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A NOTE OH NON WSUIRALITY OF CAPIFAL SJ3SIDY WEED iup C.ini, ]

Mozt of the fimancial institations in India use imbermal hale of “alurn
R) as a criterion for project evaluation. fowever the f%nancial institations
not take intec account the capital subsidies (1ike baclkward ares cepital
beidy) in the computation of Ifﬁ.l This note estadlishies that if the casgh
beidies ere te be included im the project evaluatioa then it will de nom-

sutral uwndexr LEE eriterion.

3y nen meutral we mean that if two projects had equal IRH without considering
the sudsidy then the INiL incorporzting subsidy mey not be equal. It depends on the
pattern of inflows.

Let us demonstrate this wita a simple example. Zet I, and I, be investments
in projects 2 and B with a life of twe years. A1, A2 and 31, 32 are the inflows
from the projects A ané 3 at the ond of time periods 1 and 2. Let the investuent
end IEZ without considering the subsidy of both the projects be equal.
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‘1, Industrial Development Bank of India, Lndugtirizl Devglopment of 3ackward Degiong
dombay.IL31, 1574%. pp 465.




@
o)
aa

;e the investment is same thes sudsidy for both the projects are same and
al te 8

t the Ii. of projects zfter incorzorating the sussidy be r, angd T,

r wrojects 4 and 3
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How te show that subsidy is non neutral one has te show that r. £ b

Ihe proof is by contradiction
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3ut eerlier we have seen taat

: = A, - 3

3, (14r) (4, o+ A,
Since the subsidy S is positive, r  is greater than r. /And for 2y £ 3, this
implies 32 = ‘32 + & Where A is nom zerc which is e contradiction.

 Aence r £ r

This impliecs that if the projects had differential inflows the inccrperation
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of the subsidy in tie computation of IR2 is non neutral. This emerges from
the fact thet an ecuaml chsnge inm any periods' flow wiil not in gemeral result
in equal cuange in IRE acrcss projects eventhough they had equel iR befrre
tre eianglyw lass 11 the flme or: ilaatical

it ez1 slsc be sicwn that in genersl the incerperaticn of subeidy
wili bebi~o2? in favour of projects with largepcasiflows in the earlier years.

.

We cen illustrate t:is point with the above example. Suppese alter incorporation
e aureidy the returns of the projects are: ra'and T regpectively. Ye bave

to show that If ﬁ“l » 3 then ra » T
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%Sime IA -8 = IB -8 We hawve

: 2 : 2
3, = f11(1+rb) ) By (1+rb) + 132(1+rb)
———— ---—--E-
( 1+ra ) ( 1+ra )
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But we have szen ."-32 = (A1 - 31) (1+r)+112

Hence rh 3& ra

Cn & multi poriod amalysis cne can eonjecture that a preject with larger initial
flows will have a higher post subsidy return than o project whose flows are

concentrated towards the end.
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