all above mentioned items, is the preparation of industrial zone economically feasible?

The study is comprised of 3 core components: i) a site assessment and building study, ii) a market analysis and demand forecast, iii) a financial model, and an economic benefit review. The critical element of this study is a market demand forecast and a financial model. 

Chapter 2 – Executive Summary

The Site

Industrial Zone Preševo – Čukarka is located on the right side of highway Belgrade-Niš – Skopje (corridor X), 5 km from the center of Preševo.  The total area of the site is approximately 60 hectares. The zone development is planned in the first phase only on 13.23 hectares owned by the municipality of Preševo for which also all necessary documentation is ready. Taking into account the most efficient use of land as well as needs of potential investors the building plan for division of the one into ten smaller lots has been prepared.

The advantage of the site’s location is:

· Geographic location on corridor X, close to borders of Macedonia, Kosovo, Bulgaria and Greece;
· Potential local suppliers and raw materials for food and drinks production, wood processing industry and/or construction materials;

· Availability and quality of labour under very competitive conditions;
· Positive attitude of local government, namely LED office.
The disadvantage of the location is:

· The site is not equipped with technical infrastructure and the connection road to highway – corridor X is missing.

Market Analysis

We believe that majority of new greenfield investment projects are likely to come from European countries as well as from Turkey, and the majority of them are likely to be in the manufacturing sector (food processing, wood processing, construction materials) serving to final consumers both in Serbia and abroad.  

From the analogy between Balkan and inflow of greenfield FDI into Central Europe in the 1990s, the following developments might be expected: 

· Inflow of manufacturing projects producing goods which are difficult/costly to transport, such as food and other fast-moving consumer goods, construction materials, or furniture

· Inflow of investment projects by suppliers of large producers located in the neighbouring countries (car makers, electronics producers)

· Inflow of labour-intensive manufacturing projects requiring skilled workforce at reasonable costs

· Inflow of investment projects from countries willing to penetrate the EU market from a neighboring country 

· Inflow of investment projects by the Kosovar diaspora into niche markets and as suppliers of foreign investors

Demand Forecast

We forecast possible demand for land at the Zone in three scenarios: A – optimistic, B – realistic and C – pessimistic. These scenarios differ in the time when the “Big” investor creating some 220 jobs will appear.  The pessimistic – worst case – scenario expects this to happen in year 7 from the beginning of the project.

Financial Analysis

A. The project is financially feasible in case the owner (municipality) of the land charges between 1 and 1.5 € per square meter of land (rent plus fee for use of construction land). 
B. If the municipality wants to use low costs (symbolic rent, no fee) as a financial incentive, the project still can be feasible in case there is an external grant of around 50 % of construction costs.

C. In case there is no grant and the rent is only symbolic, the project will NOT be financially feasible meaning that if municipality borrows money (at the bank) to construct the infrastructure, it will not receive the money back within next 20 years.  
Economic Analysis

Municipal and possibly also central government contribution to the Zone would entail both costs and benefits to the public administration, and – by extension – society. There are many valid reasons why the (local) government would choose to spend resources on this economic zone. These include namely jobs creation, enterprise formation, export generation, rural development, and others. As part of the direct revenues goes also to the central budget, there Zone presents a strong case for central government intervention during the Zone construction phase. Even in the worst case total revenues are several times higher than total costs.


Chapter 3 – Zone development

Site location and its description

Preševo biggest advantage is its geographic position directly on the border with Macedonia with border crossing on the road E 75.  Once the Corridor X is completed (4 lanes) this will be very attractive mostly for logistics / warehousing. Municipal strategy includes both SME development and FDI attraction and among other projects there is also industrial park development. 

Industrial zone in Preševo is planned on location called Čukarka. It is located on the right side of highway Belgrade-Niš-Skopje, 5 km from the center of Preševo, next to the corridor X including main intersection. Currently the site can be served by the main road M25.2. Total area is about 60 ha where approximately 13.23 ha is in the property of the municipality and the rest (50 ha) is a private property. The entire area has been included in Spatial plan and Plan of Detailed Regulation (PDR) has been developed. 

Figure 1: Excerpt from GUP Preševo with IZ Čukarka

[image: image2.jpg]



The site is currently used as grassland. Chart 2 presents the location of the Zone, see Preševo center on the West and Highway – Corridor X on the East.

	Characteristics
	IZ Čukarka

	Area of flat land
	13 ha

	Potential number of jobs in manufacturing
	550 persons

	Number of inhabitants in the catchment area
	170,000

	Ownership
	Public

	Distance to national road network
	1.5 km

	Electricity demand for production
	6,3 MW

	Water demand for production and fire
	11 l/s

	Wastewater capacity
	12 l/s


Figure 2: Location of IZ Čukarka  
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Land use designation and ownership rights

The site is designated as an economic zone and Plan of detailed regulation has been approved. Ownership rights clearance is one of the key conditions for the Zone construction. That is why the development plan was prepared only for the part owned by the municipality (approximately 14 hectares). 

Access and site accessibility

The site is located next to the A1 motorway in a distance of about 1.2 km, however for the purpose of industrial zone the connection has to be improved. In any case this location connects the zone directly with all Corridor X municipalities (Belgrade, Budapest, Sofia, Skopje). The border crossing with Macedonia is only 2.5 km from the Zone.

The nearest railway station is situated in Preševo, approximately 2 km away from the zone. The railway connects Belgrade with Macedonia and Greece. There are several international airports in reasonable distance from the zone (Skopje, Niš, Sofia, Priština) and sea port in Thesaloniki accessible by the A1 motorway.

Utilities and site connection to basic public services

The zone can be easily connected to all basic utilities, with the exception of gas. Infrastructure capacities will have to be strengthened in order to serve the needs of investors. In Čukarka there is a spring with 5l/s capacity. There is also no sewage system at the moment.

Electricity: High voltage electricity line is nearby the site and electricity supply can easily be arranged through three new transformer stations built on the site. 


Water: The water supply network within the Zone will be constructed in one trench with the sewer system. 

Sewage: There is currently no sewage system available at the site. Both sanitary sewer and rain water sewer shall be put in place. Due to the slope and shape of the Zone all parts of the sewer can be designed as gravity powered. As industrial wastewater cannot be released into the sewerage, any Zone tenant that uses industrial water will have to build its own industrial wastewater treatment plant, if needed. For the rain water sewage it is worth considering whether not to build a retention tank / dry polder to reduce the costs.

The zone development requires the following technical infrastructure to be constructed:

· Road connecting the zone with Corridor X (length 1,000 m);

· Roads within the zone (1,470 m);

· Road signs;

· Rain water sewage within the zone leading to the Trnava river (3,106 m);

· Sewage within the zone (2,210 m);
· Water lines within the zone (1,480 m);

· Public lights along the roads in the zone;

· Three transforming stations 10/0,4 kV;

· New 110/10 kV cables from the transforming stations (2,820 m);

· Reconstruction and new construction of telecommunication line (1,900 m).

The preliminary budget shows the following costs of individual construction works:

	ITEM
	COSTS

	rain water sewage 
	€ 390 801,00

	cabling medium-tension network of 10 kV 
	€ 183 102,00

	reconstruction of the transport line from corridor X to industrial zone
	€ 201 403,00

	sewage system
	€ 218 036,00

	traffic signs and signaling
	€ 19 933,00

	telecommunications 
	€ 73 586,00


	the street lights 
	€ 78 930,00

	Transformer Čukarka 1 
	€ 90 123,00

	Transformer Čukarka 2 
	€ 90 294,00

	Transformer Čukarka 3 
	€ 90 123,00

	roads within zone
	€ 552 196,00

	Water line
	€ 160 481,00

	TOTAL COSTS
	€ 2 149 008,00



The total estimated value of the investments for the construction of the infrastructure used for both financial and economic analyses is € 2,200,000.


Development Plan

For the optimum use of available land it is necessary to prepare a development plan which will maximize the areas of standardized industrial halls and minimize costs of infrastructure (roads and utilities) within the zone. Each plot needs to have its own access from the roads planned within the zone. The site should offer space both for medium sized (over 50 employees) and small (below 50 employees) businesses. 


Presented scheme divides the Zone into 10 lots with the central part (lots 5, 6 and 7) serving to 3 medium sized (or one large) investor while the other parts can be offered mostly to small investors.

Figure 3 – Development Plan
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Table 1: Size of individual land plots

	 No.
	Size of the building (m2)
	Size of the land plot (m2)

	1
	2 844
	6789

	2
	2 880
	7756

	3
	5 760
	13146

	4
	5 040
	14747

	5
	11 664
	27058

	6
	4 860
	10438

	7
	6 336
	14484

	8
	7 452
	18482

	9
	2 268
	7548

	10
	2 268
	6025

	Total
	51 372
	126 473


Chapter 4 - Market and Demand

The demand on the zone in Preševo is derived exclusively from the trends in FDI development both on global and national level. 

World Investment trends 

Global foreign direct investment (FDI) still represent a substantial share of world economic development even if they fell by 18 % to $1.35 trillion in 2012. This decline was in stark contrast to other key economic indicators such as GDP, international trade and employment, which all registered positive growth at the global level. Economic fragility and policy uncertainty in a number of major economies gave rise to caution among investors. 

Chart 1: Global flow of foreign direct investment, 2002-2012, billions of USD
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Source: UNCTAD – World Investment Report 2013

UNCTAD forecasts FDI in 2013 to remain close to the 2012 level, with an upper range of $1.45 trillion – a level comparable to the pre-crisis average of 2005–2007. As macroeconomic conditions improve and investors regain confidence in the medium term, TNCs may convert their record levels of cash holdings into new investments. FDI flows may then reach the level of $1.6 trillion in 2014 and $1.8 trillion in 2015. However, significant risks to this growth scenario remain. Factors such as structural weaknesses in the global financial system, the possible 
deterioration of the macroeconomic environment, and significant policy uncertainty in areas crucial for investor confidence might lead to a further decline in FDI flows.

Very important factor for countries in Balkan is the fact that FDI flows to developing economies proved to be much more resilient than flows to developed countries, recording their second highest level – even though they declined slightly (by 4 %) to $703 billion in 2012. They accounted for a record 52 % of global FDI inflows, exceeding flows to developer economies for the first time ever, by $142 billion. 

Countries in Balkan have mostly been hit hard by the global recession in foreign investment - in some countries annual inflow of FDI dropped by more than 70% in 2009-10. Nevertheless, 2011 brought some recovery. In some countries this recovery continued in 2012 while other countries experienced decline, usually a moderate one. Overall, there seems to be recovery in FDI flows although annual flows will probably not reach the pre-crisis level in the next few years. 

Table 2: Inflow of FDI, 2007-2012

	Country
	2007
	2008
	2009
	2010
	2011
	2012

	Albania
	652
	1241
	1343
	1089
	1368
	567

	Bosnia & H
	1804
	1065
	139
	325
	378
	633

	Bulgaria
	13875
	10297
	3897
	1867
	2097
	2047

	Croatia
	5016
	6057
	3401
	798
	1260
	1275

	Kosovo
	603
	538
	408
	487
	546
	293

	Macedonia
	733
	612
	260
	300
	495
	325

	Moldova
	536
	726
	135
	202
	294
	169

	Montenegro
	934
	960
	1527
	760
	558
	610

	Romania
	10290
	13849
	4926
	3204
	2557
	2242

	Serbia
	3432
	2996
	1936
	1340
	2709
	352


Source: World Bank, 2013
On the basis of these data, it may be estimated, that global flows of foreign direct investment and inflow of foreign direct investment into Serbia will continue to rise in the coming years, although the growth will probably not be as a dramatic one as experienced in 2006-8. 

Chart 2: Number of FDI projects in Europe
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Source: Ernst & Young, European Attractiveness Survey, various issues.

Number of FDI projects in Europe remains stable and the share of developing countries from Eastern Europe is growing. Serbia performed well in terms of FDI in 2012, attracting 78 projects, up 16.4% year on year. FDI created 10,302 jobs in the country, which ranked sixth in Europe for FDI job creation. Serbian projects are among the most labor intensive in Europe, creating 132 jobs each on average. Nearly 90% of projects in Serbia came from European companies. Italian firms provided more than half of the resulting jobs, and companies from Germany and Austria were also big investors, mostly in manufacturing, with automotive components and machinery and equipment the leading sectors. Investment trends described in previous paragraph provide an insight into potential inflow of investment into Serbia. For estimation of potential demand from foreign investors, more detailed data from FDi Markets database describing all investment projects on individual bases were examined. Only greenfield manufacturing projects were taken into consideration since this is the main target of Preševo and the most probable source of investors.

Table 3: FDI manufacturing greenfield projects

	Country
	Year
	Population thousands
	Total Capital Investment
	Total Jobs Created
	Number of Projects
	Average CI
	Average No. of Jobs

	Serbia
	2010
	7 291
	2034,02
	10219
	30
	67,80
	340,63

	
	2011
	7 258
	911,26
	11230
	41
	22,23
	273,90

	
	2012
	7 223
	375,47
	4851
	22
	17,07
	220,50

	
	2013
	7 189
	465,12
	6735
	27
	17,23
	249,44

	Macedonia
	2010
	2 102
	42,5
	442
	4
	10,63
	110,50

	
	2011
	2 103
	382,34
	3352
	10
	38,23
	335,20

	
	2012
	2 105
	168,16
	4665
	5
	33,63
	933,00

	
	2013
	2 107
	173,07
	1746
	9
	19,23
	194,00

	 Romania 
	2010
	21 438
	261,76
	614
	4
	65,44
	153,50

	
	2011
	21 384
	1779,82
	10191
	31
	57,41
	328,74

	
	2012
	21 326
	960,81
	7230
	21
	45,75
	344,29

	
	2013
	21 270
	362,23
	2281
	8
	45,28
	285,13

	Bulgaria
	2010
	7 534
	435,57
	2436
	8
	54,45
	304,50

	
	2011
	7 348
	208,57
	1693
	11
	18,96
	153,91

	
	2012
	7 304
	612,73
	4367
	10
	61,27
	436,70

	
	2013
	7 189
	277,57
	1418
	9
	30,84
	157,56

	Bosnia
	2010
	3 845
	120,49
	814
	9
	13,39
	90,44

	
	2011
	3 839
	42,15
	689
	5
	8,43
	137,80

	
	2012
	3 833
	96,55
	859
	7
	13,79
	122,71

	
	2013
	3 827
	567,93
	641
	7
	81,13
	91,57

	Slovenia
	2010
	2 048
	16,1
	231
	1
	16,10
	231,00

	
	2011
	2 052
	222,06
	427
	2
	111,03
	213,50

	
	2012
	2 058
	3,5
	30
	1
	3,50
	30,00

	
	2013
	2 063
	14,23
	35
	1
	14,23
	35,00

	Turkey
	2010
	72 137
	1463,33
	5102
	19
	77,02
	268,53

	
	2011
	73 058
	2269,38
	5134
	21
	108,07
	244,48

	
	2012
	73 997
	5036,65
	9600
	21
	239,84
	457,14

	
	2013
	74 927
	6430,473
	6724
	30
	214,35
	224,13

	Croatia
	2010
	4 417
	179,18
	265
	5
	35,84
	53,00

	
	2011
	4 280
	398,1
	1201
	2
	199,05
	600,50

	
	2012
	4 267
	34,76
	300
	3
	11,59
	100,00

	
	2013
	4 192
	6,8
	80
	1
	6,80
	80,00

	Albania
	2010
	3 150
	1
	3
	1
	1,00
	3,00

	
	2011
	3 153
	34,2
	142
	1
	34,20
	142,00

	
	2012
	3 162
	6,5
	23
	1
	6,50
	23,00

	
	2013
	3 168
	0
	 
	 
	 
	 

	Greece
	2010
	11 307
	0
	0
	 
	 
	 

	
	2011
	11 299
	0
	0
	 
	 
	 

	
	2012
	11 280
	0
	0
	 
	 
	 

	
	2013
	11 267
	18,3
	50
	1
	18,30
	50,00


Source: FDi Markets 2014; own calculations
Serbia was able to attract some 120 manufacturing greenfield projects in last four years.  As the following chart shows Serbia is the most successful country in Balkan in attracting manufacturing greenfield FDI relative to its size / population number with an average of more than 4 projects per million of inhabitants and 120 jobs per one thousand of inhabitants. The biggest competitor is Macedonia while countries with comparable absolute number of projects sucha as Romania and Turkey are several times bigger. 

Chart 3: Relative number of FDI manufacturing projects and jobs created
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Source: FDi Markets 2014; own calculations

Based on these positive findings we can expect about 8 projects and 2000 of new jobs created by manufacturing investors in southern Serbia every year. Of course, specific location of these investors depends on local conditions and above mentioned numbers can be increased if the municipality is well prepared. So far there is still not enough of market ready sites for greenfield investments and we can deduct that at least 50 hectares of new industrial zones shall be 
offered in the region annually. Once Preševo prepares its zone, it will be immediately discovered by potential investors.

· In Preševo we can see the following incentives for potential investors: 

· industrial site with infrastructure – once IZ Čukarka is ready;

· financial incentives of local government (low rents, low municipal fees); 

· closeness to the motorway and borders of Macedonia, Kosovo and Bulgaria;

· abundance of skilled work force;

· competitive salary. 

Data available indicate, that several sectors provide the majority of new investment projects in Europe: the automotive industry (production of automobiles and automotive components), manufacture of electronic products (such as computers, TV sets, and other consumer electronics), production of food and drinks, manufacture of industrial machinery and equipment, provision of business services such as repair, accounting, and IT services, and software development.  

Table 4: Main sectors for FDI in Europe, 2010-2012

	Sector
	Number of FDI projects

	
	2010
	2011
	2012

	Automotive manufacturing
	258
	270
	270

	Business services
	561
	666
	699

	Production of chemicals
	154
	144
	173

	Electrical engineering
	139
	158
	112

	Manufacture of electronic products
	182
	168
	168

	Financial services
	178
	149
	144

	Food and drinks production
	144
	172
	142

	Manufacture of machinery and equipment
	267
	283
	287

	Software
	379
	436
	402

	Transportations services
	175
	180
	200


Source: Ernst & Young, European Attractiveness Survey 2013, 2012 and 2011.
It is also worth looking at individual manufacturing sectors to see how many jobs they are creating.

Table 5: Main job creating sectors in manufacturing in Europe, 2012
	 
	Sector
	No. of jobs

	1
	Automotive
	48 368

	2
	Machinery and equipment
	14 610

	3
	Electronics
	7 286

	4
	Software
	6 942

	5
	Plastic and rubber
	6 558

	6
	Food
	6 434

	7
	Chemicals
	5 309

	8
	Electrical
	4 825

	9
	Pharmaceuticals
	3 661

	10
	Fabricated metals
	3 585

	11
	Scientific instruments
	2 591

	12
	Non-metallic mineral products
	1 752


Source: Ernst & Young, European Attractiveness Survey 2013
Potential scenarios 

· Inflow of manufacturing projects producing goods which are difficult/costly to transport, such as food and other fast-moving consumer goods, construction materials, or furniture – because of tradition of this type of production in the area and availability of raw materials; 

· Inflow of investment projects by suppliers of large producers located both in Serbia and in the neighboring countries (car makers, electronics producers) because of the advantageous location of the municipality and the zone; 

· Inflow of labor-intensive manufacturing projects requiring skilled workforce at reasonable costs because of the demography and current level of salaries paid in Preševo; 

· Inflow of investment projects from countries such as such as Turkey, China, India, Brasil or Russia willing to penetrate the EU market from a neighboring country – again because of the combination of highway and closeness of border crossings; 

· Inflow of investment projects by the diaspora into niche markets and as suppliers of foreign investors.

As a result of trends in the previous paragraphs it is possible to create the following scenarios about the possible demand for land and buildings in the proposed industrial zone: 

A. Optimistic: Two small investors will appear in year 1 and “big” investor will come in year 2 after the construction work started to the zone to fully accommodate the part B either creating some 220 jobs. The remaining parts of the zone will be filled in year 3 (115 jobs) and year 4 (180 jobs).

B. Realistic: at first several small investors (indigenous or from the diaspora) will appear and locate in part A (115 jobs) in year 2. Image of the investment site will be slowly growing and big investors (220 jobs) will appear in year 4. The zone will be completely sold out in year 6 (180 jobs).

C. Pessimistic: The zone will be slowly filled in by small investors, however, the first investors (115 jobs) will come in year 3, other small investors (180 jobs) in year 5 and the large lots (220 jobs) will be occupied in year 7.

D. Ultra-pessimistic: The zone will be occupied only by small investors which will come in year 3 (115 jobs) and year 6 (180 jobs). The big investors will never appear.  

All these scenarios are further considered in financial and economic analyses.

Chapter 5 - Financial Analysis

Methodology and assumptions

Financial costs calculation was based on the following assumptions:

1. Infrastructure costs were calculated in a detailed way based on known construction needs and technical projects prepared by the municipality of Preševo. 

2. Maintenance costs were set as 1 % of value of the construction. 

3. Personal costs - we expect municipality to employ 1 additional full time employee to market, maintain and operate the zone. Costs for 1 employee were set rather high for 5000 € annually to be able to offer competitive salary.

4. Inflation rate is estimated for 2 % annually and all costs (construction, personal) are increased by this factor.

5. All calculations are performed for 20 years of life of the project.

At the same time we expect the following direct financial revenues:

1. Price of rent – municipality intends to rent the land for symbolic price as an incentive – we are using 0,1 € for our calculations. Later, we will calculate the rent which will be 
2. necessary for project financial feasibility and we plan to increase the price of rent by 2 % every year.

3. Property tax – municipalities have the authority to set the rate of the property tax on land and buildings , subject to ceilings set out in the property tax law. As of the 2012 amendments, the maximum tax rate for corporations (‘taxpayers who are required to keep accounting reports’ in Serbian parlance) is 0.4 %. The rate on property other than land is progressive: 0.4 percent of the first RSD 10 million of value; 0.6 percent of the value (if any) between RSD 10-25 million; one percent on the value between RSD 25 million and RSD 50 million and two percent on any value over RSD 30 million. Since the land will be rented and still owned by municipality, subject of taxation will be the industrial hall and we are using a conservative estimate of property value 300 € per square meter.

4. In addition to the property tax, municipalities have the authority to charge so-called recurrent fees for the use of urban land, payable monthly by all owners of houses, commercial buildings and apartments. This ‘fee’ is assessed on the basis of a formula which reflects the size of the building and its location and purpose. Each municipal council determines the criteria for calculating the urban land use fee. Municipalities usually define 3-4 uses and 3-6 geographic zones. The fee is calculated as an amount per m2. In effect, the land use fee functions as a second property tax. Another major source of municipal revenues is the land development fee. The land development fee is imposed on property developers as a condition of development approval. In principle, it is a charge for infrastructure provided at municipality’s expense. The fee in each zone, specified in terms of RSD per square meter of floor area, varies according to the proposed use of the property. We do not calculate these fees since municipality of Preševo may want to forgive these taxes as a financial incentive. 
5. The largest single source of municipal revenue is the personal income tax (PIT). By far the largest source of personal income taxes is the payroll tax. This tax is levied on gross wages at a rate of 12 percent. (The first RSD 11,000 of income is exempt.)  80 % of the payroll tax is transferred to municipalities on the basis of origin. We estimate the average salary for employees in the zone as 375 € which is rather conservative estimate. Since the tax distribution is based on taxpayer residency, Preševo municipality will not collect 100 % of respected tax. Our conservative estimate is that 75 % of employees will be residents of Preševo, the rest may come mostly from Bujanovac. 

6. We calculate 40 jobs per hectare of industrial land or 1 job per 100 m2 of industrial hall – both numbers are almost identical (see table) because we plan to build halls on 40 % of the land. 
Table 6: Jobs created on individual land plots

	 
	Size of the building
	Size of the land plot
	Jobs per 100 m2 of building
	Jobs per hectare of land

	1
	2 844
	6789
	28
	27

	2
	2 880
	7756
	29
	31

	3
	5 760
	13146
	58
	53

	4
	5 040
	14747
	50
	59

	5
	11 664
	27058
	117
	108

	6
	4 860
	10438
	49
	42

	7
	6 336
	14484
	63
	58

	8
	7 452
	18482
	75
	74

	9
	2 268
	7548
	23
	30

	10
	2 268
	6025
	23
	24

	Total
	51 372
	126 473
	514
	506


For the financial analysis the zone is divided into 3 parts – the part I containing buildings 1, 2 and 3; part II with buildings 4, 5 and 6 and part III with buildings 7, 8, 9, 10. We are considering three main scenarios described in a detailed way in previous chapter: A - optimistic; B - realistic and C - pessimistic. The following chart shows area of land lots occupied by investors in specific years in scenarios A, B and C. 

Chart 4: Zone occupation in square meters
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Source: own calculations

In all three cases the basic financial indicators – net present value and internal rate of return
 are calculated. The discount rate was set as 9.5 % based on information from Serbia National Bank. We can also calculate “grant needed” representing financial contribution (most probably from the state budget) necessary to be received in year 1 to make the project financially feasible. We also show the price of the property for which it should be sold in year 3 to the investor (if investor is interested in buying it). “Rent needed” calculates the value of rent per 1 square meter of land which, if charged to investor, will make the project financially feasible and also interesting to potential developers.

Table 7: Financial results (in EUR)

	Scenario
	A
	B
	C
	D

	Total costs
	2 863 459
	2 863 459
	2 863 459
	2 863 459

	Total revenues
	4 403 841
	4 154 186
	3 836 609
	2 317 280

	NPV
	-778 087
	-972 211
	-1 183 412
	-1 676 397

	IRR
	4,84%
	3,89%
	2,84%
	-2,09%

	Grant needed
	850 000
	1 070 000
	1 300 000
	1 840 000

	Rent needed
	0,82
	1,11
	1,52
	3,35

	Selling price at year 3
	       14,32 
	       15,85 
	17,10
	       17,51 


The financial results under the above stated conditions are always negative even if total revenues are higher than total costs. However, the costs have to be spent in early phases of the project cycle while the revenues will be collected later when value of money will decrease – see the following chart illustrating the cash flow and discounted cash flow. The main reason for negative financial result is the fact that the rent proposed by the municipality (= close to zero) is too low compared to construction costs. 

Chart 5: Cash flow and discounted cash flow in 11 first years for scenario B
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Source: own calculations

It is obvious that lower rent makes the zone more attractive to investors while higher rents may delay the time when investors appear. In other words – the earlier investors will come the lower the rent can be and the project will still be profitable.

Conclusion

No matter which scenario of investors coming to the zone we use the financial result is always negative IF the cost of rent of the land is used as an incentive and is substantially lower than the market value. However, the negative financial result is a consequence of “time value of money” and may not create an obstacle for public financing. The project will be also financially feasible for the municipality if it receives a grant / donation from external sources of about 40 – 60 % of total costs. As the results of Economic analysis prove, the state should be interested in this option since it may bring substantial benefits.

In case the rent of 1 square meter of land is set up to around 1 EUR the project also become financially feasible – in case investors appear quite quickly. The proper amount of costs of rent becomes very important factor – if ti is too high, the zone may not be attractive enough for potential investors. The calculated values of around 1 € should be competitive anyhow. 
Chapter 6 - Economic Analysis

Cost-benefit analysis

Direct financial costs and revenues are taken from Chapter – Financial Analysis. The main purpose of industrial zone construction however is job creation and jobs should be calculated as the main additional benefits. We were coming out of the following assumptions:

1. There will be 40 jobs created per hectare of land with infrastructure or 1 job per 100 square meters of industrial hall.

2. One job will bring 4500 € per year on salaries.

3. Full amount of income tax is included since this will be income of public budgets.

4. There is no unemployment subsidy in Serbia – therefore creation of 1 job will not bring additional benefit to national / local budget.

5. Value added tax would be applied to production of the new enterprise (if the goods are not exported). We use a conservative lower estimate of applying VAT just on part of the production equal to salaries.

6. Corporate tax (15 %) will be applied on 10 % of turnover which is estimated as 4 times salaries paid.

7. New enterprise shall also create demand on local raw materials / semi-products / services / energy and we estimate this contribution by 12.5 % of total production
. 

8. All benefits are calculated for entire country since they are either collected by national budget or difficult to distinguish as to their point of origin.

9. No additional costs were considered.   

Table 8: Economic results

	Scenario
	A
	B
	C
	D

	Total costs
	2 863 459
	2 863 459
	2 863 459
	2 863 459

	Total revenues
	93 446 289
	88 401 353
	81 905 481
	49 414 585

	NPV
	33 150 056
	29 231 231
	24 915 034
	14 462 244

	IRR
	84,61%
	59,25%
	46,14%
	38,17%


We can see that the economic results are extremely positive for all scenarios including the rather unrealistic “ultra-pessimistic”. Salaries paid to local employees and demand on local raw materials and services are so high that they will always justify investment into technical infrastructure, marketing and maintenance of the zone. Of course, benefits are distributed among municipality of Preševo, its entire community, local suppliers and state budget as well. 

The following figure helps to illustrate importance of individual factors in economic results of the project.

Chart 6: Distribution of costs and revenues for Scenario B

[image: image10.png]50000000
45000000
40000000
35000000
30000000
25000000
20000000
15000000
10000000

5000000

= Benefits

m Costs





Sensitivity analysis

Assumptions on which we based the financial and economic analysis include more than 10 variables and each of them influences the final result. However, some of them seem to be more important than others. On the cost side it is the construction cost which is responsible for by far the biggest part of total costs. We believe that the numbers that we are using were estimated in a realistic way since they are based on detailed technical documentation prepared by the Municipality of Preševo. 

For the benefits it is crucial how many jobs will be created. The average “40 jobs/hectare” ratio is valid for most projects in Central and Eastern Europe. At the same time it very well responds to the size of projected halls and the formula “1 employee per 100 m2”.  However, for smaller investors constructing halls between 2,000 and 5,000 m2 (who will be the main target for Preševo) it is realistic to expect higher ratio. That would improve the financial results substantially, e.g. 50 jobs per hectare will reduce the “needed rent” or “grant needed” by 30 %.

Average salary of employees in the zone is as important as number of jobs. We are using a conservative estimate of 375 € monthly salary (increased by 2 % every year). It is probable that this number will in reality be higher but at the same time we are attracting mainly efficiency seeking investors who are interested in relatively low salaries. Even 250 € of average monthly 
salary makes the project economically feasible. For financial feasibility under these conditions municipality (developer) would have to charge about 1,3 € per square meter.

The crucial factor is the “speed” of attracting investors. The later the investor comes, the longer the municipality has to wait before it starts receiving any income and the higher the salary of employees and price of land should be to cover the costs within 20 years. On the other hand – to attract investor these numbers should be as low as reasonably possible. We believe that our pessimistic scenario is pessimistic enough and that real numbers will be always between scenarios A and C.

Finally, there is the issue of proper value of discount rate. While everyone agrees that the choice of discount rate is a crucial determinant of the value of public projects, there is less agreement on the appropriate discount rate to use to calculate present value. It is generally accepted that the value of discount rate for government (not for profit projects) is lower than discount rate for private business. Therefore it is possible to consider the discount rate r = 8 %. The general results (project NOT financially feasible but economically feasible) will remain the same, however the necessary rent per m2 of land will decrease by some 0.25 € making the site more attractive for potential investors.

There are other variables related to salaries – annual turnover of the company and out of it derived corporate tax, VAT and increased demand on local services / raw materials. We believe that we are using very conservative estimate such as added value equals to salaries paid. However, there are unfavorable scenarios which may decrease even this estimate – it is theoretically possible that there is an investor who imports all raw materials and exports entire production and does not generate any profit. Such case is not very probable and while negotiating with potential investors the municipality should take care of this and maybe even facilitate cooperation with local suppliers so that there is bigger impact on regional / national economy.

Conclusion

All scenarios are economically very profitable for national economy. The investment into infrastructure and financial incentives offered to investors (low price of rent, no local fees) is more than overcome by high profits coming from ca. 500 jobs created in the zone.

Final Recommendations 


The project is economically viable even under the worst case scenario – sooner or later the benefits from new jobs and demand on local suppliers will justify the costs of technical infrastructure.


The costs of the Zone construction, maintenance and marketing shall not exceed 3,000,000 € in the next 20 years while full economic benefits of the fully occupied Zone bring over 4,5 million € in one single year.


Investors in the Zone will bring benefits to several target groups – municipality, state, local citizens, local businesses. Therefore public intervention both from national and municipal level is justified.


To set up a proper cost of 1 m2 for an investor (rental fee + fee for infrastructure land) is a key issue for financial feasibility of the project. The project is financially feasible with lower than market prices of rent. However, municipality may want to use these costs as financial incentive and ask substantially lower than market price – in that case the project is economically viable but not financially.


Financial feasibility also means that PPP project can be considered for the second phase of zone construction – after the first 13 hectares are occupied. Then municipality can put the land into joint project with private developer who will develop the land and charge market price of rent.


The construction of necessary technical infrastructure is very well prepared with all necessary technical documentation, so the Zone construction should be started.


Marketing of the zone should start immediately so that the first investors might appear even at the end of 2014.








� The Exchange rate 1 € = 114 RSD 


� IRR is the discount rate at which the present value of all future cash flow is equal to the initial investment (i.e. the rate at which an investment breaks even).


� This again seems to be very conservative estimate since surveys on FDI show that 1 new manufacturing job creates between 0,5 – 2 new jobs at suppliers
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