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ABSTRACT*

Thi s paper presents a project evaluation study in which the

nmet hodol ogi cal tools taught in the H1.1.D. Programin |Investnent
Appr ai sal and Managenent are applied. It exam nes the feasibility
of a hotel project in Cyprus covering all aspects of investnent
appraisal. It begins with an analysis of the market for tourism
in Cyprus and a definition of the project concept. The financial
appr ai sal anal yses the project cash flow fromthe tota

i nvest ment and owners' perspectives. The econom c apprai sal of
the project is conpleted after working out the econom c di scount
rate, foreign exchange prem um and a series of economc
conversion factors for Cyprus. The distributive analysis
identifies the project externalities and shows how t hese may be
attributed to various econom c groups. Sensitivity and risk

anal ysis further enhances the appraisal by identifying and
nmeasuring the | evel of uncertainty surrounding the projected
results. Finally, the study considers the inpact of the project
on the environment.

The authors like to thank Dr. Theo Panayi otou for his
constructive advice on the environnental aspects and Dr. G aham
A enday for his valuable comments on the project risk assessnent.
In particular, the authors express their appreciation to M. John
Joanni des, Ceneral Manager of the Cyprus Devel opnent Bank, for
hi s continuing support. Thanks are al so due to the Harvard
Institute for International Devel opnent and the Cyprus

Devel opnent Bank for co-sponsoring the H ID case study series.

* Andreas P. Andreou is a Senior Analyst, Head of the
Cor porat e Managenent Unit at the Cyprus Devel opnent Bank.

* denn P. Jenkins is an Institute Fell ow of the Harvard
Institute for International Devel opnent and Director of the
Program on I nvestnment Apprai sal and Managenent and the
I nternational Tax Program at Harvard University.

* Savvakis C. Savvides is a Senior Analyst, Head of the
Mar keting Unit at the Cyprus Devel opnment Bank and Research
Fel l ow of the International Tax Program at Harvard
Uni versity.



1. | NTRODUCTI ON

The Paphos Holiday Conplex is a najor tourism project sponsored
by the Cyprus Devel opnment Bank (CDB). The sponsors are interested
in formulating and inplenmenting an up-nmarket tourist project that
is both financially and econom cally viable and one that takes
into account environmental costs and benefits. If found feasible,
CDB intends to invite investors fromthe private sector and the
public at large to participate in the equity of the proposed

proj ect .

This appraisal ains to define the project paraneters and to
eval uate their financial and econom c inplications. The study
al so attenpts to assess the interaction of the project with the

envi ronnent of the area.

The growth in tourism

Cyprus relies heavily on tourismto foster fast econom c grow h'.
Due to a rapidly increasing demand for summer vacation resorts
and the relatively small capacity of the island, the growth of
tourismin Cyprus has largely been supply determ ned. |Investnents
in tourist related projects (nmainly hotels and hotel apartnents)

have shown spectacul ar growth over the past ten years®’. Wth the

! Tourismis a major foreign exchange earner and a prine
contributor to the country's bal ance of paynents. G oss receipts
fromtourismreached CP 321 million in 1987 (CP 1.00 = US$ 0. 49)
or 34% of total foreign exchange earnings for that year.

> The nunber of available beds in Cyprus has grown from
around 6,800 in 1978 to 40,850 in 1988. In the sane period the
total nunber of tourists visiting Cyprus has increased from
214,000 to about 1,110,000 tourists per year.



dramatic growth in bed capacity and the resulting increase in
tourist traffic to the island, however, it is becom ng
i ncreasi ngly necessary to eval uate and consi der the environnental

i npacts of tourist devel opment projects.

The nature of tourismin Cyprus

The majority of tourists visiting Cyprus cone from Wstern
Europe®. The image of the tourist that has been attracted to
Cyprus is rather typical of the "mass tourist" exhibiting the
foll ow ng general characteristics:

- package tour preference - in 1988, 65% of tourists arriving
to Cyprus were on all inclusive tours of which the majority
(about 74% arrived on chartered flights.

- rather sensitive to price - hoteliers have to sell at narket
conpetitive rates to tour operators in order to secure
reservations.

- highly seasonal demand - typical tourist chooses his
destination primarily on sun and sea availability (about 80%
of tourists visit Cyprus between April and Cctober).

- short length of stay - in 1988 the average | ength of stay
was only about 10.5 days per person

- |l ow out - of - pocket spending - the daily non-accommodati on

expenditure for package tourists in 1987 was estinmated to be

® Western European tourists visiting Cyprus in 1988
accounted for nearly 90% of total tourist arrivals with over 50%
coming fromthe U K and the Scandi navi an countries.

2



about 13.9 Cyprus pounds per person, as conpared to 17.4

Cyprus pounds per person for other tourists®*

The growth in nass tourism and econonic constraints

Al t hough tourismin Cyprus has evolved as one of the nobst dynam c
of the econony in the past decade®, its rapid expansion has al so
brought about serious resource constraint problens. The country
now faces | abour shortage problens, insufficient electricity and
strained water supply, restricted beach access, congested roads,
and the dislocation and change of lifestyle in the villages. The
uncontrol | ed expansion of mass tourismin Cyprus al so enphasi zed
t he i nadequacy of existing infrastructure and the |ack of tourist

support facilities.

Am dst nmounting concern that the rate of hotel devel opnment in
recent years has been too rapid and rather msdirected, the
Cyprus governnment is directing its immediate efforts towards
mai ntai ning and i nproving the quality of the tourist product,

rat her than further boosting accommobdati on capacity. The Paphos

* Source: The Tourist Expenditure Survey for 1987, The
Cyprus Tourism Organi sation, June 1988.

> Forei gn exchange earnings fromtourismanmounted to 36.2%
of total receipts fromgoods and services in 1988. The
contribution of tourismto G D.P. exceeds 15% the highest
relative to other economc activities. The devel opnent of tourism
sector has further fuelled growth in the construction, transport,
agriculture and manufacturing industries. In ternms of job
creation, the conbined hotel/restaurant sector accounts for
nearly 20% of the total economically active popul ation.



Hol i day Conplex is a project that ains to be inline with this

policy.

The situation of the project

The Paphos Holiday Conplex is intended to be a | eading holiday
resort targeting the upper class segnent of the Western European
mar ket and is expected to generally upgrade the quality of the
Cyprus tourist product. It will be situated on a unique stretch
of land®, owned by the Cyprus Devel opnent Bank, the project
pronoters, which is by the seaside about three mles north of

Paphos town.

Paphos is still relatively unspoiled fromthe adverse effects of
mass tourismwhich are evident in other areas of Cyprus. It

conbi nes sun, sea and the other conmon tourist attractions
avai |l abl e throughout the island with natural scenery and abundant
cultural heritage (archaeol ogical sites of the Geek and Roman
era). The location and size of the available | and present a

further opportunity for positively differentiating the project.

® The site abuts on the new Paphos - Coral Bay road, about 1
mle north of the historical Tonbs of the Kings. It is about
87,300 square neters and slopes gently towards the sea from which
it is separated by a thin strip of Governnent |and. The sea
frontage is about 155 neters.



2. THE MARKET

Mar ket growt h and bed capacity

Tourist arrivals to Cyprus have been steadily increasing reaching
the 1.11 mllion mark in 1988 (nore than doubling since 1982 -
0.53 million)’. Bed capacity has also risen at a simlar pace,
going from19.7 in 1982 to 40.9 thousand beds in 1988. As of

April 1989, there were 10.7 thousand beds under construction and
approved plans for the devel opnent of 12.0 thousand additi onal
beds. In 1991, bed capacity is expected to exceed 60.0 thousand
beds.

Seasonal ity

The market for hotel roonms in Cyprus is marked by a strong
seasonal ity phenonmenon, with the high season |asting from Apri

to October (peak Jul y-August). The occupancy rates within this
period range between 60-70% w th July and August rising to 85-
90% March and Novenber occupancy rates fall down to 30-40% whil e
the | owest rates of about 20% can be observed during January and

Decenber.

QCccupancy rates
Despite the fast growth in bed supply, yearly occupancy rates for
seasi de hotel s have increased steadily reaching an average of

about 63%in 1988. Cccupancy rates for 4-star seaside hotels (the

" The average length of tine a tourist stays in Cyprus
remai ned fixed over the |ast years (around 10.5 days).
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category this project falls into), have been consistently above

t he national average by 3-4 percentage points (about 66%in
1988). These hi gher occupancy rates have persisted despite a

hi gher relative increase in bed capacity in this category vis-a-
vis other categories. Wen the overall occupancy rates rise, the
| ow season rates tend to increase conparatively nore than the
hi gh season rates, as the latter already touch the possible

maxi ma (90-95% . In the recent past this trend can be observed by

the flattening out of the occupancy curves.

Paphos mar ket overvi ew
Paphos is associated with the nore eclectic type of holiday
maker. The typical Paphos tourist seeks good quality in
accommodati on, a high standard of service, entertai nnent and
sports facility availability, and a varied environnent and
culture to explore. The Paphos area is evolving as a prom nent
tourist destination with very high occupancy rates (average hotel
occupancy rate of 74% conpared to a national average of 63% in
1988). This is attributable to the follow ng factors:
- The region's year round mld clinmate that encourages
Wi nter tourism
- The natural character of the hinterland and the varied
| andscape of the Paphos district.
- The historical nonunents and archaeol ogi cal sites.

- The opening of an international airport at Paphos.



Conpetitive environment

The project's prine conpetitors are expected to be 4 and 5 star
hotels in the Paphos area and simlar hotels in the rest of
Cyprus and south Europe such as Portugal, Italy, Geece and
Spai n. Cyprus, and the Paphos (4-5 star hotels) in particular,
shoul d amobunt only to a small percentage of the total options
avai l able to the potential Wstern European tourist customer. It
is therefore reasonable to assune that the project's rel evant
market is in fact far wider than the narrow Cyprus narket.
Nevert hel ess, for the purposes of analysis, it will be assuned
that the project’'s relevant conpetitors are the existing and

pl anned 4-5 star hotels in the Paphos area.

Exi sting conpetitors
Currently there are five 4 star hotels in the Paphos area (no 5
star hotel exists as yet). They are all |ocated along the sea

front within wal king di stance of the Paphos town centre.

Hot el Bed capacity
Paphos Beach 380
The Annabel |l e 256
Al exander the G eat 344
Cypria Maris 474
Ledra Beach 520
Tot al 1,974

Wth the exception of Ledra Beach hotel which opened in 1989, the
above hotel s had an average occupancy rate of about 76% during
1988. All hotels offer good overall facilities, including heated

SW nmi ng pool, tennis and squash courts, other sports facilities



and live entertainment. The net revenue per guestnight from
accomodation in 1988 ranged from CP 10.00 - CP 14.00 while the
net average total revenue per guestni ght was between CP 16.00 -

CP 20. 00.

Potential new entrants

The hi gher than average rates and occupanci es achi eved by hotels
i n Paphos have provided attractive inducenent for further

devel opnent in the area®. Because of substantial excess demand
for the Paphos type of vacation it is anticipated that the growh
in bed supply is not expected to put significant downward
pressure on the occupancies and rates currently achieved. It
shoul d al so be nentioned that the inplenentation of planned

projects could be inpeded due to financial constraints.

® There are currently under construction in Paphos one 5
star hotel (600 beds), two 4 star hotels (852 beds), and two 3
star hotels (494 beds). As of April 1989, the total bed capacity
under construction (including extensions to existing units) is
close to 3,600 beds.

A further strong indication of the expected growh in tourism
activity is the Cyprus Tourism Organi sation approvals for new
units. As of May 1989, there are approvals for 8 new hotels
(about 3,000 beds) and 3 new hotel apartnents (about 200 beds)
and anot her 200 beds as extension to existing establishments.
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3. THE PROIECT

The target narket

The project will aimto attract a different/better class of
tourist. It will cater for the needs of European (mddle to
hi gher incone) famlies and organi sed groups who seek a
confortabl e vacation at a seaside resort which also offers
excitement and privacy. The targeted custonmer of the project is
characterised as foll ows:

- | ess sensitive to price

- not seriously constrained by seasonality aspects

- quality and environnental | y consci ous

- seeki ng a uni que experience

- travelling individually or on special rather than "mass

mar ket " package tours

The target market of the project will be Wst European famlies
and organi sed groups (such as conpanies or clubs), in the mddle
to upper inconme class, which are either sports active or who seek
a holiday that caters for the special needs of every famly
menber (e.g. privacy, interesting tours, relaxation for the
parents and sports activities or fun games for the young nenbers

of the famly)

Proj ect features

The design and construction of the resort's facilities as well as

its operational features will be of high international standards.



The project will provide a conprehensive range of facilities and
be self-contained. It will consist of a main hotel building of
350 room capacity and anot her 200 roons in bungal ow type
accomodati on. Construction of buildings will cover only 12% of
the avail able | and (about 12,500 square neters). The remaining
75, 000 square neters of open space will be used to give the

proj ect a uni que character?.

In addition to being a fully featured 4-star beach hotel the
project will have the follow ng unique features which will aimto
fulfill the identified demand for excitenment and privacy:

- Superior sports facilities (with tournanment organizer,
training instructors and referees) which will enable
guests to pursue their favourite sports activity and
add the excitenent of athletic conpetition to their
vacati on.

- Exclusive personal service and extensive | andscapi ng
wi th outside gardens and secl uded pati os where the
tourist could enjoy the unique scenery and natural

environment in conditions of privacy.

O her facilities will include the foll ow ng:

® By conparison other 4 star hotels in the Paphos area are
nore densely built by 3 to 5 tines.
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| ndoor facilities

conf erence hal

shoppi ng centre
gymastics/ health club
heat ed i ndoor sw nmm ng pool
bow i ng centre

four squash courts
specialty restaurants
beauty parl our

billiard and table tennis room
conput er and vi deo ganes room
ni ght cl ub

Qutdoor facilities

i magi natively desi gned swi nmm ng pool
activity pool for children

di ving and water sports centre
fishing gear

ei ght tennis courts

full size soccer pitch

vol l ey ball court

basket ball court

m ni golf course

chil dren's pl aygrounds

car parking facilities

extensi ve | andscaped areas and gardens.
bus service to Paphos town and airport

Proj ected nar ket perfornmance

Mar ket performance in the hotel industry in Cyprus is generally

taken to depend on the ability of the project to attain a

conpetitive advantage on the follow ng two rather inter-dependent

mar ket factors:

superior quality and/or better fit of the product to
t he needs of a substantial target market
ef fective managenent in selling/pronoting the product

and efficiently operating the hotel.
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Superior product is a function of:

- hotel confort (roomfacilities and space, variety and
quality of food and drink, cleanliness, service,
tenperature, comon facilities, space per guest, etc.).

- location and proximty to centres of attraction
(uni queness of site, beach quality, availability of

attractive tours, proximty to town and shoppi ng areas)

The project is expected to out-performits imredi ate conpetitors
(current 4 star hotels in Paphos) on hotel confort. In
particular, guests will be nore satisfied with respect to open
space and overall availability of facilities and personal

servi ce. The uni queness of the Paphos Holiday Conplex will be
based to a large extent on its environnental appeal enanating
fromthe preservati on and enhancenent of a natural environnment.
Due to its extensive land availability it will also be
substantially | ess congested than conpeting hotels. The project
conpetitiveness is likely to be further boosted froma better

mat ch of product features to target nmarket needs.

Wth respect to location factors the project is expected to be
conpetitively at par or marginally better than its main
conpetitors. Although in relation to its conpetitors, the project
may have a somewhat inferior beach this nmay be outweighed by its
rat her unique location and proximty to archaeol ogi cal

attractions. The project's relative di sadvantage of not being

12



wi t hin wal ki ng di stance to the Paphos town may be mti gated
through the availability of a frequent bus service for customers

(which may al so include the Paphos airport in its itinerary).

Ef fecti ve managenent is al so expected to be a further source of
conpetitive advantage for the project. This will emanate fromthe
enpl oyment of professional nanagenment with proven organi sational
and marketing capabilities and many years experience in the
tourist and hotel industry. Due the inportance of managenent the

project provides for top salaries for its key executives.

Taking into consideration the project's conpetitive edge (which
is expected to be sustainable during the first 5-10 operating
years) it is projected that it will attain a slightly higher
occupancy | evel than other 4 star hotels in Paphos®. This will
result froma higher demand during the | ow season (where the
project is expected to attract sports and special interest
tourism). It is also projected that the project will be able to
charge margi nally higher than average prices for accommodati on

and food.

% Guest occupancy in the | ow season is projected to reach
55% on the third year of operation as conpared to the Paphos
mar ket average which is about 50%
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Proj ect ed occupancy
Year 1994 1995 1996 ... 2003
Avai | abl e bed capacity 1100 1100 1100 ... 1100

Cccupancy - | ow season 20. 0% 40. 0% 55.0% ... 55.0%
Cccupancy - high season 75.0% 85. 0% 92.0% ... 92.0%

Aver age occupancy 52. 2% 66. 4% 76.7% ... 76. 7%

Projected hotel rates

(1990 prices') Cyprus pounds per guest ni ght *?
Source of revenue Low season H gh season
Accommodat i on 12. 00 49. 6% 19. 50 59. 1%
Food 8. 00 33. 1% 8.50 25. 8%
Bever age 3.00 12. 4% 3.50 10. 6%
O her 1.20 5.0% 1.50 4.5%
Tot al 24. 20 33.00

| npl enent ati on Pl an

Large hotel projects of the size of the Paphos Holiday Conpl ex
have | ong inplenmentation periods. At the time of the preparation
of this report the project was at the pre-feasibility stage. It
is expected to take at |east a year for the preparation of
detail ed studi es, design drawi ngs and the securing and
nobi | i zati on of funds. The selection of contractors and the
actual construction phase will take another three years. A

realistic project conpletion date would therefore be the end of

" Projected hotel rates are adjusted upwards for 5% assumed
inflation using 1990 prices as a base year.

2 Low season = 5 nonths January to March and Novenber to
Decenber, Hi gh season = 7 nonths from April to Cctober. Hote
revenues are given net of service charge, nunicipality tax and
Cyprus Tourism Organi sation tax.
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1993. In the subsequent evaluation of the project, it is assuned

that the project will be fully operational in 1994.

Capital Cost and Fi nanci al Pl an

The nom nal cost of the project at conpletion is estimated at CP

19.2 mllion. A summary breakdown of the project cost is given
bel ow*:
Proj ect Cost
CP mllion
Land 2.2
Bui | di ngs and External s 8.1
El ectrical and Mechani cal 4.3
Furni ture, Furnishings and Equi pnent 2.5
Prelimnary and Pre-Operational 0.5
Initial Working Capital 0.3
Loan Interest during |Inplenmentation 1.3
19.2

' This table is the sunmary of a nore detail ed breakdown of
the project cost. In the detail ed breakdown, the different cost
categories were al so broken down into their respective | ocal and
forei gn conponents.

The project cost was initially estimated at the 1990 price

| evel s. The local and foreign conponents of the cost were then
inflated by the expected changes in the general price |evel
(local and foreign) to arrive at the nom nal value of the project
cost. Loan interest during the inplenentation period was
cal cul ated according to an assumed | oan di sbursenent schedul e
which would be in line with the fundi ng needs of the project.
Details of the assunptions used for the cal culation of the
wor ki ng capital requirenments of the project are given in the
foll ow ng sections.
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The above cost is proposed to be financed as follows':

Fi nanci al Pl an

% CP mllion
Share Capital 43% 8.2
Local Loans 10% 2.0
Forei gn Loans 47% 9.0
19.2

Managenent During | npl enentation

The Project Managenent Division of the Cyprus Devel opnent Bank
wi || undertake the managenent of the project during this very

i nportant stage. This is to ensure that the project is conpleted
on time, according to budget and at the required quality

st andar ds.

Managenmnent Duri ng Operation

The success of the project will depend to a | arge extent on the
ability of its managenent to market it effectively and to operate
it efficiently. It is therefore intended to recruit, either from
the local or if necessary fromthe international market, a well

qualified and experienced managenent team

“ Equity capital will be secured through the issue of
shares to the public. Al though | ocal |oans are preferable to
foreign loans (interest rate in Cyprus is fixed at 9%, CP 2.0
mllion is the maxi mum anmount that can be expected to be secured
froml ocal sources because the |ocal banking sector faces severe
liquidity constraints. G ven adequate guarantees and satisfactory
performance projections, no problens are anticipated in securing
the remaining CP 9.0 mllion fromoverseas financi al
institutions. At the current exchange rate of CP 1.00=US $2. 04
this anobunts to US$ 18.4 nillion.
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4. FI NANCI AL EVALUATI ON

In the financial evaluation of the project, the financial cash
flows are projected over the project's economc |life so as to
establish whether these satisfy the expectations of the owners

and the bankers of the project.

The pro-forma cash flow statenment fromthe owners' point of view
is first developed in nomnal terns so as to take into account
all the effects of inflation on the cash profile of the project.
These cash flows are then deflated to their real values and
included in the real (constant price level) pro-forma cash flow
The net cash flows are then discounted by the real private
opportunity cost of equity funds to obtain the net present val ue

(NPV) fromthe owners' point of view

Simlarly, the pro-forma cash flow statenment fromthe point of
view of the total invested capital is prepared in real terns. The
cash flows are then discounted by the private opportunity cost of
capital to obtain the NPV of the project fromthe total

i nvest nent point of view?®.

> For a conplete description of the effects of inflation on
the cash flow profile of the project and a detail ed net hodol ogy
of how to incorporate inflation in the cash fl ow projections and
to prepare cash flow statenents fromdifferent perspectives see
G Jenkins and A Harberger, Manual on Cost Benefit Analysis of
| nvest ment Deci sions, Harvard Institute for |International
Devel opnent, Chapters 3 and 6.
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Omers' Perspective

The tabl e bel ow shows extracts fromthe pro-forma cash fl ow

statenent fromthe perspective of the owners,

presented in

nom nal terns. The notes at the end of this section explain how

the main conponents of the cash flow are derived.

PRO FORVA CASH FLOW STATEMENT - OMER S PERSPECTI VE

CALENDAR YEAR

1990...1993 1994

Donestic Inflation Index(1) 1.00 1.16 1.22

From operations: (2)
- Acconmodat i on

- Food

- Bever age

-Q her

Total from operations

Service charge (3)
Local Loans (4)

Forei gn Loans (4)

I n use Val ues: (5)

Land

Bui | di ngs

El ectronechani ca

Fur ni shi ngs & Equi pnent

Cyprus pounds (000's)

1995
1.28

1996.

1.34

4669
2147
872
370

5997
2849
1148

485

10479
400

7128
3446
1383

582

.. 2004

1.98

0 6000 8361

18
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CALENDAR YEAR 1990...1993 1994 1995 1996...2004
Donestic Inflation |Index 1.00 1.16 1.22 1.28 1.34 1.98

OUTFLOWS Cyprus pounds (000's)
| nvest nents: (6)
- Land 2200
- Bui | di ngs 73 2800
- El ect ronechani cal 39 1966
- Fur ni shi ngs & Equi pnent 0 2079
-Prelimnary 140 127
Operating expenses: (7)
- Food cost 701 931 1128
- Bever age cost 197 262 316
- Payrol | 2657 2919 3206
- Depart ment al 619 795 946
-Electricity 219 266 307
- Fuel 51 63 74
-Wat er 30 37 42
- Mai nt enance 350 425 491
-Admi n. & marketing 428 636 629
Cor porat e Taxation (8) 84 242 369
Staff service charge (3) 302 400 483
Working capital: (9)
-Accounts receivabl e 672 202 172 -1470
- Account s payabl e - 438 -82 -75 923
- Cash reserves 62 19 16 -137
Loan repaynents: (4)
- Forei gn | nt er est 683 945 945 847
Pri nci pal 0 0 934 1032
- Local | nt er est 135 180 180 160
Pri nci pal 0 0 217 237
Total outfl ows 2452 7790 7059 9291 10380 -684
Net Cash Fl ow -2452 -1790 1302 1588 2643 21041

The net cash flow Iine shows the anbunts that the owners have to
contribute during the inplenentation of the project and the
surpluses available to them during operations after the servicing
of the loan obligations. It can be seen that the project will be
able to confortably repay its |loans and | eave a surplus to the
owners every year fromthe commencenent of operations.
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Al items in the above proforma cash flow statenent are
subsequently deflated by the domestic inflation index to 1990
price levels (the base year). The net cash flow thus obtained is
di scounted by 11.49%° to yield a positive NPV of CP 1.75 million.

The tabl e bel ow shows extracts fromthe results:

Proforma Cash Flow Statenent - Omers' Perspective

Real Val ues

1990...1993 1994 1995 1996...2004

Net Cash Fl ow -2452 -1546 1071 1245 1972 10627
Di scount Rate= 11.4%
Net Present Value = CP 1.75 nmillion.

Total Investnent Perspective

Al inputs to the proforma cash flow statenent fromthe total

i nvestment point of view are the sane to that of the owners’
except that |oans, interest and principal repaynents do not enter

into the calculation of the net financial cash flow The net cash

' The discount rate of 11.4%represents the real private
cost of equity funds. Private investors nornmally require
approximately 17% nom nal return fromtourist/hotel related
investnments. G ven that the expected donestic inflation rate is
taken to be 5% the real opportunity cost of funds is cal cul ated
to be: (17 - 5) / 1.05 = 11.4%
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flowis discounted by 9.2%" to yield a positive NPV of CP 2.45

mllion. The tabl e bel ow shows extracts fromthe results:

Proforma Cash Flow Statenent - Total investnent perspective

Real Val ues

1990...1993 1994 1995 1996...2004

Net Cash Fl ow -2452 -6023 1997 3028 3671 10627
Di scount Rate= 9.2%
Net Present Value = CP 2.45 nillion.

Notes to the Financial Evaluation Section

1. The expected donestic inflation over the |life of the project

is taken to be 5% per year.

2. The project's revenues are derived by multiplying the
proj ected nunber of guestnights by the revenue per
guestnight'® for each operational year. The hotel is
expected to have very high occupancies during the spring and

sumer nont hs (hi gh season) and | ower occupanci es during the

" The discount rate of 9.2% represents the real private
opportunity cost of capital and is a weighted average of the cost
of debt and the opportunity cost of equity funds. Assum ng that
the average debt to equity ratio over the life of the project
will be in the region of 35% debt and 65% equity and that the
average nom nal cost of debt is 10.2% and the opportunity cost of
equity funds is 17% then the wei ghted average cost of capital
is: (0.35 x 10.2) + (0.65 x 17) = 14.6% nom nal or,

(14.6 - 5) / 1.05 = 9. 2% real

% The nunber of guestnights are derived by nultiplying the
avai | abl e bedni ghts by the projected bed occupancy of the hotel.
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wi nter nmonths (|l ow season). This separation into | ow and
hi gh season is necessary in determ ning revenues, Since
hotel s charge different rates during those two periods. As
it wll be shown later, this distinction will also be

i mportant for the econonic analysis™.

3. The hotel levies a service charge of 10%on all its food and
beverage sales. This anount is then distributed to the

hotel's staff according to a point system

4. Local loans amount to CP 2.0 mllion and bear a fixed
interest rate of 9% per year. Foreign |oans anount to CP 9.0
mllion®* and are taken to bear a nominal interest rate of
10.5% Both | oans are assuned to be repaid in seven years
commenci ng one year after the start of operations; interest
is paid the year it accrues. As foreign |oans are repaid in
US dollars, the Cyprus pound equivalent is determ ned by
adopting the nom nal exchange rate prevailing during the

period of paynent.

5. A straight line depreciation nethod is used to establish
the in use value of the assets at the end of the projection

period. The economic life of assets is taken to be 45 years

% For an analysis of the projected revenues, see "Projected
mar ket performance", page 12).

20°US$ 18.4 nillion at the nonminal exchange rate of
US$1. 00=CP 0. 49
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for the buildings, 15 years for the electrical and
mechani cal installations and 12 years for the furnishings
and equi pment. The value of land is taken to renai n constant

in real terns.

In addition to the initial investnent which is spread over
the period 1990 to 1993 according to the inplenmentation
plan, a re-investnent of CP 1.5 mllion (nomnal) is
included in the sixth operational year. It is normal for
hotels to carry out periodic reinvestnents in addition to
their routine annual repairs and mai nt enance expenditure so

as to maintain or even enhance their conpetitiveness.

Hot el operating expenses are broken down into nine major
categories. Each of these categories has a fixed cost
conponent and a vari abl e conponent. The vari abl e cost
depends on the guest occupancy of the hotel. Wth the
exception of staff costs which are treated separately, the

breakdown of costs is given below at 1990 price |evels:
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Fi xed Vari abl e
CP 000' s/year CP/ Guestni ght

Cost cateqgory

Food 10 2.70
Bever age 5 0.75
Depart ment al 90 2.00
Electricity 75 0.50
Fuel 15 0.13
Wat er 10 0. 07
Repai rs & Mai nt enance 120 0. 80
Adm ni stration & Marketing 100 1.20
Tot al 425 8. 15

The staff conplement of the project consists of 370

per mmnent staff which are enployed t hroughout the year and
tenporary staff which are enpl oyed only during the high
season. The nunber of tenporary staff required depends on

t he hotel occupancy during the high season and varies fromO
at 55% occupancy to 100 persons at 100% occupancy. The
average nonthly cost (at 1990 price |evels) for permanent
staff is taken to be CP 420 while that of tenporary staff CP
220.

Staff costs are taken to increase by 3%relative to the
general price level. Al other costs are assuned to increase
only by the expected change in the general price |evel of 5%

per year.

The project will be liable to three types of taxes:
corporate tax, special contribution and defence |evy. The
basis for calculating these taxes are the annual profits of
the project. Incone statenents were therefore prepared for
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t he whol e of the projection period. These include al

revenue and expenditure itens including interest and
depreci ati on charges. The depreciati on expense (capital cost
al l omance) is calculated on the historical cost of

depreci abl e assets.

In arriving at the tax liabilities of the project, al

provi sions of the Cyprus tax |aw concerning capital and

i nvestment all owances as well as current rates of taxation
were taken into account. Taxes are assuned to be paid in the

year they accrue.

Wor ki ng capital consists of receivabl es, payables and cash
reserves. It is interesting to note that, as with the case
of other hotels in Cyprus, working capital requirenments are
| ow conpared to the volume of business. The reason is that
hotel s take full advantage of the generous credit terns

gi ven by suppliers and the down paynents received fromtour
operators. In the projections, it is assuned that

recei vabl es ambunt to one nonth of annual sales, accounts
payable to one nonth of all operational costs, cash

requi renents to 0.8% of sales.
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5. ECONOM C EVALUATI ON

Prior to adjusting the financial cash flows with the appropriate
econoni ¢ conversion factors, two other major adjustnents have to
be made to the inflow side of the financial cash flows in order
to arrive at the proforma cash flow statenent fromthe economc

per specti ve.

The first adjustnment that has to be nmade relates to the financial
inflows fromhotel operations. This involves taking into account
the benefits to the econony arising fromthe increnental
guestnights attributable to the project®. Al increnenta
guestnights are assunmed to have full econom c benefits while for
the project's non-increnental guestnights, the econom c benefit
is only the saving of resources fromthe reduction of the

vari abl e costs of other conpeting hotels. \Wen conpeting hotels

| oose these guestnights to the project they save their variable
cost associated with each guestnight. This variable cost is

assunmed to be the same as that of the project's.

2 1t is assuned that 40% of the projected | ow season
guestnights in every operational year will be increnmental to the
econony, despite the fact that conpeting hotels both in the
Paphos regi on and el sewhere in Cyprus have excess capacity. The
product offered by the hotel is unique in nany respects; the
hotel wi Il address markets which have not been properly exploited
by other hotels and is therefore expected to create its own
clientele.

During the high season, it is assunmed that 90% of the projected
guestnights will be increnental to the economy. A high proportion
is used for the sunmer season since conpeting hotels are near to
full capacity during this period.
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The second adjustnent is to include two groups of econom c
benefits which are not captured by the financial cash flows . The
first group of benefits consists of a series of taxes® that are
in effect paid by the tourists but are not included in the
hotel's accounts. The second group of benefits arises from
touri st spending outside the hotel. G ven that no excessive
econom c rents accrue to the sellers, the resource cost to the
econony can be assuned to approximate the total benefit from such
revenues®. Therefore, only the foreign exchange prenmi um can be
consi dered as the net econom c benefit fromthis source. This
prem um has to be a adjusted downwards to take into account the
fact that a portion of the econom c cost (around 50% also has a
foreign content. Both the above groups of benefits are earned

only by the increnental guestnights.

The tabl e bel ow shows extracts of the cash flow statenent from

t he econony's point of view The net cash flow is discounted by
9.5% ,the econom c cost of public funds, to obtain a net present
value to the econony of CP 6.9 mllion. This high NPV results

fromthe weight given by the foreign exchange prem um on the

2 Atourist in Cyprus faces the follow ng taxes: CP 4.00
airport tax, CP 0.64 for each hotel overnight stay to the Cyprus
Tourism Organi sation and Municipality. In addition he has to pay
a 3% tax on his food and beverage consunption at the hotel.

% Surveys show that each tourist spends on average CP 13.9
per day on food, clothing, souvenirs, local travel etc. Touri st
Expendi ture Survey June 1987, The Cyprus Tourism Organi sation.
Adj usted for 5% inflation it is projected that for 1990 touri st
expenditure will be CP 16. 00.
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inflow side, the taxes paid by the tourists and the renoval of

transfers as costs in the outflows side (basically corporate

taxation).

PRO FORVA CASH FLOW STATEMENT - ECONOM C PERSPECTI VE

CALENDAR YEAR 1990...1993 1994 1995 1996...2004
Conver si on Cyprus pounds (000's)
| NFLOWG Fact or s*
From Touri st Expenditure:
Qut si de of Hot el 0. 07 193 232 259
From Taxes 1.14 271 324 363
From Hotel Operations 1.14 6693 8064 9051
Servi ce Charge 1.14 234 280 312
I n use Val ues:
Land 1.00 2200
Bui | di ngs 0. 94 5580
El ect r onechani cal 1.06 1614
Fur ni shings & Equipm 1.04 648
0 0 7391 8900 9986 10042

* The financial values are nultiplied by a conversion

factor to arrive at the econom ¢ val ues.

A conversion factor is

the economic price of a variable (e.g. the financial price
adjusted for market distortions and foreign exchange prem um

di vided by the financial price.
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CALENDAR YEAR 1990...1993 1994 1995 1996...2004

Conver si on Cyprus pounds (000's)
Factors
OUTFLOWS
| nvest nent s:
- Land 1. 00 2200
- Bui | di ngs 0. 94 69 2274
- El ect ronechani cal 1.06 41 1800
- Furni shings & Equi pm 1.04 1868
-Prelimnary 0. 57 80 63
Oper ati ng expenses:
- Food cost 0. 95 548 693 799
- Bever age cost 0. 82 133 168 193
- Payrol | 1.00 2186 2287 2392
- Depart ment al 1.07 545 667 755
-Electricity 0.73 131 152 167
- Fuel 1.62 68 80 89
-Wat er 5. 00 123 143 158
- Mai nt enance 1.02 294 340 374
-Admi n. & marketing 0. 95 334 399 446
Cor porat e Taxati on 0. 00
Staff service charge 1.00 248 313 360
Wor ki ng capital:
- Account receivable 1.14 630 180 146 - 847
- Account s payabl e 1.10 - 396 -71 -62 513
-Cash reserves 1.00 51 15 12 - 69
Total outfl ows 2390 6004 4896 5367 5830 -403
Net Cash Fl ow -2390 -6004 2495 3533 4156 10445

The econom c di scount rate

The di scount rate used in the econom c anal ysis was based on the
soci al opportunity cost of public funds approach, which is a
"wei ghted average of the marginal productivity of capital in the

private sector and the rate for tinme preference for consunption
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including the cost to the econony from foreign borrow ng®'. The
econonmi ¢ discount rate was estimated to be 9.5% using data on the

supply and demand of funds in Cyprus as shown bel ow.

Inflation Income groups For ei gn
(03 rate®®  H gh? Low Govt . Loans
Supply of funds 100% 3. 00% W1 W2 W 3 W4
Marginal cost of funds (Ps) 0.080 0.060 0.080 0.1260%
Share [S Share(i)] 69.0% 13.0% 2.0% 16. 00%
El asticity of Supply, [Ns(i)] 0.700 0.500 0.000 3.000
Taxes [T(i)] 0.150 0.000 0.000 0.000
Subsi di es[ K(i)] 0.000 0.000 0.000 0.000

Wi ghted Ns(i) 0. 0. 0.
Wi ght ed Ps(i) 0.037 0.029 0.048 0.0932
[Wei ghted Es(i)*Weighted Ps(i) 0 0 0

% Jenkins G J. and Harberger A. C., Manual on Cost Benefit
Anal ysis of Investnent Decisions, Harvard Institute for
| nt ernati onal Devel opnent, Chapter 12, page 3

*® The econom ¢ discount rate is based on 1987 data adj usted
for 3.0%inflation the approximate rate for that year.

" H gh incone savers were assuned to be those earning an
annual salary of over CP 7,000 during 1985. Source: Household
| ncone and Expenditure survey, The Departnent of Statistics 1985.

* The margi nal cost of foreign borrowing is arrived at as
fol |l ows: MC=AC ( 1+ 1/e)

wher e: MC = Margi nal cost of foreign borrow ng
AC = Average cost of borrowed funds = 9.5%
e = Elasticity of supply of foreign funds = 3.0
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Econom c sectors

(@] Primary Secondary Tertiary
Demand for funds 100% Wil Wi2 wWi3
Rate of return (Pd) 0.100 0.160 0.180
Share [ D _Share(i)] 12.0% 15.0% 73.0%
Elasticity of Demand [ Nd(i)] -1.000 -1.000 -1.000
Taxes [T(i)] 0.000 0.000 0.000
Subsidies [K(i)] 0.140 0.020 0.020

Wi ghted Nd(i) - 0. 0. 0.
Wi ghted Pd(i) 0.056 0.123 0. 142
[Wei ghted Nd(i)*Weighted Pd(i) -0 0 0

Soci al Qpp. Cost of Public Funds [ie] = ([Wighted Es(i)*rs(i)]
- [Weighted Nd(i)*rd(i) * @/ Q)] / [Es-Nd] * [Qd/ Q5]

SOCPF [ie] = 9.5%

Econom c forei gn exchange preni um

The economic price of foreign exchange (Ee) was estinmated as the
ratio of percentage tariffs on inports over the percentage

subsi dies on exports weighted by the elasticity in the demand and
supply for foreign exchange®. A five year analysis shows the
econoni ¢ foreign exchange premumto stabilize at around 14% as

shown bel ow

# Jenkins G J. and Harberger A. C., Manual on Cost Benefit
Anal ysis of Investnent Decisions, Harvard Institute for
| nt ernati onal Devel opnent, Chapter 16.
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(Econom ¢ Exchange Price (Ee) / Market Exchange Price (Em)

| mport Tariffs

| mports (C. I.F.)
Export Subsi di es
Exports (F.Q B.)

% Rate of Inports Tariffs Tm 12.
% Rate of Exports Subsidy Kx 8.

Elasticity of Supply
Elasticity of Demand

Q/ B

Year 1 Year 2 Year 3 Year 4 Year 5
Variable 1984 1985 1986 1987 1988
it 95.8 104.9 105.7 113.9 134.8
i 796.5 762.3 659.1 711.4 866.8
xk 40. 4 42. 8 42.9 48. 1 56.0
X 456.3 442.7 437.7 546.7 608.7
03% 13. 76% 16. 04% 16. 01% 15. 55%
85% 9.66% 9.79% 8.80% 9.19%
Esx 1.00 1.00 1.00 1.00 1.00
Edi -1.50 -1.50 -1.50 -1.50 -1.50
Qd/ s 1.75 1.72 1.51 1.30 1.42
1.11 1.13 1.14 1.14 1.14

Ee = Esx*(1+Kx) - (Edi *Qd/ Qs)*(1+Tm) / Esx- Edi *(Qd/ Q)

Ee = 14%

Econom ¢ conversion factors

The econom ¢ eval uation of the project enploys a nunber of

conversion factors to adjust the financial

true econom ¢ val ues.

cash flows to their

As an exanple, we show how we arrived at an

estimate of the conversion factor we used for electricity.

The conversion factor of electricity

Electricity in Cyprus is generated by thernal, oi

fired power

stations. Power generation and distribution is the responsibility

of a sem -governnent organisation

Cyprus (EAC).
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The operating costs associated with the production and
distribution of electricity are heavy fuel oil, |abour, other
mat eri al s and services, and the cost of capital. Therefore, in
order to arrive at the final conversion factor for electricity,
the conversion factors of each of the above cost categories mnust
first be calculated. The cal cul ations are based on 1985 cost and

revenue data on the production and sale of electricity in Cyprus.

General data

In 1985, a total of 1178 mllion KW were produced and
distributed to consunmers. The average price paid by consuners was
CP 0.075 per KW*. The total annual financial costs of producing

and distributing this anount of electricity were the foll ow ng:

CP mllion
Heavy fuel oil 34.7
Sal aries & rel ated expenses 16.4
O her materials and services 1.6
Depreci ation (financial) 3.3
I nterest (financial) 2.4
Tot al 58.5
% Only 887 million KWh were actually billed to consuners.
The remaining 291 mllion KW were consunmed in the area of Cyprus

currently occupied by the Turkish invasion force. As the val ue of
this electricity is presently uncollectible, the EAC overcharges
t he payi ng consuners in order to recover the cost of its
producti on.
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(a) Conversion factor of heavy fuel oi

The quantity of fuel oil used for the production of the above
anount of electricity was 371,000 netric tonnes at an average
cost of CP 93.5 per metric tonne. Mst of the fuel (80% is
inmported directly by the EAC while the remainder (20% is
purchased fromthe | ocal refinery. A breakdown of the quantities
pur chased from each source together with the average prices paid

is given bel ow

Metric Price

Tonnes CP/t onne
| nported directly 296000 99. 1%
Purchased fromrefinery 75000 72.0

The difference in price between the locally purchased and
inmported fuels, is because the locally supplied fuel is

subsi di sed®’.

Since the fuel used is an inportable good, its economc cost is
the CIF cost + trade margin + freight to place of consunption.
The economic cost of fuel is therefore CP 99.1 per netric tonne
and the conversion factor is calculated at 99.1 / 93.5 = 1. 06.
This conversion factor has to be adjusted, as shown bel ow, for

t he econom c cost of foreign exchange.

% This price includes CIF and punping costs to the storage
t anks.

% The refinery recovers the cost of the subsidy through
differential pricing whereby the price charged for petrol exceeds
its cost of production.
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(b) Conversion factor of | abour

The EAC i s an organi sation that pays wages and provi des benefits
whi ch are substantially above (about 20% the nmarket wages. EAC
enpl oyees can therefore be classified as being in the "protected"

sector.

As the econom c opportunity cost of labour in this case is equal
to the unprotected sector wage for each type of skill enployed,
t he conversion factor for the | abour cost associated with the

production and sale of electricity is taken as 0. 80.

(c) Conversion factor of other materials and services

The econom ¢ value of these inputs is taken to be equal to their
financial value. The conversion factor, however, is adjusted by
t he forei gn exchange prem um according to the foreign content of

t he inputs.

(d) Conversion factors of the cost of capital

In the financial accounts, the annual cost of capital is given as
t he depreciation of assets and the interest charge on | oans.
These costs have to be adjusted so as to reflect the true

econoni ¢ cost of capital.

Depreci ati on expense shoul d be cal cul ated on the real val ues of
assets and not on the historical cost as given in the financial

accounts. The real depreciation charge is cal cul ated at
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approximately CP 5.0 mllion conpared to the CP 3.3 mllion given
in the financial accounts. The conversion factor for depreciation
expense therefore becomes 5.0/ 3.3 = 1.52 . This factor wll
al so need to be adjusted for the foreign exchange prem um

according to the foreign content of the assets.

The | oans shoul d be charged at the social opportunity cost of
capital rate and not the financial interest rate because the
former is the true cost of the loans to the econony. The average
financial interest rate paid on the | oans was 8.1% whil e the
soci al opportunity cost of capital was calculated at 9.5 % The
conversion factor for interest expense therefore beconmes 9.5 /
8.1 = 1.17. This factor should not be adjusted with the foreign
exchange prem um even though nost of the loans to EAC are foreign
| oans. When a foreign loan is received, the econony gains the
forei gn exchange prem um but when the |loan is repaid, the econony
| ooses this premunm?® |If the conversion factor is adjusted to

i nclude the forei gn exchange prem um |l ost during the repaynent of
| oans, it would be penalising the econom c cost of |oans since it
woul d not take into account the prem um gai ned when the loan is

recei ved.

% The foreign exchange premiumon the interest paid on the
| oan conpensates for the tine val ue between the foreign exchange
prem um gai ned on receiving the loan and the prem um | ost upon
repaymnent.
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The above conversion factors (except that of the interest) are

adjusted with a 14% prem um on foreign exchange as foll ows:

Conver si on For ei gn Adj ust ed
Fact or Cont ent Conv. Factor
Heavy fuel oil 1.06 100% 1.20
Sal ari es 0. 80 0% 0. 80
G her materials etc. 1.00 30% 1.04
Depreci ati on 1.52 70% 1.62
| nt er est 1.17 - 1.17

The financial costs associated with the production and
distribution of 1178 mllion KW of electricity are multiplied by

t he adj usted conversion factors to arrive at their econonm c costs

(in CP mllion) as foll ows:
Fi nanci al Adj ust ed Economi ¢
Cost C. Factor Cost
Heavy fuel oil 34.7 1.20 41. 6
Sal ari es 16. 4 0. 80 13.1
O her materials etc. 1.6 1.04 1.7
Cost of Capital:
- Depreci ation 3.3 1.62 5.3
-l nterest 2.4 1.17 2.8
Tot al 58.4 64. 6

The economi c cost of electricity in CP per KWh is therefore:
64.6 / 1178 = 0.055
and the econom c conversion factor of electricity

0.055 / 0.075 = 0.73
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6. DI STRI BUTI ONAL ANALYSI S

A project generates externalities when its financial inflows and
outflows differ fromtheir respective econom c values. In

di stributional analysis, these externalities (positive or
negative) are first identified, presented in net present val ue
terms and then allocated to the various affected groups in the
econony. In this way one can see who is gaining or |oosing from

t he exi stence of the project in the econony.

There are basically four ways in which a project can generate

externalities:

- The first is that a project may generate econom c incone
and/ or incur econom c expenditure that is not taken into
account in the financial projections. An exanple of this is
t he project under study, which generates econom c incone
fromtaxes paid by tourists and fromtourist expenditure
outside the hotel. This inconme is not captured by the

financi al projections.

- The non-increnentality of a project's cash flows to the
econony i s anot her source of externalities. If for exanple,
the cash inflows of a project are not increnental to the
econony, they will not be included in the econonic
eval uati on and a negative externality will arise. The

meani ng of this externality is that the project is capturing
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net revenues (sales |ess marginal costs) from existing

simlar projects in the econony. The net revenues of these

projects will therefore be |ower by the anmount of the
externality. The project under study will generate this type
of externality as not all its guestnights are considered as

increnental to the economy. O her conpeting hotels wll

| oose net revenues because of the existence of this project.

A third inportant source of externalities is the difference
of the financial prices of inputs and outputs of a project
with their respective econom c ones (hence the use of
conversion factors). The existence of distortions in the
mar ket such as taxes and subsi di es, nonopolies and price
controls on the inputs and outputs of a project are the

primary source of this type of externality.

The fourth source of externalities is the premiumon foreign
exchange which the project is credited and/or charged with
on the anmobunt of foreign exchange it earns or spends . The
di vergence between the nmarket price of foreign exchange and
its econom c val ue as expressed by the foreign exchange
premumis solely due to the introduction by the governnent
of tariffs and/or subsidies on the traded goods sector.
Therefore all the foreign exchange prem umgain or |oss
generated by the project goes to the governnent; it

represents a net revenue gal n or loss to the gover nnent .
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The Paphos Hol i day Conpl ex generates externalities totalling CP
4.8 million®*. These are allocated to the government, the
electricity authority, to other conpeting hotels and to other

groups in the econony as shown in the table bel ow

% The externalities generated by the project are cal cul ated
by subtracting each Iine of the financial cash flow statenent
(total investment perspective) fromthe corresponding |line of the
econonmi ¢ cash flow. The net present value of the externalities is
t hen cal cul ated by using the econom c di scount rate.
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DI STRI BUTI ON OF EXTERNALI TI ES Real values (CP 000's)
El ectr. Gther O her
Total Govt. Auth. Hotels groups

| NFLOAS

From Guest Expenditure

Qut si de of Hot el 1176 1176

From Taxes 1648 1648

From Hotel Operations -1107 5037 -6144

Servi ce charge -197 174 -371

I n use Val ues:

Land 0

Bui | di ngs -100 3 -103
El ect r onechani cal 26 26

Fur ni shi ngs & Equi prent 7 7

| nvest nent s:

- Land 0

- Bui | di ngs 374 -12 386
- El ect ronechani cal -199 -199

- Fur ni shi ngs & Equi prent -75 -75

-Prelimnary 193 193

Oper ati ng expenses:

- Food cost 188 - 38 226
- Bever age cost 190 162 29
- Payrol | 0

- Depart ment al -223 -223

-Electricity 283 -67 350

- Fuel -156 - 36 -120
-Wat er -577 -577
- Repairs -34 -34

-Admi n. & marketing 107 107

Cor porat e Taxati on 3301 3301

Staff service charge 0

Wor ki ng capital:

-Accounts receivabl e - 64 - 64

- Account s payabl e 27 27
- Cash reserves 0

Total Externalities 4788% 11085 350 -6515 -132

% The reconciliation of distributive analysis at project
| evel was cal cul ated as foll ows:
NPV(e, re) NPV(f,rf) + NPV(f,re) - NPV(f,rf) + PVE(re)
2452 + 2130 - 2452 + 4788
6918 (sanme as NPV Econony)
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It can be seen fromthe above that the najor beneficiary of the
externalities generated by the project is the governnent because
it receives all the taxes paid by the tourists, the corporate
taxes paid by the project and the net benefit fromthe prem um on

forei gn exchange.

It is also interesting to note, that since a |l arge portion of the
financial revenue of the project during the | ow season nonths is
not considered as increnental to the econony, the hotel in effect
captures net revenues which would have ot herwi se been generated
by ot her conpeting hotels. This negative externality amunts to
CP 6.5 mllion and is allocated to other substitute hotels in the

i sl and.
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7. SENSITIVITY ANALYSI S

A sensitivity analysis has been carried out to observe the inpact
of changes in key variables on the NPV s of the owner, the total
i nvestment and the econony, as well as on the nom nal net cash

fl ow of the owner. The nomi nal cash flows are inportant to the
owners since they can establish whether the net cash avail abl e
each year is adequate to service obligations or if there is a

need for additional equity contributions.

The variables tested were donestic inflation rate, project cost,
hot el occupancy, hotel revenues per guest, payroll costs and the
nunber of guestnights considered as incremental to the econony®.
A sunmary of the results of the sensitivity analysis on the

NPV's of the project fromthe different perspectives is given

bel ow:
Net Present Value (CP 000's)
Owner Tot al Econony
I nvest .
Base Case 1747 2452 6918
Donmestic inflation at 8% 1665 2283 7143
Proj ect cost higher by 10% 964 1699 6015
Aver age occupancy |ower by 10% 186 634 3979
Revenues/ guest | ower by 10% -502 - 168 3303
Payrol | costs higher by 10% 1084 1678 5730
| ncrenment al guestnights
| ower by 10% 1747 2452 3672

The anal ysis indicates that the project's returns are nore

sensitive to changes in revenues earned per guest. Even smal

% This variable affects only the Net Present Value fromthe
econony's poi nt of view.
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changes to this variabl e cause substantial fluctuations to the
project's NPV's. The NPV fromthe econom c point of viewis also

sensitive to the nunber of bednights considered as increnental.

The nom nal net cash flows fromthe point of view of the owner
were al so found to be nore sensitive to changes in the revenues
earned per guest. Wthin a realistic range of possible
fluctuations of this variable however, the project can still
generate adequate cash to service all obligations wthout the

need for additional cash contributions by the owners.

The effect of the uncertainty enconpassing the above vari abl es

was tested further through the application of risk analysis.
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8. RISK ANALYSI S

The variables tested for risk are the ones that are relatively
uncertain and have a high inpact on the project®. These

vari abl es are the revenues earned per guest, occupancy |evels
(for low and high season), project costs and staff costs. The
assigned probability distributions and range limts of these
vari ables are given in the table bel ow

Probability M ni mum Maxi mum

Ri sk vari abl e Distribution value value
Hotel rates factor (1) Triangul ar 0.90 1.15
Cccupancy -hi gh season Year 1 (3) Nornal 55.00% 80.00%
Cccupancy -hi gh season Year 2 (3) Nornal 75.00% 95. 00%
Cccupancy -hi gh season Year 3+(3) Nornal 84.00% 97.00%
Cccupancy -1 ow season Year 1 (3) Nornal 15.00% 35. 00%
Cccupancy -1 ow season Year 2 (3) Nornal 30.00% 60.00%
Cccupancy -1 ow season Year 3+ (3) Nornal 40.00% 70. 00%
Project cost factor (1) Uni form 0.90 1.15
| ncrenment al ni ghts-| ow season Uni form 20.00% 65.00%
| ncrenment al ni ghts-| ow season Uni form 70.00% 98. 00%
Payrol|l cost real growh rate Step (2)
Not es:
(1) A factor of 1 equals base case val ue
(2) The payroll real growth rate was assuned to vary accordi ng
to a step probability distribution as shown in the table
bel ow.
Probability 0.15 0. 60 0. 25
Val ue intervals 2.0% 2.5% 3.5% 4. 0%

(3) GCccupancy levels were assuned to be negatively correlated to
the hotel rate factor.

The results of the risk analysis are shown in the table bel ow

% Ri sk analysis was applied using "Ri skMaster" a conputer
sof t ware package devel oped by Savvakis C. Savvides. For reference
on the nmet hodol ogy used see "Ri sk Analysis in |Investnent
Appraisal”, Harvard Institute for International Devel opnent,

Di scussi on paper 276, Cctober 1988.
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Net Present Val ue (in CP 000's)

Oomners Tot al Econony
Expect ed val ue 1763 2518 4993
St andard devi ati on 965 1077 3262
M ni num val ue -750 -332 -3375
Maxi mum val ue 4479 5589 14105
Prob. of neg. return 3. 25% 0. 75% 5. 50%

Al the NPV's (owners, total investnent and econony) have a
positive expected val ue. The standard devi ati ons however, suggest
a |large spread of possible values. As illustrated in the graph
bel ow, the econony's perspective, although show ng the highest
expected val ue, seens to be nore responsive to risk and return.
This is mainly due to the wide uncertainty of the projected
assunption regarding the amount of "increnental guests”.
Nevert hel ess, the probability of negative returns is very |ow and
nmust be considered within acceptable Ievels from al

per specti ves.

hos Holiday Complex

Net Present Valu
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A projection of the net cash flow fromthe owners' point of view
in nom nal prices, as shown in the diagram bel ow, indicates that
the probability of the project having financing difficulties is
very small. Followi ng the inplenmentation years, wthout a
substantial risk of negative deviation fromthe base case
scenario, the project shows a positive net cash flow for the

first five years of operation.

Net Cash Flow - Owners' perspectiv

Nominal values

's)

(Thousands)

Cyprus pounds (

1 1991 1992 1993 1 1995 1 1997 1

Cumulative pr lity per year
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9. ENVI RONMENTAL CONSI DERATI ONS

The i npact of the project on the environnent

The foll ow ng i ssues have been reviewed in order to assess the

i mpact of the project on the environnent*:
1. Land val ues
Prices of adjacent plots of |land are expected to increase in
real ternms when the project is inplenmented. The price
increase will reflect the additional econom c rents that
will be generated by new projects such as restaurants,
shops, night clubs and accommodation facilities that could

be built on these plots.

Land val ues can be expected to rise by at |least 15%in a

radi us of about 300 neters fromthe project site. This

i ncrease cones to about CP 0.9 mllion in real terns and

shoul d be included as an econom c benefit attributable to

t he project.

2. Traffic congestion

Tourismcontributes to the congestion and overcrowdi ng
problemin Cyprus. This is nore evident during the peak
touri st season which overlaps considerably with the donestic

sumer hol i days. Overcrowdi ng of beaches and coastal resorts

% A nore extensive eval uation of the environnental inpacts
of the project was not possible due to lack of primry data.
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as well as traffic congestion and | ack of parking space are

very evident during the sunmer period.

Traffic congestion del ays arise when the nunber of vehicles
passi ng through a road exceed a certain threshold (which
depends on the road wi dth, nunber of lanes etc.) and as a
result the speed of the traffic fl ow begins to decrease.
Therefore, road users need additional time to reach their
destination. This delay can be costed in terns of |oss of

| ei sure and/or working tinme, higher fuel consunption,

vehi cl e wear and heavier air and noi se pollution.

Al t hough the average del ay cost per vehicle may be very
smal |, the marginal cost of a single vehicle causing the
additional delay could be very large. This is because the
cost of the additional delay is nultiplied by all the nunber

of vehicl es being del ayed.

The project will increase traffic flowin the area since
enpl oyee vehicles, tourist buses, rented cars, taxis, supply
and waste di sposal vehicles etc. will use the adjacent road
to commute to the hotel. This increase in traffic is not
expected to be so significant as to create congestion
problens in the existing road network. The road adjacent to
the project site is a dual carriageway with a design

capacity of approxi mtely 9000 passenger car units (PCU s)
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per day. The average daily traffic in 1989 is expected to be
about 4200 PCU s and the annual growth rate is projected at
5.2% This indicates that the existing road has a | arge
unutilised capacity and can easily accommopdat e any
additional traffic generated by the project. Neverthel ess,
the project nay exacerbate existing congestion problens in

t he nearby Paphos town.

3. Road pavenent damage

The degree of damage of the road pavenent primarily depends
on the nunber and wei ght of the vehicles using the road. The
additional traffic generated by the project will create sone
pavenent danmage. The magni tude of this cost, although not

gquantified, should however be insignificantly small.

4. \W\astewater pollution

The hotel will have its own sewage treatnent plant; sewage
will be treated so that it can be suitable for irrigating
the project's gardens. There will be no dunping of waste in
t he sea.

5. Noi se pollution
Possi bl e sources of noise pollution are increased traffic
and tourist activity (boats, sports etc.). However, because

of the renpteness of the |ocation and the high anmount of
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space per guest available the project is unlikely to create

significant noise pollution.

6. Change of | andscape
The project is expected to have a positive environnental
i mpact arising fromthe | andscaping of an area which is

currently barren and rather hostile to potential visitors.

7. Change of the waterfront

The extent of the change will depend on the beach

i nprovenent plan which has not yet been prepared.
Nevertheless, it is expected that the beach will be made
suitable for bathing while preserving a lot fromits

original character.

8. Access to the beach

This is unlikely to be a problem A path for pedestrians
will be required by the local authorities along the

wat erfront. The beach is nowrarely visited. The project in

fact will provide access to the beach.

9. Loss of view

The environmental cost fromloss of view should not be as
high as that of other hotels. Building regulations in the
area are such that only 12% of the project land will be

built up. The remaining space will be used for planting,
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| andscaping, recreation facilities. Acconmobdation facilities
will conprise of a hotel block (350 roons in 4 floors) and
200 single floor bungal ows. The effect of the 4-storey hotel
bl ock on the sea view will be reduced because the project

| and sl opes towards the sea. In addition, care will be taken
in the design stage to create buildings that wuld bl end

with the environnment and be aesthetically appealing.

The inmpact of investnents in environnmental enhancenents on the
project return

The Paphos Hol i day Conpl ex project concept is based on the

prem se that an investnent in the preservation and enhancenent of
the hotel's environnent is both financially as well as
economcally rewarding. To isolate the direction and net effect
of the environmental investnents, the base case scenari o was
altered so that all environnental marginal costs and benefits

wer e deduct ed.

The project costs and benefits relating to i nprovenents of the
envi ronnment, above what is considered to be the |evel attained by

ot her conpeting hotel s**, were discounted to the base year using

% The maj or costs were identified as the cost of the
i nvestnment in additional |land (CP 400 thousand), the capital
costs of landscaping (CP 100 thousand) and operating costs for
mai ntai ni ng the | andscape (CP 43 thousand per year).

The margi nal benefits emanating fromthese additional costs are
taken to be the average rates that the hotel can charge as

formul ated, less what it is considered attainable w thout them
It is assuned that the project can charge a 10% prem um on the
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t he econom c discount rate of 9.5% Total marginal costs in
present value terns were estimated to be about CP 1.0 mllion and
mar gi nal benefits gained (due to added conpetitiveness) CP 4.0
mllion. The net present value of the project fromthe econony's
perspective thus falls fromCP 7.0 to CP 4.0 mllion after
deducting the additional environnental costs and benefits. The
expected NPV may even be substantially lower if one takes into
account that there would be a decrease in the nunber of

i ncrenental guests since the project will not be sufficiently

differentiated without the environnental enhancenents.

It was further estinmated, through sensitivity analysis, that the
total additional environmental costs can be recouped by a nere
increase of 3% in the average hotel rate. It may therefore be
concluded that the net effect of the environnental enhancenents

on the project are significantly positive.

rates charged by conpeting hotels as a direct result of the
degree of differentiation achieved due to the investnents in
enhanci ng the project environnment.
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10. CONCLUSI ONS

The Paphos Hol i day Conplex is a unique and conpetitively superior
project. Its main conpetitive advantage stens fromits ability to
mar ket a differentiated product fornmulated to the needs of a
substantial and potentially rewarding target market. The main
el enents of the project's marketing strategy are reflected in the
fol |l owi ng product features:

- additional open space per guest

- spread out devel opnent

- good architectural design

- extensive | andscapi ng

- provision of tournanent |evel sports and

recreation facilities
- better hotel managenent

- good environnental blending

Al'l the above contribute to naking the Conplex a very conpetitive
product wi th good prospects of success. Hotel rates are expected
to be higher than the conpetition and occupancies at |east as

good (with w nter occupancy better than average). As the project,

to a large extent, will create its "own" clientele, a |large
proportion of | ow season guests will be increnental to the
econony.
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The project yields satisfactory returns to all interested
parties, including high returns to the econony. It will also be

capabl e of repaying its loans without difficulty.

The project's returns are very sensitive to revenues earned per
guest. The returns to the econony are al so sensitive to the
nunber of guestnights that are considered to be increnental. Risk
anal ysis, however, indicates that, within the range of possible
variation of the key project variables, there is very | ow

probability of negative return.

In conclusion, this appraisal strongly indicates that the Paphos
Hol i day Conpl ex makes good financi al, econom c and environmnent al
sense for potential investors and the people of Cyprus in

general .
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