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ABSTRACT

This project is written in partial fulfillment of the award of Master in Business Administration.

This research project is centered on "An evaluation of project appraisal techniques as a criteria
for selecting and financing projects’ - a case study of the defunct Nigerian Agricultura and
Cooperative Bank Limited. Project Appraisa is a vital issue that helps in no smdl measure in
the acceptability of a capital investment project. Project appraisa is the quantification, anaysis,
evaluation and identification of investment opportunities open to an investor in order to make a
reasonable decision when embarking on an investment. A lending banker is dso an investor who
invests its fund in the provision of finance to a borrower who gives a binding promise to repay

on due date, both the principa and the interest charges.

Among dl the available appraisal techniques, the combination of NPV, IRR and Cost Benefit
Anaysis are the most commonly used. The lending banker needs project formulation and
appraisa to plan and evaluate the degree of risk and success attached to loan requests. Project
appraisa is very vita in any large/capital lending decison. It is important because through
project appraisal risk and uncertainty are reasonably evaluated, andyzed and adjusted. It isin
the light of al the benefits derivable from a good project appraisal programme that the researcher

tried to take a critical look into this vital tool of lending decision.



After examining the important aspects of project appraisal, recommendations were made as to
how to improve the general performance of the bank in this area. These include manpower

training and development, and provision of incentives to increase productivity.
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CHAPTER ONE

INTRODUCTION

BACKGROUND TO THE RESEARCH

Conceptual View:

Economic units whether private households, business enterprises or government agencics
from time to time undertake projects. A project is any economic activity or endeavor
embarked upon by any of the aforementioned groups with a view to altering positively

existing state of affairs.

An investment usually involves a relatively large initial outflow of cash, which later gives rise
to series of future inflows of cash. The inflows or benefits from an investment are
characterized with some elements of risk and uncertainty. Because of these problems,
organizations have to exercise considerable care in identifying possible projects and selecting

those projects, which are technically feasible and economically viable.

Over time, opinions have been divided on the supremacy of the various project appraisal
techniques. Some of these opinions border on the superiority or complexity of these
techniques over each other. Also worthy of note is the fact that despite the application of
these techniques to project appraisal, virtually all the development banks in Nigeria are
distressed. If is in the light of this observation that this research is set out to evaluate the
project appraisal techniques of the defunct Nigerian Agricultural and Cooperative Bank

(NACB).



1.1.2  STATEMENT OF PROBLEMS

T'he topic of this research work “An Evaluation of project appraisal techniques as a criteria
for selecting and financing projects — A case study of the defunct Nigerian Agricultural and
Cooperative Bank™ is a very important one because it is one of the bases for project approval
and financing by banks. This topic is therefore of considerable significance to:

e Banks in general.

e Particularly, development banks of which the Nigerian Agricultural Co-operative and

Rural Development Bank (NACRDB) is one.

* Borrowers (Investors).

e Students of finance related courses.
Furthermore, the topic is of importance when one considers the volume of loan that the
defunct NACB granted., its loan repayment statistics and the challenges that led to the
dissolution of the bank. Also worthy of note are the numerous contributions of renowned
authors on appraisal techniques as a tool for decision-making. Bearing all these in mind the
failures of some banks and in particular, all the former development financial institutions
(NIDB, NBCI. NERFUND, NEXIM, Federal Mortgage Bank and NACB) in Nigeria, one
may be tempted to ask;

“to what extent has project appraisal techniques contributed to the success

or challenges of development banking in Nigeria™.

In the face of past and prevailing circumstances. were the project appraisal techniques of the

defunct NACB adequate enough to optimize expected benefits of project funding?

2



1.1.3  Objectives of the Study:

The objectives of this study are as follows:

" To critically examine project appraisal techniques of the defunct Nigerian Agricultural
and Cooperative Bank.

» To see if those techniques were adequate and sufficient in lending decision-making.

. To see whether they compared favourably with the conventional techniques.

L4 Where need be, to make suggestions and recommendations that may be useful for any

improvement in project appraisal techniques of NACB successor (Nigeria Agricultural

Co-operative and Rural Development Bank).

[.1.4  Scope and Coverage of the Study:
The study is expected to review the Nigerian financial system from inception to 1998. It will
briefly take a look at various appraisal techniques and make a review of them. Appraisal
techniques for shares and stocks are not supposed to be dealt with in this study. Areas of
particular interest are; the Accounting Rate of Return, Payback period. Net Present Value
(NPV), Internal Rate of Returns (IRR), Benefit Cost Ratio (BCR) or profitability Index (PI).
Financial ratios. Sensitivity Analysis and Capital rationing. All these techniques will be looked
at, as they relate to project appraisal in the defunct NACB and the present Nigeria
Agricultural Co-operative and Rural Development Bank (NACRDB).

1.1.5 The Relevance of the Study:
To relate the theoretical project appraisal techniques learnt in my course works and practices

in the banking industry with those in the defunct NACB with a view to making appropriate



recommendations to the new Nigerian Agricultural Co-operative and Rural Development

Bank (NACRDRB).

1.2 THE NIGERIAN FINANCIAL SYSTEM

1.2.1 Introduction:
“The financial system refers to the totality of the regulatory and participating institutions,
including financial markets and instruments, involved in the process of financial
intermediation;”. J. F. Sinkey Jr.. defined “Financial Services Industry (FSI) as the
aggregation of all firms that supply financial services and products,™. He stated further that
FSI is the amalgamation of such traditional and segmented industries as banking, thrift,
securities, insurance, real estate, credit union and finance. According to him. it also includes
non-financial corporations e.g. General Motors. Ford Motor Company. etc which are
involved in the production and delivery of financial services and products. The Nigerian
financial sysiem has over the years, especially since the advent of Structural Adjustment
Programme (SAP) in 1986, undergone a rapid expansion both in terms of the number of
institutions and the scope and variety of financial services and products offered. The system
is gradually recovering from about a decade of distress and failures, which threatened its
safety, soundness and stability.

1.2.2  Evolution of the Nigerian Financial System:

| - A CBN/NDIC Collaborative study on Distress in the Nigerian Financial Service Industry, published in October,
1995. :

2. SINKEY J. F. JNR - Commercial Bank Financial Management in the Financial Services Industry. 4" Edition
(London: Macmillan). (1992).



The CBN/NDIC collaborative study of 1993 classified the evolution of the Nigerian financial

system into four major phases discussed below:

(a)

(b)

The Free-banking Era (1892 - 1951):

That period is referred to as the era of free banking because of the absence of any
laws governing the establishment and running of banks. Also, during that period. the
setting up of banks was not related to the need of the economy. Hence, many banks

failed within a short time afier they were hurriedly established.

An environment made up of relevant resources, skilled manpower, good banking
culture/banking activities, etc., was not adequately considered in establishing several

of those banks.

Emergence of Banking Regulation (1952 - 1958):

The experience arising from the rapid rate of bank failure in the former era led to
efforts to regulate the Nigerian banking system. This culminated in the enactment of
the 1952 Banking ordinance. The ordinance provided for licensing requirements as
well as procedures and standards for the conduct of banking business. It also

prescribed prudential requirements for capital and reserves.

However. it must be stated that the regulatory framework of the ordinance did not
prevent the collapse of badly managed banks that engaged in misappropriation of

funds, unprofitable investment, etc.



c)

The Era of Consolidated Growth (19359 - 1985):

The recognition of the developmental role of a stable and efficient financial system
informed the concerted efforts for the establishment of the Central Bank of Nigeria
(CBN). These eflorts culminated in the enactment of the CBN Act in 1958 and the
commencement of CBN operations on 1st July 1959. Apart from the traditional
Central Bank functions, the CBN was saddled with the responsibility of ensuring an

orderly development of the Nigerian economy. especially the financial system.

Afier the establishment of CBN in 1959, the foundations of the Nigerian money and
capital markets were also laid in that year. On the capital market scene. the CBN
developmental efforts were two-fold:

Ensuring the emergence of the securities market and instruments (primary and
secondary).

Promoting the establishment of development banks, such as Nigerian Industrial
Development Bank (1964), Nigerian Bank for Commerce and Industry (1973),
Nigerian Agricultural and Cooperative Bank (1973) and the Federal Mortgage

bank of Nigeria (1977). Other regional institutions emerged during this period.

The securities market formally came on stream through private initiatives in 1960
with the establishment of the Lagos Stock Exchange. The Exchange was

reconstituted into the Nigerian Stock Exchange in 1977 with branches in other



(d)

parts of the country;

The Era of Financial System Deregulation (1986 - 1997):

Following the adoption of the Structural Adjustment Programme (SAP) in 1986, the

financial system witnessed radical changes. The SAP era witnessed the most

significant policy and institutional changes in the financial sector. Apart from the

introduction of measures and instruments to deregulate the financial services industry.

the techniques and the range of products offered by the industry also changed

significantly. The major objective of the deregulation was to enhance economic

efficiency and effective resource allocation through service-driven competition and

improvement in quality and spread of financial service delivery. The key measures

introduced included:

(1) The deregulation of exchange rate

(i)  Deregulation of the interest rate regime

(i)  Promulgation of the new CBN Decree 24, and the Banks and Other
Financial Institutions Decree 25 (both of 1991) to strengthen regulatory
and supervisory capacity of the CBN.

(iv)  Establishment of the Nigerian Deposit Insurance Corporation (NDIC), with
the promulgation of Decree No.22 of 1988, to safeguard customer deposit

and promote banking stability.

3 The Nigerian Stock Exchange presently has branch offices in Abuja. Ibadan, Kano, Kaduna, Port-Harcourt and

Onitsha.



(v) Re-introduction of stabilization securities as an instrument for containing
excess bank liquidity.

(vi)  Introduction of Open Market Operations (OMO) to influence the level of
liquidity in the economy to replace the ineflicient direct control through
credit ceiling.

(vii)  Establishment of the Nigerian Inter-bank settlement system to enhance
inter-bank market transactions and ensure an efficient payment system.

(viii) Promulgation of the Failed Banks (recovery of Debts) and Financial
Malpractices in Banks Decree No. 18 of 1994 to help recover bank debts
and punish malpractices in banks.

(ix)  Relaxation of the conditions for licensing new banks and other non-bank
financial institutions. This led to a phenomenal growth in the number of
banks and non-bank financial institutions in the country. For example, the
number of banks operating in the country increased from 41 in 1986 to
120 in 1993, although the number has since dropped to 115 as at 1997

following the liquidation of 5 banks.

The proliferation of banks and other financial institutions led to unprecedented
competition; introduction of new products and several other challenges. The impact of
these developments on the financial system, especially between 1989 and 1994 were
quite embarrassing and characterized by:

. High interest rates



» Sharp practices

* Frauds

X Gross inefficiencies

* Green horns in high places of responsibilities
o Professional/moral decline.

The Structure of the Nigerian Financial System:

The institutions that make up the Nigerian financial system can be classified into

three broad categories, i.e:

(a) Regulatory/Supervisory Institutions:

Like the practice in many other countries, Financial Services Industry (FSI)

regulation in Nigeria is carried out by government agencies. These agencies are:

(1)

(it}

The Central Bank of Nigeria - Charged with the responsibility of promoting
monelary stability and a sound financial structure in Nigeria. The CBN
directly regulates the activities of the banks, finance companies, and Bureaux
de change. It however delegates the supervision of community banks to the
National Board for Community Banks as its agency for that purpose. It also
has the power to demand for any financial infromation from any financial
institution in Nigeria.

The Nigeria Deposit Insurance Corporation (NDIC) - The NDIC not only
provides financial guarantee to depositors in case of failure but also ensures

that banks comply with regulations and practices that will foster safety and



(i)

(iv)

V)

(vi)

soundness in the Nigerian financial system. The corporation is also
empowered to apply sanctions and corrective measures when Japses are
observed in the operations of insured banks. The NDIC is also empowered to
undertake the liquidation of failed insured banks when appointed by the CBN.
Federal Mortgage Bank of Nigeria (FMBN) - Consequent upon the
promulgation of Decree No. 53 of 1989, the FMBN became a regulatory body
over primary mortgage institutions. Since it was conferred with the regulatory
function. it was also empowered to license and supervise mortgage institutions
in Nigeria.

The Securities and Exchange Commission (SEC) - the SEC was
established through the Securities and Exchange Commission Decree of 1979
and later repealed by the new SEC Decree of 1988. The institution is the apex
regulatory authority in the capital market. The SEC is charged with the
responsibility for the overall regulation of the capital market in Nigeria. The
players in the capital market are the CBN, Merchant banks, the Nigerian
Stock Exchange (NSE), Stock Brokers, registrars, issuing houses, insurance
companies and other investors.

Federal Ministry of Finance - The Federal Ministry of Finance in addition to
its responsibility of overseeing some regulatory agencies, regulates the defunct
People’s bank directly and licenses the Bureaux de change.

Other Regulatory Institutions:

- National Board for Community Banks (NBCB) for registering

10



(b)

(c)

L}

community banks and monitoring their operations.

- National Insurance Supervisory Board (NISB) for regulating and -
supervising insurance companies and brokers.
- The development banks were regulated by their supervisory ministries, i.e..
o The Federal Ministry of Industries regulated the defunct NIDB and
NBCI (both replaced with Bank of Industry).
e Former NACB (now NACRDB) - by the Federal Ministry of
Agriculture and Natural Resources.

¢ Nigerian Export-Import Bank (NEXIM) - is under the regulation pf

the Federal Ministry nf'l’radeL?ASHlM |BRAHI
Banking Institutions: |
The Nigerian banking sector was made up of: Commercial, Merchant (most of them
have gone into universal banking) and Development banks, and specialized banks -
e.g. People’s Bank of Nigeria (now merged with NACB to form NACRDB) and
Community Banks).
Non-bank Financial Institutions:
Finance and Investment companies. brokerage firms, insurance companies. discount
houses, mortgage institutions, Bureaux de change. the Nigeria Social Insurance Trust
Fund (NSITF) and the National Economic Reconstruction Fund (NERFUND) are
some of the institutions in the category of non-bank financial intermediaries. These
institutions perform the role of financial intermediaries by mobilizing and providing

short to long-term funds to the various sectors, of the Nigerian economy.

o [T ez |




1.2.4 Summary of Current State of the System (1986-97)

(a)

(b)

Bank Failure/Distress:

Initially, the impact of the SAP was positive on the Nigerian financial system.

However, this positive impact was undermined by the advent of distress. which
gradually ravaged the industry. The scale of distress was generally modest until 1989

Between 1989 and 1995 the distress in the system had become generalized, spreading
to virtually all the sub-sectors of the industry. Annex  shows the average number of

distressed banking institutions from 1989 to the end of third quarter of 1996.

The financial system distress has been traced to:

(1) The prevailing economic recession.

(ii) Socio-pohitical crisis

(i)  Policy-induced shocks

(iv)  Poor and deteriorating asset quality arising from large portfolios of non-
performing credits.

(v) Mismatch of assets and liabilities.

Effects of Distress on the Financial Services Industry:
The distress in the banking system with the attendant liquidity squeeze led to
significant increase in the level of interest rates. Several banks engaged in distress

borrowing. notwithstanding the prevailing market interest rate. in order to cover

12



customers’ demand and other maturing obligations.

A sub-committee of the Financial Services Regulation Committee (FRSCC) on

financial sector distress, identified the following as the implication and consequences

of distress problem for the financial sector and the economy,:

(1) LLoss of confidence in the financial system

(i)  Disintermediation and demonetization resulting in massive portfolio shift to
safe assets such as foreign exchange and foreign currency-denominated assets,
short-term government securities and non-monetary assets or inflation hedges.

(iii)  Crowding-out of the real sector in the provision of credit in an attempt to
reduce risk exposure.

(iv)  Resolving the problem of distress in the system increases the cost of
supervision and regulation,

(v)  Increase in unemployment and its attendant social implications.

(c) Actions taken to Tackle Distress in the Financial System:
To avert the danger of instability. various measures were taken by the regulatory.
supervisory and other relevant authorities. For instance, the introduction of an
explicit insurance scheme has provided a specialized institution to address the distress
and protect depositors. Furthermore, the CBN has revoked the operating licenses of

some distressed banks and other institutions in the system.

4 MICHAEL BROMWICH — Capital Budgeting — a Survey; Journal of Business
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In addition to the above. several measures have been taken by the regulatory
authorities to sanitize the system, the Federal Government promulgated the Failed
Banks (Recovery of Debts) and Financial Malpractices in Banks Decree No. 18 of
1994 to strengthen the legal framework as it affects the recovery of debts in failed

banking institutions.

Below is the summary of some actions taken by the various regulatory/supervisory

authoritiess:

(1) Financial Assistance - The CBN in collaboration with the NDIC granted
liquidity support to desirable illiquid banks to assist them meet their
obligations as and when due.

(ii) Technical Assistance - This came in the form of advisory services and
sccondment of staff from NDIC/CBN to distressed banks.

(1)  Holding Action - This could take any of the following forms: recapitalization.
aggressive debt recovery drive. staff’ and branch rationalization and embargo
on further lending.

(iv)  Assumption of Control and Management - Where (i) - (iii) above failed. CBN
has had to assume control and management of some distressed banks with the
intention to acquire, restructure and subsequently sell them to the public.

(v)  Review of Banking Licenses - Revocation of banking licenses.

5 See note 1
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(vi)  Upward revision of the minimum paid-up capital of the various institutions in
the financial sy:qtcm.

(vii) Removal of names of distressed institutions from the classified list of
operating institutions.

(viii) Suspension of distressed institutions from participating in operations that
could further endanger investors.

(ix) A host of other measures that vary from one sector to another (i.e.. banking

sector, insurance, etc.).

1.3 NIGERIAN AGRICULTURAL AND COOPERATIVE BANK LIMITED

1.3.1 History of the Bank:
Development banks in Nigeria did not emerge on their own. They are creatures of the
Federal Government and Central Bank of Nigeria. The inadequacy of the Commercial
Banking arrangements. which were service-oriented in trade and commerce led to the
rationale for development banking. Among the development banks that emerged in Nigeria

was the defunct Nigerian Agricultural and Cooperative Bank (NACB).

“The establishment of NACB in 1972 and commencement of her operations on the 6th of
March, 1973 followed decades of frustrations and dissatisfaction with the system of
agricultural credit in Nigerias”. The Central Bank of Nigeria held 40% of the shares of the

Bank. while the remaining 60% was heid by the Federal Government of Nigeria through the

6 PROF. G. 0. NWANKWO in Financial System in Nigeria
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Federal Ministry of Finance. The Bank’s authorized share capital as at 1997 stood at N1

billion and had been fully paid up.

At inception, NACB was expected to provide medium and long term credit to agriculture.
The Bank, based on her experience over the years introduced short-term lending schemes
aimed at reaching the peasant farmers who make up over 80% of the population of farmers in

the country.

The bank’s sources of funds were: share capital and various loans from the Central Bank of
Nigeria, International Bank for Reconstruction and Development (The World Bank), African
Development Bank, ECOWAS Bank and some International Non Governmental
Organizations such as International Fund for Agricultural Development (IFAD) and

International Labour Organization (ILO), etc.

The bank was specifically set up to deliver credit to the agricultural sector of the economy.
Its existence was aimed at stimulating a fast rate of agricultural development in Nigeria and
remove inadequate access to credit required in financing agriculture and agro-allied projects.
It is also to draw flow of finance resources from abroad to finance agricultural projects so as
to improve the incomes and welfare of farmers on the one hand and create self-reliance in

food and exportation of agricultural produce as well.

In addition, the bank provides financing by directly investing in the equity capitals of some

16



agricultural and agro-allied industrial ventures. The bank participates in loan syndication. co-
financing, NERFUND Scheme and in exceptional cases. provides guarantees for viable

agricultural and agro-allied ventures.

1.3.2  Key Activities of the Bank:
The bank financed all forms of agricultural projects including; arable crops. tree crops.
horticulture, poultry, piggery, cattle rearing, rabbitary. fishery. forestry and timber production.

In addition, the bank financed produce marketing. agro services and agro-allied projects.

1.3.3 NACB Loan Schemes:

(i) On-Lending:
Under this scheme. loan was advanced by NACB fo established institutions for on
lending to small-scale farmers. The established institutions are the direct beneficiaries
while the ultimate beneficiaries are peasant farmers, which form the target group.
This scheme can also be classificd as a micro-credit scheme.

(ii) LLarge Scale Direct Lending:
Under this scheme loans were advanced directly to individual farmers, corporate
entities and farmers organizations without going through any on-lending intermediary.

(iii)  Small Holder Direct L.oan Scheme:
It was a scheme directed at meeting the increasing credit demand of small-scale
farmers who are responsible for the production of over 90% of the food and fibre

requirements of the country. Security requirements applicable to large-scale direct

17



(iv)

(v)

lending scheme were waived for borrowers under this scheme. Ability of the
applicant to satisfy the bank that he/she is a full-time farmer with a farmland belonging
to him or his family and that he/she resides where the farmland is located were the
most important requirements to qualify for the loan. Two guarantors were also
required.

Special Small Holder Loan Scheme:

This was a special on-lending scheme for small-scale farmers. Its onward
disbursement to ultimate beneficiarics was supervised by the State Ministries of
Agriculture and directly controlled by the offices of the State governors. The tenor of
the loan then was one year. One significant condition under this scheme was that a
further loan would not be made to any State Government until the previous one was
fully repaid.

Special Projects:

These were loan packages funded by International lending agencies and tied to
specific projects to stimulate and sustain increased agricultural production. These
included the World bank assisted Second Livestock Development Project, ECOWAS
and IFAD funded artisan fisheries development projects (which covered some coastal
States), and the 11.O programme for women. This Special Project scheme operates

like the conventional micro-credit scheme.



1.3.4 Achievements of NACB Limited:
In terms of volume of lending, as at December 1995, the bank had sanctioned total loans of
about N5.67 biliion‘nut of which N4.43 billion had been disbursed to various projects in the
arcas of agricultural production, processing, agro-allied industries, agro-servicing and

agricultural produce marketing. See details in Appendix I.

Credit has over the years become an important tool in the development of agriculture.
Inadequate presence of banks in the rural areas, where at least 70% of the farming population
reside, limits the accessibility of farmers to formal sources of credit and exposes them to
shylock money lenders and other informal sources. These sources are often not only
expensive but also characterized by stringent conditions. In recognition ofthese facts, NACB

over the years of its existence made commendable cfforts to decentralize its operations.

The Bank commenced business in 1973 with only its Head office in Kaduna while as at
December 1995 it had a network of 7 Zonal Offices. 70 Branch Offices, and 314
representative offices in many of the Local Governments of the Federation. Each of the Zonal
offices supervised a group of branch offices within reasonable distance to it. The branch
offices were responsible for supervising the representative offices. The representative offices

acted as the Bank’s rural branches. In effect NACB had one of the Jargest rural network

amongst all the Banks in the Federation.

The Branch Offices (depending on their classification and volume of business) had the
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authority to sanction loans up to maximum of N100,000 per transaction except for special
projects where a maximum of N250,000 per transaction was allowed. The Zonal offices on
the other hand had authority to sanction loans up to a maximum of NO.5 million per
transaction. This enabled the bank to adequately cater for the small and medium scale farmers

who did not therefore require making trips to the Head-Office to obtain loans.

With these developments, NACB was able to get to the generality of farmers. It was also able
to make a real impact in terms of numbers of farmers reached and volume of loans dispensed.
For instance, total credit disbursed between 1973 and 1988 was N848.96 million whereas in

1993 alone N913.26 million was disbursed. See details in Appendix I1.

NACRB'’s performance in agricultural financing was encouraging until dearth of loan-able fund
crept into its operations by mid 1990s. An examination of its audited accounts shows that it
was consistently making profits until 1992 when it recorded its first substantial loss since
1974. The Bank’s net profit was N17 million in 1987 while in 1988 there was a modest loss
of N1.17 million. Thereafier, a net profit of N28 million was made in 1989. The loses the
bank started recording since 1992 had been mainly due to the foreign currency fluctuation on
its off shore loans and increased cost of rendering its services as against the hither to low
exchange rate fixed by Government. The bank found it difficult getting out of the set back
arising from these problems. This in addition to bad management was responsible for the

bank’s failure.
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NACB had an impressive growth in physical development over the years: comprising a seven

storey Head-office building in Kaduna, an impressive edifice at Abuja, a three-storey oflice

building, one each in 19 states of the Federation, and staff housing estates in most of thesc

locations.

1.3

(1)

5

The Experience of NACB
Dearth of Loanable Fund:
By mid 1990s the bank was faced with the problem of dearth of loanable funds, hence
there was a decline in the volume of loans she could sanction. This also affected loan
disbursement and distribution. The shortage of loanable fund could be traced to the

bank’s debt service of foreign loans.

The bank obtained foreign currency denominated off-shore loans which were
converted to naira when exchange rate ranged between N8 and N10 to UUS$1.00. The
fall in the value of naira at the time the loans became due for servicing continued to
deplete the loanable fund of the bank. This contributed to huge operating losses being

sustained by the bank since 1992.

The fundamental consequence of foreign exchange fluctuation was that even if all
NACB loan beneficiaries repay their loans, it would not meet NACB obligations to

her offshore creditors.
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(i)

Low lL.oan Repayment:

In project financing, the ability of a client to conveniently service debt is to a large
extent a function of project performance. Projects funded by the bank were faced
with problems ranging from high cost of inputs to unstable Government policies.
These problems hampered productivity and invariably client’s ability to service their

debts as proposed during project packaging.

Default rate associated with this type of problem was discovered to be higher than
imagined, on the part of non-governmental loan beneficiaries who were usually left to

battle with this problem.

Also, aver the years the Federal Government came up with various policies aimed at
assisting and encouraging local producers of food and cash crops. While the policies
meant well and were quite laudable. frequent changes took their toll on the fortunes of

the bank as the leading financiers of agriculture.

Each time these policies were reviewed or changed, the producers reacted by
demanding credit to enhance production levels and reap the benefits therefrom. But
as soon as they embarked on massive production, these policies get changed again.
The resultant effect of course was loss of income, which ultimately affects their

capacity to repay the loans used in financing those operations.
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(iii)

(iv)

Reduction in Loan Portfolio:

The bank was compelled to eliminate from her portfolio large-scale projects requiring
substantial sums of loan for small and medium scale projects. Projects badly affected
under this arrangement were mostly marketing. agro-allied. agro-services and

integrated projects, to mention a few.

High Initial Capital Outlay:

Revamping a depressed economy requires government policies aimed at creating an
enabling environment for the purpose of boosting production through increasing
efficient investments. Investments to boost national domestic product in most cases
require investment in capital items such as machinery and equipment. In situations
where such items have to be imported in the face of high exchange rate occasioned by
very sharp fall in the value of local currency, it will definitely lead to very high initial

capital outlay to start up a new project.

As a result of the fall in the value of naira, it became inevitable that if NACB would
need to finance similar levels of projects in terms of number and size/capacity she had
financed before 1988, the bank would need about 8-10 times the volume of loanable
funds she had then. With the dearth of loanable funds in the entire financial system,
investments to boost production therefore became a serious matter for industrialists.
In fact obtaining working capital to operate plants and service existing debts became a

different task. especially when financial analysis results ofien turned out to be
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(v)

1.3.6

unfavorable.

The effect of inflation on Project Packaging:

By 1990s. accurate financial projection in project packaging had become a difficult
and almost impossible task because of inflation. The high rate of inflation in the
Nigerian economy renders prices used as the basis of appraisal invalid within a very
short period of time. Moreover, these projects were supposed to be medium or fong
term in nature, i.e., requiring sometime for implementation. More ofien than not
project appraisal results were rendered invalid before approval and even when
reviewed afler approval, they still become stale before implementation. This factor

was a serious one in project failure.

Remedial Actions taken by NACB before its Dissolution
In an attempt to solve the problems of NACB the bank took the following decisions:
(a) Selective Lending:
In view of dearth of loanable fund. the bank’s attention was shified in favour
of small and medium scale loan schemes. The reasons being that:
v a large number of farmers could be reached with small amount ofloan
as against less number of farmers under the large-scale scheme.
* this group of farmers were more involved in the production of primary
farm outputs and form over 80% of the population of farmers in

Nigeria.
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(b)

(c)

(d)

. the risk of project failure is more diversified considering the small
amount of money granted individuals under the scheme and the spread
in terms of number of beneficiaries.

Imported inputs under these arrangements were usually within

bearable level.

Aggressive Debt Recovery Drives:

The bank took steps to deeply get her top management staff involved in debt
recovery activities. Debt recovery task Force was put in place at the Head
Office. Zonal and Branch Offices levels. This to some extent yielded positive

results before the big bang.

Cost Control Measure:

The bank’s expenditure profile was focused on essential operating expenses
that were necessary to keep the bank in business. Idle and unserviceable
assets of the bank were disposed of in order to generate fund and avoid

unnecessary maintenance cost on them.

Optimum staff placement was carried out and a number of staffers whose
services were no longer required were laid off.
Making Branch Offices Profit centres:

Every branch office of the bank was expected to operate profitably. Unviable
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1.4.1

ones were identified and relocated or closed.

PROJECT APPRAISAL

Introduction:

Inadequate fund to optimally carry out desired operations is one of the constraints an
entrepreneur has to contend with. It is in the face of this constraint that a business
enterprise has to seek various sources of finance available to it for funds. However. it
must be stated that these sources of finance have their advantages and disadvantages,
which we are not going to address in this research. Sources of finance available to
any investor includes retained profit, Asset disposal, Share capital, Debentures. Loan,

Overdraft, Leasing., Hire purchase, Factoring, trade credits. etc.

For this study. our concern is basically loan funds from banks with the defunct
Nigerian Agricultural and Cooperative Bank (NACB) as our case study. Hence, we
shall be taking a look at the project appraisal techniques of NACB, how it was used in
deciding whether a loan proposal qualified for loan. It is worth noting that the
following principles of good lending which we will briefly discus here, were altogether

considered by NACB in its lending decision:

*Purpose of the loan - To ensure it does not ultra vire both the borrowing and lending

organization capacities.
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* Amount of the Loan - To ensure that adequate and timely fund was provided for any
project since this is crucial for project viability.

*Repayment - This is the most important of all the other factors because project
viability and organization’s willingness to repay loan help to eliminate security
realization.

*Term of the Loan - This determines the tenor of the loan, whether it should be a
long-term or short-term facility.

*Security - Taken as insurance in case of default. It is not taken with the sole
intention of being the main source of loan repayment.

*Other important factors that NACB considered were: Connection, Remuneration and

Character.

To determine the viability of a proposal requires a thorough analysis and appraisal. It
is the need to determine the technical feasibility and economic viability of projects that

led to project appraisal.

“In the mid-fifties literatures began to reflect the growing academic interest in
business finance and project appraisal™;. Profitability has been considered a very
important objective of any business enterprise. For this reason projects or investments
that provide returns greater than their cost of funds are considered the most

appropriate to undertake. Likewise, banks will be interested in financing projects that

7 MICHAEL BROMWICH - capital Budgeting - a Survey; Journal of Business
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1.4.2

are capable of repaying themselves without having to realize securities pledge for such

loans.

For a variety of reasons, not all projects that are identified can be
financed/implemented. As such, an organization must select those, which will prove
most beneficial. In selecting projects, some forms of appraisal techniques must be
applied to each possibility and only those projects, which pass the test. should be

considered.

Project Appraisal Techniques:

A wide variety of appraisal methods are used in practice with differing degrees of
sophistication. However, the most commonly used techniques are:

(1) Accounting Rate of Return (ARR)

(1) Pavback Period (PBP)

(iii)  Net Present Value (NPV)

(iv)  Internal Rate of Return (IRR)

(i) Accounting Rate of Return (ARR):
Using this technique, projects are evaluated according to the average return
earned per annum as a percentage of the outlay. The decision rule is that
projects with their ARR above a predetermined required rate of return are

undertaken. Where mutually exclusive projects are competing, the one with
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the higher ARR is normally considered.

The formulag is as follows:

ARR = (Net Revenue - Accounting depreciation) x (1-tax rate) x 100

Capital Cost - Cash grant

Example:

XYZ Ltd. is considering buying one of two labour saving machines. The estimated data

concerning the machines are as follows:

Items Machine A (N)
Initial Investment Year (0) 15,000
Residual value of machine Year (5) 3,000
Annual Labour Cost savings: Yr. 1 6,000

Yr. 2 6,000

Yr. 3 6,000

Yr. 4 3,000

Yr. 5 3,000

Machine B (N)

15,000
4,500
3.000
4,500
7,500
10,500

3.000

Depreciation is calculated as the initial cost less residual value divided by the life of the

project in years.

8 J. R. FRANKS and H. H. SCHOLEFIELD, Corporate Financial Management, 2™ edition pg. 48, pp3.
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Solution

Step 1

Calculating Annual depreciation:

[tems Machine A Machine B
Cost N15,000 15,000
Residual value - 3,000 - 4,500

Annual depreciation=  N12,000 = 5 yrs = N2,400 N10,500 + 5 yrs = N2,100

Step 2

Accounting profits:

Items | Machine A Machine B

Yr. 1 6,000 - 2,400 = 3,600 3,000 -2,100= 900

Yr. 2 6,000 — 2,400 = 3,600 4,500 - 2,100 = 2,400

Yr. 3 6,000 — 2,400 = 3,600 7,500 - 2,100 = 5,400

Yr. 4 3,000 -2,400= 600 10,500 - 2,100 = 8.400

Yr. 5 3.000-2,400= 600 3,000-2,100= 900
Total Accounting Profit = 12,000 18,000

Average Accounting Profit 12,000 = 5 yrs =N2,400 18,000 + 5 yrs = N3,600
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S.ARR = K2.400 x100=16% N3,600 x 100 =24%
N15,000 N15.000

On the basis of ARR. Machine B would be preferred.

Advantages of ARR:

l. It takes account of all cash flows

2 It is practical and straightforward to use

Managers understand its results provided that they understand the basis of

accounting profi.

Disadvantages of ARR:
1. It ignores the timing of cash flows
2. It takes account of certain information with respect to accounting adjustments

(e.g. depreciation) that may then lead to incorrect decision being made.

(i)  Payback Period (PBP):

This is more a measure of the liquidity than of the profitability of a project. It is the number
of years required to return the projects entire initial outlay (including any working capital) and
should therefore be computed after taxes and investment incentives. The decision rule is that
only projects with shorter lives than a predetermined minimum are selected. If projects are
competing. then the project with the shorter life is chosen. Applying this method to the first

example gives the following payback periods:
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Yr.i(N) Yr.2(N) Machines  Payback Period
A 6.000 6.000 6.000 3yrs

B 3.000 4,500 7.500 3 vrs

It will take three years to recover the original N15.000 invested in both cases if all cash flows

are realized at the end of each year. Proceeds occurring after the payback period are ignored.
The two machines rank equally on the basis of PBP. However. it should be noted that if cash
flows were spread evenly over each vear instead of being receivable at that year-end as is

currently assumed, the payback periods would be as follows:

Machine A = 2 years

Machine B = 3 years.

Machine A, then, would be preferred. “If a project is expected to produce constant net

revenue. the Payback period can be determined by a simple formula™s.

P.B.P = Capital cost - Cash grant - (initial allowance x tax rate)
Revenue (1-tax rate)

If the projected net revenue cannot be represenied as constant annual amounts, the formula
has to be modified. To obtain the projects payback period, it is necessary to add the afier-tax

revenues for each year of the project until the accumulated sum equals the net capital cost

9 J. R. FRANKS and H. H. SCHOFIELD, Corporate Financial Management, 2™ edition pg. 46, pp!.
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(capital cost - cash grant - tax benefits of capital allowance).

Example:

Assume a 20% cash grant (N40) and a 100% first year capital allowance N200 with

corporation tax of 50%
Year Project A Project B

0 -200 -200

1 50 80

2 50 80

3 50 20

4 50 20

b 50 20
Project A

Using the formula for constant net revenue our answer is as follows:

P.B.P = N200 - N40 - (N200 x 0.5) =60 = 2.4 years.

N50 x (1 - 0.5) 25 477012

HG
Yoz g-VE

For Project B: o if'\.

Net Capital cost year 0 = (capital cost - cash grant - (initial allowance x tax rate))
=N200 - K40 - (N200 x 0.5) = N60

S PBP=" 60
40



1.4.3

Year Cash flow Net Cash flow

0 -60 -60
1 80 x(1-0.5) 40
2 80 x(1-0.5) 40

.. P.B.P = 1.5 years.

Advantages of Payback Period:

1. It is practical and easy to calculate

2. It is easy to understand.

3. It emphasizes the short term and so is likely to lead to fair safe projects being chosen.

particularly since it implicitly emphasized liquidity.

Disadvantages of Payback Period:
1. All cash inflows after the Payback Period are ignored.

2 It ignores time value of money

Net Present Value (NPV)
This is the present value of future cash flows, discounted at the appropriate cost of capital.
minus the cost of investment. The NPV (and also the IRR) method is called the Discounted

Cash Flow (DCF) method and it has the following formula:

. NPV=Xp + X + Xot.nt Xq
(14%)  (1+Kk)° (k)"

Where X, = Initial capital outlay in year zero
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X to X, = Years 1 through to year n.
K = Required discount rate.
With the problems associated with the ARR and PBP methods, people began to search for

better methods of evaluating projects that would recognize the time value of money.

NPV assumes some minimum desired rate of return. “The minimum rate is ofien called the
required rate, hurdle rate, cutoff rate, discount rate, target rate, or cost of capital™,, All
expected cash flows are discounted to the present. using this minimum desired rate. If the
project is positive, the project is desirable, and vice versa. Where there are competing

projects, the one with the larger positive NPV will normally be chosen.

Example: A firm is considering buying either one of two machines with the following data:

Machine A (M) Machine B (N)

Initial Investment Year (0) 100.000 100.000
Residual value of machine Year (5) 20,000 30,000
Annual Labour Cost savings: Yr. | 40.000 20,000
Yr. 2 40.000 30,000

¥e.3 40.000 50.000

Yr. 4 20,000 70.000

¥r. 5 20.000 20,000

10 CHARLES T. HORNGREN, Introduction to Management Accounting
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Applying the NPV method to the example using 20% cost of capital we get:

Table 1.1
’W Machine A Machine B
Year | Cash flow Discount PV Cash flow | Discount | PV |
Factor Factor

0 -100,000 I (100.000) | -100,000 1 (100.000)
1 40,000 0.8333 33.332 20,000 (.8333 16,666
2 40,000 0.6944 27,776 30,000 0.6944 20,832
3 40,000 0.5787 23.148 50.000 0.5787 28.935
4 20.000 0.4823 9.646 70.000 0.4823 33,761
5 40,000 0.4019 16076 | 50,000 | 04019 | 20,095

NET PRESENT VALUE NO.978 _ N20,289

The Present Value (PV) of a future cash flow is calculated by multiplying the cash flow for
the relevant period with the appropriate discount rate. The NPV is the sum of the individual

PVs. The Year 5 cash flows include the disposal proceeds.

Both projects are acceptable when using the NPV approach. Being mutually exclusive.

machine B would be chosen since it gives the higher NPV.

Advantages of NPV:
. All the cash flows are included in the appraisal.
2. The timing of the cash flows is taken into account.

3, The method is not subject to the problems caused by accounting adjustments since




1.4.4

decisions are based on cash flows.

4. It is fairly easy to use, although identification of the appropriate discount rate can
be a problem.
Disadvantages of NPV:

. The exact meaning of NPV is not readily obvious. and many businessmen prefer to
use rates of return.

2. The method of ranking projects by size of the NPV can lead to incorrect decision,
where the following situations exist:
a. Constraints on the amount of funds available for capital projects.

b. Investment indivisibility.

Internal Rate of Return (IRR)

According to CHARLES T. HORNGREN, “the internal rate of return (IRR) has been defined as
the discount rate that makes the NPV of a project equal to zero™. The decision rule is that all
projects whose IRR exceeds the cost of capital should be undertaken. If all projects cannot

be undertaken, the project with the higher IRR is normally chosen.

For a simple accept or reject decision regarding a project, both NPV and IRR should give the
same result, since:
1. With NPV, projects should be accepted when they give a positive value, when cash

flows are discounted at the cost of funds.
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With IRR, projects should be accepted when they give a return in excess of the cost

of funds.

I the same cost of funds is used in both calculations, the above are identical rules. A project.

which when discounted at the cost of funds gives a positive NPV, must be giving a return in

excess of the discount rate used. Calculation of the IRR requires a trial and error approach.

Advantages of IRR:

%

)
s

All cash flows are included in the calculations

The timing of the cash flows is taken into account.

3. The method is not subject to the problems caused by accounting adjustments since
decisions are based on cash flows.

4. Managers express the results of the appraisal in a form acceptable and understandable.

Disadvantages of IRR:

1. IRR is more difficult to calculate, although the availability of computer packages
means that this is no longer a real problem.

2 Some projects with certain cash flow characteristics can have more than one IRR,
frequently of very different magnitudes.

3. IRR has a number of weaknesses when it comes to choosing between projects, and is

generally considered to be less satisfactory than NPV.
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Example:
Calculation of the IRR requires a trial and error approach. This can be seen if we apply the

method to machine A of our earlier example.

Machine A, has a positive NPV when discounted at 20% (see solution-using NPV on page
35). therefore the IRR must be greater than 20%.

Taking 25% as our next trial discount rate we get:

Year Net Cash flow Discount Factor PV (N)
0 -100.000 I (100,000)
l 40,000 0.8000 32.000
2 40,000 0.6400 25.600
3 40,000 0.5120 20,480
4 20.000 0.4096 8.192
5 40,000 0.3277 13,108

NPV at 25% discount rate = (N620)

To compute the IRR: = Xg=  X;+ Xp# ...t Xg
(1+r) (14r) (141"

For our example, that is, -100,000 = X, + X, + ...+ X,
(14r) (1r)? (14r)"
JIRR=20+ 9978 x 5
10,598

=20+ (0.9415x5)
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=20+ 4.7075

IRR =24.71

Therefore a 5% increase in the discount rate gives a decrease of N10,598 in NPV
i.e. 9978 — - 620

=9978 +620 = 10,598

At a discount rate of 24.71% the project’s NPV will be equal to zero. This means that the

project must not be financed with a cost of capital that is above 24.71%.



CHAPTER TWO

LITERATURE REVIEW

21  INTRODUCTION

The word credit is derived from the Latin word “Credo” which means “T believe™, this belief
provides means for the temporary transfer of an asset from man or organization that has it to
a man or organization that does not have it. The dearth of financial facilities is one of the
problems that hinder development in the developing countries of the world of which Nigerta is
one. Abe, S.T. (1982}, defined credit as “encompassing all loans and advances granted to
borrowers to finance and service production activities”. Credit plays a significant role in the
development and improvement of business activities, However, credit is not just givenonthe
face of mere application. The appraisal of proposals, their feasibility and economic viability,
determines whether a credit request qualifies for approval. It is the challenges of which
proposal qualifies for loan financing that led to various appraisal techniques. Hence in this
chapter, we shall be reviewing the opinions and comments of writers on project appraisal
techniques.

22 REVIEW OF RELEVANT LITERATURE

2.2.1 What is a Project:

A project is any economic/social activity or endeavor embarked upon by private households,

business enterprises or government agencies with a view to altering positively a state of

I ABES. T. (1982),.“Nigerian Farmers and their Financial Problems™ — Published in Bultion Magazine, Vol. 7 No 4", Oct — Dec, 1982
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affairs.

A project could be any of the followings:

§)) Constructing a private residential house or school

(i} Educating ones children/community

(iii)  Constructing a new road or rehabilitating an old one

(iv) Commissioning a new factory or bank

(v}  Embarking on sales promotion activities

(viy  Expansion or an extension of an existing production line

(vil} ete.

In shori, projects invelve the provision of tangible goods or services as the case may be.

These activities entail the commitment of economic resources {(men, money, material, time,

etc). There are therefore various definitions of projects among which are the following;,:

(i) The use of one or more scarce resources during a special time period for the purpose
of producing some economic return of output at a later time;

(i) A capital investment to develop facilities to provide goods and/or services;

(iii)  The consumption in the near future of scarce or at least limited resources in the hope
of obtaining in return over a longer period some benefit(s); and

(iv)y  Anp optimum investment-oriented actions by which a defined combination of human
and material resources is expected to cause a determined amount of economic and

social development.

12 T. FAKIYESIL, - Introduction to Cost Benefit Analysis. Lecture delivered at the FITC's Course on Project
Analysis and Investment Appraisal” ~ Owerri, 20™ — 31" August, 1990,

42



Ownualah S.1 (1990),; defined a project as “the commitment of resources both human and
non-human, in anticipation of benefits which may occur over a reasonable long period of time

in the future or over a short period™.

From the above statements, one can conclude that the meaning of project is wide-ranging and
implies that some activities that are undertaken as a matter of routine are in the technical
sense projects. Examples that readily come to mind are the provision of education for a child

and a decision to refurbish one’s car.

2.2.2 Project Appraisal, Purpose and Importance
(a) Project Appraisal:
An investment usually involves a relatively large initial outflow of cash, which later
gives rise to series of future inflows of cash. The inflows or benefits from an
investment are characterized with some elements of risk and uncertainty. Because of
these problems. organizations have to exercise considerable care in identifying
possible project and selecting those projects, which are technically feasible and

financially viable.

13 S. 1L OWUALAH - “Project Costing and Running Cost Need Analysis™ — a paper presented at a course organized by F1T.C.
Lagos. on Project Analysis and Investment Appraisal, 20 — 31% August. 1990 at Owerri,
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Dennis L. Gower (19974, stated that project financial appraisal processes help to forecast
the likely net savings or profits that the investment will yield, put these into perspective
against the company’s corporate objectives, and assess any risk that the expected benefits
might not accrue. He went further to say that; this demand proper and extended project
definition, the full scope of which would include the evaluation and assessment of some or ali
of the following parameters:
e An outline, description of the project with its required performance characteristics
quantified in unambiguous terms.
e Implementation/work plan with expected dates.
o Forecast all operating and maintenance costs for the new product or structure and for
the existing plant or structure.
e Scrap or resale value expected from disposal of both the existing and new plants.
» Economic working life expected from new plant.
» Forecast all financial cost over the appraisal period (i.e., bank interest, etc.)
» Fiscal considerations (taxes, financial incentives, legislation).
+ A schedule that sets out all expected savings or other contributions to profits {cash
inflows) against the same calendars.
s A Net cash flow schedule.

Both H. A. Simon (1961),5 and H. I. Ansoff {1968),s, agreed that in decision making any

14 DENNIS L. GOWER - Project Management 6™ cdition {1997) pg.45
15 A. A SIMON, The New Science of Management Pecision. Harper and Row, new York, 1960, pp. B-14.
16 H. {. ANSOFF, Corporate Strategy, Pelican, 1968, Chapter 2.
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decision involves, at least, the folowing elements:

(i} Recognizing that a problem exists.

(11) Obtaining information about the aliernative actions (projects} available to solve the
problem.

(iiiy  Gathering data about the possible future environments, which may affect the outcome
of projects.

(iv}  Defining the objectives which the decision-maker is trying to achieve, and from this,
deriving a criterion, or set of criteria, in project selection.

(v) “Construction of a model which relates the outcome of the various projects to the
firm’s selected criteria and to the various potential environments™, ;.

(vi)  Having constructed a model, selecting the combination of projects giving highest
value to the objective on the basis of the chosen criteria,

(vil))  Fimally, the models used have to be tested and shown to have relevance and validity

for the particular firm.

They concluded that, the steps do not necessarily occur in the above order and the results of
any one stage in the process may necessitate a rethink of the previous elements, that is, the
process is a cyclical one that may have to be repeated many times as decision-making

proceeds.

17 K. J.COHEN and R, M. CYERT, Theory of the Firm, Prentice Hall, Englewood ClLiffs, 1965.
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(b)

However. J. Dean (1951)3, had earlier asserted that many tests on investment appraisal
assume that: steps (i) to (iii) of the above process had been completed prior to the use of
capital budgeting techniques. He went further to say that some mechanism outside the capital
budgeting process is assumed to highlight the firm’s opportunities and weaknesses, and

generate search for alternative projects to exploit opportunities and remedy weaknesses.

Project appraisal is a vital tool that helps in no small measure in the acceptability and
desirability of a capital investment project. In short, project appraisal is the quantification,
analysis, evaluation and identification of investment opportunities that may be open to an

mvestor in order to make a reasonable investment decision.

Purpose of Project Appraisal:

Michael Bromwich (1970)0 observed that until recently, businessmen had always had to
decide what investment projects to undertake without the benefit of direct advice from the
academic community. He also said that literature began to reflect the growing academic
interest in business finance and project appraisal in the mid fifties. According to him, the
desire for more rigorous theoretical methods of investment appraisal arose partially out of the
increased complexities of a world of increasingly large-scale investments and rapid
technological obsolescence, and out of the success of such methods in helping to wage the

Second World War.

18 1. DEAN. Capital Budgeting (Columbia University Press, New York, 1951)
19 MICHAEL BROMWICH, “Capital Budgeting — a survey; edited by John Sizer in “Readings in Management Accounting.
Chapter 9, pz 193, pp 2.
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R.H. Parker (1969),, in his general review of the historical development of the theory of
project appraisal, concluded that some of the problems a firm faces when engaging in project
appraisal had been solved and these solutions have passed into general practice. On the other
hand. A. A. Robichek (1967);;, argued that “most crucial problems. such as how to handle

uncertainty, have, as yet, no agreed treatment”.

Geoffrey Knott (1998). on his own part recognizes the strategic nature of investment
decision in achieving business objectives. He therefore stated thai care is essential m the
appraisal of projects for two main reasons:

(1) [nvestment involves a complete commitment of resources for a long period. a
commitment that may be impossible or extremely difficult to reverse.

(i)  The ever-increasing trend towards the creation of larger business units by
amalgamation and globalization means that serious economic and social consequences
can flow from bad investment decisions.

In his own contribution John Lewington (1998),;, summarized objectives of project appraisal

as follows:

- Determine whether the project meets the organization’s criteria for financial return on

the investment,

20 R. H. PARKER, Management Accounting; An Histarical Perspective, Macmiltan, London, 1969, Chapier 3.
21A A R()B{CHEK {ed) Financial Research and Management Decisions, J. Wiley & Sons, New York, 1967, pp. 1-26.

22 KNOTT GEQFFREY - Dealing with Risk in Investment Decisions. 3™ Edition 1998.

23 LEWINGTON JOHN- Gower Handbook of Management Skilis (3" Edition) — 1998. Project Management Artick: Pages351-353
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- Ensure that the estimates present an accurate/practical/realistic view of the project.
- Appraise the risks in relation to the economic returns.
- Determine the benefits and effects of the project on the organization's future

strategies and policies.

In summary. Project Appraisal is aimed at evaluating whether or not the current sacrifice is
worthwhile vis-a-vis the objective of the investor. Despite the multiple objectives of a firm.
the main objective of a private enterprise is maximization of owner’s wealth. or the present
value of future cash flows. On the other hand. the objective of the public sector will include:
(1) Minimization of cost

(11) Ability to operate efliciently and effectively

(in)  To break-even

(iv)  To act in the public interest

Consequently. all investment opportunities will be viewed from the perspective of

expectations, and associated risks and uncertainties

(¢)  The Importance of Project Appraisal
To any investor, importance of investment appraisal cannot be over-emphasized because it is

an important tool in the process of making investment decisions.

More often than not, projects of long-term investment requires substantially large financial
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outlay which make it very necessary to plan and evaluate the degree of risk and success
attached to them. Project appraisal therefore helps in analyzing investment programmes in

such a way that investors become aware of the need for wise scouting for funds and judicious

spending.

Investment and return require some projections of future events. Such projections require an
assessment of future events, which are caused by environmental factors (such as: climatic.

economic, socio-political, technological forces, etc).

On environmental factors, Johm Lewmglon also observed that “the ability of an organization
to respond to environmental stimuli will depend on a number of factors such as: attitude of
mind of management to change, internal politics and management s perception of problem or
opportunity, organization’s size and structure. bureaucratic complexity and internal inertia in

launching new idea: and perceived threats/risk of the change™.

He went further by saying that “small organizations may be quick to perceive new
opportunities, but will sometimes lack the financial resources to exploit fully the
environmental change. Large organizations will have resources, but internal politics,
bureaucratic systems and organizational inertia may stifle innovation™. He concluded that
“most projects should be appraised on their economic justification. The stronger the

economic justification, the more likely the project is to be raised to reality™.
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In the light of these observations, it therefore becomes imperative that a project is properly
packaged and appraised bearing in mind all factors that could positively or negatively

influence the decision making process.

Also, David Scoti, Jr., et al (1999),,4 in their write up on problems in project ranking stated
that there are “three general types of ranking problems: the size disparity problem. the time
disparity problem, and the unequal lives problem”. According to them, each involves the
possibility of conflict in the ranks yielded by the various discounted cash flow capital-
budgeting decision criteria. They went further to say that “in most cases, this disparity is not

critical; however, for mutually exclusive projects, the ranking order is important™.

In conclusion, the analysis of these authors shows the importance of project appraisal in
project ranking for selection purpose. It also reveals that project appraisal helps in the
formulation of a sound depreciation and asset replacement policy, hence it allows for the
selection of the most economic assets and also may indicate the timing for replacement before

assets become obsolete.

The application of cost-benefit analysis in project appraisal helps to place side by side the
benefits and costs that are expected in an investment. This therefore throws light on the need

for ascertaining whether the investment is worthwhile or not. Even though it is sometimes

24 SCOTT F. DAVID JR., MARTIN D JOHN, PETTY 3. WILLIAM & KEOWN ARTHUR J - Basic Financial Management,
8™ Edition (1999)
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difficult to quantify some ofthese beuefits (i.e. social benefits) the need for prudent spending

can be ascertained with a good cost benefit analysis.

Finally, investment appraisal enhances planning process and decision-making. Project
planning is concerned with deciding in advance what, when, how and who will take the
necessary actions to accomplish established objectives. Problems of choice that faces firms
and management of an organization will be ameliorated with the application of an appropriate

appraisal method.

2.3 APPRAISAL TECHNIQUES
Below are the most commonly used investment appraisal techniques:
s Payback period
e Accounting Rate of Return
» Net Present value (NPV)
» Internal rate of return (IRR)

o Profitability Index (or present value index or benefit/cost Ratio)
The methods of computation/calculation of the first four have been thoroughly

discussed in Chapter one. However, this section shall be reviewing comments

expressed by various writers on the first four.
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(D) Payback Period:
Apologists for payback justify the method on the grounds that;
1 It is simple to use and easy to understand
2 Projects which return their outlay quickly leave the investor less exposed to risk
and uncertainty,
3 And that under capital rationing, the sooner the money is returned the sooner can

other profitable investments be undertaken.

F. M. Wilkes et al (1999),;, looked af these payback justifications and stated as follows:

“It is tempting to argue that reason 1 ought not to carry much weight but in practice it often
does. Reason | is less vulnerable to rational attack when, as under uncertainty, the theoretical
underpinning of more sophisticated methods are often less than perfect. The more that
uncertainty increases with time, the more force there is in reason 2. In industries where the
pace of technological change is fast, the use of arbitrary and quite short horizons can be made
more convincing. But the criticisms of lack of discounting or allowance for interest charges
and lack of consideration for the cash-flow pattern within the payback period remain. Reason
3 also has something in it, but this does not justify ignoring more precise methods for dealing

with capital rationing™.

25 SAMUELS J. M, WILKES F. M. & BRAYSHAW R_E. - Financial Management and Decision Making, 1999 Edition, Page 94 - 95
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Wilkes et al went on to say that, the greater the uncertainty, the more the uncertainty
increases with time and the poorer the quality of information available to the decision makers,
the less there is to be said against the use of payback. They concluded by saying that the use
of payback method could only be justified. if the need for simplicity overrides all other
considerations. However, they added that the more information exists on probabilities, cash

flow data, time of capital shortage, etc.. the more there is to be said for DCF-based approach.

(ii) Accounting Rate of Return (ARR):

Unlike the payback period, ARR do not at least consider returns over the whole life of
projects and the timing of returns. Equal value is effectively given to return of N1.000 afier
one year and the same return after ten years. The measures are conservative if the larger
returns come near the start of the project, when the averaging of returns understates the value
of the project and thus provides a margin of safety. But, on the whole, the averaging of
undiscounted returns obscures important differences between otherwise similar projects in the
timing of larger returns. This is important if. as is usually the case, uncertainty increases with

distance from the present.

Wilkes et al, again stated that most UK firms use several methods of appraisal — around three
typically. According to them: nine out of ten used PBP but upwards of eight out of ten use a

DCF method (IRR somewhat more that NPV). Only around four out of ten use ARR.

(i)  Discounted Cash Flow (DCF) Methods:
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The Discounted cash Flow (CDF) methods of investment appraisal include the Net Present
Value (NPV) technique and the Internal Rate of return (IRR). They both imply familiarity
with compound interest. The compound interest concept underlies all financial transactions

involving time-delayed receipts and payments,

I. Fisher (1907);, in his work on the “Theory of Interest” made use of the concept of
maximization of Net Present Value (NPV) as an investment aim. His writings provided the

foundation for much of the later development in this area.

J M. Keynes (1936);7, made use of the Internal Rate of Return {IRR) concept as part of his
explanation of investment behaviour. In his model, all projects with an IRR greater than their

cost of funds are accepted.

Unfortunately at that time, these and other writings by economist interested in capital and

interest theory went unnoticed by the business world.

In the fifties, Joel Dean (See note 18), and other writers, tried to persuade the business world
to abandon such crude yardsticks as Payback Period (PBP) and the Accounting Rate of

Return (ARR) in favour of more scientific methods. Two major improvements, derived from

26 1. FISHER. The Rate of Interest, Macmillan, 1907 — Revised and extended and issued as the Theory of Interest and Money,

Macmillan. 1936. pp. 135 - 136

27 5. M. KEYNES, The general Theory of Employment. Interest and Money, Macmillan, 1936, pp. 135-136.
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the work of these theoretical economists were suggested:
- That projects should be appraised on the basis of expected cash flow; and

- That allowance should be made by the use of compound interest formulae for the

timing of cash flows. ‘}ASHM |BRAHIM LIBRARY ‘

In 1949, A. A. Robichekos conducted a survey and came with a finding that only 2% of a
sample of American companies used investment appraisal techniques, which allowed for the
interest factor in the timing of receipts. In 1965 when another survey was conducted to
measure the speed of acceptance of discounting methods of capital budgeting, it was
discovered that almost 50% of similar sample used discounting techniques (i.e. NPV and
IRR).

Bierman and Smidt (1966)» and Porterfield (1965)s,. in America and Merret and Sykess, -in
Britain, observed that the above improvements were generally accepted and were passing into
business practice. They concluded that methods of investment appraisal (i.e. ARR and PBP)
which do not allow for time preference will not lead to optimizing shareholders’ welfare at
least. This is because they involve adding together. as if equally valuable, monies received at

different times.

(v}  Net Present Value (NPV): o
The NPV decision rule for a single project can be summarized as fotfows:

28 See note 21
29 H. BIERMAN and 8. SMIDT, The Capital Budgeting Decision, Macmillan, 2" edition, 1996, Chap. 6
30 J. T. S. PORTERFIELD. Investment Decisions and Capital Costs Prentice Hall. Englewood Cliffs, 1965, p. 12

31 AL J. MERRETT and A. SYKES, Capital Budgeting and Company Finance, I.ongmans, 1966. i‘ e e ———————
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Table 2.1

Qutcome Decision
NPV>0 Accept
NPV<) Reject
NPV=(0 Inconclusive

Michael Bromwich (1970);., considered two ways of applying compound interest methods;
the NPV and the IRR methods. His finding was that. “a project’s NPV measures the rise in
share prices which would occur once the market knew the project has been accepted
{providing its existence was previously unknown)”. The acceptance ofa project by a quoted
company sends a signal to the market thai something good is in the pipeline to increase the

shareholders' worth.

However, he went further to introduce the cost of capital dimension into his findings by
saying that “the IRR is the maximum annual rate that it would be worth paying for funds to

finance a project”.

Bierman and Smidt, in their contribution. said that the NPV measures the amount of extra

32 MICHAEL BROMWICH, Capitai Budgeting — Survey, edited by John Sizer in “readings in Management Accounting chap. 9 pg.
203 pp 4
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current consumption that a project makes availabie to shareholders provided that there is a

good market in which they can realize the incremental value.

There are other comments that do not revolve round the NPV decision rule but which are
basically on the pattern of cash flow. Some of such comments are those of F. M. Wilkes et al
{1999)5; that stated that “projects which produce their best returns in the distant future will be
more severely affected by a rise in interest rates than those with larger returns nearer to the
present”. This is simply because during NPV computation the discounting factors gradually
decline from year zero to subsequent years. Of course, this observation also has a bearing on

the IRR arising from the figures under consideration for both NPV and 1RR.

F. M. Wilkes et al, also drew attention to the fact that NPV may give different decisions at

different discounting rate. Below is an example: Table 2.2
[Project | Outlay | Cash flow NPV N
Yr.l| Yr.2 | @10% | @25% | @30% @35%
A -100 | 80 60 223 24 -3.1 -7.8
B -120 | 40 100 -1.0 | 240 -30.1 -35.5
C -60 40 50 17.7 4.0 0.4 -2.9
D -30 30 20 13.8 6.8 4.9 3.2

Extracted from F. M. Wilkes et al pg. 67.

They went on to demonstrate the conflicting outcomes arising from changes in interest rate

this way:
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Case 1:Supposing all worthwhile projects are to be selected, at 10% discount rate, projects
A, C and D should be accepted and project B rejected as indicated by NPV rule.

Case 2:Supposing selection is to be made between mutually exclusive projects. If only two
projects were to be chosen these should be the two with the highest NPV, therefore A

and C would be chosen.

[f the 25% discount rate is appropriate, the NPV rule would still identify A, C and D as
worthwhile, but if only two projects were required these would now be Cand D. F. M.
Wilkes et al therefore concluded that, “a change in the discounted rate has different effects

across the projects”.

(V) Internal rate of Return (IRR):

The IRR or DCF rate of return or yvield of a project is the discount rate required to make the
present value of the returns equal to the initial outlay. Hence, IRR is the rate of discount for
which NPV is zero, The project’s IRR is the maximum interest rate that the investor can
afford to pay. The single project decision rule is:

If the project’s IRR exceeds the cost of Capital, accept the investment. If the IRR is less than

the cost of capital, reject the investment. This can be summarized as follows:
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Table2.3

Outcome Decision
>1 Accept
i<r Reject
=r Inconclusive
Where i = IRRR
r = cost of capital

Merret and Sykes (1963)34, argued in favour of the IRR method. and that management were
used to thinking in terms of rates of return. In support of this point, F. M. Wilkes et al, stated
that “this to the extent that it is true, is fair enough; decision-making tools are made to fit
people and not the other way about”. But IRR has also been criticized on the grounds that it
1S a percentage; that it contains the implicit assumption that returns are re-invesied at a rate

equal to the IRR.
James C. Van Home (1990);5, noted that the IRR does not always provide correct ranking of
mutually exclusive investment projects. He went further to say that only rarely would the IRR

represent the relevant rate for re-investment of intermediate cash flows.

However, he said that many financial managers feel that; in practice, the IRR is easier 10

34 A1 MERRETT and A. SYKES, The finance and Analysis of Capital Projects, Longmans, 1963 chap. 5 pg 149.
35 lames C. Van Home, Fundamentals of Financial Management (5" Edition) Pg 277,
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visualize and interpret than NPV . but like other authors. he concluded that the shortcoming of

the IRR method is the possibility of multiple IRR.

F. M. Wilkes et al, defined “a-well -behaved project as one for which an accounting profit
(undiscounted returns) exceed outlay and in which an initial cash flow out is followed by non-
negative returns”. If a project’s cash flow includes more than one negative and positive

returns, there may be a multiple yield problem: the IRR is ambiguous.

They went on to say that under this situation, to use an IRR approach. the cash flow must be
modified to give a single IRR figure but without changing the project’s NPV, This method is
known as the extended vield method, it brings negative returns towards the present,
discounted approximately. to be absorbed by earlier positive returns, or ifa negative value still

remains at t =1, to be added to the outlay. This process produces a cash flow with an

unchanged NPV but which has only one figure for IRR.

In my opinion any alteration or modification of figures of cash flow to arrive at stable IRR is
a distortion of the reality of what the true situation is, hence it could be termed a

doctored/tailor made outcome.

Net Present Value versus Internal Rate of return
Geoffrey Knott (See note 22), comparing NPV with IRR states that, “the weakness of the

IRR approach, as regards mutually exclusive investments. is that it is only a relative measure
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of profitability, whether the investment is 8100 or M Imillion the IRR could be the same.

NPV on the other hand, is an absolute measure of profitability”.

F. M. Wilkes et al, in support of Geoffrey Knott, also submitted that one weakness of the IRR
rule is that it considers orﬂy the benefits to be obtained and the scale of the benefits to be
obtained. For instance, projects with cash flow of this pattern; -6, 4, 5 and —600, 400,500
have the same IRR, when in actual fact the latier project gives much greater total value than

the former.

On the issue of scale of investment/benefits, Geoffrey Knott concluded that. “given a choice
between mutually exclusive investments, the NPV approach is safer to use than IRR. but if
knowledge of the latter is needed by Management, it can be calculated on the incremental
method”. He went on to say that in situations where projects have more than one IRR, the
NPV comes to the rescue. “This is because at the required rates of return between the two
extremes, the NPV 1s positive and therefore acceptable, outside these, the project does not

meet the required rate”.

F. M. Wilkes et al declared that the NPV rules give the same accept/reject decision for a
single project. But where several investments are involved there may be conflict. In a
situation like this, the IRR should be used in a particular way to give decisions consistent with
NPV. According to them, two distinct situations will be distinguished:

Case 1: Selection of all worthwhile projects;
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Case 2: Selection between mutually exclusive projects.

In both cases it is assumed that there are no financial or other constraints on choice, When
NPV is used in case 1 all projects with positive NPV are selected. In case 2 the projects with
the greater NPV are preferred, so long as these are positive. In case 1, the IRR approach
selects (correctly) all projects with IRR above the NPV discount rate. But in situation 2 it is
not correct to select those projects with the greatest IRR. Decisions taken are formerly

correct,

On this, they concluded that where cost is to be minimized, the options producing the least
present value of costs should be selected. 1f'the revenue stream is the same in each case, the
problem can be expressed in maximization terms by subtracting the cost alternatives from the

revenues and selecting the option that produces the greatest NPV.

J. Hirshieifer (1958)3s, in his theoretical treatment of investment appraisal which lays down
the requirements a decision rule needs to fulfill if optiral investment is to be achieved argued
that, both methods (NPV and IRR) give the same accept/reject advice. However, he pointed
out the weakness in both rules. He argued that assumption underlying the use of a project’s
NPV as acceptance criteria would allow this amount of incremental current consumption or

mvestinent. He went further to say that this assumption would be valid in a perfect capital

36 J, HIRSHLEIFER, “ On the Theory of Opﬁmal Investment Decision™. Journal of Political Economics. 1958, pe. 73-80 and pg.
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market where everyone could borrow and lend at the same rate; where, for example, any
future sum could be exchanged on the market for its equivalent at a different date. He
concluded that, in practice, different equity holders might well face different rates of interest

or not have equal access to credit. The same line of argument can be applied to IRR tests.

Michael Brownwich again stated that the two methods (NPV and [RR) in their naive form do
pot always give the same advice when it is necessary to rank projects, e.g. where for physical

reasons only one of the several projects can be undertaken, or where the number of projects

which can be undertaken is limited by the availability of funds.

Merret and Sykes (1963),;, claimed that in practice, the IRR has some advantages. For
example, it may be easier to use where in uncertain situation, risk is allowed for by requiring a
higher rate of return from risky projects (it is suggested that this may not be the best way of
allowing for certainty). However, in the literature, there is no doubt that NPV method is a

more general method applicable to a wider range of cases.

H. M. Weingartner (1966)s3, stress the need for distinguishing whether investment proposals
are mutually exclusive or contingent projects. He defined a mutually exclusive project asone
where the acceptance of one leads to the rejection of the other. While a contingency occurs

when acceptance for a project depends on the acceptance of one or more other projects. H.

37 A} MERRETT and A. §YKES. The Finance and Analysis of Capital Projects, Longmans, 1963. Chap. 5.

38 H. M. WEINGARTNER, “Capital Budgeting of Interrelated Projects: Survey and Synthesis™ Management Science Vol. 12, 1966
pp 485-516.
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Bierman and S. Smidt (1971)ss, theoretically considered two mutually exclusive projects

shown below and observed that the IRR can produce a wrong recommendation for mutually

exclusive investmenis.

IRR for two projects of different size Table 2.4
Cash flows in years
0 M) 1M LR.R. (%)
Project 1 -10,000 +12,000 20
Project 2 -15,000 +17,700 18

The IRR of project 1 is 20% and that of project 2 is 18%. Apparently, project 1 should be
accepted. In this example, they went further, the TRRs do not reflect the differences in capital
outlays. Project 2 requires an additiona!l outlay of N5,000 and produces additional revenue of
M5,700 in year 1. This incremental revenue produces a yield of 14% on the additional
investment. If the company can obtain funds at less than 14% then project 2 is preferable to

project 1.

In another study, J.R. Franks and H.H. Scholefield (1979)4 considered another case where

two projects have the same capital outlay, but different IRRs and they are mutually exclusive:-

L.R.R. for two projects of the same size: Table 2.5
Cash flows in years
0 1 2 IL.LRR NPV @ 5%
@) ) ™) (%) Disc Rate
Project 1 -10,000 +2,000 +12,000 20 2,789
Project 2 -10,000 +10,000 +3,125 | 2§ 2,358

39 H. RBIERMAN and SMIDT, The Capital Budgeting Decigion, 3™ edition (New York: The Macmillan Company (London: Coftier-
Macmillan, 1971).

A0 J. R. FRANKS znd H.H. SCHOLEFIELD, Corporate Financial Management, 2™ edition, pg. 56-57.

64



24

The I.R.R. of project 1 is 20% and that of project 2 is 25%. However, the NPV at 5% is
N2,789 for project 1 and N2,358 for project 2. They concluded that the discrepancy arises
because the pattern of cash flows differs and the generated funds are reinvested at different

rates.

Michael Bromwich therefore, concluded that the use of discounted cash flow methods are not
in themselves sufficient to guarantee optimal investment selection - the firm’s capital structure
and the cost of capital implied by this must also be considered along withrit’s dividend policy

and the risk profile of the firm’s project portfolio.

BENFEIT-COST ANALYSIS
The purpose of Benefit-Cost Analysis 1s to:
- Identify the costs in order to tailor resources to effectively and logically prosecute

projects;

- Consider the expected benefits, vis-a-vis the costs. It is also necessary to appraise

their distribution among the socio-economic income groups. If it is a private sector
project, does it increase the company’s market share, profits, goodwill, etc?

- Critically study the bearer of the costs. Project appraisal enables the undertaker to
consider the sources of funds (taxes, loans, new shares, rights issue, debentures,
internal or extemal\, etc.). What are the implications of the sources of funds for the

 project.
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The Concept of Cost:

Cost can be classified into two broad categories viz: the implicit and explicit. The
former can also be referred to as the opportunity cost arising from scarce resources
and competing uses. This becomes necessary in order to select those projects that
yield the greatest net benefits to the beneficiaries.

The other component of cost of projects is the explicit cost that can also be sub-
divided into (i) fixed and (ii) variable. These are the actual resources consumed in the
execution of any project. The former is incurred irrespective of the level of output.
Fixed costs are incurred on capital equipment, machinery, fixtures and fittings,
buildings, etc, and this cost does not vary in the short run. On the other hand,
variable costs vary with the level of production and include costs of raw material,
electricity bills, etc.

The concept of Benefits:

Benefits have a wide dimension and connotation. This stems from the fact that
benefit/cost analysis has a wider scope that tends to include social indices in its
evaluation of benefits. “Profitability, which is the major index in the appraisal of

private projects is considered too narrow when dealing with public projects™s;.

Benefits could be direct or indirect depending on its nature. Benefits could be

41 7. FAKIYESL - Introduction to Cost Benefit Analysis. Lecture delivered at the FITC's Course on Project Analysis and Investment
Appraisal” - Owerri, 20* - 31™ August, 1990.



measurable, i.e.. coinciding with pecuniary/monetary benefits. There is also a
classification based on whether the benefits are private or social. Private benefits can

be internalized while social benefits can be externalized.

There are various methods for estimating the future stream of benefits/costs of
projects, among these are:

- Projection/extrapolation method

- Forecasting

- Discounting

- Econometric approach

The merits and demerits of the respective methods have to be carefully studied before

selection for use.

A private sector organization identifies and appraises a project from a micro-
perspective e.g. interests of the stock holders, while the public sector project analyst
focuses more on the macro-economy and the attendant benefits. Perhaps it is in this

context that analysts speak of social profitability.

Benefit-Cost Analysis and Capital rationing:
F. M. Wilkes et al viewed capital rationing from multiple perspectives. They started by

looking at the various forms it could take and concluded with the importance of benefit cost
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ratio in project ranking.

According to them capital rationing may arise in several ways. Funds for investment may not
be unlimited at all points in time and there may be limitations on the availability of resources
such as skilled labour, raw materials or machinery. Constraints also arise where projects are
contingent and where there are limits on the investment levels themselves. There may also be
acceptable limits to values taken by key financial ratios and management may try to avoid
cash-flow patterns producing large fluctuations in year-to-year profits or which would inhibit

the firm’s ability to declare adequate dividend.

They stated that capital-rationing approach could take two major forms. That is, hard capital
rationing — where constraints are externally determined and sofi capital rationing - arises with
internal, management — imposed, limits on investment expenditure. They went on to say that
self-imposed restrictions are ofien prudential in character and can relate to questions of
control within, and of, an organization. “In a perfect market hard capital rationing would not

occur while soft capital rationing would be irrational”.

They faulted the use of NPV or IRR as the basis for ranking projects in a rationing situation.
In their comparative analysis between NPV/IRR approaches and the Benefit-cost ratio
approach, it was very clear that neither the NPV nor the IRR methods produced the optimal

selection of investments like the Benefit-cost ratio approach did.
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They therefore concluded that, “the correct procedure is to rank the alternatives according to
the ratio of NPV to initial outlay (i.c. Benefits-Cost ratio of profitability index). This is
because the project at the top of the benefit-cost ratio list has the highest achievement of
objective per unit of scarce resource. Once the first project according to the ranking is
accepted in full, the maximum gain in the objective for the next unit of resource spent is
achieved through investment in project 2. When project 2 is fully accepted. project 3
produces the best increase in NPV per naira spent and so on. This assumes that projects

cannot be repeated™.

DEALING WITH RISK AND UNCERTAINTY IN PROJECT APPRAISAL

In investment decisions, sometimes a distinction is drawn between risk and uncertainty - Risk
meaning that cash flow values have known probability distributions. Uncertainty is said to
exist when various outcomes are possible but probability information is incomplete or does

not exist. In this section these two words shall be used interchangeably.

There are various techniques used for analyzing total project risk. Amongst these are:

- Subjective or Informal Approach

Net Present Value Payback Approach
- Risk-Adjusted Discount Rate (RADR)
- Hurdle rate Approach

- Certainty-equivalent Approach

- Simulation Approach

69



- Sensitivity Approach

(i) Subjective or Informal Approach:

This involves making investment decisions based upon the decision-maker’s subjective
feelings about a project’s risk in relation to expected return. Where the investor is evaluating
two mutually exclusive investments having approximately equal net present values, he will
most probably choose the less risky one. This informal approach to decision making is
commonly used because it is both simple and inexpensive. The decision becomes more
complicated when two projects under consideration have different net present values as well
as different levels of perceived risk. The decision-maker must determine again subjectively
whether the additional risk will be offset by sufficiently higher returns. Even though
subjective decision - making is often useful, more precise methods yield more valuable

mformation in many cases.

(i)  Net Present Value Payback Approach:

In some firms a combination of Net Present Value (NPV) with Payback (PB) is used when
analyzing project risk. Payback period is the length of time required to recover the net
investment. However, cash flow estimates tend to become more uncertain farther into the
future. Therefore, the application of payback cut-off point can help reduce this degree of
uncertainty. For example, a firm may decide not to accept projects unless they have positive

NPV and have payback of less than some stated number of years. This method is also simple
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and inexpensive but has some weaknesses such as:

- Choice of which payback to apply is subjective and is not directly refated to the
variability of returns from a project.

- 1t fails to recognize that some projects are more risky than others during their start-up
period.

- This approach may cause a firm to reject some actually acceptable projects.

Geoffrey Knott (see note 22), stated that “except liquidity problems, the use of a fixed,
arbitrary payback period as a criteria for decision making technique will almost always
discriminate against profitability”. He went on to say that some people tried to justify the use
of payback period technique by discounting the cash flows under consideration. Despite this
modification, he said that this approach does not take into account {a) Cash flows after the
payback period, and (b) the range of probable ontcomes of payback cash flows. According to
hir, the latter may be risky, in which case both the payback and profitability criteria may not

be satisfied.

He concluded by saying that “if payback does not cousider profitability then it is only being

used to screen out risky projects, and might be effective in respect oft

- Long-life projects; this is simply because the more delayed cash flows are, the riskier
they become;

- Swiftly changing areas of technology, where early obsolescence has to be protected

against.
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- Investments in countries with an uncertain political future, e.g. those in which

revolutionary or repressive groups are active.

L]

Brand new products, where future demand is completely uncertain.

However, pavback period could be used as an arbiter of acceptability in situations where

competing projects are equally profitable and with similar risk characteristics.

(iii)  Risk-Adjusted Discount rates Approach (RADR):

David F. Scott, Jr. et al (1999)s. described this approach as “a method for incorporating the
project’s level of risk into the capital-budgeting process, in which the discount rate is adjusted
upward to compensate for higher than normal risk or downward to adjust for lower than
normal risk”. The use of RADR is based on the concept that investors will rationally demand
higher returns for more risky projects. Once the firm determines the appropriate required rate
of return for a project with a given level of risk, cash flows are discounted at the - risk-

adjusted discount rate.

On the RADR, David F. Scott et al concluded that, “the logic behind the risk-adjusted
discount rate stems from the idea that if the level of risk in a project is different from that in
the firm’s typical project, then management must incorporate the shareholder’s probable

reaction to this new endeavor into the decision-making process™. This is necessary because, a

42 David F. Scott Jr., John D. Martin, J. William Petty and Arthur J. Keown — Basic Financial Management (8 edition, 1999)

Pg.405
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project may appear o have a positive NPV, but if you had used the appropriate. higher

required rate of return. the project may actually have a negative NPV.

The risk-adjusted discount rate approach has several advantages among which are:

- It allows the decision-maker to evaluate projects more efficiently by assigning each
one a definite level of risk. Projects that initially seem undesirable because they have
lower expected returns might turn out to be more attractive if they are shown to have
lower risk levels that could help to off-set some other high risk investments.

- It provides the decision-maker with a single number on which to base accept-reject
decision. thereby eliminating the problem of having to make a risk-return trade-ofT at

decision time.

(iv)  Hurdle Rate Approach;
This is similar to the risk-adjusted discount rate method except that the Hurdle Rate
Method is used with the Internal Rate of Return (IRR) decision criterion instead of
the Net Present Value criterion. IfK* is defined as the risk-adjusted requiring return

for project A instead of the risk-adjusted discount rate, the hurdle rate for A is K*,

Ifa project’s IRR is greater than the hurdle rate, the project is accepted, if the IRR is less than

the hurdle rate, the project is rejected.

It has the same strength and weaknesses as the risk-adjusted discount rate approach.
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However, decision-makers often prefer the hurdle rate method because the accept-reject

criterion js in the form of rates of return rather than NPV.

(v) Certainty Equivaient Apﬁroach:

A certainty equivalent factor is the fatio of the amount of cash someone would require with
certainty at a point in time in ‘order to make him or her indifferent between that certain
amount and an amount expected (o be received with risk at the same point in time. The
project is adjusted for risk by converting the expected risky cash flows to their certainty
equivalents and then comput-ing the NPV of the project. The risk-free rate, and not the firm’s
cost of capital is used as the discount rate for computing the NPV. This is done because the
cost of capital is a risky rat"e, reflecting the firm’s average risk, and using it would result ina

double counting of risk.

Certainty equivalent factors range from 0 — 1.0. The higher the factor, the more certain the

expected cash flow.

(vi)  Certainty Equivalent versus Risk-Adjusted Discount Rate Methods:

The certainty equivalent penalizes or adjusts downward the value of the expected annual
after-tax cash flows, which results in a lower NPV for a risky project. The RADR,
conversely, leaves the cash flows at their expected value and adjusts the required rate of
return upward 10 compensate for added risk. In both cases, the project’s NPV is being

adjusted downward to compensate for additional risk.
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The RADR makes the implicit assumption that risk becomes greater as we move further out
in time. David F. Scott, Jr. et al. summarized the computational differences between the two

as follows: Table 2.6

Computational steps in Certainty Equivalent and Risk-Adjusted Discount |
Rate methods _ & 1
Steps | Certainty Equivalent | RADR P
I Adjust the expected cash flows. | Adjust the discount rate upward
downward for risk by multiplying | for risk, or down in the case of
them by the corresponding | less than normal risk.

o certainty equivalent coefficient | .
2 Discount the certainty equivalent | Discount the expected cash
risk-less cash flows back to the | flows back to present using the
present using the risk-free rate of | risk-adjusted discount rate.
interest. B B -
3 Apply the normal decision criteria. | Apply the normal decision
except in the case of the IRR, | criteria except in the case of the
where the risk-free rate of interest | IRR. where the RADR replaces
replaces the required rate of return | the required rate of return as the
as the hurdle rate. hurdle rate.

David F. Scott et al. concluded their contributions on these two methods by saying that if
performed properly. either of these methods can do a good job of adjusting for risk.
However, by far the most popular method of risk adjustment is the RADR. The reason for
the popularity of the RADR over the certainty equivalent approach is purely and simply

because of its ease of implementation.

The certainty equivalent approach of considering risk is viewed as being conceptually sound

for the following reasons:
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- The decision-maker can adjust separately each period’s cash flows to account for the
specific risk of those cash flows. This is normally not done when the risk-adjusted
discount rate approach is applied.

- Decision-makers must introduce their own risk preferences directly into the analysis.
Consequently, the certainty equivalent NPV provides and unambiguous basis for
making a decision. Decision rule is that projects with positive NPV should be

accepted and negative NPV indicates rejection.

(vit)  Simulation Approach:

This is a financial planning tool that models some event. When simulation is used in capital
budgeting, it requires that estimates be made of the probability distribution of each cash flow
element (revenues, expenses, and so on). Computers have made it both feasible and relatively
inexpensive to apply simulation techniques to capital budgeting decisions. This method is
generally more appropriate for analyzing larger projects.

The computer program is run a number of different times, using different randomly selected
input variables in each instance. Thus, the program can be repeated or iterated, and each run
is termed iteration. In each iteration. the NPV for the project would be computed
accordingly. The results of these iterations are then used to plot a probability distribution of
the project’s NPVs and to compute a mean and a standard deviation of returns. This
information provides the decision-maker with an estimate of a project’s expected returns, as
well as its risk. Given this information, it is possible to compute the probability of achieving

an NPV that is greater or less than any particular value. However, it takes considerable time
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and effort to gather the information necessary for each of the input variables and to correctly

formulate the model.

(viii)  Sensitivity Analysis:
This is a procedure by means of which the change in NPV is calculated for a given change in
one of the cash flow elements, such as product price. In other words, a decision-maker can

determine how sensitive a project’s return is to changes in a particular variable.

Because sensitivity analysis is derived from the simulation approach, it also requires the
definition of all relevant variables that influence the NPV of project. The appropriate
mathematical relationships between these variables must also be defined in order that the cash
flow from the project may be estimated and the NPV computed. Rather than dealing with the
entire probability distribution for each of the input variables. however, sensitivity analysis
allows the decision-makers to use only the “best estimate™ of each variable to compute the

NPV.

Among therr contributions on sensitivity analysis and simulation. F. M. Wilkes et al. stated
that, “there is no clear dividing line between where sensitivity analysis ends and simulation
begins. For example, scenario sensitivity analysis has been called deterministic simulation.
Balance sheet projections, giving values of financial statistics if particular projects were
undertaken are an example of deterministic simulation or projective sensitivity analysis.

However, simulation 1s usually taken to mean that random variables are involved™.
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2.6

FINANCIAL STATEMENT ANALYSIS

Ralph K. Osayameh (1986)43, likened statistics with bikinis in that “what they reveal is
important, but what they hide is essential”. He went further to say that “ratios are applied to
credit analysis as a technique designed to aid the appraisal of financial statements from the
view point of a lending banker, the uses which an analyst makes of them depend on his

experience and credit judgment™.

“Analysis and interpretation of company financial statements are specialized art or science of
transfating accounting data in form of figures and notes into a ianguage lucid and mntefligible
enough to a lay man who needs such information”s. Financial statements are prepared for
general purposes, specific users would have to analyze the statement to suit the usage to

which he/she wants 1o put the statements.

The fact that a set of financial statement has been prepared does not guarante its credibility,
reliability and legality if it is not based on sound system of accounting and managerial
controls. The authenticity of any set of financial data depends on the books and records from
which it has been constructed on the one hand and its compliance with accepted standards

within the industry in which it 1s to be used.

43 RALPH OSAYAMEH - Practice of Banking Vol. 2 F&A Publisher Ltd,. 1986.

44 AKINBOWALE OLAGUNIJU. “Financial Statement Analysis™ Lecture delivered at the F.LT.C. Course on Project Anatysis and
Investment Appraisal, August 1990 at Owerr.
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Financial statement analysis may be for management appraisal, investment appraisal, merger
and acquisition, proposed marketing strategies, product development and diversification
purposes, partnership admission or dissolution, director’s appointment, business valuation, for

business consolidation purpose, goodwill ascertainment, etc.

The overall position of the firm, in this sense, can best be gauged by comparing the ratios
between various connected items. A ratio is meaningful only if there is an underlying
relationship between the numbers being compared. Ratios can provide great help to
management in the planning and control of a business, but they must be used with caution and
with 2 full understanding of the limitations of the figures.

Some commonly used ratios are:

I. Profitability Ratios:

a. Return on Capital Employed: = Profit
Capital employed

b. Earnings per Share: = Profit available to Ordinary Sharcholders
Number of issued shares

o

Dividend per Share: = _Total dividends paid
Number of issue shares

d. Price/Earnings Ratio: = Market Price per Share
Earnings per share

e

Dividend Yield: = Dividend per Share
Price per Share
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2 Liguidity Ratios

a. Current Ratio: = Current Assets .
Current Liabilities

b. Acid Test ratio: = Current Assets Less Stock
Current Liabilities

c. The Borrowing Ratio: = Total Borrowings
Net-worth

Ratio (c) could be termed “gearing ratio” computed by the formula:

Debt Capital
All long term capital

3. a. Average Credit Granted = Average Debtors x 12
Sales

b. Average Credit Taken = Average Creditorsx 12
Purchases

4, Working Capital Ratio = Working Capital
Sales

5. Inventory Turnover = _Cost of Goods Sold
Average Inventory

Another ratio is one that compares earning with the cost of outside-borrowed money to which

can be added capital repayments if desired. The easy form is

6. Repayment Capacity = Profit (ie. EBIT)
Interest charges on outside borrowed money

The ratio provides a good indication of the margin of safety (or lack of it) in a business’

commitmgnts to outside lenders.
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7. Operating Ratios

(1) - Capittal Turnover = Sales: Total Capital employed
- Equity Turmover = Sales: Equity
- Current Assets Turnover = Sales: Current assets

- Working Capital Turnover = Sales: Working Capital

- Stock Tumover = Sales: Stock
- Debtors Turnover = Sales: Debtors.
(ii) Return

- Net Profit Sales

- Net Profit ¢ Working Capital

- Net Profit Total Capital Employed

- Net Trading Profit: Trading Capital Employed

- Net Profit  : Equity
This chapter has been devoted to literature review and other associated important topics on
project appraisal. It is worth mentioning that cost benefit analysis, risk and uncertainty
adjustment, capital rationing, and financial statement analysis and interpretation of ratios are
crucial tools usually incorporated into project appraisal for investment decisions.
Also, while a lot of us would agree on the fact that the discounted cash flow methods of
appraisal are the best, I am quick to remind us of the statement of Michael Bromwich in
which he made a conclusion that “the discounted cash flow methods are not in themselves
sufficient to guarantee optimal investment selection, the firm’s capital structure and the cost

of capital must be considered along with dividend policy and the risk profile of the firm’s
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2.7

project portfolio™.

Bearing in mind that many organizations have used some of these appraisal techniques in
project selection or project financing decisions, the big question now is why is the rate of
project failures or minimal performance so high. This question is what the concluding part of

this chapter and the proceeding chapters will be addressing.

HYPOTHESES TO BE TESTED
For the purpose of guidance through this research work, a number of hypotheses have been
formulated, and would be tested to draw logical or empirical consequences. For this purpose

there are the null hypotheses and the alternative hypotheses.

If the null hypothesis is rejected, we conclude that the population mean is not the figure
originally asserted. But if the null hypothesis is not rejected it is important to appreciate that

we do not conclude that the population mean is the figure asserted.
Non-rejection of the null hypothesis only signifies that there is no evidence that the true mean

is not as asserted; it does not mean that there is evidence that it is correct. Mathematicaily,

the nuil hypothesis is identified as Hy and the alternative hypothesis as H;.
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The hypotheses formulated for this research are:

Table 2.7

Null (Ho)

Alternative (Hi)

That the discounted cash flow (DCF)
techniques of appraisal are the most idedl
and commonly used techniques by banksin

Nigeria.

That the discounted cash flow (DCF)
techniques of appraisal are not the most ided
and commonly used techniques by banksin

Nigeria

That the discounted cash flow (DCF)
techniques arethe most ideal and commonly
used appraisa technique by development

banks.

That the DCF techniques are not the most
ideal and commonly used appraisa

techniques by development banks.

That boththe NPV and the IRR aways give
the same advice when it is not necessary to

rank projects for consideration.

That both the NPV and the IRR do not
aways give the same advice when it is not

necessary to rank projects for

consideration.

That both the NPV and the IRR always give
the same accept/rgect advice when it is

necessary to rank projects for

consideration.

That both the NPV and the IRR do not
aways give the same accept/rgect advice
when it is necessary to rank projects for

consideration.

That most problems, such as how to handle
project risk and uncertainty are reasonably
taken care of through risk and uncertainty

adjustment techniques by banksin Nigeria.

That most problems, such as how to handle
project risk and uncertainty are not
reasonably taken care of through risk and
uncertainty adjustment techniques by banks

in Nigeria.

That most problems, such as how to handle
project risk and uncertainty were adequately
taken care of through risk and uncertainty

adjustment techniques by NACB.

That most problems, such as how to handle
project risk and uncertainty were not
adequately taken care of through risk and

uncertainty adjustment techniques by NACB.

That good quantitative appraisa (i.e. DCF

That good quantitative appraisal (i.e. DCF
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techniques, PBP, ARR, etc) report would

always lead to approval of loan request.

techniques, PBP, ARR, etc) report would not

always lead 10 approval of loan request.

That dearth of fpan able funds was a
common problem of develdpment banks in

the late 1990s.

That dearth of loan able funds was not a |

common problem of development banks in

the late 1990s.

That capital rationing was widely used by
Nigerian banks to handle the problem of
shortage of loan-abie funds.

|

That capital rationing was not widely used by
Nigerian banks to handle the problem of
shortage of loan-abie funds.
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3.2

CHAPTER 3

RESEARCH DESIGN
This research work is divided into five chapters. Chapter one is the introduction to the study
and it provides a solid informative insight to the background of the research, that s, the
Nigerian financial system, the Nigerian Agricultural and Co-operative Bank and the basic
appraisal techniques. The chapter, like the other ones will be of good use to future
researchers. Chapter two is about review of previous works of different authors and other
ancillary topics. Chapter three describes the research design and therefore identifies data
collection methods, research instruments and the selection of sample size. It also discussed the
nature of field works and problems encountered during data collection. The fourth Chapter is
devoted to summary of questionnaire responses, data analysis, testing of hypotheses and

interpretation. Chapter five covers summary of findings, recommendations and conclusion.

DATA COLLECTION

For the purpose ofthis research work, data were collected from both primary and secondary
sources. The primary source was through the use of questionnaire while the secondary source
included various publications and works of different authors and N.A.C.B. The primary
source provided the information needed for testing the hypotheses formulated in this research
work. However, the secondary data was mainly used for the introductory and literature

review aspect of the research work.
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DESCRIPTION OF RESEARCH INSTRUMENT

The primary data was collected mainly through the use of questionnaires that were
handed out to officials of banks whose positions and nature of work are relevant to
this research. Considering the technical nature of the research work, only officers who
are knowledgeable in loan packaging and processing were considered suitable to
respond to questions raised in the questionnaire. The questionnaires were used to
obtain information on investment loans, that is, projects with their loan volume above

N100,000.

The questionnaires contain both open ended and close-ended questions. The close-
ended questions were to encourage quick response for time saving while the open
ended questions were designed to enable the respondents provide some information
that cannot be obtained through the use of close ended questions. The open-ended

questions were to also seek respondent’s personal opinion.

Other instruments were the author’s first-degree project work, newsletters of the

Chartered Institute of Bankers of Nigeria, publications from relevant institutions and

- textbooks of authors mentioned in the literature review. Also, for summary of

responses and data analysis computer provided a lot of assistance.
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SELECTION OF SAMPLE SIZE

The sampling technique employed is the purposive type. Project and appraisal being a
highly technical ope’ration, imeans that to be reasonable i the research work, only
officers of banks that are directly responsible for loan processing should be considered

for sampling.

Also, as a matter of comparative analysis, it was considered necessary that a look at
the practices of other banks will provide a good basis of pudgement as regards the
practices of the research case study. In doing this, it was also discovered that a
blanket or general basis of comparison might not be reasonable since there are some
level of differences in the nature of banking operations. Hence, the general sample size
even though was banking institutions had to be categorized into the following:
¢ Commercial Banks
s Merchant Banks
¢ Development Banks
* The case study of the research, that is, the defunct Nigerian Agricultural and
Co-operative Bank (even though a development bank had to be isolated for
the purpose of the research)
It 1s worth mentioning that for an exercise like this, the researcher would find it very
expensive and problematic covering all the banking institutions that make up the
general .sample size. Problematic in the sense that even organizations with statutory
pd&er to collect periodic reports find it difficult getting those reports. One can then

imagine what a student researcher may have to contend with.
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To be able to mar;age the problems and cost, the general sample size was narrowed
down, on the basis of population by bank type, to at least:

¢ Ten Commercial Banks served with 20 copies of questionnaire.

¢ Four Merchant Banks served with 8 copies of questionnaire

e Four Development Banks served with 12 copies of questionnaire

s NACB - Head office, one zonal office and two branch offices served with 10

copies.

It is therefore worth noting that the representation was not on the strict basis of
population size. Rather, more emphasis was placed on relativity. Also, it was decided
that each bank should have at least two respondents but not more than four. Selection

for sampling purpose was therefore based on the following:

{1 That officials of the banks providing information for the purpese of this
research must be persons who are involved in the operations relevant to this
research.

(i} That such officers have reasonable experience to enable them provide correct

information.

The questionnaires were administered on the following selected sample size after a
pre-test (carried out at NACB branch office, Lagos) in order to ascertain the validity

and efficacy of the instrument and its applicability.
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ESTIMATED/ACTUAL NUMBER OF RESPONDENTS

Table3l
ACTUAL
REPRESENTATION NUMBER | EXPECTED
GIVEN= RESPONSE NO. A
Commercial Banks 20 20 20 100
Merchant Banks 8 8 8 100
Development Banks 12 12 12 100
NACB: Head office 4 4 4 100
Zonal offices 3 3 9 100
Branch offices 4 4 4 100
TOTAL 50 50 50 100%

* Numnber given refers to number of officers of each category of banking institutions

considered for our sample size.

CONDUCT OF FIELD WORK

The questionnaires administered to all the banking institutions were delivered through

linkmen who helped to distribute them to the relevant officers of the department

responsible for loan processing. They were also sent back to me through the same

route. In short, 90% of the questionnaires were admmistered through friends and old

colleagues currently working in those banks that were reached with the

questionnaires. These banks were located in Victoria I[sland, Broad Street and Marina
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3.6

in Lagos. Others are NACB: Hospital road Kaduna. Akure Zonal office, Ibadan and

[Lagos branch offices.

Reaching all these fields was quite burdensome and costly. Attempts to reach Nigerian
Deposit and Insurance Co-operation (NDIC) were frustrated by one problem or the

other. This compelled me to make do with NDIC report that I could lay my hands on.

PROBLEMS ENCOUNTERED

The problems encountered during the data collection process were not too different
from those generally encountered when researching into a critical operation of an
organization. Initially, even friends were hesitant providing the link. However, aflera
careful thought some ended up requesting that we adhere to the secrecy clause in the
questionnaire. | would like to say that a lot of problems were encountered in trving to
establish contacts and co-operations of respondents particularly in Lagos where every
one seems to need thirty-six hours a day instead of the 24hours God-given time per
day. Despite all the assistance. distribution and collection of questionnaires were

almost frustrating.

However, | would like to conclude that 1 received a good percentage of all the

- encouragement needed for the success of this research from my lovely wife, friends

and former colleagues and a few officers that | met in some of the banks visited. As

for NACB, | was able to draw heavily on my goodwill. being an ex-staff of the bank.



Another problem encountered was on question B.8 because it requires digging into
clients’ records. Afier receiving responses from the commercial and Merchant banks
it was apparent that there was going to be a problem in obtaining information for that
question. The apparent problem was however averted in the case of NACB where |
was able to lay my hands on some copies of loan appraisal papers of NACB. At the
end of the whole exercise 1 was able to gather all the information I needed for the

successful completion of this research.
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4.1

CHAPTER 4

DATA PRESENTATION, ANALYSIS AND INTERPRETATION

This chapter is divided into three main sections, namely:

4.1 Summary of responses to questions.

4.2  Data analysis.

4.3  Testing of hypotheses and interpretation of findings.

SUMMARY OF RESPONSES TO QUESTIONS:

This section deals with responses to questions contained in the questionnaires. The
rcsi:onses are extracted, summarized and tabulated with percentages. Data analysis is

made easier to compute from the summary of responses.

Summary Of Responses:
Table 4.1
COMMERCIAL MERCHANT CEVELOPMENT
BANKS BANKS BANKS NACB LTD
£ @ & @
P E o % 2 o g f, g §
8 g, da.l B S8 8 3
58 8158 & 858 8 _&E8 B .8
QUESTIONS @ o Frjown| r focjoon ] fx|wo o B
IA.1 Which category of the following
banking institutions do you belong:
| 20 8 | |12 10
a} Development { ) 12.000 100.00( 10.00 100.00
h) Commercial () ZODMO(*
c} Marchant {) 8.00 100.00 -
.2 Respondent’s departrnent:
20 20.08 100,00 8.00 100, 12 10.00{ 100.000 10l 10.00 100.00
1.3 Does your bank appraise investment [
loan proposals before granting
approval to loan requests?
20 12 1
Yes{ ) 20.000 10000 800 100.X) 12.00 100. 10.00_100.0@
No ()
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To grant approval to loan requests

your bank just rely on feasibility

report submitted by loan
in-house appraisal?

17

Yes{ )

No( )
A5 How many applications for
investment loan do you receive per
quarter?

12

10.000 100.00

12

Lessthans0 () !

5.00 31.2§

) 51 -100 {)

.

10.00

40.00

) 101 - 150 ()

1

_|300

30.00

151 - 200 ()

above 200 )

| 1.00 625

10.

2.00 | 20.00

6 What percentage of loan requests in
A_5 above usually get approved for
funding

12.00

a) Less than 20% ()

b) 21-40% ()

1.# 10.

50.00

40.

c) 41-60% ()

& &

d) 61-80% ()

e) Over 80% ()

1 Does your bank use Accounting Rate
of Returns (ARR) to appraise long-
term loans.

12.00

10.00

Yes

9.00

No

11.00 |

8.00

B.2 Does your bank use Payback Period
(PBP) to appraise long- term loans.

Yes

12.00

20.00

g

No

Does your bank use Net Present
Value{NPV) to appraise long- term
loans.

Yes

8.00
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. 4 Does your bank usa Internal Rate of
Retum {IRR) tc appraise long- term
loans. 20.00 8.00 12.00 10.00
Yeos 15.00 8.00 12.00 ) 1000
No 5.00 - - -
|§.5 Does your bank use Senefit/Cost
Ratio (BCR) o appraise long- term
loans. 20.00 8.00 12.00 10.00
Yes 14.00 8.00 12.00 10.00
MNa 6.00 - - -
8.6 What other factor(s) do you
apply to loan appraisal besides
technical {i.e. NPV, IRR, PBP, BCR,
ate) criterion? 20.00 B.00) 12.00 10.00
Character 20.00 8.00 12.00 10.00
Capacity 20.00 8.00 12.00 10.00
Coliateral 20.00 8.00 12.00 10.00
Results of Financial report apalysis, 12.00 5.00 B.00 900
Supply of raw materials 4.00 3.00 10.00 8.00
Benefits to the Nation 5.00 200 7.00 6.00
Economic Sector of the project 6.00 3.00 5.00 200
Experience and management skill 18.00 6.00 10.00 9.60
Where good outcome was falsified 2.00 1.00 2.00 -
Where control is too difficult to effect 4.00 2.00 8.00 7.00
Where other risks supercede the good
outcome 5.00 aoe 4.00 6.00
Inability to make required contribution 12.00 5.00 10.00 8.00
Portfolio constraints and amount
involved 8.00 1.00 8.00 4.00
Unsatisfactory checks 18.00 6.00 1200 10.00
6.7 Would your bapk, on the basis of
good outcome of guantitative
appraisal {i.e. NPV, IRR, PBP, BCR,
efc } approve a loan reguest? .00 8.00 12, 10.00
Yes { ) 300 1875 1.00 | 10.00 1.00 | 40.00
|
|
\
No{ ) 13.00 81.25 B.CI({ 100.004 9.00 | 90.00 9.00 I 80.00




.1 Do you understand the meaning of
he following risk and uncertainty
djustment techniques: 20.00 8.00 12, 14.
aj Risk-Adjusted Discount Rate  ( } 10.00_50.00 7.00 50.00 12.00] 100. 10.00 100,
bj Risk-Adjusted Payback Period [} 14.000 70 8.00 100.0J 12.00 100.00 7.000 70,
¢ Certainty equivalent () 3.00 40.00 6.000 75.00 12.00 10000 10.0{y 100.
d} Sensitivity Analysis S0 18. 90.D(J 8.00 100.00 12.DJ 100.00 a.ooL 80.
¢} Break-even Analysis 20 | 100 £.00 |100.00 12.00 100, 10.00 100,
IC.2 Mark the method{s) used by your
bank to adjust for risk and uncertainty
In project appraisal 20.00 8. 2. 10.043
a) Risk-Adjusted Discount Rate (1} 14.00 | T0.00 $.00 ]100.00 12.00 |100.00 10,00 100.00
b) Risk-Adjusted Payback Period i) 18.00 | 90.00 - - - - - -
¢) Certainty equivalent () 6.00 | 30.00 - - 7.00 | 60.00 10.00[100.00
d) Sensitivity Analysis () 10.00 | 50.00 8.00 |100.00 12,00 |100.00 - -
g) Break-even Analysis (]} 20.50 |100.00 8.00 [100.00 12.00 | 100.00 - -
.3 Is your bank currently experiencing
shortage of Joan able fund? 20.00 £.00 12.00 10.00
Yes [ ) 3.00 13.74 4.00 50.00 10.00 100.00 B. 80.0
No{) 1300 81 .zi 4.00 50.0& 0. o.ooL 200 20.00
k.4 Doos your bank use temporary
sectoral biacklisting (i.e. Managemant
decides that within a particular period
no loan should be given to particular
sectons)? 20. 8. 12.0 10.00
Yes () 12.00 75.00 8.00 100.00 8.00 80.00 9.00  90.00
No{} 4.00 25.04 2.00 2000 1.000 10
c.5 Do you understand what capital
rationing is all about? 20.00 8.00 12. 10.00
Yes { ) 10.04 62.50 S.DIJ 62.50 1000 109, 4. 40.00
No () 6.0 37.59*_ 3. 37.5(14» 6.00 50.0(]
c.6 Does your bank use capital rationing
as a basis for granting approval to loan
requests? 20.00 B 12.00 10.0
Yes { ) 7.000 46.57 .00 37. 2.000 20.00 2, 25.000
No { ) 8.04 §3.33 5.00 62.50 800 8000 5.00 75.00
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4.2

ic.7 if ¢.6 is no, give reasons why capital (IJ J I)J 0(]
rationing is not used by your bank 20. 8.0 12, 10.

Because it does not considerather rigks

| don't know why we don't use it _

It does not provide for desired sectoral
spread

Because we must give support to
deserving client !

We are not experiencing shortage of fund

ach project is approved on [ts own ) l
rit.

Source: Fieldwork

Data Analysis
This section is devoted to, analyses and interpretations of questions contained in

the questionnaires administered on respondents.

The following principles were used for the purpose of data analysis:

1. Statistical Formulae:

a. Mean (i) of frequency distribution

This is given as X = 3fx or 2fx
2f n

Where X = Mean
f= Frequency
x = Values of variable X
n = Sample size or number of observations
2 = Summation or addition (Sigma).

SOURCE: Frank Owen and Ron James, Statistics, Polytech.
- Publishers Ltd. 2™ Edition, Pg. 72.



b. Standard deviation (8) which is given as:

8 = VEX-X) o VEf(x-XY
.n n—1I
Here & = Standard deviation, and I, n, x, X, X are as represented in (a)
above.
SOURCE: G. 8. Monga, Mathematics and Statistics for Economics,

Vik as publishing House, PVT Litd., 3" Edition, Pg. 442,

Percentages and Ratios were also used. Percentages are given to “Yes” or

“No” group as the basis of analysis.

Pie-charts are also used in analyzing some of the questions in the

questionnaires, 360° represents the total response population.

Also used, is the Spearman rank-order correlation coefficient, with this

formula;

p=1-638" where d° = Difference in rank squared
N’ -1 N = Sample size
= Rank order correlation coefficient.
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Below are the analyses of each of the questions:

Question A.1: Which category of the following banking institutions do you

belong?
Table 4.2.1
Variable |Respondents| % | Degree
|Commercial 20 40 144
|Merchant 8 16 57.6
|Development 12 24 86.4
CB 10 20 e
Total 50 100 360

culation of De for Pie C

|

Commercial Banks = 20 x 360° = 144°
50

- Merchant Banks = 8 x360°=57.6"
50

- Development Banks = 12 x 360° = 86.4°
50

- NACB = 10x 360" =72°
50



From the above analysis, it shows that the questionnaires were administered with
more emphasis on relativity in terms of the population of commercial_ and merchant
banks vis-a-vis the total population of banks in Nigeria. Also, in terms of
comparison of likes, i.e.. NACB as a development bank with other development

banks.

On this basis commercial banks were given high sample size, while merchant banks
had the lowest figure because they represent the middle of the road practitioners of

the activities of commercial and development banking.

From the above, it shows that the three categories of banking institutions defined

in the sample size were given good representation in sefecting the sample size.

Question A.2: Respondent’s department.
This question was asked to help confirm that respondents were from the relevant

department of the sample size. This also helps to ascertain the reliability of

responses.
Table 4.2.2
Variables Response Relevance | Relevance %
Commercial 20 20 100
‘Merchant 8 8 100
Development 12 12 100
NACB 10 10 100
TOTAL 50 50 100

Source; Fieldwork
The analysis above indicates that all the respondents were from the relevant



department of the samplé size. Hence, their responses are reliable.

4

Question A.3: Does your bank appraise investment loan proposals before

granting approval to loan requests?

Table 4.2.3
Variables Respondeats %
Commercial Merchant Banks | Development NACB
Banks Banks
Yes 100% 100% 106% 100%
No - - - -
Total 100% 100% 100% 100%

Source; Fieldwork

From the above analysis, all the respondents agreed that their banks appraise

investment loan proposals. It can also be concluded that att banks apprase

investment loan proposals.

Question A.4: To grant approval o loan requests, does your bank rely on

feasibility study report submitted by loan applicants without in-house appratsal?

This question was asked to find out whether some banks rely solely on feasibility

study to grant loans. It was also to collaborate question A.3.

Table 4.2.4
Variables Respondents %
Commercial | Merchant Banks | Development NACB
Banks Banks
Yes - - - -
No 100% 100% 100% 100%
Total 100% 100% 100% | 100%

Source: Fieldwork
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None of the banks rely solely on feasibility study to grant approval to loan request.
This further supports the earlier responses in A.3, that all banks conduct in-house

appraisal of loan requests before taking decision on approval or rejection,

Question A.5: How many applications for investment loan do you receive per
quarter?

a. Commercial Banks  Table 4.2 5(a)

Variables X f fx |X-X X- X | rx- XY
Less than 50 50 | 5 250 -35 1203 6016
51 ~100 755 | 8 604 -9 84 675

101~ 150 1255/ 1 | 1255 41 1666 1666
151~ 200 1755/ 1 | 1755 91 8247 8247
Above 200 200 | 1 200 115 |. 13297 13297
Total 16 | 1355 29901 |
_ Zfx
Mean X = Xf
1355
16 =85

Standard deviation & = v Zf(x -X)°

n-1
o = v 29,901
16-1

v 29.901
15

i

447 £ 45
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From the above analysis, commercial banks received between 50-100 applications

for investment loan per quarter. That explains the mean of 85 that falls within the

50 —- 100 class range.

b. Merchant Banks Table 4.2 5(b}

Variables X F fx |X- X (X- XY | £(X- XY
Less than 50 50 5 250 -10 01 457
51 - 100 755 3 2265 16 254 762
101 - 150 1255 0 0 66 4348 0
151 - 200 1755 0 0 1186 13442 0
Above 200 200 0 0 140 19723 0
Total 8 476.5 1219
Mean X=Xfx = 476.5

pa ] 8 =60
Standard deviation & = vV Zf(x- X’
n-1
o= v 1219
8-1
= v 1219
7

Analysis above indicates that merchant hanks received between 50 — 100

investment loan apphications per quarter. This explains the mean of 60 that falls

within the 50 — 100 range.
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¢. Development Banks

Table 4.2.5(c)

Variables X F fx |[X-X X- %) rx- x)°
Less than 50 50 4 200 -35 1246 | 4984

51 — 100 75.5 3 | 2265 -10 96 288
101 - 150 1255 | 2 251 40 1616 | 3232
151 - 200 1755 | 1 | 1755 90 8136 | 8136
Above 200 200 0 0 115 13156 0
Total 10 | 853 16641
Mean X = 3fx = 853

st 10 =85

Standard deviation 8 = v If{x - X’

nl

lhe

From the above analysis, development banks received between 50 — 100

investment loan applications per quarter. That explains the mean of 85 that agrees

with the 50 — 100 range.

d. NACB Tabie 4.2.5(d)

Variables X F fx |X-X (X- XP? |F(X- X)?
Less than 50 50 1 50 -58 3358 3358
51 ~100 75.5 4 302 -32 1053 4212
101 =150 125.5 3 376.5 18 308 924
151 - 200 175.5 2 351 68 4563 9126
Above 200 200 0 0 92 8473 0
Total 10 | 1079.5 17620
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Mean X = Sfx = 1079.5

>f

10

=108

Standard deviation & = Vv If(x - Xy

=4

n-1

Analysis above indicates that NACB received between 101- 150 investment loan

applications per quarter. Hence, the mean of 108 that agrees with the 101- 150

range.

Question A.6: What percent of loan request in A.5 above usually get approved

for funding.

a. Commercial Banks TIable 4.2.6(a)
| Variables X F X |X- X | (X- X fx- X)°
Less than 20 20 0 0 -21 420 0
21-40 30.5 10 305 -10 100 1000
41 - 60 50.5 4 202 10 100 400
61-80 70.5 2 141 30 900 1800
Over 80 80 0 0 40 1560 0
Total 16 648 3200
Mean X = 3fx = 648

>f 16 =41

Standard deviation & = V fx-X¥

n-1

inAd




From the above analysis, between 41 — 60% of applications received per quarter by
commercial banks were usually approved for funding. Hence, the mean of 41%,
which falls within the range of 41 — 60%.

b. Merchant Banks Table 4.2 6(b)

Variables X Folos x| %P - X2
Less than 20 | 20 0 0 26 650 0
21 - 40 305 a4 122 15 225 900
41 — 60 50.5 2 101 5 25 50
61— 80 705 2 141 25 625 1250
Over 80 80 0 0 35 1190 0
Total 8 364 2200
Mean X = Zfx = 364

f 8 =46

Standard deviationd = v Tf(x -XY

n-1

8 =V 2200

8-1

= v 2200
7

=13 ks usually €
e by Merchert 22
> 60% of app\icatmnsr
Petween 4



approval for funding. Hence, the mean of 46, that falls within the range of 41 —

60%.

c. Development

Banks
Table 4.2.6(c)

Variables X F | & |X X | X X X?
Less than 20 20 3 60 -13 178 535
21-40 305 4 122 -3 8 32
41 ~-60 50.5 3 1515 17 294 882
61—80 70.5 0 0 37 1380 0
Qver 80 80 0 0 47 2176 0

Total 10 [ 3335 1450

Mean X = 5fx = 333.5

i 10 =33

Standard deviation & = v If(x - X)?

n-1
5 = v 1450
10-1

= v 1450
9
=13

From the above analysis, between 21 — 40% of applications received by

Development Banks usually get approval for funding. The mean of 33% that falls

“ within the 21 — 40% range explains this.
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d. NACB Bank Table 4.2.6{d

-
Variables X F X IX- X | (X- XY - %)
Less than 20 20 1 20 -23 550 550
21 - 40 305 | 4 122 13 168 671
41 - 60 50.5 3 | 1515 7 50 149
61— 80 70.5 2 141 27 732 1463
Over 80 80 0 0 37 1336 0
Total 10 | 4345 2833
Mean X = Jfx = 434.5
st 10 =43
Standard deviation & = Vv Xf(x - X)’
n-}
& = v 2833
10-1
= /2833
9 =18

From the above analysis, between 41 — 60% of loan applications received by
NACB got approved for funding. The mean of 43 that falls within the 41 — 60%

range explains this.

Question B.1 — B.5:
B.1 Does your bank use Accounting Rate of Return (ARR) to appraise long-term
loans?

B.2 Does your bank use Payback period (PBP) to appraise long-term loans?
B.3 Does your bank use Net Present Value (NPV) to appraise long-term loans?
B.4 Does your bank use Internal Rate of Return (IRR) to appraise long-term loans?

B.S Does your bank use Benefit Cost Ratio (BCR) to appraise long-term loans?
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Table 4.2.7

Commercial | Merchant | Development NACB
Banks Banks Banks
VARIABLE Yes | No | Yes!No | Yes| No Yes | No
B.l: Accounting Rate of g I - 8 - {2 - 10
Returns (ARR) _
B.2: Payback Period 20 - 6 | 2 - 12 - 10
(PBP)
B.3: Net Present Value 20 - 8 - 12 - 10 -
(NPW or NPV)
B.4: Internal Rate of 15 5 3 - 12 - 10 -
Return (IRR})
B.5: Benefit/Cost Ratio 14 6 8 - 112 - 10 -
(BCR) IS SR I AN N S R

Analysis above indicates that only commercial banks use ARR as an appraisal
technique. The PBP method of appraisal is more widely used by commercial and
merchant banks. All the banks use NPV, IRR, BCR. However, the development
banks (NACB inclusive) use NPV, IRR and BCR more frequently than the
commercial and merchant banks. This could be due to the fact that development -
banks’ lending is more usually on long term while the commercial and merchant
banks lend on short-term. It is also observed that commercial and merchant banks
place so much emphasis on profitability while development banks (NACB
inclusive) place much emphasis on economic viability. Even though these two
phrases may have some similarity, they differ in that profitablity as it is measured
py commercial banks may in some cases, not adeguately take care of risk and
uncertainty. However, one may conclude that it is the frequency of use (as regards
the nature of lending) that differs among the banks and not that the commercial

and merchant banks do not use discounted cash flow techniques at all.
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Question B.6: What other factor(s) do you apply to loan appraisal besides
technical (i.e. NPV, IRR, PBP, BCR, etc) criterion?

Tabled28
: Commercial|Merchant| Development
Variables Banks | Banks Banks | NACB | Total

' Character 20.00 8.00 12.00 10.00 | 50 |
_Capacity | 2000 8.00 12.00 10.00 | S0
Collateral 20.00 8.00 12.00 10.00 | S50
Results of Financial report

analysis. | 1200 | 500 800 | 900 | 34
Supply of raw materials 400 | 3.00 10.00 8.00 25
Benefits to the Nation 5.00 2.00 7.00 6.00 | 20
Economic Sector of the project 6.00 | 3.00 5.00 2.00 16

LExperience and management

skill 1800 | 600 | 1000 | 900 | 43 |
Where good outcome was

falsified 2.00 1.00 2.00 - 5
Where control is too difficult t

effect 4.00 2.00 8.00 7.00 21
Where other risks supercede

the good  outcome 5.00 3.00 4.00 6.00 18
Inability to make required

contribution 12.00 5.00 10.00 8.00 3B
Portfolio constraints and amoun

invoived 8.00 7.00 6.00 4.00 25
Unsatisfactory checks 18.00 6.00 12.00 10.00 | 46

All the variables were obtained from the consolidation of factors mentioned by

Respondents. Revelations above show that before granting approval to loan request.

at least 14 qualitative factors, in addition to quantitative appraisal techniques, may be

considered by banks.

Question B.7: Would your bank, on the basis of good outcome of quantitative
appraisal (i.e. NPV, IRR, BCR, PBP, etc.) approve a loan request?
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Commercial | Merchant | Development NACB Total
Banks Banks Banks
s | s || g le| B [B | 8| s
§l 018l 215,818 [.B].58
2 s | & |ed |4 |e ® <
Yes 3 119 0 0 1 10 1 10 9.75
No 13 |81 8 100 9 90 9 90 90.25
Total |16 | 100 8 100 10 | 100 10 100 100

The total responses can be represented as follows on a pie chart
Fig.4.2

Yes:?_.lgx%on =i ™ UBRARY ‘
100 "[ASHM |BRAH
No =90.25 x 360° = 325" .

100

From the above analysis, one may conclude that good outcome of technical
appraisal does not necessarily mean that a loan will be granted. This point may be
important to applicants who while presenting application for loan ignore to take a
critical look at some other factors.
Also, this point should make credit or investment appraisal officers to always look
deep and wide into all factors that may be directly and indirectly relevant to the

success or failure of a project. Officers should not just be guided by quantitative
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methods a lone, a lot of attention should be given to qualitative methods too.

Question C.1 Do you understand the meaning of the following risk and uncertainty

adjustment techniques?

Table 42,10 _
= " §
2 g aa)
Variable & E g —é E—‘;é 3
E aa} S m e Z
o = >
© 0
Yes | No | Yes | No | Yes | No | Yes | No
(%) ) (%) [ (%) | (%) | Ca) | (%) | (%)
a. Risk-Adjusted Discount Rate 50 50 op 10! 100 | - 100 -
| (RADR}
b. Risk-Adjusted Payback 70 0 | 100 | - 100 | - 70 20
Period (RPP) |
¢. Certainty Equivalent (CE) 40 | 60 | 75 1251 100} - | 100 -
d. Sensitivity Analysis (SA) g0 |10 [ wo | - [1wo| -] 8 | 2
e. Break-Even Analysis (BEA) 100 - 100 | - [ 100 | - | 100 | -

From the above tabulation one may be able to conclude that the respondents in the

Merchant and Development Banks, and NACB understand the techniques listed in (a) - (b) of

question C.1. This is because not less than 50% of the respondents responded with

yEeSs.

In the case of Commercial bank respondents, one may also conclude that they

understand what a, b, d and e means. However, the commercial bank respondents

seem not to understand what “c” means.
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Question C.2 Mark the method(s) used by your bank to adjust for risk and

uncertainty in project appraisal

Table 4.2.11
= = |5
2 £ 1]
Variable e g E Sg Q
S > D
© a)
Yes | No | Yes | No [ Yes | No [ Yes | No
a. Risk-Adjusted Discount Rate | 14 6 [ - 12 - 10 -
(RADR)
b. Risk-Adjusted Payback 18 2 - 8 - 12 |- 10
Period (RPP)
¢. Certainty Equivalent (CE) 6 14 |- 8 7 5 10 |-
d. Sensitivity Analysis (SA) 10 10 |8 - 12 §- - 10
| ©. Break-Even Analysis (BEA) |20 |- 8 - 12 |- - 10

*Yes + No = Sample size. Therefore, if you are not saying yes. it is assumed you

are saying No.

Analysis above shows that all the banks except NACB use sensitivity analysis to

adjust for risk and uncertainty in appraising loan projects. Instead, NACB uses Risk-

Adjusted-Discount-Rate and Certainty-Equivalent. Only commercial banks use Risk-

Adjusted-Payback-Period. Again, only NACB does not use Break-Even Analysis,

while commercial, merchant and development banks use it.

Since what we are trying to achieve is a comparison of the practices in the banking

system with the practices in NACB, the appropriate test will be based upon the

difference in the proportions of two related samples.
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Question C.3: Is your bank currently experiencing shortage of loanable fund?

®

4.2.

Response
% Total
Variables | Commercial| Merchant Development? %
Banks Banks Banks NACB |Average
Yes 18.75 50 100 80 62.2
No 81.25 50 - 20 37.8
Total 100 100 100 100 100

This can be graphically represented as follows:

Fig. 4.3

Analysis above indicates that between 1996 and 1999 development banks in Nigeria
badly experienced shortage of loan-able funds. Also, merchant banks appeared not to
be comfortable too, even though their situation was not as bad as those of

development banks. Commercial banks may be considered as not having problems
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with loan-able funds.

Findings above explain why most of the merchant banks were clamoring for
universal banking so that they may be able to take deposits from the public like their
commercial bank counterparts.

Question C.4: Does your bank use temporary sectoral blacklisting (i.e. Management

decides that within a particular period no loan should be given to particular

sector(s))?
Table 4.2.13
Respondents % Total
Variables |Commerciall Merchant | Development %

Banks Banks Banks _ |INACB|Average |

Yes 75 100 80 90 86.3

No 25 0 20 10 13.8

Total 100 100 100 100 100

From the above analysis, one could conclude that all banks used temporary
sectoral blacklisting to avoid funding some high-risk-sector projects. This finding

7012

can be presented pictorially as follows. - ‘ 7
]

cB MB DB NACE Average
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Question C.5: Do you understand what capital rationing is all about?

i 7 4214
Respondents % Total
Variables; Commercial Merchant Development %
Banks Banks Banks NACB Average
Yes 62.5 62.5 100 40 66
No 375 37.5 0 60 34
Total 100 100 100 100 100
Fig.4.5

CB MB DEe NACE Average

Analysis above shows that there is the awareness on what capital rationing is all

about. However, this awareness is higher among development bankers.

Question C.6: Does your bank use capital rationing as a basis for granting approval

to loan requests?

Table 4.2.15
Respondents % Total
’Variables Commercial Merchant Development Y%
Banks Banks Banks NACB Average |
Yes 46.67 375 20 25 32
No 53.33 62.5 80 75 68
Total 100 100 100 100 100
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From the above the above analysis one may conclude that capital rationing is not
widely used by bankers in Nigeria. However, | wish to express my doubt on whether
itis in use at all in Nigeria. This doubt is based on the fact that discussions with some
of the respondents revealed that what some of them called capital rationing is far
from it. What some called capital rationing is just the normal selection criteria

without the application of the principles of capital rationing.

Question C.7: If C.6 is no, give reasons why capital rationing is not used by your
Bank
Very few people responded to this question. Below are some of the statements of the
few respondents:
I. Because it does not consider other risks.

2. Idon't know why we don't use it.
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3. M does not provide for desired sectoral spread.
4. We must give support to deserving clients.
5. We are not experiencing shortage of funds.

6. Each project is approved on its own merit.

From the above, reasons 3.2 and 6 in that order were considered the three highest
reasons for why capital rationing is not commonly used by banks in Nigeria.
While reasons 2 & 5 may be tenable, | would like to disagree that capital rationing
if applied to decision-making process will not permit the attainment of all the other
reasons. It is possible to use capital rationing and still achieve:

® Desired sectoral spread

e Support deserving clients

* Approve projects on merit

¢ (Consider other risks

Question D.1: (For NACB enly): Provide the NPV and the IRR of 5 projects

that were formulated and appraised some years ago.

No respondent was interested in answering this question. However, | was able to

lay my hands on some “Projects Management Papers™ of NACB from which 1

extracted the information that could be used for the purpose of this research.

117



Table 4.2.16{a)

B VARIABLES
ILRR Average NPV

15 - 20% 162,736
20.01 - 25% 635,457
25.01 - 30% 1,246,657
30.01 - 35% 894,512
35.01 - 40% 759,737
40.01 - 45% 321,428
45.01 - 50% 441 007
Above 50% 2,158 452

TOTAL

Analysis below shows that if .R.R is to be the basis for selecting projects for

approval, the projects will be considered in the following ranking order:

Table 4.2.16 (b)
VARIABLES
LR.R Average NPV
Above 50% 2,158,452
45.01 - 50% 441,007
40.01 - 45% 321,428
35.01 - 40% 759,737
30.01 - 35% 894,512
25.01 - 30% 1,246,657
20.01 - 25% 635,457
15 - 20% 162,736
TOTAL

Also, if the NPV is the basis for selecting projects for approval, the projects will be

" considered in the following ranking order:
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Table 4.2.16 {c}

VARIABLES
LR.R Average NPV

Above 50% 2,158,452
25.01 - 30% 1,246,657
30.01 - 35% 894,512
35.01 - 40% 759,737
20.01 - 25% 635,457
45.01 - 50% 441,007
4(.01 - 45% 321,428

15 - 20% 162,736

TOTAL

To test for the relationship between I.R.R and NPV, a computation of the rank-order

co-efficient of correlation will be used.

Table 4.2.16 (d)
VARIABLES RANKING DIFFERENCE IN
RANK - (D) D?
IR.R Average NPV | IRR NPV (+) )
Above 50% | 2,158,452 1 1 - - -
25.01-30% | 1,246,657 2 6 - 4 16
30.01-35% | 894,512 3 7 - 4 16
35.01 - 40% 759,737 4 4 - -
20.01-25% | 635457 5 3 2 - 4
45.01-50% | 441,007 8 2 4 - 16
40.01 - 45% 321,428 7 5 2 - 4
15— 20% 162,736 8 8 - - -
TOTAL 8 8 56

Spearman Rank-order Correlation Coefficient =

Y- = 6%d’

Iy

|

] -
N°-N

H
—
1
= [
L
IR
[ -]

L |l
_Jl_._l
[N =t
o0

= 1 - 0.667
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4.3

Yy = 0.333
Analysis above shows that a significant relationship does not exist between IRR and

NPV.

TESTING OF HYPOTHESES AND INTERPRETATION
The null and alternative hypotheses will be tested in order to ascertain their validity.
Both the percentage (%) method and the two-tailed tests (at 5% level of significance

or 95% confidence) will be used.

“For the percentage method, the decision rule is to accept the Null hypothesis if the
percentage calculated is higher than that of the Alternative hypothesis, and to reject
the Null hypothesis if the percentage calculated is lower than that of the Alternative

hypothesis.

In the case of the two-tailed tests, the hypothesis will be accepted or rejected at a 5%
level of significance under the following conditions:
¢ Reject Hoif Z>+1.96
orifZ<-1.96

Otherwise do not reject Ho

o AcceptH, if Z <+ 1.96

orif Z> - 1.96
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The critical values of Z for the two-tailed tests of 5% level of significance is + 1.96.
Therefore, the set of Z scores inside the range — 1.96 to 1.96 constitutes the region of

acceptance.

Source: Murray R. Spiegel. Schaum’s outline series, McGraw Hill Book Co. 17

Edition. Pg.167.

Fig.4.3.1

Critical | Critical

Region Region
Z=-1.96 Z=1.96

For the purpose of testing the hypotheses for the mean (sample one), the following

formula will be applied:

Where z = Statistical scores
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X = Sample mean
it = Population mean
0 = Standard deviation

n = Sample size or number of observation.

Also used is the test based upon the difference in the proportions of two related

samples. This test has been developed by McNemar . The formula is as follows:

WithP =X, + X,

n +m
PS| =X.l
nl
PS: zx_g
(3

Where Ps; = Sample proportion in population 1
Ps; = Sampie proportion in population 2
X = Number of successes in sample 1
X2 = Number of successes in sample 2
m = Sample size for population 1
- 1y = Sample size for population 2

p = Pooled estimate of the population proportion.
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In the case of the two-tailed tests, the hypothesis will be accepted or rejected at a 5%
level of significance under the following conditions:
¢ Reject Hoif Z > +1.96
orif Z<-196
Other@ise do not reject Ho
e Accept H ifZ<+ 196

orif 7> - 1.96

The critical values of Z for the two-tailed tests of 5% level of significance is + 1.96.

Therefore, the set of Z scores inside the range — 1.96 to 1.96 constitutes the region of

Crorii 1BRAIM LlBRAR‘Li
e

Also, the nonparametric method of hypotheses testing is made use of “Non-parametric

test procedures may be broadly thought of as either:

(1)  Those whose test statistic does not depend upon the form of the underlying
population distribution from which the sample data were drawn;

(2)  Those which are not concerned with the parameters of a population; or

{3)  Those for which the data are of “insufficient strength™ to warrant meaningful

arithmetic operators”.
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Some of its advantages are:

(i) Non-parametric methods may be used all types of qualitative data, data
in rank form as well as data that have been measured more precisely
(interval or ratio scaling).

(i)  Easy ta apply and quick to complete when the sample sizes are small.

(iii) It makes fewer, less stringent assumptions than do the classical
procedures.

{iv} It permits the sohition of problems that do not involve the testing of

popuiation parameters.

For this research work, the spearman Rank-Order Correlation Coeflicient (usually
designated as Rho) is used. It should be emphasized that Rho is being used as a
measure of correlation in this problem because there is interest in the degree of

relationship between sets of ranked data.

The formula 33 for Rho is
P=1-65d
N —1
Where d* = Difference in rank raised to power two
N = Sample size.
The significance of Rho may be determined by computing student’s t. In this

regard, the sampling distribution of Rho follows the “t™ distribution N-2 degrees of
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freedom. The computed vale of “t” is found by:
t=p VN2
[ —p® with N-2 degrees of freedom.
The decision rule, using student’s “t” calls for accepting Ho if the computed value oft
is less than the critical value at 5% level of significance. Otherwise Ho should be

rejected.

Before we go ahead to test the hypothesis formulated for this research it is important
to state as follows:

Question A.2 Shows that respondents to the research questionnaires were from the
relevant department of the sample size. This also helps to confirm the reliability of

FESPONSES.

Question A.3 Indicates that banks carry out appraisal before granting approval to

long-term Joan requests.

Question A.4 Shows that banks don’t rely solely on feasibility reports submitted to
them by applicants for loan. It also shows that banks conduct in-house appraisal

before granting approval to long-term loan requests.

Questions A.5 and A.6: Analysis below shows that only about 50% of applications
for long-term loans get approved. This also shows that during appraisal, about 50% of
the applications received fall by the way side as a result of applicants’ inability to meet

banks’ lending requirements.
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Table 4.3.1

Commercial | Merchant | Development | NACB | Total
Variables Banks Banks Banks
Applications
Received 85 60 85 108 338
Applications
Approved 41 46 33 43 163
[ Approval (%) 48% 7% 39% 40% 48%
HYPOTHESIS ONE
NULL {Ho) ALTERNATIVE (H,)

That the discounted cash flow (DCF)
techniques of appraisal are the most ideal

and commonly used techniques by banks

That the discounted cash flow {(DCF)
techniques of appraisal are not the most

ideal and commonly used techniques by

in Nigeria. banks in Nigeria.
Questions B.1 - B.5:
Table4.3.2 (a
Commercial | Merchant | Development | NACB |
Banks Banks Banks

VARIABLE Yes | No | Yes | No | Yes No Yes | No
Accounting Rate of 9 11 - | 8 - 12 - 10
Returns {ARR)
Payback Period (PBP) 20 - 6 2 - i2 - 10
Net Present Value (NPW 20 - 8 - (12 - 10 -
or NPV)
Internal Rate of Return 15 5 8 - 12 - 10 -
(IRR)
Benefit/Cost Ratio (BCR) 14 6 T 8 - 1120 - 10 -
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Summarized Average

Table 4.3.2 (b}
VARIABLE | Yes [Na_ T Yes [ No
Accounting Rate of Returns (ARR) 9 |4 35 65
Payback Period (PBP) 26 |24
Net Present Value (NPW or NPV} 50
Internal Rate of Return (IRR) 45 |5 139 H
Benefit/Cost Ratio (BCR) 44 |6

Bearing in mind that NPV IRR and BCR are the DCF methods of project appraisal,
the two-tailed test will be used to test hypothesis ope. The following result will assist

us to come up with a conclusion:

_Ps; - Ps»
z =/ 1 1

VP (-P)(m+ m)

WithP =X, + X,

m+tm
Psy =Xy
L]
Ps; =_X,g
m

Where Ps; = 65 + 100

Ps; =139 + 150
Xi= 65
X;= 139
m = 100
m= 130
P = XX 65 + 139
fy+ 1y = 100 + 150
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P o= 08

0.65 - 0.927
z = / 11
v 0.832 (1-0.832) (100 + 150)

-0.277
=  ~ 0.1398 (0.0167)

0277
0.0483

Z = =573

=5.73 < - 1.96

Since Z has fallen outside the acceptance regior, the null hypothesis is rejected while
the alternative hypothesis is accepted. This means that the discounted cash flow
(DCF) techniques of appraisal are not the most ideal and commonly used techniques

by barnks in Nigeria.

HYPOTHESIS TWO
NULL (Ho} ALTERNATIVE (H))
That the discounted cash flow (DCF) That the discounted cash flow (DCF)
techniques of appraisal are the most ideal techniques of appraisal are not the most
and commonly used techniques by ideal and commonly used techniques by

development banks in Nigeria. development banks in Nigena.
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The defunct NACB was also a development bank hence it is herein treated along with

the development banks in testing hypothesis two as follows:

Table 4.3.3
| Development | NACB
Banks .
" VARIABLE Yes No | Yes | No
Net Present Value (NPW or NPV) 12 - 10 -
Internal Rate of Return (IRR) 12 - 10 -
| Benefit/Cost Ratio (BCR) 12 | - 10 -

From the above tabulation it is clear that the null hypothesis should be accepted
because 100% of the response disclosed that the DCF appraisal techniques arc used in
their banks (Development Banks). The alternative hypothesis should therefore be

rejected.

- 477012

It could therefore be concluded that the discounted cash flow (DCF) techniques of
appraisal are the most ideal and commonly used techniques by development banks in

Nigeria.

HYPOTHESIS THREE
NULL (Ho) Alternative (H,)
That both the NPV and the IRR always That both the NPV and the IRR do not
give the same accept/reject advice when  give the same accept/reject advice when
it is not necessary to rank projects for it is not necessary to rank projects for

consideration. considerations.
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Question D.1

Table4.3.4
__ VARIABLES RANKING DIFFERENCE IN
_RANK- (D) |D?
LR.R Average NPV | NPV IRR +) ()

Above 50% | 2,158,452 1 1 . - ]-
25.01-30% | 1,246,657 2 6 - 4 |16
30.01-35% 894,512 3 5 - 2 |4
35.01-40% 759,737 4 4 : = |-
20.01 - 25% 635,457 5 7 . 2 |4
45.01 - 50% 441,007 6 2 4 - |18
40.01 - 45% 321,428 7 3 4 - |18
 15-20% 162,736 8 8 I e
TOTAL 8 8 |56

Using the Spearman Rank-order Correlation Coefficient to test our hypothesis. we

use the following formula.

Spearman Rank-order Correlation Coefficient =

L = 1 - 6xd
N’ -N
= 1 B 6(56)
¥=i
s 1 - 336
5128
= 1 - 0.667
o = 0333

Analysis above shows that a significant relationship does not exist between IRR and

NPV.
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The decision rule, using student’s “(” calls for accepting Ho if the computed value of
i, is less than the critical value at 5% level of significance. Otherwise 1o should be
rejected. Thus the null and alternative hypothesis could be tested with the following

test statistics:-

- 1=0333 [ -0.333° With n-2 degree of freedom

= 0.333 V 6.75

= 0.333 x 2.5978

e c—

= 0.8651 , KASHIM iBRAH:M LIBRAR T 3
¢

U= +0.8651

With 0.05 level of significance, the decision rule states that if the computed t falls in
the area between + 2.447, the null hypothesis will be accepted. To locate the critical
value of =+ 2.447, refer to critical value of t and n-2 or 8-2 = 6 df. Shown

%chcmatically“ -

Fig4.3.2

AREA OF Af

'CEPTANCE

7 —-2.447 0 7 =+2447
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t=+0.8651 < 2.447 but falls within the acceptance region: therefore accept the Null
hvpothesis since the test statistics has not fallen into the rejection area. The alternative

hypothesis is therefore rejected.

The conclusion could therefore be drawn that both the NPV and the IRR always give

the same advice when it is not necessary to rank projects for approval decisions.

HYPOTHESIS FOUR
NULL (Ho) Alternative (H;)

That both the NPV and the IRR always That both the NPV and the IRR do not

give the same advice when it is always give the same advice when it is
necessary to rank projects for necessary to rank projects for
consideration. considerations.

This point would be more appreciated in a situation where the bank has insufficient
fund to finance all the projects listed for consideration. In such a situation, supposing
the maximum loan-able fund available to the bank is N 5.1million and the bank

decided to use capital rationing as the basis for selecting and funding projects.

Using L.LR.R as the basis for capital rationing and assuming that the bank has only
N 5,100,000 to lend. Also, using the respective NPV value as assumed loan

request and that no project with IRR of less than 25% will be funded. It means
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only five projects will be approved as follows:

Table 4.3.5 (a)
~ VARIABLES Available
] funds
LRR _Average NPV |Ranking Balance
Above 50% 2,158,452 1 2,941,548
45.01 - 50% 441,007 2 2,500,541
40.01 - 45% 321,428 3 2,179,113
35.01 - 40% 759,737 “ 1,419,376
30.01 - 35% 894,512 5 524 864"
25.01 - 30% 1,246,657
20.01 - 25% 635,457
15 - 20% 162,736 -
TOTAL

* This is insufficient to fund the next projecl._

Also, if the NPV is the basis for selecting projects for approval. only 4 projects would

have been considered in the ranking order shown below:

Table 4.3.5 (b)
VARIABLES Available
Funds
Average
I.LRR NPV |Ranking Balance
Above 50% | 2,158,452 1 2,941,548
25.01 - 30% | 1,246,657 2 1,694,891
30.01-35% | 894,512 3 800,379
35.01-40% | 759,737 - 40,642
20.01 - 25% | 635,457
45.01-50% | 441,007
0.01-45% | 321,428
15 -20% 162,736 B}
TOTAL
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To test hypothesis four the out comes of the IRR and NPV decisions are

consolidated as follows:

— — __ Tabled35(q)
VARIABLES RANKING|DIFFERENCE IN

b RANK-(D)  |D?

__IRR | Average NPV | IRR| NPV | (%) () | |
Above 50% 2,158,452 | 1 1 - -
45.01 - 50% 441007 | 2 - 2 - 4
40.01 - 45% 321,428 | 3 - 3 - 9
35.01 - 40% 759,737 | 4 4 5 .
30.01 - 35% 894512 | 5 3 2 - 4
25.01 - 30% 1,246,657 | - 2 - 2 |4
20.01 - 25% 635,457 | - - - - -
15 -20% 162,736 | - - g . s
TOTAL - ‘ B 7 [ 2 |21

Using the Spearman Rank-order Correlation Coeflicient to test our hypothesis, we
have the following formula.

Spearman Rank-order Correlation Coefficient =

A = 1 -6
N’-N
- 1 - 6(21)
$-8
= 1 - 126
512-8
1 : 0.25
P = 0.75

The decision rule, using student’s “1™ calls for accepting Ho if the computed value of
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t, is less than the critical value at 5% level of significance. Otherwise Ho shouid

be rejected.’ Thus the null and alternative hypothesis could be tested with the

following test statistics:-

N-2

Ry

82

- t=0.75 1-0.752

= 0.75 v 13.7143
= 0.75 x 3.70

= 27775

Tt o= +2.7775

With n-2 degree of freedom

With the 0.05 level of significance, the decision rule states that if the computed t falls

in the area between + 2.447, the null hypothesis will be accepted. To locate the critical

value of + 2.447, refer to critical value of t and n-2 or 8-2 = 6 df. Shown

schematicallyg :-
Fig.4.3.3
AREA OF ACCEPTANCE
P ——
7 =-2447 0 Z =+ 2.447



t =+ 2.7775 > 2.447; therelore reject the Null hypothesis since the test statistics has

fallen into the rejection area. The alternative hypothesis is therefore accepted.

The conclusion could therefore be drawn that both the NPV and the IRR will not
always give the same advice when it is necessary to rank projects for approval

decisions.

HYPOTHESIS FIVE

NULL ( Ho) Alternative ( H; )
That most problems. such as how to handle That most problems such as risk and

project risk and uncertainty are reasonably uncertainty are not reasonably taken care of
taken care of through risk and uncertainty through risk and uncertainty adjustment

adjustment techniques by banks in Nigeria.  techniques by banks in Nigeria.

Below is the analysis of the responses given by the respondents to questions.

Question C.1
. _ Tabled.3.6
[ &
E = 5
_ 2 E = @
Variable E g o -E g"g <
M S M o2 Z
3 x X
I Yes | No | Yes [ No | Yes | No | Yes [ No
L : ) (%) [ (%) [ (%) [ (%) | (%) | (%) | (%)
a. Risk-Adjusted Discount Rate 50 50 90 10 | 100 - 100 -
(RADR)
b. Risk-Adjusted Payback 70 30 100 - 100 - 70 30
Period (RPP) N [
c. Certainty Equivalent (CE) 40 | 60 | 75 |25 100 | - | 100 | - |
d. Sensitivity Analysis (SA) 90 10 | 100 | - | 100 | - 80 | 20
e. Break-Even Analysis (BEA) 100 | - 100 | - | 100 | - | 100 | -
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From the above tabulation one may be able to conclude that the respondents in the
Merchant and Development Banks, and NACB understand the techniques listed in (a)

—{b) of question C. 1. This is because not less than 50% of the respondents responded

with yes.

In the case of Commercial bank respondents one may also conclude that they

understand what a, b, d and e means. However, the commercial bank respondent

L1

seems not to understand what “c” means.

Question C.2

Table 4.3.7
H o |5
2 en
Variable - § £ Q
o = >
o o
Yes | No | Yes | No { Yes | No | Yes | No
a. Risk-Adjusted Discount Rate { 14 6 8 - [z |- 10 -
(RADR)
b. Risk-Adjusted Payback 18 2 - 8 - 12 - 10
Period (RPP)
c. Certainty Equivalent (CE) 6 14 |- 8 7 5 10 |-
d. Sensitivity Analysis (SA) 10 10 18 - 12 |- - 10
e. Break-Even Analysis (BEA) |20 | - 8 - 12 |- - 10

*Yes + No = Sample size. Therefore, if you are not saying ves, it is assumed you are saying No.

Analysis above shows that all the banks except NACB use sensitivity analysis to

adjust for risk and uncertainty in appraising loan projects. Instead, NACB uses Risk-

Adjusted-Discount-Rate énd Certainty-Equivalent. Only commercial banks use Risk-

Adjustéd-Payback-Period. Again, only NACB does not use Break-Even Analysis,
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while commercial, merchant and development banks use it.

Since what we are trying to achieve is a comparison of the practices in the banking
system with the practices in NACB, the appropriate test will be based upon the

difference in the proportions of two related samples. The test as developed by

McNemar has the following formula:

Ps; - Ps;

7,_;/ 1 4+ 1
PA-P) (n )
J ) l) ("2

To get the input for the above formula we must have to use the averages of the

sample data for all the other banks separately and that of NACB separately also.

Below are the averages of the sample sizes:
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Table4.3.8
Average for
Commercial, Merchant
& Development Banks NACB
VARIABLES Yes No Yes No
' a. Risk-Adjusted Discount Rate (RADR) 34 6 10 | -
b. Risk-Adjusted Payback Period (RPP) 18 22 - 110
c. Certainty Equivalent (CE) 13 27 10 -
d. Sensitivity Analysis (SA) 30 10 - 10
e. Break-Even Analysis (BEA) 40 - - 10 |
“ Summarized Averages 27 | 13 1 4 | 6




To test Hypothesis Five using the above formula, the summarized averages can be

represented as follows:

Summarized Averages of Question C.2: YES NGO Total
Commercial, Merchant & Development Banks 27 13 40
NACB - 6 10
i Bl I_’_S_;
Z = / + 1
f P(-P) (n ) (n)
v 1 2
N 27 + 4
P = 40 + 10
= 31
50
P = 0.62
Ps, - 27
40
= 0.675
Ps; - 4
10 = 0.4
0.675 - 04

o | 1
zZ = \/0.62(1—0.62)(40 ) + (10)

- 0.275
= vV 0.62x0.038x 0.125

= 0.275
0.172

139



= 1.6

Z =16 <196

Therefore the null hypothesis will be accepted since the test statistic has not fallen into

the rejection region. The alternative hypothesis is therefore rejected.

This therefore confirms that most problems, such as how to handle project risk and

uncertainty are reasonably taken care of through risk and uncertainty adjustment

techniques by banks in Nigeria.

HYPOTHESIS SIX

NULL ( Ho)

That most problems, such as how to
handle project risk and uncertainty
were adequately taken care of through

risk and uncertainty adjustment

—
-

[ERET

Alternative ( H,

That most problems, such as how to handle
project risk and uncertainty were not
adequately taken care of through risk and

uncertainty adjustment techniques by NACB.

techniques by NACB.
l'able 4.3.9
_NACB
VARIABLES B Yes | No
a. Risk-Adjusted Discount Rate (RADR) 10 -
b. Risk-Adjusted Payback Period (RPP) - [ 10 |
c. Certainty Equivalent (CE) 10 | -
d. Sensitivity Analysis (SA) - [0
e. Break-Even Analysis (BEA) - 10*_|
‘ Summanzed Averages | 4 6

. Rcwmm as regards the use 6fsef15itivi!y analysis and break-cven analysis
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Using percentage method to test hypothesis six where 7 > 50% represents adequacy
or acceptance of null hypothesis. On the other hand where 7 < 50%, reject null

hypothesis.

Yes x 100
/. = sample size

Z = 20 x 100

50
7 = 4%
40% < 50%

Only 40% agreed that the variables were used by NACB. Since 40% < 50% the null

hypothesis should be rejected, while the alternative hypothesis is accepted.

Having accepted null hypothesis five, one wonders why NACB does not use
Sensitivity Analysis and Break-even Analysis in adjusting for risk and uncertainty
when appraising loan projects. The question becomes relevant because of the

importance of these two techniques in project formulation and analysis.

The rationale for NACB ignoring these techniques is questionable, particularly when it
is discovered that banks that engage in long-term projects similar to those of NACB

use these two techniques in addition to those used by NACB when appraising

loan projects.
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Bearing in mind the importance and relevance of Sensitivity Analysis and Break-even
Analysis one may be right to conclude that most problems, such as how to handle

project risk and uncertainty are not adequately taken care of by NACB.

HYPOTHESIS SEVEN
NULL (Ho) ALTERNATIVE (H,)
That good quantitative appraisal (ie. DCF That good quantitative appraisal (i.c. DCF

techniques, PBP. ARR, etc) report would techniques, PBP, ARR, etc) report would not

always lead to approval of loan request. always lead to approval of loan request.
Question B.7
Table43.10
Commercial | Merchant | Development NACB Total
| Variables ~ Banks Banks Banks B | Average |
b 2| 2 2 2 2| 2 b1
2 |ed |2 |2d|d |22 |d |2 |2 |22
Yes 3 19 | 0 0 I 10 1 10 5 11.36
No 13 81 8 [ 100 | 9 9% | 9| 9 39 | 88.64
Total 16 | 100 | 8 | 100 | 10 | 100 | 10 | 100 | 44 100 |

An interpretation of the above analysis shows that 88.64% of the respondents
-states that good quantitative appraisal report would not always lead to approval of
loan request. Only 11.36% states that good quantitative appraisal report would

always lead to approval of loan request.
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Based on the above interpretation the alternative hypothesis should be accepted

while the null hypothesis is rejected.

In conclusion good quantitative appraisal report would not always lead to approval

of loan request.

To further collaborate the conclusion above, responses to question B.6 shows that

other qualitative appraisal methods are considered before granting approval to a

loan request.
-
These qualitative factors are as follows: J— aRAHIM Libst
\ CAGHIM
Question B.6 -
Table 4.3.11
FREQUENCY Yo
OUT OF 50 RESPONSE
S/N | SUMMARIZED QUALITATIVE FACTORS | RESPONDENTS
]

1 Character 50 100

2 Capacity 50 100

3 Collateral 50 100 _

4 Unsatisfactory checks 46 92

5 [nability to meet required contribution 35 70

6 Result of financial report analysis 34 68
(7 Portfolio Constraints and the amount involved 25 50

8 Experience and management skill 43 86

9 Supply of raw materiais 25 50

10 | Benefit(s) to the nation 20 40

11 | Where other risks supercede the good outcome 18 36

12 | Where project control is difficuit to effect 21 42

13 | Economic sector of the project 16 32

14 | Where good outcome was falsified 5 10

Revelations above show that before granting approval to loan request, at least 14
qualitative factors, in addition to quantitative appraisal techniques, may be considered

by banks,
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HYPOTHESIS EIGHT

NULL (Hgp) ALTERNATIVE (H,)
That dearth of loan able funds was a common That dearth of loan able funds was not a

problem of development banks in the late common problem of development banks in

1990s. the late 1990s
Question C.3
e Tableddd2()
Response
B % —— Total
Variables | Commercial | Merchant |Development %

Banks Banks Banks NACB |Average

_Yes 18.75 50 | 100 80 | 634
No 81.25 50 - 20 | 366
' Total | 100 | 100 | 100 | 100 | 100

From the above table. responses from Development banks and NACB will be

consolidated and used to test hypothesis seven. The result of the consolidation is as

stated below:
_Table4.3.12 (b)
Development
Banks NACB Average
'Variables |Response (%) | Response (%) | Response (%)
| Yes 100 80 90 )
No - 20 10
| Total 100 | 100 | 100 |

Analysis above shows that 90% of the respondents agreed that development banks
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(NACB inclusive) experienced dearth of loan able funds in the late 1990s, while just

10% disagreed.

Using simple percentage method to test hypothesis seven. Since 90% of the
respondent agreed that their banks experienced shortage of loan able funds. the null

hypothesis should be upheld while the alternative hypothesis is rejected.

Therefore. it can be concluded that development banks (NACB inclusive) experienced

shortage of loan able funds in the late 1990s.

In fact, verbal discussions with the staff of these banks revealed that there was a
significant drop in their level of operations. Particularly, large scale project funding
was either completely grounded or almost grounded in some cases for a period of

almost 4years (i.e., 1995 — 1999).

From the paragraph immediately above, one may aiso conclude that poor loan
recovery (from debtors) and excessive burden of debt servicing (to creditors) were
responsible for dearth of loan able funds that development banks (particularly. NACB,
NIDB. NBCI, NEXIM and NERFUND) in Nigeria experienced in the 1990s. This is
because the shortage of fund experienced by these banks was not that of insufficient
fund to meet all the demand for large-scale loans. But the problem was that request
for loans could not be granted at all. Hence, normal operations were at a standstill

because of a mismatch in their sources and application of funds.
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The big question now is. “Was appraisal inadequacies responsible for the failure
of development banks in Nigeria or bad loan management™. Bad loan
management includes poor fund flow and foreign exchange management. and bad
portfolio management characterized by lack of proper diversification. This should be a

topic for further research as to the cause of failure of development banking in Nigeria.

HYPOTHESIS NINE

x’hr\“
NULL (Ho) ALTERNATIVE (Hy)
That capital rationing was widely used by That capital rationing was not widely used by

Nigerian banks to handle the problem of Nigerian banks to handle the problem of

shortage of loan-able funds. shortage of loan-able funds.

Table4.3.13
B Respondents % -

Variables | Commercial Merchant Development

| Banks Banks | Banks NACB

| Yoo | @By ) W5 20 4 25

No 53.33 62.5 80 | 75
| Total 100 100 100 100 |

Using the simple percentage to test our hypothesis and taking the total percentage
average of responses, 32% of the respondents claimed that capital rationing was used

as basis for granting approval to loan request by their banks. On the other hand 68%

146



claimed that their banks did not use capital rationing for granting approval to loan

requests when faced with the problem of shortage of Joan-able funds.

The alternative hypothesis should be accepted and the null hypothesis rejected since
only 32% spoke in favour of the null hypothesis while 62% spoke in favour the

alternative hypothesis.

It could be concluded that capital rationing was not widely used by Nigerian banks to

handle the problem of shortage of loan-able funds.

Question C.7 reveals reasons for respondents” banks not using capital rationing to
grant approval to loan request when faced with the problem of shortage of loan-able

funds. Below are comments of respondents that were rationalized:

1. Because it capital rationing does not consider other risks.

2. 1do not know why we don’t use it.

3. Capital rationing does not provide for desired sectoral spread.
4. We must give support to deserving clients.

5. We are not experiencing shortage of fund.

6. Each project is approved on its own merit.

e Responses 2 and 5 - Appeared to be tenable while the remaining reasons show

that the respondents or their respective banks simply do not understand how
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pS
Question C.4: See response summary below: \‘\L

to apply capital rationing to their selection process.

Reason 1 — This do not hold because capital rationing is usually considered
along with risk and uncertainty adjustment.

Reason 3 — This also does not hold because within each portfolio constraints
or sectoral funding arrangements; capital rationing is still feasible as long as
availability of fund and specific benchmarks are the critical factors for
determining who qualifies for loan.

Reasons 4 and 6 — These reasons pre-supposes that standards are
compromised when using capital rationing. On the contrary capital rationing
(where it is strictly applied) works with uncompromising merit and against
sentiments. This is because selected projects are considered on the basis of
their ranking above those not considered or those deferred. Selection is also
from the pool of those that have scaled through appraisal and risk!uncertann"':{

YAt ue

adjustment processes.

Table4.3.14
Respondents % | Total
Variables | Commercial Merchant Development %
Banks Banks Banks NACB | Average
Yes 75% 100% £0% 90% | 78.75%
No 25% 50% 10% | 21.25%
Total 100 100 100 100 100

Findings above show that Nigerian banks, for one reason or the other, instead of using

capital rationing use temporary blacklisting (i.e. management decides that within a

particular period no loan should be given to a particular sector or activity).
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CHAPTER FIVE

SUMMARY OF FINDINGS, RECOMMENDATION AND CONCLUSION

5.1 SUMMARY OF FINDINGS

This research work is divided into five chapters, chapter one is the introduction to the
study and it provides a solid and informative insight to the research background. that
is the Nigerian financial system, the defunct Nigerian Agricultural and Co-operative
Bank, and the basic appraisal and risk/uncertainty adjustment techniques. Chapter two
is about review of previous works of different authors and other ancillary topics.
Chapter three describes the research design and therefore identifies data collection
methods, research instruments and the selection of sample size. It also highlights the
nature of ficld works and challenges encountered during data collection. Chapter four
deal with summary of data. data analysis and test of hypotheses. Chapter five, which is
the concluding chapter, is about summary of findings., recommendation and

conclusion.

The main objective of this study is to critically examine project appraisal techniques in
the defunct NACB and to see if the practices in the organization compares favourably
with conventional techniques and practices in similar institutions in the country.

To avoid being narrow scoped, relevant institutions i.e., commercial banks. merchant
banks and development banks were considered as part of the research sample size.
This is to facilitate comparison that will enhance reasonable deduction as to the

adequacy of appraisal techniques in the defunct NACB.
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Out of the nine hypotheses tested, four null hypotheses were accepted while five

alternative hypotheses were accepted. I present below a synopses of my findings:

First, that the discounted cash flow (DCF) techniques of appraisal are not the most
ideal and commonly used appraisal techniques by banks in Nigeria. This is because the
Z score of -5.73 < - 1.96 and has fallen outside the acceptance region.

Second,

It could therefore he concluded that the discounted cash flow (DCF)
techniques of appraisal are the most ideal and commonly used techniques by
development banks in Nigeria. This is because 100% of the response
disclosed that the DCF appraisal techniques are used in their banks

(Development Banks).

Third, that both the NPV and the IRR always give the same advice when it is not
necessary to rank projects for approval decisions. Because the test statistics t = +

0.8651 < 2.447 but falls within the acceptance region
Fourth, that both the NPV and the IRR will not always give the same advice when it

is necessary to rank projects for approval decisions. Since the test statistics t = +

2.7775 > 2.447 and falls into the rejection area.
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Fifth. that most problems, such as how to handle project risk and uncertainty are
reasonably taken care of through risk and uncertainty adjustment techniques by hanks

in Nigeria. This conclusion is reached because the test statistics has not fallen into the

rejection region since 7 = 1.6 < 1.96.

Sixth, that most problems, such as how to handle project risk and uncertainty are not
adequately taken care of by NACB. Since the Z score 0 40% is less than 50%. Also.
bearing in mind the importance of Sensitivity Analysis and Break-even Analysis in

long term project appraisal.

Seventh, that good quantitative appraisal report would not always lead to approval of
loan request. Computation shows that 88.64% of the respondents stated that good
quantitative appraisal report would not always lead to approval of loan request. At
least fourteen qualitative factors, in addition to quantitative appraisal techniques, are
normally considered by banks. 4 ? ? 0 1 2

Eighth, that development banks (NACB inclusive) experienced shortage of loan able
funds in the late 1990s. Because 90% of the respondent agreed that their banks

experienced shortage of loan able funds over this period.

Ninth, that capital rationing was not widely used by Nigerian banks to handle the
problem of shortage of loan-able funds. this is because 62% spoke in favour of this

statement.
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5.2

RECOMMENDATION

The following recommendations will go a long way to improve the quality of appraisal

techniques in the development banking sector of Nigeria, particularly. in the newly

constituted Nigerian Agricultural Co-operative and Rural Development Bank (the

successor of NACB). The recommendations are:

(1)

(11)

(iif)

Sensitivity Analysis: In appraising long-term project loan request. it is
necessary that sensitivity analysis be carried out to test the effect of
unforeseeable changes in the cost or prices of factors that are very crucial to

the success of the proposed project.

This is important in addressing the problem of inflation. Hence, any project
that may not be able to accommodate reasonable percentage of adverse
fluctuation in the cost/price of critical factors should be seen as highly

vulnerable to failure arising from inflation.

Break-even Analysis: This is recommended for use to the newly constituted
Nigerian Agricultural Co-operative and Rural Development Bank (the
successor of NACB) i.e.. if the new bank has not started using it. It is a very
important method of determining the minimum capacity utilization level that

could keep a project going. The defunct NACB did not use it.

Capital Rationing: It permits merit and also works against the use of

sentiments in considering projects for approval. This is because selected
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(iv)

projects are considered on the basis of them ranking above those not
considered or those deferred. Selection is also from the pool of those projects

that have scaled through appraisal and risk/uncertainty adjustment process.

In applying capital rationing to project approval process, at the planning stage.
funds would need to be allocated on the basis of priority to all the sectors to
be funded. Capital rationing is thereafter carried out within each sector
independently so that within each sector, the best projects are considered. This
way, sectoral spread is properly taken care of and a kind of portfolio
management process formulated for each sector according to risk and
uncertainty. Such portfolio management process should address the issue of

debt recovery as a function of risk and uncertainty.

Foreign Loans: The problems that debt servicing of foreign loans brought
upon development banks in Nigeria arose from short-sightedness in appraising
foreign exchange risks. It is therefore recommended that in future foreign
loans should be denominated in local currency in order to check the
implications of devaluation of naira. Alternatively, foreign loans should be
taken up by the Central Bank of Nigeria and administered to the development
banks in naira. This way the foreign exchange risks would be transferred to
CBN that has a better shock-absorber for foreign exchange risks. Again. ifthe
I_foreign loans must be denominated in hard currency. local loans also should be

administered in hard currency with repayments to the lending bankers also in



hard currency. The danger in the third option is that foreign exchange risk is

passed on to local borrowers and will be detrimental to development.

(v) Staff Training and Development: Strong attention should be given to staif’
training and development because stall performance 1s a function of

knowledge and experience acquired by employees.

(vi) Computer Literacy:
An officer of a development bank ought to have a very good working
knowledge of computer software that relates to project appraisal and analysis.
Particularly, a good working knowledge of Microsoft word and excel are a
most for officers in project appraisal department. Therefore, the new Nigerian
Agricultural Co-operative and Rural Development Bank must put a lot of
resources mto training and equipping its project appraisal staff with necessary
knowledge and access to relevant computer technology. -: p\S\J‘\ v Vb

\—

(vii) Reward System: The new Nigerian Agricuitural Co-operative and Rural
Development Bank should address the following:
Efficient and effective reward system — this is a great motivator that can
propel better performance. Reward system should include: good career
progression for outstanding performance and good remuneration system.
Where career advancement and remuneration system are not effective. stafl

turnover may be high, leading to lose of good hands and waste of resources
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expended on the training of deserters.

To serve as an incentive to increase productivity: staff welfare. promotion. job
enrichment, job security. etc will go a long way to induce and motivate

workers to put in their best.

Finally on this note. a very good work environment is needed for an officer
who engages in the calculations and computations of figures for project
appraisal. The officers” work environment should be conducive and permit

concentration for productivity.

CONCLUSION
A project is the commitment of resources, (both human and non-human) in

anticipation of benefits that may occur over a reasonably long period of time.

Project appraisal is a vital tool that helps in no small way in determining the
acceptability and desirability of a capital investment. Also, project appraisal is
aimed at evaluating whether or not the current sacrifice is worthwhile vis-a vis
the objective of the investor(s).

Objectives of project appraisal can be summarized as follows:

Determine whether the project meets the organization’s criteria for financial
return on the investment.

Ensure that the estimates present an accurate/practical/realistic view of the
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project.
- Appraise the risks in relation to the economic returns.
- Determine the benefits and effects of the project on the organization’s future

strategies and policies.

Literature begén to reflect the growing academic interest in business finance and
project appraisal in thé mid fifties. This could be as a result of the desire for more
rigorous theoretical methods of investment appraisal arising partially out of the
increased complexities of a world of increasingly large-scale investments and rapid
technological obsolescence. and out of the success of such methods in helping to

wage the Second World War.

R.H. Parker (1969), in his general review of the historical development of the theory
of project appraisal, concluded that some of the problems a firm faces when engaging
in project appraisal had been solved and these solutions have passed into general
practice. On the other hand, A. A. Robichek (1967), argued that “most crucial

problems, such as how to handie uncertainty, have, as yet. no agreed treatment™.

However, care is essential i the appraisal of projects for two main reasons:

- (D) Investment involves a complete commitment of resources for a long period, a
commitment that may be impossible or extremely difficult to reverse.

(i)  The ever-increasing trend towards the creation of larger business units by

amalgamation and globalization means that serious economic and social
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consequences can flow from bad investment decisions.

Consequently, all investment opportunities will be viewed from the perspective of

expectations, and associated risks and uncertainties. Bearing this in mind, projects

should be appraised and funded or rejected on the basis of their economic

justification. The stronger the economic justification, the more likely the project is to

be raised to realty.

This research work has been able to conclude that the defunct NACB:

1.

2.

Used the discounted cash flow (NPV, IRR and BCR) in appraising projects.
That the bank, like all other banks, used qualitative criteria (See appendices
111"y in addition to the guantitative methods in appraising projects. Such

qualitative criteria included; Character, Capacity, Collateral, credit checks,

fapek
P\Pg\‘{

ability to meet required contribution, analysis of financial reportf_o
etc. e
Did not use sensitivity analysis and brggk- analysis in adjusting for risk
and uncertainty. Hence its appraisal technique may be considered inadequate.
That dearth of loan-able funds was a big problem that development banks
(including NACB) had to contend with in the late1990s.

Did not use capital rationing for project selection, even in the face of

inadequate fund to meet loan requests.

In the light of observations above, I wish to conclude that just a little value added was

necessary to improve the appraisal techniques of the defunct NACB. The liitle
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additions are as follows:

i. The need to conduct sensitivity analysis on every project under appraisal.

2. The need to conduct break-even analysis on projects under appraisal.

3. The need to use capital rationing in determining the best projects to sanction.

4. There is also the need to always prepare a projected balance sheet statement
for all projects formulated. This will enable the officers determine realistic
values for balance sheet items and also assist in computing projected financial
ratios that may assist management in taking decisions when considering

projects for approval.

1 therefore wish to finally conclude that my recommendations (as stated in 5.2) wilibe
of immense benefits to the new Nigerian Agricultural Co-operative and Rural
Development Bank, if those recommendations have not already been incorporated

into the bank’s appraisal techniques.
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QUESTIONNAIRE

DEPARTMENT OF BUSINESS ADMINISTRATION, INSTITUTE OF
ADMINISTRATION, AHMADU BELLO UNIVERSITY, ZARIA

RESEARCH TOPIC: AN EVALUATION OF PROJECT APPRAISAL
TECHNIQUES AS A CRITERIA FOR SELECTING AND FINANCING
PROJECTS -A CASE STUDY OF THE DEFUNCT NIGERIAN
AGRICULTURAIL AND COOPERATIVE BANK LIMITED

RESEARCH PURPOSE: FOR PARTIAL FULFILMENT OF THE
REQUIREMENTS FOR THE AWARD OF MASTERS DEGREE IN
BUSINESS ADMINISTRATION (MBA})

NOTE
(1) Rest assured that any information disclosed will be treated as confidential.
(i)  You may write on extra sheet of paper if the space provided is not
sufficient
SECTION A:
A.1 Which category of the following banking institutions do you belong:
a) Development ()
b) Commercial ()
¢} Merchant ()

A.2 Respondent's department:

A3 Does your bank appraise investment loan proposals before granting
approval to loan requests?
Yes( )
No ()
A4 To grant approval to loan requests does your bank just rely on
feasibility study report submitted by loan applicants without in-house
appraisai?
. Yes ()
No { )



A5 How many applications for investment loan do you receive per
quarter?

a) Lessthan 50 ()

b) 51 — 100 ()

¢) 101 - 150 ()

d) 151 - 200 {)

e) above 200 ()

A.6 What percentage of loan reguests in A.5 above usually get approved

for funding
a) Less than 20% ()
b) 21-40% ()
c) 41 -60% ()
d} 61-—80% ()
e) Over 80% ()
SECTION B:

B.1 Does your bank use Accounting Rate of Returns (ARR) to appraise
long-term loans.

Yes ( )

No ()

B.2 Does your bank use Payback Period (PBP) to appraise long- term
loans.

Yes ()

No ()

B.3 Does your bank use Net Present Value(NPV) to appraise iong- term
loans. " |
: Yes ()
No ()



B. 4 Does your bank use Internal Rate of Return (IRR) to appraise long-
term ioans.

Yes( )

No ()

B.5 Does your bank use Benefit/Cost Ratio (BCR) to appraise long- term
loans.

Yes( )

No ()

B.6 What other factor(s) do you apply to loan appraisal besides technical
(i.e. NPV, IRR, PBP. BCR, etc) criterion?

(@
(b)
(c)
(d)

B.7 Would your bank, on the basis of good outcome of quantitative
appraisal (i.e. NPV, IRR, PBP, BCR, etc ) approve a loan request?

Yes ()

No ()

SECTION C:

C.1 Do you understand the meaning of the following risk and uncertainty
adjustment techniques:

a) Risk-Adjusted Discount Rate ()
b) Risk-Adjusted Payback Period i )
c) Certainty equivalent ()
d) Sensitivity Analysis ()

e) Break-even Analysis ()



C.2 Mark the method(s) used by your bank to adjust for risk and
uncertainty in project appraisal

a) Risk-Adjusted Discount Rate ()
b) Risk-Adjusted Payback Period ()
c¢) Certainty equivalent ()
d) Sensitivity Analysis ()
e) Break-even Analysis ()

C.3 Is your bank currently experiencing shortage of loan able fund?
Yes ()
No ()

C.4 Does your bank use temporary sectoral blacklisting (i.e. Management
decides that within a particular period no loan should be given to particular
sector(s)?

Yes ()

No ()

C.5 Do you understand what capital rationing is all about?
Yes( )
No ()

C.6 Does your bank use capital rationing as a basis for granting approval
to loan requests?

Yes( )

No ()



C.7 If C.6 is no, give reasons why capital rationing is not used by your
bank:

@)
(b)
(©)
(d)

Question D.1: (For NACB only): Provide the NPV and the IRR of 5

projects that were formulated and appraised some years ago.

SIN NPV IRR

i A oW N =




NIGERIAN AGRICULTURAL AND CO-OPERATIVE BANK LIMITED
HEAD OFFICE - KADUNA

APPENDIX 1
SUMMARY OF NACB LOAN TRANSACTIONS 1973 -199

SUB-SECTOR NO. APPROVALS DISBURSED REPAYMENT
(N MILLION) | (N MILLION) | (N MILLION)
ARABLE 902 360.91 327.87 228.54
TREE CROPS 42 96.39 53.86 69.32
HORTICULTURE 12 24,10 7.92 5.26
MIXED FARMING 116 74 .89 66.96 32.61
CATTLE FATTENING 345 66.64 41,13 22.16
POULTRY 430 108.61 88.18 56.79
OTHER LIVESTOCK 167 25.60 14.50 8.67
FISHERY 161 111.40 64.22 30.14
ON- LENDING 124 242.01 216.45 76.58
AGRO-ALLIED 182 431.60 422.45 229.97
AGRO-SERVICES 70 679.29 677.39 454 .43
IRRIGATION 7 357.99 251.08 .| 116.60
DIRECT MARKETING 4,351 772.18 527.47 565.92
INTEGRATED pﬁaﬁECTs 12 23.01 20.48 9.96
FORESTRY 2 8.60 7.68 4.81
RIVER BASIN DEVT. 12 60.00 60.00 5.00
AUTHORITY
OIL PALM 12 34.99 6.28 2.09
OTHERS 6 3.93 3.51 0.01
SPECIAL PROJECTS 1,429 80.41 70.09 31.67
SMALL HOLDER SCHEME | 288,861 |1,092.34 1,017.61 610.02
2ND LIVESTQOCK DEVT. 27,869 226.22 223.45 168.71
PROJECT
HEAD OFFICE 145 785.18 260.68 784.07
REPAYMENTS
TOTAL 325,317 |5,666.29 4,429.26 3,513.34
: A S DIVIS

HAS/RI/ASO



APPENDIX II

NIGERIAN AGRICULTURAL AND CO-OPERATIVE BANK LIMITED

HEAD OFFICE - KADUNA

OPERATIONS DATA:SUMMARY OF LOANS - LARGE SCALE,SHS,SLDP,AND

SPECIAL PROJECTS{IFAD,ECOWAS AND 1ILQO)

1973 TQ DECEMBER 1995

NO. AMOUNT AMOUNT AMOUNT
PERIOD | APPROVED APPROVED DISBURSED REPAID
(=N=) (=N=) (=N=)
1973-85 | 9,665 668,477,563 478,080,071 160,554,436
1986 9,453 51,242,111 42,413,837 24,340,387
1987 89,402 148,656,402 66,250,461 52,803,112
1988 47,470 407,164,639 262,216,056 101,168,529
1989 52,058 260,003,000 445,769,226 127,002,469
1990 36,897 494,912,000 358,905,302 195,414,959
1991 20,801 429,638,852 165,856,935 197,884,628
1992 28,566 919,077,530 626,661,066 245,491,727
1993 39,032 874,278,854 913,258,286 662,033,901
1994 39,932 766,410,744 639,229,970 734,812,094
1995 33,041 346,392,707 430,627,025 711,840,679
TOTAL 325,317 5,666,254,402 §4,429,268,235 | 3,513,345,921

SOURCE : SMALL HOLDER AND STATISTICS DIVISION

HAS/BOAI/ASO




3. 1.6

B.ra.1

AT [EINE X Tﬁ

Condilions To Be Mcl By Limited

Liability Companies

Provision of:

{a)

(b}

fc)

()

{(e)

Statutory Certificate of Occupancy of the projecl site. In certain
cases Local Government Uertificate of Occupancy with aliesied
survey plan may be accepled. in cases of doubl, it is essential to

check with Zonal Legal Officer.

Certifteate nf Occupancy covering the properly which is lo be used
as security together with a vailuation report and an approved building
plan,  The valiwation report must be produced by any of the Bank's
Fstale Officers, and the mortgage volue for such securily must meet
al least e ntinimunt requiremend esiablished from lime Lo time.
The documents relating to any other security acceptable Lo the Bank

may also be provided.

Tax Clearance Certficate for the last three years.

Two (2) recent, cleqr, full-face, black and white, passportsize
pholographs of the Chicf Promoler, the Chairman, the Managing

Director and the Company Secrelary,

Satisfaclory status report from the applicant’s Bonkers, and [rom

any pilier Bank as the Branch Manager may deem necessary.
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APPE N I T,

{f) | Proof of the ability of the applicant to finance at least the minimum

financial stake required from applicants.

(@ Certificate of Incdrporation.
(1) Memorandum and Articles of Association (Memarts) which should
include:

- Agricultural or Agro-Allied business

as one of its objecls.

-  Powers to borrow.

Authorised share capital of ai least 50% of the amount of the
loan applied for.

(i) 5 year audited statements of accounts; or audited statements for
the past years for companies less than 5 years old; or statement of
affairs for newly incorperated compantes. The paid up share capital
should be at least 50% of the authorised share capital. Satisfactory;
evidence of any increase in paid up or authorised share capiitul must
be submitied.

(j) Satisfactory Search Report from the Registrar of Companies.

(k) Resoluiion of the Board of Directors of the company to exercise

its borrowing powers and to borrow a specific amount from NACB
Ltd.



B.1.6.2

B.1.6.3

————

-' ADPEN DN X i

——

() List of names of persons authorised by the company to deal wilh

NAGHB in respect of the loan applied for.

(m) Names, addresses and occupations of Directors and share holders;

and the list of their share holdings.

(n) Details of foreign technical partners for the project, and the

partnership agreement, where applicable.

n) Two copies of a detailed feasibility reporl acceplable o NACB Lid.
(This is required only for projects with proposed loan volumes in excess
of certain levels a3 delermined by Execulive Director (Operations)

from Lime (o time),

For loan requests in excess of nl million, the Bank may insist on:

(a) Co-financing of syndication.
(b) Being represented (n the Moanagement and Board of the client
company.

Directors of applicant companies shall be required 1o:

{a) Pravide letters of intent to guarantee such Iomdrs.

) Perzonally guaranice such loan:. ? 701 2

(c) Provide Tax Clearance Certificate for the last 3 years.

(cl) Provide the names and addresses of their Bankers; the type of account

kept, and their relevant "m— IBRAHlM UBRARY




B.1.6.1

B.1.6.5

3. 1.6.6.

B.1.7

n.1.7.1

AOPENDN Y E

L u

The Branch Manager may then obtain status report from the Directors' Bankers

(as stated by them); and from ony aother Banks as he may deem necessary.

Where the company is providing o guarontor, foliowing additiona

conditions must be satisfied;

{a) Letter af intent to guarantee.
{b) Particulars of properties to back the guarantee.
(c) Two (2) recent, clear, full-face, Dblack ano white, passpor(-siz

photographs of the guarantor.
(d) A satisfactory status report from the guarantioer’s bankers, and fro

ahy olher bank as Lhe Branch Manager may deem necessary,

{e) Tax Clearance Ceriificale in respect of the guarantor for the Ic

three years.

At least the congitions listed in items B.i.6.1. (a}, i}, (g}, h), ), (1),
(), (o), B.1.6.3 {a) and B.1.6.5 (a), (b) and (c) musi be met before o compler

application form is accepted.

Conditions To Be Salisfied By

Co-operative Organisations

Provision of:

{a) Certificale of Registration
(b) Bye-Laws of the Society
(i) The Bye-Laws musl permit the society to engage in

activities for which a loan is sought.



(c)

()

(e}
s 1)

s (g)

e

AP I

(ii} The foan to be granted should not four times the value of the

society's paid up contribution (share capilai).

(iii)} The bye-laws musi include powers to horrow,

Statutory Certificate of Occupancy of !,heﬂ project site. In certain
cases Local Government Certificates of Occupancy with altested
survey plan may be accepted. In cases of doubt it is essential to

check with the Zonal Legal Officer.

Certificate of Occupancy covering the property which is Lo be used
as security logether with a valugtion report and an approved building
plan. The valuation report must be produced by any of the Bank's
Estate Officers, and the mortgage value for such securily must meet
al least the minimwn requircment established [rom time to ilime,
The dacument relating to any other security acceptable to the Bank

may also be provided,

Names arid addresses of the current offictals.

Satisfactory status report from the applicanl's Bonkers, and from
any other Banic as the Broncih Monager may deem necessary. The
Branch Manager shali alse obtain status report from the Appex

Orgaonisation in the Siofe.

A letter of recommendation fram the Chief Regisirar of Cooperative

Socielies of the relevant Co-operalive Regisiry.



B.1.7.2

APCEND X T

)

(i)

(j)

(k)

(1)

(m)

Where

Five vears Audited Statement of Account; or Audited Statement
of Accounts of the past years for socielies less than five years old;

or Audited Statement of Affairs for newly registered societies.
List of current members of the Society and their share holdings.

Two (2) recent, clear, full-face, black and white, passporisize,
photographs of the Chairman, Secretary, and Treasurer. Personal

particulars of these people as listed in section B.2.4.2 below shail

also be provided.

Proof of the ability of the applicant to [inance at least the minimum

financial state required from this category of applicants.

A valid resolution of the Society to borrow a specific amount from
NACBH Ltd.

A list of names of persons authorised by the Sociely to deal with

NACB Ltd in respect of the loan applied for.

the Society is presenting a guarantor, the [ollowiny additional

conditions must be satisfied:

(i)

(ii)
(iii)

Provision of a letter of inten! to guaraniee from the guarantor.

Particulars of properties to back the guarantee.
Two (2) recent, clear, full-face, passportisize, black and white

photographs of the guarantor.



B.1.7.3

B.1.8

B.1.8.1

(iv)

(v)

At least the conditions listed in items B.1.7.1.
(m), and B.1.7.2.

1,

AL CemDI R Nl

Where the guarantor is an organization, each principal officer of

that organization shaill provide two (2) passpart-size phatographs
as described above.

Satisfactory status report from the guarantors’ Bankers, and from

any other Bank as the Branch Manager may deem necessary.

Appex Co-operative Union with their own realily are preferred as
guarantors. It is not recommended that individual members should
gugrantee such loan with their own personal realty. There is some
evidence that such guaranlees lead lo dissension to the detriment

of the success of the project for which a loan was granted.

(@), ), (c), (e), (g), (), (i),
(i), (i) and (iii) must be met before a completed

application form (s accepted.

Conditions To Be Satisfied By

Government Departments And Agencies

Provision of:

(a)

(b)

(c)

At least two copies of feasibility study acceptable to NACB Limited.

Lelter of Intent to Guarantee the loan from the relevant Ministry
of Finance.

An Irrevocable Letter of Authority to deduct at source from Statutory

Allocation confirmed by the Central Bank of Nigeria.
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(d) A copy of the instrument establishing the agency. The original shall
be sighted by our Officer and that fact shall be stated on the copy.

All of the four conditions listed abour must be met before a completed

appiication form is accepted.

Applications With Incomplete Documents

The submission of the required documents shall go simultaneously with the
processing of application forms. However, the minimum conditions specified
in sections 8.1.5.3, B.1.6.6, B.1.7.3 and B1.8.2 must be met before a compizeted

application form is accepted.

Applications With Complete Documents

A completed application form with the minimum requirements as indicated

in section B.1.9 above can be accepted for processing.

PROCEDURE FOR PROCESSING OF COMPLETED
LOAN APPLICATION FORMS

Registration Of Application Forms

The first step in the processing of a completed loan application form shail
be the registration of that form by which each project shall be given a number
which shall also be entered in the register of completed application forms

receiverd, See Annex 14 for format of tha register.

For each project the numbering shall be as follows:



