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I. EXECUTIVE SUMMARY
 

The sponsor of this proposal is Zambezi Agri-.Production Ltd., anewly-formed company incorporated in Zambia which is wholly owned
by Western Agri-Management Iriternational. A financial package
totaling $26.5 million is being requested from a syndicate ofmultilateral and bilateral agencies. These include the IFC, OPIC,
arid PRE. The proposal is to fund a 3,000 hectare irrigated agri
culture complex located 170 miles southeast of Lusaka, Zambia in 
the Chiawa region.
 

The Office 
of Investment proposes to participate in the syndi
cate. The $2,500,000 loan facility ex-tended frorm PRE's Revolving
Fund would be a six year credit at approximately 10% p.a.
interest. PRE involvement in this project corenced with a 
feasiility study it financed in 1984.
 

The proposed investment would support AID Mission 
and the
Government of Zambia' s pol icy objectives of increasing
agricultural 
 production and providing assistance to 
subsistence

farmers. Zambia has recently instituted a number of encouraging
steps designed to eliminate market subsidies and protective
barriers. The country's economy remains weak due to low prices 
for its primary export- copper.
 

The project has a number c:f important development impacts. It
will serve to demronstrate the commercial viability of private
sector investment in Sub-Saharan agriculture. The investment is
expected to result 
in net foreign exchange inflows and savings of
$26, 000, 000 over ten years. Production of non-traditional Zambian 
crops (i.e. dry beans arid groundnuts) would expand significantly

arid annual wheat output would be 
 alm.ost doubled. 

Other project benefits include market extension services forregional farmers such as crop storage arid sale of production
inputs. The project will raintain an active research center- t-o
develop new seed strains for a variety of crops. The region's
infrastructure will be improved by road construction, land clea
ring, and bringing in electricity. Excess water capacity from the
 
irrigation 
 system will be available for 
local area growers.
 

The project risks include transportation of crops to market,
uncertainty of future demand, and weakness in foreign exchange
cash flows. Issues that need to 
be resolved 
include the finializa
tion of equity and debt financial plans including the nature and
 
extent of local 
equity participation, 
and loan disbursement and 
repayment schedules.
 

Financial highlights show gross production revenues stabilizing
at $14. 1MM annually once the project 
is operating at full capa
city, year 3 of production (5th project year). At this level,
fixed operating expenses reach $1.5MM and variable operating
costs 
 run $5.6MM. Debt repayment (principal and interest) 
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averages $2.6MM/year with the proposed financing structure
yielding a healthy average pre-tax profit of approximately $3.2MM 
/year. The project's cumulative cash flow is projected to turn 
positive in the fourth year of cperations and remains positive 
thereafter. 

II. PROJECT DESCRIPTION
 

1. General
 

A) Concept 

The project will be an integrated agricultural operation. Fcur 
principal crops will be grown: cotton and groundnuts (peanuts) in
 
the summer season, wheat and dry edible beans the
in winter. All 
except wheat 
will be sold outside the ccuntry. The farm complex

includes processing arid storage facilities. 

Western Agri Management Internat ional Internat ional is the 
project's spornsor and will be both a ninority shareho-,lder and
 
contract manager 
 cf the farm. The company has worked extensively
with center pivot irrigation projects both in the U.S. and
 
overseas and has a proven track 
record in this field. 

Western Ag fo:rmed a new Zambian Coimpany, Zambezi Agri-Production
Ltd., which will function as the project operating company. The 
coripany will receive equity subscriptions from Western Ag, local 
Zambian investo:,rs, arid the institutional invest:ers and will in 
turn contract with West ern, Agr i-Management Int errat i,_na l to 
manage the project. Western Ag will invest $1.0-1.5MM in the 
pr'ject and will assign a small po:,rti:r of their shares (approxi
mately 1(%) to Dick Katonigo, a local attorney who has been in
strurmental ir developing the project. 

The Government of Zambia, the AID Mission, arid the US Embassy
have all expressed stro,ng support for the project. Zambian 
President Kaunda granted a 99 year lease on 20,000 hectares of 
prime farmland arid agreed to several major financial concessions. 
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B) SuLmrlary of Loan Terms and Corditions 

Bo,rro, wer: Zambezi Agri-Prod uctior Ltd. 

Amount: Up t o $2, 5 00, 0 )00 

Purpose: To fin rance capital experd it ures arid/or 
working capital including equipment arid 
machinery purchases, irfrastructure develop
merit, ard land clearing 

Interest Rate: 10% per anrnrum, in arrears, paid semi
annually from the date of drawdowr,. 

Term: 6 years 'from date :,f disbursement) 

Grace Period: 3 years or principal from cormmitment date 
(lo'an signing) (2 1/2 years from drawdown date) 

Disburserert: Single disburserment during the 4th quarter of 
FY 1986 or ist quarter of FY 1987, but not 
later than 6 months from lcarn signing. 

Repayrmient: 6 equal semiannual installments, the first 
cre due 3 1/2 years after commitrerit date. 

Facility Fee: 1% flat fee or the total amourt of the loan, 
payable upon signing of the Loan Agreement 

Cor'mm itrmert Fee: 1/2% per annum on any uriutilized portior of 
the Lo,an, during the 6 mrnths after date of 
signing of Loar Agreement to date of 
d isbursement. 

Security: Collateral will be taken against borrower's 
equi pmert arid machiriery 

Covenants: - General covenants or any material changes 
in financial corditior ircluding : liquidity, 
leverage, dividend payout (foreign excharge 
comrponenit) , arid maragemert bonuses 

- Covenant s rest r i ct i rg managemert changes 
or alteratior of the management contract 
without prior lender approval 

- Ccvenart s restrict irig new crop product ion,
arid expansion or decrease of land urder 
cultivation without prior lender approval 

- Negative pledge clause
 

.0p - Cross default clause 
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C) Tirietable 

Total project cost is estirmiated at $26.5MM. It will have three 
distirict pre-operatior al phases: 1) Preparatiron for trial period
planting, 2) trial period plant irg arid infrastructure develop
mert (buildirgs corstruction, lard clearirig), arid 3) farm machi
riery arid equiprlerit purchases, irrigation, system iristallation, and 
full 3000 hectare plantirig. 

The cost of clearing arid preparing two sprinkler-irrigated fields 
during the first phase will be approximately $500,000. This will 
cover the purchase arid iristallatior of a diesel pump, 20kw genie
rator, arid hand-coupled irrigation pipes attached to a pivot. The 
estimated completion time is 90 days. 

In the second phase three months later, trial field planting
will start. Concurrent ly, various infrastructure requiremerits
will be undertaken such as bringing in electric power, land 
grading arid preparation, buildirg roads arid compound facilities. 
Approximate cost will be $10.8 mi i lion. 

One year or two, trial growing seasons later, the third stage will 
start. Farm machinery arid other equipment will be purchased, a 
pumpirg station arid reservoirs built, the full irrigation system
installed, and processirg ard storage facilities corstructed. 
Cost of this stage is estimated at $8.5 million. Full scale 
pr:'duction is expected to start at this point, or 15 months after
 
first disburserment of funds.
 

The balance of $6.7 millicr will be used as follows: $2.2 million 
for Workirg Capital needs, $1.5 milli on as a coritinigency fund fcr
 
cost overuris, $1.7 milliorn as 
an inflatior fund for increases in 
equipment prices, arid $1.3 million, to fund the iriitial operating
 
deficit.
 

2. Project Considerations 

A) Relatiorship to host-country priorities 

General : 

President Kenineth Kaunida has been in power since independence in 
1964 arid is also head cf the country's orly party, the United 
Natiorial Independence Party (UNIP). He has wide support amorng his 
con ntrymen arid is well-respected by other black African leaders. 
His presence has given the courtry a reasure of stability arid 
cort iruity. 

Zambia is landlocked arid this is considered a majcr deterrent to 
exparisicor of its interriatioral trade. Until recently, the country 
was a solid economic performer amorg Sub-Saharar Africar nations. 
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However, it relied heavily ,or,copper as the major source of 
foreign exchange earnings. As the world market demand for the 
commo,dity faltered and prices dropped, the country's trade balar
ce deteriorated and it was forced to borrow to meet existing debt 
obligatiors. Diversificatior of productior intc, other sectors,
especially agriculture, was crucial. Zambia's population of 

mll ir, is increasing at an annual rate 
 of 3% and further 
stretching the country's resources. 

Econom,-ry:
 

The Zambian economy has beer in a prolonged state of cortractior,
since 1975. Relying or a single primary comrmodity for the bulk of 
its export earnings, with a, industrial sector heavily dependent 
on imported inputs, Zambia was vulnerable to the combination of 
deteriorating exp,-,rt prices, increasing costs for imported goods
and raw materials, and regional unrest that ccurred over the past 
decade.
 

In 1983, Zambia initiated a program of ecronmic reforms to diver
sify the eco_,no,°my and to reduce dependence on foreign exchange.
The program included adopti g a flexible foreign exchanrge system
that resulted in an effective kwacha devaluation of 60%. In 1985,
the Governrment introduced a fo,reign exchange auction, which has 
reoularized f'reign exchange transactions and has significantly
 
in creased lo 
 z! busi nrss arid f,-,reign lender corfidence. Govern
rent has satisfied all IMF pre-corditions for- a new IMF facility 
which is expected to be opened in ist quarter ,-,f 1986. 

The reforms are only slowly taking effect. GDP declined 2% in 
1984: the thir'd straight yearly decline. GDP in currently 12% 
bei:ow 1981 levels. Only the agricultural sector showed a 10% 
increase in product ion, evidence that the Government's policy ,-,f

redirectino 
extension services to subsistence farmers arid eliri
nating most price supports is paying off. The IBRD expects margi
nal GDP growth of 
2-2.5i over the next decade. .Agriculture will
 
be the strongest sect,-,r with average real growth rates of 4% 
 Per 
a rnn urm. 

The Consumer Price Index increased fr,_-m 9.7% in 1979 to an esti
mated 20% in 1984. This reflected the elimination of a variety of
 
price supp,-,rts and subsidies. 
 Despite this, the Government has 
succeeded in keeping irflatio'n relatively under control. 

The lack of trade with which to earn foreign exchange has severe
ly restricted the purchase of needed 
raw materials arid manufac
tured items. Several bad croo 
years, adverse weather conditiors,

and increasing domestic demand for food have resulted in, ever 
higher levels o-f food imports. 

The goverrmert has emphasized agricultural producticr both to 
reduce levels of imported fo:,d and to pr.-,vide a new source of 
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exports and thus hard currency revenues. To this erd, it has 
provided assistance with imprcved tax legislation, allowing
repatriation of funds earned by agribusiness projects, and better 
agricultural extension services. 

The government's 1984 Annual Plan stressed agricultural arid 
rural sector development objectives in support cf policies formu
lated in the Third National Development Plan. These include: 

- Promoting self-reliance and self-sufficiency in staple
foods, both nationally and regionally where feasible, and to 
provide raw materials for agroindustries 

- Stimulating and increasing farm production for exports 

- Increasing the contribution of the rural sector to 
 GNP 
and promoting the diversification of the rural economy 

- Improving rural standards of living and nutritional 
status arid creating a self-reliant and progressive rural economy 

- Creating new employment and income opportunities in 
rural areas to counteract rural-urban migration, and improving
infrastructural services related to increased productivity in 
this sector 

To enco:urage private sector agricultural investment, the govern
mrent has taken the fcllowing steps:
 

- reduced income tax rates 
- allowed accelerated depreciation cn farm equipment 
- declared a 5 year tax 
holiday on dividends from farm
 

profits 
- allo:wed a 50% repatriation rate 

In July 1984, legislation entirely eliminated import tariffs on 
agricultural machinery. Most 
businesses pay a uniform 45% tax.
 
Concessionary rates are given to businesses in rural areas (30%)
and to farms (15%). Zarbezi Agri-Production Ltd would qualify
under the Industrial Development Act as a farm entity that in
tends to export m:st of its production. It will get relief from 
income taxes arid import duties on machinery, favorable adjustment
of expcort tariff rates, arid relief from tariffs on imported raw 
material s. 

The project won a significant arid unprecedented concession from
the Zambian Governmient when it was allowed a 100% retention rate 
orn export revenues. The normal retention rpte of 50% will be 
reinstated when all debt is 
fully paid off. The project will thus 
not be forced to convert scarce hard currency into kwachas. 
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Balance of Payments: 

Zambia's Balance of Payments has irmprcved considerably. Whereas
 
the trade account deficit reached $645MM in 1981, it 
 was
 
estimated at $73MM in 1985. 
To keep pace with the declining value

of exports, imports were reduced frormi $1. 1 billion in 
 1980 to
 
$615 million in 1984. 
 However, debt servicing has risern from 11% 
of exports in 1975 to 40-50% of exports currently.
 

In order to 
cover payments falling due on existing 
 debt, Zambia
 
will need additional gross capital inflows of $800MM 
a year over
 
the next three years. Nearly 40% of this am:unt is due to
 
multilateral institutions, 20% to bilateral agencies, and 20% to

private creitc:rs. The remainder is 
for interest expense on the
 
new debt and much-needed 
reduct ions in cormmercial payment
 
arrears (currently $600MM).
 

The country's outstandirig debt was estimated at $4.7 billion in
1985. In 1983 and 1984, nearly $400MM of principal arid interest
 
payments were rescheduled under succeedirng 
Paris Club agreemients

arid during negotiations with commercial 
 lenders and non-OECD 
c':untri es. 

Zambia has propoz'sed a financial 
rescue plan whereby it would
 
receive an average of $350MM in 
loans arid grants fro"m multi
laterals arid bilaterals. Rescheduling existing debt 
would reduce
 
needs by an additional $350MM-400MM. But, even under this sce
nario, the ccuntry wo'uld still need 
to make up the balance of
 
S50MM-100MM. The country's econoric recovery will 
neither be easy
 
nor quick. The official exchange rate of the Kwacha is 
set at
 
the weekly auction and the rate has fluctuated between 4.5 and

6.5 Kwacha for $1. Strict currency controls have been in effect
 
since the 1970's. To finance the worsening foreign exchange

deficit , the goverrmrt delayed allocatirg hard currency to pay

substantial portiors of outstanding foreign supplier credits 
and
 
other rerlittarces thus 
 creatirig $600MM in corimercial payment
 
arrears. Currently, 
 all foreign exchange transactions must be
 
carried out o:nly through authoried exchange bureaus and banks.
 

B) U.S. AID CDSS Priorities 

The US AID Zambia Mission CDSS for fiscal 
1985 lists several
 
priorities. The 
 short term objective is 
to assist the Zambian

Government achieve econrimic stability primarily through: a)
reduction c:f food imports and b) increasing food production.

Within this context, the longer term objective is to eliminate
 
the pricing 
 and marketing policies perceived as corstraints to
 
increased production.
 

Ti: meet its goals, the AID Mission is assisting the Zambiar
 
Governrment design strategy to
a 
 increase the production and
 
income of small subsistence farmers. An 
 est imated 600, 000 
families farm 75-80% 
of the total cultivated land. Only some 4
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mill ior, out of a total 25 million hectares suited to agriculture 
are being cropped cort irucously. Subsistence farmers account for 
the ;miajority of food product icr. 

Inefficient marketing parastatals and ineffective agriculture

research and extension services still 
 hinder the development of 
agricultural productio:'n. A ra.jcm r constraint are commodity price 
supports (especially for maize, the rain crop) which set producer 
prices below impozrt parity prices. 

The Zambezi Valley project would help subsistence farmers both 
directly and indirectly (a detailed description of the projects
srnallholder developrmient cormporerts is included in Appendix A).
Extension services such as storage facilities and irrigation for 
smallholder fields conitiguous to the farm, seed and other produc
tion inputs will be provided. The project would also develop key
elements of local infrastructure, by constructirg or upgrading
roz.ads and bringing in electricity. If successful, it will serve 
as a practical example of the viability of foreign investment in 
Zambian agriculture. New investment will in turn result in fur
ther irfrastructure developrment.
 

The project :ffers important opportunities for ircreasing the 
production arid inccome in a rural area, and would reinior-ve the 
region's self-sufficienrcy. Zambezi Agri-production has received 
stro support from Presidert Kaun a for these reaso'ns. 

C) Revolving Fund Priorities arid Criteria 

Project loans frorm the Revolving Fund must meet established 
requirement s. The Zambezi Agr i-prod uct i on proposal satisfies
 
these criteria.
 

- It is corsistent with AID and host-couritry development
priorities in that it emphasizes aoricultural production in a 
rural area. In addition to new infrastructure development, the 
project will provide the local community with crop inputs and 
out growers pro:grams. 

- !f successful, it will have a demonstration effect on 
agri business projects ir Zambia and reighboring cournt ries. 
Center p i vt irri gat ion systeris of:ffer these count ries the 
poterntial of increasing yields on existing crops and bringing new 
farmland into production. 

- The project is inriovative in financing as well as scope.
Capitalization 
will be rade possible through a syndication of 
multilateral arid bilateral agencies. In addition, corpanies with 
blocked funds Zambia willin invest their local currency as 
equity in the project, which will reduce the national foreign
debt positiorn. It will be cormmercially viable if yields metare 
arid prices remair firm. 
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- Emplo:,yment generatior, of at least 750 jobs constitutes oneof the develorment impacts orn Zarbia. The compan y's technical 
research center will develop new seed strains appropriate to the 
cI imate wh ich can later, be made available to all. Certain 
exte nsiion services will be provided to local farrers ard an 
exaripl e set fo r large scale farm management with improved 
technol ogy. 

- AID's share in the project capitalization will be 
up to $2,500,000 which represents approximtately 9% of the total. 

- To promote greater local irvo I vement in the project,
Western Ag is considering that the project investors turn over 1%

of their- equity to a stock trust held on behalf of the local 
comrlmunity. This will also facilitate a redistribution of the
 
projects earnings for the community where the project operates.
 

Smallholders will have access to,' the project's excess irrigatiori
capacity (10-20%) and storage space (30%). Most importantly, the
 
project will purchase srnallholder production arid thereby provide
 
an immediate 
 market for far-mers who have traditiorally waited 6
 
m'onths for payment from D,-,verrimert parastatal companies. The
 
development of infrastructure 
 such as r:oad construction and brin
ging in electricity will benefit the community at large. Although
 
n:ot directed orimarily at small businesses arid co',peratives, the
 
project 
 d,-oes hold ',ut these specific benefits. 

3. Aralvses 

A) Envirormert 

Soils: The soils are well-drained sandy loams and loamy sands
that are suitable for the proposed crcops. The soil is slightly

acidic by riature with a pH ranging 
 from 5.6-6.3; it is however, 
suitable to support the acacia savanna vegetation types proposed.
 

Only potassium is present in sufficient quantity in the soil but 
other nutrients will be added thr'ouoh fertilization. Sodium and 
soluble salts are ir acceptable ranges. bo:,ron a little high. 

The Chiawa area is part o'f a gently-slozping alluvial plain
extending ,:on the north side o:,f the Zambezi fror, below the Kariba 
Dam tco the entrance of the Luanga River. The land slopes anr
 
average 1% arid the farri's altitude is at 380-410 meters. 

Clim ate: Althouoh Zambia is in the tropical zone, altitude has a 
r,iticgatirig effect ':'n the weather. Rainfall averages 28" at the 
project site, with rain falling an average 60 days a year. The 
average mear temperat ure is 23 degrees Cent i grade. Heaviest 
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rainfall occurs during the warmer winter season (December to, May) 
since surimiers tend to be drier and cocoler. 

Water Res,:urces: The farm site is on the nr-rth bank ,-,f the 
Zarmbezi River. Water quality is good to excellent for irrigatiorn 
purp, ses and ro, treatment will be required. The average flows are 
1950 rn3/s; at peak capacity the farm will drawdc, wn only 3 rm3/s. 
Since this will be a drawdown cf i riternat i,-nal waters, the 
project will be required tc seek approval from neighborirg-' 
c'zuntries according to irterratiorial law. 

Energy Reso:urces: Tw,-, types of energy are available in Zambia, 
diiesel ard electricity. Since diesel is costly and will be used
 
on ly for certain farm riachinery, the latter is the preferred 
so-,urce of energy. A hydrocielectric plant at Kafme Gorge is 
locatec 31 miles west of the pro-,ject. An 88kv 1 ine runs from 
there thrcough Chirurdu which is 9.3 miles southwest of the farn. 
The project proposes to build a 380v line to the farm from 
Chirurdu for, appr,-,xirnately $1, 000, 000. Electricity will po,wer the 
pumpi ng plant, processing facilities, and farm compound. 

B) Procduct i,-n 

Cot t -ni 
C,,t t on is crs i dered a warm season crcD which gr,':ws i n
 
temperat ures c-,f 16-39 degrees Cent igrade, with 34 degrees
 
optirnmal. The project will produce mediurn length lint coz, tton with 
fiber- length rarni, frrom 1 to 1 and 1/16 inches. Longer--fiber-ed
 
c,-,ttor, is higher in price but also 
 more easily damaged by
 
riecharized harvesting as will be the case in this 
 project.
 
Average cr,--p, maturity is reached 120-133 days after planting.
 

Several varieties originally introduced from the U.S. have beer 
successfully tested in South Africa arid found to pro'vide high 
yields and good lint quality. Reports from Zimbabwe indicate that 
yields of 5 metric tons/hectare are possible, producing 2-2. 5mt/h 
'f 1 irit. A further 2. .5-3. 0mt/h are available as cotton seed or 
car, be processed into, cott,-,nseed oil. 

Grourid nut s 
Grouriddr uts are a low-gr,-wirg annual legume which const itutes a 
source of high quality protein arid vegetable ,:il. Of the four 
rmaj,-:r types ':f grourdruts, the large Virginia variety 
consrsistent ly brings higher- prices in the Europear markets and is 
used primarily as a confectiorary nut. Suppliers of this variety 
curently exist only in China and the U.S. 

The 
 Zambia Seed Company, Ltd. has several varieties available 
including Chal imbara, Makulu Red, and Natal Common. The 
Chalirbana variety closely resembles the Virginia nut and, in the 
opiniorn of the sponsors, meets the established criteria to be 
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Classified as a Virginia-type. Under irrigated conditions, Malawi 
reported yields in excess cof 4mt/h for this variety. 

Edible Bear s 
Three types of dry edible beans predominate in the world markets. 
The California Dark Red Kidney Beans will initially be the 
variety produced by the farm. Beans are generally adaptible to a 
wide variety of soils and the optimum temperature range is 18-24 
degrees Centigrade. Maturity is reached approxirnately 140 days 
after planting. 

Yields in excess of 3.3mt/h have been realized or Western Ag's
 
farms in the US, and 2.5mt/h is common. 

Wheat 
Wheat is a cool season annual crop that matures in about 120 
days, dependirng on the altitude it is grown at. Hard arid soft 
spring wheat is sown dtbring the cooler winter season to avoid 
disease problems associated with warmer weather conditions. New 
varieties of wheat are released every year from research centers 
such as CIMMYT in Mexico and the University of Zambia. 

Wheat is moderately drought-tolerant with better harvests 
obtained under cortrolled irrigation conditions. Yields as high 
as 7-8mt/h have been reported in several East African countries, 
including Zimbabwe and Kenya. Best yields are obtained at the 
higher altitudes due to the longer growth period. Reports from 
the Zimbabwe lowveld at altitudes sirilar to the proposed farm 
site indicated that yields of 4-4.5mt/h car, be expected. 

Surimmary of 
(retric tons 

Crop Yields 
per, hectare) 

Table 1 

-Cotton 
S--Ground nut s 
Wheat 
Dry Beans 

Year 1 
1.00 
2. 50 
3.00 
2. 00 

Year 2 

1.25 
3. 00 
3.75 
2.25 

Year 3 
1.50 
4. 00 
4.50 
2. 50 

Year 4-10 

1.50 
4. 00 
4.50 
2. 50 

Cotton 
Groundnuts 
Wheat 
Dry Beans 

$1, 

Summary 

430')/rt 
850/mt 
400/mt 
650/rnt 

of Crop 

(1,0C)00 
(2,000 
(1,500 
(1,500 

Prices 

hectare 
hectare 
hectare 
hectare 

planting) 
planting) 
planting) 
planting) 

Table 2 

13 



C) Marketing 

All crops except wheat will be soold outside Zambia, mairly in 
European markets. The preferred method of transport is by rail 
or alternatively by truck. Three major trarsportatiorn ro~utes have 
been identified: to Beira in Mozambique, to Dar-es Salaam irp 
Tanzania, and to, Johannesburg or Durban in South Africa. 

Wheat will be sold to goverrmeret-owned purchasing bodies at a 
price level established by the government. Currently, the Zambian 
Government is paying $800/retric ton for wheat, althougih the 
actual world market price is less than half. The World Bank has 
projected a parity price of $275/mt. If the Government changes 
its po:l icy, wheat prices can nevertheless drop over 60% before 
the project's cash flow is endangered. 

Cotton can be sold to local agents of European buyers such as 
Baumanrr and Hinde. Alternatively, the cormpany can take the risk 
of trarspcrtation and sell directly to buyers in Europe FOB at 
one of the four p:0ints mertioned previously. The shipping cost 
farrm-gate to pcort has been estimated at $150/metric ton. Depen
ding or its risk preferences, the company can take advantage of 
the differential between quoted Lusaka lrices and world market 
prices less estimated shipping costs. 

Groundnuts will be sold in Euro,pe. Traditionally, African ground
nuts do: not fetch the premium price paid fo:'r US grourdnuts, as 
African prc,dction has faced both quality and health pro:blems. 
However, grourdnuts from East Africa, particularly Malawi and 
Zimbabwe, have established a premium market niche in Europe, as 
their large size and high quality make them especially attractive 
for the ccrfectionary trade. 

Dry beans can be sold directly to the regio,nal markets of South 
Africa and Zaire o:r to: bro:kers in Europe. Kahn and Kahn in 
Johannesburg have already been appro,ached and have expressed 
their interest. In some cases, selling to neighborirng Botswana or 
Swaziland may be a viable optio'n, although their deteriorating 
balance of payments position makes any long terrm contract in 
foreign exchange an unlikely event. 

Zambia Product ion compared to Project Output 

Table 3
 

Actual Zambian Output Prcject Output 

Wheat (1981) 11,500mt 6,000-9,00ornt 
C,-ottor (1982) 12,8rOOmt 1,000-1,50)ret 
Groundnuts (1982) 7C4rmt 5,0C0-8,000rnt 
Dry Beans n.a. 3, 000-3, 7 50mt 
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D) Financial
 

Pr'fitabi 1 ity : 
The financial staterments i clude conservative yield assurmptiors 
to: courterbalance potential negative variations in prices. High
levels of debt service require those crops to be grown that have 
the highest value in a given year. The financial success of thq.
project will depend to a large extent ,-,n correct market assesV, 
mert by ranagemer,t and by quick sales turnover. 

Project iors are based on four major crops. Groundnut sales 
represernt approxirmately half of all product iorn revenues while 
cotton accounts foir the smallest share. If prices are firm and 
yield expectatiors are met, production revenues should stabilize 
at $14. 1MM/year after year 3 of production (5th project year). 

Total project operating and financing costs arm_-,urt to $70.6 MM,
with fixed ard financing costs accourting for 33% of this total. 
Variable operating expenses are projected to stablize at a $5.6 
MM annual level in year 5. The major components of tne latter
 
irclude material costs ($2.7 MM/yr.-
 mostly fertilizer and 
t ransport at i or). 

The c,-,mbined foreign excharnge and kwacha Income Statemernt shows 
the operation becoming profitable by year 4, or the third full 
year of productiorn. The first planting is slated to begin in year
2, season 2 without any corresponding revenues, thus producing a 
net loss for the year o:f $5.6MM. In the fo llowing fiscal year, a 
loss of $174M is recorded, arid then profits rapidly increase from 
$1.2MM ir, year 4 to the $4MM range ir years 5 and 6. The average 
Returrn ors Equity is 21% o,ver the ten year projectiorn period. 

Cash Flow:
 
The cornbined foreign exchange and kwacha cash flow 
 statement 
shows sigriificant capital expenditures occuririg in years 1 ard 2 
(appro:,ximately 85%). Project capital costs total $25.4 MM for 
equipmert, installations and infrastructure. Production results 
begin in year 3. Part of the capitalization is therefore used to
 
finance a working capital need. 
 To protect the project's ability
 
to, purchase inputs wher needed, 
 sporsors have expressed their
 
irtention of seeking a 
 $3MM fo,reigrn exchange line of credit. 

The cropping schedule results in revenues beirg consistently
higher in season 1 than ir season 2. Production revenues will 
peak at $14. 1MM acco,rdirg to, anticipated yields arid prices.. The 
projected coribined fo,reigrn exchange and kwacha cumulative cash 
flow becom'rnes p,-,sitive by year 4. Since, the project's wheat 
revenues are earned ir kwacha and are therefore rot available to 
cover the project's foreign exchange ',operatirg expenses, it is 
necessary to: study the project's fo,reign exchange cash flow. 
The cumulative foreigrn exchange cash flow becomes positive in 
year 5, arid experiences sharp fluctuatiors due to,differences 
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betweern the time revenues arid costs are realized as well as to 
debt servicing requirerents - all in hard currency. 

III. FINANCIAL STRUCTURE
 

1. Capital Structure 

The proposed capital structure ervisio, ns total capitalizatior of 
.$&26.5 MM, of which $16.OMM is termi debt arid $10.5MM equity. The 
result irig leverage is approximately 55%-45%. A breakdown of the 
potential participart's contribution is delireated in Table 4. 
Western Ag arid the irterratioral institutiors have agt-eed to the 
principle that all equity will 
be drawrn down before debt is drawn
 
or. 

Illustrative Capital Structure 
 Table 4
 

Debt 
 Equity
 
IFC - $6.0OMM 
 IFC - $3.OMM
 
OPIC - 4.0MM 
 OPIC - 2.OMM
 
PRE - 2.5MM Western - 1.5MM
 
Exp'o'rt 
 Sterling - 1.OMM*
 
Cred its - 2.OMM EMICO - 1. OMM*
 

"Pipeline" - 2.5MM*
 

DEBZ - .4MM* 
$14.5MM ZSIC - .6MM*
 

$12. OMM
 

2. PRE Facility
 

The PRE facility will be shcrter in tenor than that of 
 ,other 
lenders to reflect management's objectives of keeping Revolving
Fund loans to 5 ,:'r 6 year maturities. The PRE debt will no't be 
subo,rdirated to other terrii debt, however. The facility is pro
posed as a 6 year, $2.5MM l,:ran carryirig a fixed rate of aoprOxi_ 
mately 10% p. a. interest payable in arrears. The loar will 
include a 3 year, grace ori principal only. Repayment ,oaf principal 
shall be in six equal, semi-anrnual installments. PRE will share 
the machinery arid equipment taken as collateral with other-
Ieriders. 

• Kwacha equity investment.
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PRE Debt Rur'-off Schedule Table 5 
(in $) 

Y1 YE Y3 Y4 Y5 
 Y6
 
Disbursement 1. 5MM ..... 
Repayment
 
- Interest 
 97.5M 195M 195M 162.5M 97.5M 32.51M
 
- Princi pal  - - 500M 500M 500M 
Balance O/S 1.5MM 1.5MM 1.5MM 
 IMM 500M 0
 

3. Co-Lender Facilities 

IFC and OPIC have expressed their intention to lend for nine 
years, at differing rates but with a similar 3 year grace on
 
principal. During years 4 tircugh 6, co-lenders shall share pro
rata in the total principal payments paid each 6 months less 
the
 
A. I.D. payment. 

IV. DEVELOPMENT ASPECTS
 

1. Technology Transfer: Only one center pivot system is
 
currently operating 
 in Zambia. If this project is successful, it
 
could have a significant deronstration effect or future
 
agricultural projects in Zambia 
 and neighboring African countries. 

2. Smallholder Assistance: The project will provide inputs
such as fertilizer and seeds in a smallholder farming area niot 
currently covered by any national farming program. In addition, 
the project will supervise outgrower programs arid 
will function
 
as a regional market for smallholder crops, thereby providing
immediate payment for farmers. Finally, the project's irriga
tion system has been designed with a 10-20% excess water capaci
ty. Row or border irrigation arrangements car be instituted for 
srnall landholders in between or adjacent to irrigated circle
 
lots. Western Ag has done this 
 with success in Paraguay. 

3. Erpl oyrent : The project will train and employ 25 
skilled workers and 750 laborers. The latter will be increased 
during harvests. After the first few years of operation, sponsors
believe that local natio-,nals or expatriates from nearby countries 
can be trained to manage the farm. 

4. Stock Trust: A trust will be established specifically 
to benefit the local comrmrunity. Up to 1% of the company's st:ck 
will be distributed to local agricultural cooperatives or other 
local institutions for their members. Dividends will be distri
buted directly to local smallholders or may be used to finance
 
projects for the cormunity at large. 
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5. Irfrastructure Development: The project will require 
construct ion or significant upgrading of roads, bringing in 
electric power, and the construction of a machine shop and 
warehouses. Storage capacity will be sufficient for one-and-a
half storage seasons and up to 30% of this capacity can be made 
available to local growers. The irrigaticon system was designed to
allow a 10-20% excess water capacity which can also be madL
available to smallholders. 

6. Foreign Exchange Revenues: The project will benefit
 
Zambia's Balance of Payments position in terms of net foreign
exchange earnings of $ 6MM over ten years in addition to $20.25MM 
in savings on wheat purchases which would have otherwise occured.
 
The net saving to Zambia will thus be 
a cumulative $26MM over ten
 
years.
 

7. Wheat Production: All wheat produced by the project
will be sold to local mills fcr local consumption. The incremen
tal amount produced will almost double Zambia's current produc
tion.
 

8. Crop Research: The Project will actively research and 
test new varieties of seed strains. 
 These will not be limited to
 
the four principal crops. Results of 
such research will be made
 
available to the Government's agricultural research centers. If
 
appro:ved, seed varieties 
 will be sold directly to local farmers. 

V. RISKS AND MITIGANTS
 

1. Marketing:

Transportation to market is a major risk for the project. Three 
major transportation routes have been identified but all 
entail
 
a certain amount of risk. The railroad to Dar-es Salaam has been
 
plagued by pilferage and long delays are commc'n at the port. The
 
railroad to Beira passes through territory with guerilla

activity. The route to 
South Africa is longer and more expensive
than the other two. A fourth line, the Benguela Railroad through 
Zaire to Angola used to be the region's best until guerilla
 
activity forced its closure. 

Transportation by truck is an alternative for bringing products 
to market, although logistically more complicated.
 

The risks associated with transportation can be mitigated some
what if crops are sold at 
farm-gate or to brokers in neighboring
countries who can take possession of the goods in Zambia. If 
Project management decides to increase margins by taking or, 
transportatior riZsks, insurance arragements should be explored.

Identifying trucking firms, their carrying capacity, and costs 
could further help make this option to rail shipment a viable one 
from lenders' point of view. 
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2. Demand: 
Cornro:dity markets are volatile. Given the lead time needed f or 
planning, purchasing inputs, planting, arid harvesting crops,

prices may change substantially. from the time cf 
 planting to
 
time of sale. Managermert must correctly anticipate which* crops

will be financially desirable 
 from a market p init f view. 
Overproduction world-wide in particular cormoditya may shrirl
 
prices below the cost 
of product ion. 

Management 
 believes that the center pivot irrigation system is
 
extremely flexible arid 
that it can therefore adjust its croppirng

decisions withcut major infrastructural charges and thus partial
ly mitigate 
 the risk o:f commodity price dowrswings. During 
 a
 
period of 3-4 ronths when crops 
are in the ground, such risk canr 
not be mitigated. Growing two or more crops at any time will
 
lessen the probability of a 
total crop price collapse. An ongoing

arid extensive research pro,gram for a variety of crops outside of
the four rajor ones 
proposed will be needed. Furthermc,-e, once
 
the operation has been in business arid its products become known
 
to, buyers, the corlpany can successfully mitigate some production
risk by entering into direct supply arrangements with European or
 
other buyers. This will 
be possible if quality standards are met.
 

3. Foreign Excharnge Cash Flows:
 
Agreemrents are worked with
being out 
 the project spor:sor,

institutior,al invest,-,rs (principally the IFC) arid 
 the Zambian
 
Goverr,mrent 
 to pr,-,vide for the appropriate assurances 
 or the
 
availability 
of foreigr exchange fozsr the pr,-,ject. Projections

indicate a high degree of self-sufficiency it, providing for 
 the
 
company's forei 
gn, currency needs - debt services, materials and
 
equipment purchases, arid dividends. Ir fact, an agreement 
in
 
principle for 100% 
export earrnirgs retention by the cormpary 
 has
 
been obtained. However, 
acceptable alternatives which rlay be
 
rm-,re politically durable are 
being explozred and will be finalized
 
prior to loarn commitment. 

Local operatirng costs which can paid
be ir kwacha, such as wages

and electicity charges, represent only a 
small portion of the 
kwacha reverues to, be realized. Wheat revenues wi 1 rise fror,
$1.8MM 
ir year 3, to $2.7MM in years 5-10. This represents 20% of 
toztal prozduction income. Kwacha costs will average $795M during

this time leaving a net 
of $1.9MM which must be used in Zambia. 
Since these funds cannot be externalized, they will be used t z, 
fund smallholder developorent programs. 
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VI. ISSUES
 

1. Local Equity Investment 

There are a number of U.S. companies such as Mining Equipm~'it
Compary that have blocked funds in Zambia. These p"pipelinej'o 
companies have beer, waiting for up to six years in some cases t. 
get funds out of Zambia and have been prevented by the f corei & 
exchange shortages in the country. Western Ag has approached *a 
number of these companies to invite them to participate in the 
project's kwacha equity financing. The proposed capitalization 
assumes that $5.5MM of equity will be in kwacha, or nearly 21% of 
the total.
 

PRE believes and other lenders 
 concur that these pipeline

companies dc. not constitute true local investors. Lenders have
 
expressed their concern to Western and have requested that local 
Zambian investors be found. One of Western's partners in the 
project, Dick Katongo, a lawyer with Jacques arid Partners in
 
Lusaka, has a 
small share throuoh Dicka Investments Ltd. Several
 
local entrepreneurs also, own shares in Dicka Investments. 

As a result of lender concerns, the project sponsor resumed 
efforts to ident i fy more sources of local equity. A major

hindrance is the fact 
 that most Zambian investors require
projects with higher and faster riturris on irivestrierit. They are 
primarily interested in foreign exchange investments to enable 
them to receive hard currency earnings. Kwacha investriients would
 
force 
them to receive kwacha dividends with the resulting diffi
culties ,-,f conversion.
 

In recent developrments, two parastatals, the DGZ (the Zaribiar,

Development 
 Bank) and the ZSIC (Zambian State Insurance Company),

have expressed ar interest ir, puttirg 
 up $400, 000 in kwacha 
equity, and have indicated their willingness to consider selling
their interest to private investors once the project achieves 
profitability.
 

2. Disbursement Schedule 

Other lenders are proposing a 9 year maturity for 
their loans and 
have expressed reservation with PRE's proposed 6 year term. 
PRE's management objectives require Revolving Fund loans to be 
kept medium term of not more than 5-6 years while reflc, ws start 
as sioon as possible to ensure the fund's ;'evolving aspect. The 
proposed terms of the PRE loan include a three year grace on 
principal payments only during that t i me. Furthermore, act ua I 
disbursemrent toc: the project of loan funds may not take place
before 12-18 months after signing of the loan agreement. It will 
therefozere be PRE's strategy to request that its loan be disbursed 
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earlier than loans of other lenders who bock their loans at time 
of disbursement arid r=,t at signing of the loaf, agreement. PRE
will seek =,t, have its loan, disbursed during the fiscal period
ending 9/30/86, sco that first interest payment would be due 
during the early part cf calendar year 1987. 

VII. 
CONCLUSIONS AND RECOMMENDATIONS
 

It is the purpose of this IOP to point out the issues/risks of
the proposed investment. The rajor risk is marketirg. This risk 
will be managed by the U.S. sp,-,nssors, a highly-qualified agri
mar,_emerit group with internat ioral experierce. 

In the Office of Investment's opinion,, the pro,-ject has sigrifi
cant developmert impact, especially in derncrstrating the viabili
ty of private sect ,-,r agricultural i nvest merit ir Sub-Saharar
Africa. PRE has dealt with Western Ag before arid has confidence 
in the ccrilpany's maragement abilities. The strong support given
by the Zambian Governrmrent, the AID Mission, arid the US Embassy
warrant serious co-risideration of this proposed irivestment. 
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