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ABSTRACT

Project appraisal is concerned with decisions about
whether, when and how to spend money on projects. Such decisions
were discovered in this project to be very crucial both to the
project promoter and the lender, as large sums of money are
often committed in an irreversible manner with no certain know-
ledge of the size of future benefits. Problems identified as
militating against project appraisal included the uncertainty
of projections, dearth of standards for comparison and govern-

ment credit guide lines/shortage of funds, amongst others.

Traditional appraisal techniques as reviewed in the lite-
rature comprise of market analysis, economic analysis, technical
and management analysis, then financial analysis. [|IMB's project
appraisal techniques were found to conform to the traditional
techniques except in the area of financial analysis. While the
traditional tools of financial analysis are the Net Present
Value, Internal Rate of Return, Accounting Rate of Return,
Payback Period and Profitability Index, the bank's a financial
analysis simply comprise of a review of the project cost,
financing source and project profitability/debt service ability
using the projected financials usually provided.

It was also found out that the bank relies more on the
financial analysis of projects in taking the accept/reject
decision and that relationships other than the Banker/ Customer
relation are brought to bear in the accept/reject decision.
Also discovered was the fact that collateral security is viewed
seriously and could lead to the rejection of a project if found
inadequate. Also discovered was the fact that the bank's

project appraisal objectives are in agreement with the Federal



Government development objectives except that projects with
short gestation periods are favoured — which is however in
response to the bank's sources of funds. The above were all
found true in the analysis of a tipically IMB - appraised
project which was named BENGO in the case study. To ensure
a prudent financial management of the project (BENCO) a membe
of convenants were entered into between the bank and the
project sponsors as conditions precedent to the loan.
It was also recommended amongst others that;-

the bank adopts the discounted techniques of project

appraisal since such technieques favour projects with

longer and higher economic benefits.

-  Whee financial appraisal is restricted to profitability
and debt-service ability, the bank should take minimal
collateral security since it must have satisfied itself that

the project can conveniently service the debt.

- The bank incorporates some elements of risk analysis in
its appraisal techniques so as to discourage the heavy
reliance on collateral security in lending.

Social connections/extra-curricular relationships should
never be brought to bear in prject appraisal as this has
the effect of reducing the competitiveness of the project.

- Project promoter need to be honest and provide actual
figures obtained rather than window dressing projects to
attract patronage.
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CHAPTER 1

INTRODUCTICII

“+v1 The Importsnce of !roject ‘ppraisal

The problem of optimal investuent decision has occupied

the minds of men for z very lonz time. It is generslly realised
thet societzl welfare and standard of living can orly be
increzsed through raticngl and mezningful investment decisions.
From the limited resources of the community, entrepreneurs,
individuals and corporate bodies alike, are expected to take
such investment decisions that will meximise the wealth of

the resource owners and the society et large; - thig is what
rroject appraisel is out to achieve, Project ?ppraisal has
therefore been defined as that important aspecﬁ of the
investment decision process which helps in deciding whether

it is worth committing resources tc a project, and the particuler
rroject to select.1 Generally, investment/project appraisal

is concerned with decisions about whether, when and how to

spend money on projects, Such d:cisions are important ones

for the companies involved and the lenders alike, bacause,

cften large sums of money are committed in an irpeversible
decision with no certain knowledge of the size of future

}‘PnEfitSO

As prectised by most lenders, project aprraisal is based
cn feasibility reports and discussions held with the dlients,

Such reports are prepared by the client, and as should be

1. M. O, Kayode - The Art of project Evalustion - IUP Ibadan,
1979 page 1.



expected, no client will come up with a doubtful or an

uﬁimpressive report, Some feabibility reports ere desizned
=5 window dressing for projects in order to gttract

p: tronage., Accepting such projects on their fsce value could
Le dangercus, = as the lenders are not willing to commit
resources into zll projects that are tabled before them, at
least for the reason of inadequate funds, It therefore _; |
becomes necessary to evaluate/appraise these reports in ligﬁt
of certain ecconomic realities and perceptions of the lender,
so as to commit rescurces in the optimum mix and to projects

that will maximise returns,

It is often thought that a project needs to be analysed
carefully only when it appears marginal, But a project with
a2 high rate of return, of say, 100 per cent is not necessarily
zn acceptabhle investment, since there may be better ways
of designing the project.g An irrigetion project for example
nzy be designed to supply water thinly over a large area or
concentrated in a smaller area; therc may be several
nydro-electric sites or different technioues for generating
encugh power to meet the growth in demand, =2nd s¢ on,

Iroject analysis sttempts to ensure that the chosen option
for a project is the best possible, ~ not only in terms of
its silze, technology, locstion and timing, but also in

terms of the ultimate beneficiaries and the quality of
outzut, The analysis, in short, must demonstrste thst the
proposed project will create more net benefits to the econocny

than any other option.

2+ Anandarup Ray < A new Approac¢h to the Zconomic Anzlysis
of Projects - Finance and Development, Vol.16/No.1 March
1979 page. 29. . s -




To be sure, the search for = better option may be limited ULV

practical considerstions, including its cost; but it is
always wasteful to proceed with the project if a better opti. =

is known to be feasible,

The importance and significance of project appraical
further lies in the fact that such appraisals normzlly concern
long-term investments that involve large outlays of cash,

Such funds are not always easily available but once tzken, are
tied up and may require several years to return their cash
equivalent, Furthermore, such funds hsve a cost, depending

on the source and timing, and are also irreversible and
represent a fixed cost of doing business for some years

to come, once expended on the project.

Project appraisal does not only concern the worthiness,
timing and mode of financing z project bat also relies
heavily on forecasted/projected estimates which need to be
used Jjudiciously before arriving at pptimal decisions; -
therefore the need for professionals in project appraisal,
Project appraisal, taxen in its full megning is sugposéjto ve
two dimensional; (1) the assessment of the chances of
successful implementation and (2) the arpreisal of the
contribution of a project to ziven gozals. PFrcject appreisal
is therefore a continuous exercise which serves as a2 guide in

the realisation of the goals of the project.



1.2 Stetement of the Problem

Despite the importante of Froject Appraisal to all

parties concerned, it is riddled with a numbdber of problems,

some of which inc uce the following:

(2)

(v)

Uncertainty of projections: We cannot foretell the
future, yet precject appraisal requires that we

make acsurptions about the future and derive from
these accurptions, specific estimates of the project's
future cashflows. But as Benjamin Franklin of the
U.S, rem-rked, only death and taxes are caftain, -
everything else is possible but not inevitable,

A decision to invest in m project with a ten-year
life span involves an iﬁplicit ten-year sales
forecast which could be uncertain, An erroneous
forecast could have serious repercussions, as an
appraiszl camnnot be better tkan the data input;-

the o0ld saying "garbage in gerbage out" is certajinly
applicable to project appraicsal,

Dearth of Standards: While project appraisal is
expected "0 come up with an accept or reject decision
on a project, there are no universally acceptable
standerds for such decisions. A project thot appeals
to a particular lender might not appeal to another
lender, Likewise, a project that is appraised
favourably by a particular aprraiser might not
receive the same favour 1f appraised by another
person within the same lending organisation, This is
very concoicuous in the developing countries where
there are no previously computed industrial averagze

figures and where many starp-up projects are actuelly




.'_(C)

(a)

the first in their own fields/industries. The
accept/reject decision therefore becomes subjective N
as the meximisation of the resource~owners wealth

is not =z straight forward computation,

Credit Guidelines/Shortage of Funds: Credit Guidelinés
refer to the control exerted on lenders (Banks) by the
Govern:iient whereby the total amount that could be lent

to a particular sector of the economy is restricted
irrespective of fhe return on investment (ROI) obtainable
in that particular sector. This negates the cardinal
principle of project appraisal which should favour
investments in sectors where the resource-owner's wealth
will be maximised, Sametimeé, not all favourgbly
apprelsed projects can be funded or adequately funded

as desired, due to ghortage of funds and/or Credit
Guidelines, R o
Others: Uometimes, projects whose appraisél turn out
unfszvourable are still funded by lenders, This is due

to the fact that appraisals are done at much lower levels

than wrnere the final decision to invest lies, Clients

. who are "connected" at senior management levels are

”-i:therefore able to see their less viable projects

throu,h, The decision to invest in less viable projects

could 21so be as a result of government policy which

aims ot uniform sectorai development,

'



1.3 CObjectives of the Study

This zroject work has been carried cut with the following
objectives in mind
(i) To identify the project appraicsal technigues
used by the bank to appraise medium to long term

projects.

(11) To compare such techniques, as may be identified
in (i) above with traditional techniques of project
eppraisal as reviewed in the theoretical framework

to this study.

(iii) To find out if such appraisal methods as used by the
bank comform to the Federal Government's Development

objectives,

(iv) To asdess the findings of (i) to (iii) above and
on the basis of these, make appropriate recommendations
and siggestions relating to project appraisel es

done by IME,

1.4 Eyoothesis

The following will form the working hypothesis for this
study:
(1). IMB's project appraisal technigues sliocete the
bank's financial resources to projects that promise
the highest financial returns,irrespective of

the economic sector of the project.

(1i) 7There is a direct relestionship between the "social
cornections"” of a project applicant and the project's

final approval by IMB,



1.5 Limit-tions of the 3tudy

As with most research studies, this study is limited by
the following factors:
i, The study is confined to the pre-investment

appraisals of corporate medium to long term start

up, projects conducted by IMB,

ii. The study is further restricted to information

provided to the bank as at the time of loan request,

iii, Due to time constraint, dearth of information-
on all relevant projects, and the unco-operative
attitude of some staff members of the bank, only
one case study will be analysed., It will however

be & typically IMB appraised project,

1.6 Research Methodology

In view of the fact that the study is of a'case type,
a combin~tion of literature exploration and interviews with
the banl:'s officers were used, Secondary data were collected

from the following sources:

-0¢iicial records, Anrual Reports and Accounts
of IMB (Nigeria) Limited.
-0ther statistics from relevant banks, netably
the Central Bank of Nigeria (The Bullion), and journals
of Financial Institutions,
-Newvspaper Accounts znd Magazines
-Fast studies in relevant areas

=lersonal observations



1¢7¢ Significance of i’ = ctudy

The significonce o° 1l.is study is obvious from different

rversvectives;

Firstly, it ir zn irtellectual ard prectically-biased
contribution te the ar - of project aprrzisal, It is therefore
believed thet the stud. = i11 give students/scholers of, and
writers on, Banking anc¢ "inance, the practical aspect of project

appreisal as it eppliesz to banks and IMB in particular,

Secondly, the study will be useful to prospective investors
who may wish to epply to the bank for long term funds; they
will now how to package their projects to attract the bank's
financing. ;

Thirdly, the study will be eble to assist the bank in
re-appraising its investrent appraisal ' system 80 as
to keep abreast of the cver changing'economic, social and

political climate in tre ccuntry, and the wcrld at large.

1.8 Definition of Impor' nt Terms:

The followirg terms used in the study should be understood

in the context defined bclow:

Feesibility Report: This is the output of an examination,
analysis, and inve-tirstion of all factors surrounding

the marketing, man  erent, technical/product and financizl
nspects of a busine:s venture,

Project finzncing - This refers to structuring technigues,
and financial/contr- ctusl arrangements that enable lenders
t0 look primarily teo the cashflow frongrcject to repay

the loans with limi‘c or no resourse toc other assets of

the sponsors,



9
Cost COverrun -~ The instonce of the actual cost of e project

sutstantizally exceeding the planned/estimated

cost at the time of loan approvel.

Credit Commitment « Lencder's internally prepared document
(contairing a1l facilities and their terms
to a particular borrower), on which the bznk's
eppropriaste signatories give thelr approval/

commit the bank, : T ey

Debonture:- An instrument issued by e company, acknowledging

_1tali9debtedness as at a given time and charging by
”{;Efwdfféecurity, its stated assets, to the lender

in case of default, sox

SR L R

‘Perfection ofﬁhgéﬁﬁgﬁtation - The act of procurring executing
v+ and stampin:/registering (1f need be) all the
documents called for in a loan package 80 as to
set them re;dy for presentation if a disagreenent

arises over the loan.

Worlking Capital = This rcfers to the stock of current assets
(including c:sh, short term securities, accounts
receivable, inventories of raw materials, msterials
in preocess - nd transit, finished goods etc) needed

to start & ncw business,
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. CHAPTER 2 - - i

FROJECT APFRAISAL:= A THEORETICAL FRAMEWORK o

2.1 Introduction

ih aé mach as literature abound on banlt lending, there
 seems to be a paucity of materials on project apprzisal.
Most literature in the area of project appreisal, epproach it
from the corporate point of view where emphasis is on selection
between projects using -the appraisal techniques, Stevenson
Rowley (1971;.)3 writing on metheds of capital project selection
reported the result of a study jn this areas, cerried out by the
Unjited States National Associetion of Accountants, Their
findings}revealed that E T A

(a)

1 The discounted cashflow mwethods of enalysing
t'ﬁrcapital investments has increased in use,

-y

(b) The financial statement analysis techrique . .
}" ﬁ“is seriously being criticised, though still

————rm

I in use, _ B
(c) The payback method is exclusively used as a
supﬂlementary test of capital investment

. decision,

f

3. Erice Gittinger (197)" writing on Agricultural |
|
Project Anelysis for World Bank lending, approached the topic

throurh two different perspectives:~ Financial Anslysis }
and Non-Firanceial Factors. Under financial analysis he
emphasised the use of Net Present Value (NPV) and Internal
Rate of Return (IRR) methods through the application of

discounted beshflOWSJ For non-financial factors, he edvocated
3. Stevenson Rowley - Capital Project Selection - Management
Science Vol, 15, No, B. April 197i,

L. Price Gittinger - Agricultural Project Aﬂalxais for World Bank
Lending, - Finance & Development, March 1974 Vol,II/No. 1 p,.35
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the appralsal of the surrounding technical, mansgerial, and
economic circunstances, H, Lipman further went on to identify
three major groups that are likely to be interested in the
evaluation of an invesiment proposal and whase appraisal

perspectives are likely to differ ; They are=5

(a) Providers of long term risk capital - Shareholders.

(v) Providers of medium and long term capital in o
the form of debenture loans . T _

(c) Providers of basically short terﬁ finence in the

form of commercial bank loens and trade credits,

" Some writers assume that other thinégﬁaill be equal and
simply go on to look]at the project as given in the projected
cashflows, InVestmeﬁt decision is then based on a mumber of
computationﬂ from ithe aveilable cashflows, Some other writers
take a more ‘rezlistic view of the investment climate by not

using only the praﬁected qashflows as basis for accept/reject

* decizion but go further to pay considerable attention to the

fact that other things are not always equal. They thereby

give a guantitetive and qualitetive assessment of the

~ investment proposal, lookling critically at those variables

thet are relevant to the success of a project but cannot

6
easily be quantified,

2.2, Market Analysis: i : :
The aim of market anslysis 43 to ascertain the future
- totzal demand fn— *u*® pr?duct, deternine the competitive

position of the project in the industry, establish

- It
5. Flnance 8.3/5 nggg}gggg Aggraisal Yardsticks," - Managerial

6. M, O, Kayoge - op. cit page 28, o

T R
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1 cuantity which it may sell, estimate the future

selling rrices and design the marketing programme for the

project,

In appraising the marketing aspect of a project,

specizl corsideration needs to be given to the following

areas:

(2)

(b)

(e)

(a)

(e)

lizrket Description:- the dispersion of the
market, methods of transportation, channels of

distribution and general trade practices in

the market.

Demand; - The major consumers of the product,
consumption during the past 5 = 10 years and
projected consumption for the next 5 years
Supplyj~ Supply and source (local and/or imported)
for the past five years, price, brand, market
share and factors affecting trends in past and

future supply.

Competitive Positionj;- Past and present selling
prices indicating the tread, effect of seasonality
{(if eny) and the competitiveness of the quality

of the project,

lerketing Programmne;- Present marketing practices
of competitors, proposed marketing programme of

the project, including terms of ssle, distribution
channels, sales outlets, transportation/warehousing
arrangements, promotions/advertising plans and

packaging.

7. Rudolfo Sumicad, - Marketing Study Aspects of Project

Feasibility Study-Seminar paper (SSID/ILO), C,M.D,
LagOS, 19800
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(f) Frojected Sgles;- Expected annual volume of sales
for the next five years considering demand, supply,

competitive position and marketing programme.

2.3 Technicel Analysis:~-

The purposes of this analysis are:-

=to provide assurance that the project is technically
feecsible and that there are no technical considerations

which would prevent success.

-to make tentative choices among technical alternatives
so thet the following cost estimates can be made;
-investment costs
-operating costs.
-manufacturing
-selling and distribution
-general and administrative
=start up costs
-venture initiation costs
To accomplish these purpose, the technical analysis will
therefore zttempt to answer questions relating to the
following areas:
~alternative technologles available to produce the product
-social =nd economic side effects of the alternatlves

-requirerent in men, machines, method=, Materials, tocols,
and their availability.

-plant capacity, 1~-=t¢lon, layout and installation,

~manuf~-«uring process and waste disposal method
=builcing and other structures/facilities including costs

-mzintenance of machines and eguipments

~personnel training and transfer of technology.



1
2.4 Economic Analysis:

The economic analysis of a project accesses its likely
impact on the relevant development objectives by comparing the
various ways in which the scarce resources required by the
project might be used instead.d These resources may include
di fferent types of labour and skills, land, imported and
demestic equipment/materials etc. The costs of the project
are the forgone benefits which these resources would have
produced elsewhere, which must of course be less than the
projected benefits if the project is to be a sensible one,
Investing in a project reduces the totay goods and services
available for current consumption but increases the level of
consumption possible in the future., In order to Jjudge the
worth of a project from the national point of view, it is
necessary to aggregate the various gains and losses aceruing
to different individuals over different periods into a single

gain/loss measure,

Granting that repid growth is the overriding objective
of ceveloping countries, economic viagbility of projects in
such countries is often couched in terms of their contribution
to eco.omic growth as indicated by the estimated economic rate
of return, Thus, for a project t> bé economically viable, it
must, {irst, be undertaken in those sectors of the economy
whose rromotion are likely to contribute remarkably to overezll
economic growth; second, the project must contribute significantly
to the growth of that pricrity sector and, third, fts contribution
must be sufficiently large to Justify the use of the required

8. Herman Van der Tak - A new approach to the economic enalysis
0z pyojecga -, Finsnce and Development Farch 1979/Vol,16/
No.1 pp.2 -
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amcunt of the resources which are needed (considering their

opportunity cost)}). While finencial apprzisal considers cost
and benefits from the narrow viewpoint of the privete investor,
economic appraisal looks at them in relzstion to the whole

econony, _ -

2.5 Mgnegement Appraisal: = )

The basic eim of management appraisal is to ascertain

.if there is an effective organization which will help carry

2.6 Financial Analysis

- out the objectives of the project proponents, The appraisal

f'encompasses the organization for the pre-cperating pericd as

wellas for the actual commercial operations. For the
Commercial Operation stage, management appraisal is concerned

with the detalls of the following aspects:

SRR

§ fgelecting the appropriate form of business%organisation

4szesign1ng the internal structure of the qr%anisation
-staffing the internal structure with quaiified and
competent hands ' Fi

~making adequate arrangement for technical menagement,
personnel training/development and ultimste transfer

of technology, \ !

T o - |
1 L

|

|

Financial analysis alms to quantify the deta derived in

beth the market analysis and technical analysis into proforma

‘and projected financial statements; such as the balance sheets,

dncome statements, statements of total project cost, working

capital and cashflows. These statements serve as the bhasis

for analysis and evalustion of the project in terms of its

e #E
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cornercial profitebility, capability to meke sufficient returns
on investments, snd cashflow to service debts and protect

credltors.

2.68 The Payback Method

The payback period of an investment project shows us the
nunber of years taken to recover the initizl investment from
the net cash inflows from a project.9 If the cash proceeds
are equal constant amounts (annuity), the payback period can
be determined by dividing the total original cash outlay by
the amount of the annual proceeds expected, If the expected
stream of benefits are unequal amounts, the payback period is
determined by adding the proceeds experted in successive years
until the total 1s equal to the original outlay, The method

[
is simple and easy to understpnd but gsuffers the flaw of not

i§
considering cashflows realised after the payback period.

Thus in two projects with the same iniﬁial capital outlay with
one having a shorter pasyback period than tbL cther; the method
suggests z selection of the project with & Fhorter payback
period even if there are no cashflows beyond the payback period
while the project with :z longer payback period has a number of
year's cashflows after the payback period, The method does

not consider the time v:;lue of money, ' Tﬁe method however
apreals to long term lenders gs they are irnterested in having
boeck their money with interests as soon as possible to aveoid

thie risks of the impredictable future, 1
3

9. Linda Wiper and David Longbottom, ""inancial Criteria
and Techniques for appraising individual and portfolios
of investments" Managerial Finarnce Vol 3 No,2 1977 pp.121,.
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2.6 2 The Aversge Rate of Return (AR ):

This represents the ratio of average after - tax

profites to capitel investment

ARR =

NIXI

where:
% = average after-tax profits

C = Average Capital Investment

The method is used to ascertain return on investment,
Once this is determined, it is compzred with e required rate
(usually cost of cepital) or a cut-of rate of return to
decide if a particular project proposal should be accepted
or rejected, The method is based on accounting income rather
than on actual cashflows and futther ignores the time| value

1
of money,

2.6 3 The Net Present Value (NPV):

This method of eppraisal involves calculating the present
eguivalents of expected receipts and payments involved in p
project and ascertaining whether in aggregate, the present value
of receipts outweighs the present value of payments, The net
present value of a project may be interpreted es the increase
in consumption made possible by the project, valed in current

terms,

A project has a positive NFV if the present value of its

eash inflows exceed that of its outflows. The general Formla

== St
= oo G

10, James Van Horne - Financial Management and Policy 3rd,
Ed, (Prentice Hall International lnc. London, 1975, page 71

ies written as; NP\ =
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St = net cashflows in year t,

c. = Investment outlay assumed to be made at the
start of the project

i = Interest rate.
While a project with a positive NPV will add to the value of

the firm, one with a negative NPV will have an adverse effect
on the firm's value and would therefore be rejected., The
higher the NPV, the better the project. Wiper and 1ongbottomq‘
however argue that the interest rate is ambiguous as it could
be the risk-free rate, borrowing or lending rate of the firm,
the firm's average cost of capital, the opportunity cost or
the rate which could be earned in the next best alternative,

2.6 i The Internal Rate of Return (IRR):
The IRR is defined es the interest rate that equates the
present value of the expected future cashflows or receipts
to the initial cost outlay.12 It is the rate of interest
at which the difference between the present value of the

project and the initial outlay is equal to zero i.e. NPV=0y
i 1 A —
\h Q‘f .r_l - C.c
t=)

where: Vi = cashflow in period i.

n = numnber of years
r = rate of interest

Co = initiel cost outlay

r is determined in the expression and compared with a

predetermined cut off rate, say the cost of caritel, and

11, Linder wiper and David Longbottom - Op, cit pp.125

2. J. Fred Weston and Eugene F, Brigham, - Essentials of
Managerial Finance - 5th Edition, 1979, Dryden Press
Illinois pp.292,
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ail'ﬁfojects with a higher IRR then the cut off rate gre

accepted, given sufficient capital, The logic behind this
is that all projects with IRR higher than the cut off rate
will raise the value of the firm and thus contribute to
the wealth maximisetion objective of the firm, while those
with a low IRR will have an opposite eifect and as such

would not be accepted,

2.6 5 The Profitgbility Index (PI) | . -

The PI or the benefit/cost rgtio as it is sometimes
called, is another variation of the discounted cashflow
decision criteria, It is the present value (PV) of the net
cashflows divided by the initial - cost cash cutflow (C)13

Pl « present value of net caghflows
Initial cost cash outflow,

The decision criterion here is that when PI is greater

than or equsal to 1 {one), the proposed project is acceptable,

" and not acceptable if PI is lecs than one. The method offers

no sdvantage over the others except thst it helps 1in ranking

proposals,

2.6 6 Financial Ratios: Y

The financial ratios of company annual accounts and those

- . of projected financial statements for proposed projects ar:

- useful guides in determining the financial strengths and {

" wesknesses of such companies/projects rather than looking at

-“githe absolute figures, A financial ratio expresses &

mathematical relationship between two accounting figures,

. 13. Steven E, Belten and Robert L. Conn =~ Essentisls of

Managerial Finance: Principles and Practice. 1981
Houghton Mifflin Co., bBoston, pp.196.
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The degree of emphasis placed on the ratios depend on the

interest group that wish to use these ratios, The main

categories of financial ratios ezre as follows:

(a)

(b)

Liquidity Ratios:- These ratios measure the
ability of the firm to meet its current
obligations, i1f its current assets were converted
into cash in the ordinary course of business,
Creditors of the firm 2re usually interested in
these ratios as they would want to know how well-
off the firm is, in paying its maturing debts,
Some liquidity ratios are as follows:

= Current assets
Current Ratio et TTsBITities

Quick Ratio = Current assets - stocks
Current lisbilities,

Leverage Ratios:~ These show the proportions of
debts and equity in the company's capitalisation,
Creditors and long term 1Lnders are usually
interested in the eguity contribution of the
owners of the firm, against trhe total capitalisation
s0 as to determine the margin of safety of their
funds, The higher the eqpity contribution,

the lower the leverage of the firm and the more
comfortable, the lenders, The proportion of debt
in the capital structure of a firm affects the
financial risk (of insolvency) and also the
variability of the returns to the equity

shareholders, Somec leverage ratios are:
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Total Debt , Long-term Debt Networth
Networth Total Capitalisetion Capitalisation,

(¢) Profitability Ratios:= These ratios measure
the management's ability to operate the business
with sufficient success not only to recover from
revenues of the period, the cost/expenses of
operating the business but also to leave a
margin of reasonable compensation to the owners
for providing their capitzsl at risk., Some
profitability ratios are:

Gross profit Margin = Gross profit %

| Sales
Return on Assets = Net Profit(before interest and taxes)

j Total Net Assets

!

Shareholder's Return = Net Préfit(after tax and interest)

Shareholder's Equity(Share Capital
Reterve)

|

(¢c) Efficiency Ratios: These ratios reflect the fi ri'v
efficlency in utilising the resources at its

diSposal. Ratios here include:

Tetal Asset Turnover = Sales
Totzl Net Assets

Stock turnover period (days) = Stocks x 365

Sales
Debtors turnover period(dzys) Debtors x 365

Seles,
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Chapter 3

THE PROJECT SETTING

3.1 Historical Background:

International Merchant Bank (Nigeria) Limited -
IMB -~ was incorporated on May 24, 1974 as a fully )
owned subsidiary of the First National Bank of Chicego
(FNBC), a leading U.S. money centre bank, On July 22,
of the seme year, IMB was issued a licence to operate
a8 a Merchant Bank under the name of the First National

Bank of Chicago (Nigeria) Limited -(FNBCNL).

- FNBCNL commenced operation on August 1, 197h at

| 18, st. Gr&gory s Rnad, Ikoyi, Lagos with a staff o
strength of 15, made up or 12 Nigerians and 3 Expatriates.
In September, 1976, the Epderal Government of Nigerie
acquired 60% of the bank'; shareholding in response to
the Nigerian Indigenismtibn Act. The bank's name was
changed from FNBCNL to IMB after the Federal Government
took 60% shareholding of the bank while FNBC retained
management under the terms of a Technical Service

Agreenent,

' Thesperiod 1975-1986 was one in whibh having laid
& solid operating foundation, the bank sought to
establish a strong capability in the delivery of
corporate banking and operatiocnal services, It developed
banking relstionships with major multi-national and

indigenous businesaes and in 1979, IMB cpened a branch |
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in Kano to strengthen its services and meet the
increasing needs of its customers in the Northern part
of the country. As a result of the success of this
strategy, IMB's total assets grew by over 300% from
N16.5m in 1975 to #¥118m in 1980. Profit after tax also
grew by almost 500% in the same period from ¥0.24m to
N1.4m, The bank's Pert-Harcourt branch was opened in
1981, In 1982, IMB Securities Limited, (IMBSL), a
subgidiary of the bank, was incorperested and licensed

on the Nigerian Stock Market as a dealer,

3.2 Staffing:
The bank employs highly qualified, ¢ompetent and

experienced Economists, Accountents, Engineers, Business
Analysts, Bankers and Administrators. Reuruitment is
normally done after a thorough interview conducted by

a number of the bank's Senior Managers. The tctal staff
strength of the bank as at September 30th, 19fl is 360
persons distributed as follows; Head Office, 279 persons,

Kano branch 50 persons and Port-Harcourt branch 31 persons.

Table I: IMB: Distribution a Number of Staff(As at June, 198L)

Divisions Senior |Intermediate| Junior
Staff Staff Staff
Corporate Banking Div. 19 10 15
Corporate Finance Div, 8 12 17
Treasury & Finance
Services Division 7 N 21
Development Finance Div{ 7 9 19
Operations Division 21 L6 54
Kano Branch 12 19 19
Port-Harcourt Branch 7 11 411
TOTAL 81 121 158
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3.3 Organisation Structure:

The bank is organised into seven functional
divisions, as listed above under distribution and
number of staff, Each division is headed by an Assistant
General Manager (AGM), except the Corporate Banking
Division which is headed by a General Manager and the
Port-Harcourt Branch which is headed by a Branch Manager.
The divisional/branch heads report directly to the
Managing Director who is assisted by a Deputy Managing
Director., The Managing Director is of course, the
bank's chief executive, Following the Managing Director,
Deputy Managing Director, G.Ms and A.G.Ms are the
Managers and Deputy Managers, who make up the bank's
senior management, The middle management comprises the
Operation/Credit Officers, Financial Analysts, Operations
Assigtants, Supervisors, Assistant Supervisors and
Secretaries. Further down are the Senior Clerks and
clerks, The supporting staff include Drivers,
Receptionists, Messengers, Cleaners, Stewards and

Security Guards.

3.4 IMB: Divisions & Functions:

The Head Office is divided into five functional
divisions: Treasury and Financial Services, Corporate
Finance, Corporate Banking, Cperations and Development
Finance, There are of course Kano and Port-Harcourt
branches and IMB Securities Limited, - a subsidiary
of the bank,



25

3.41 Treasury & Financial
Services Divislon: (T&FSD):

The T&FSD's primary function is to provide
funding for the various financilal services and products
offered by the bank. It actively markets for depcsits
of varying maturities and seeks to ensure an acceptable

geographical customer, and maturity distribution of

. the bank's deposits. The T&FSD has played a pioneering

‘role in the development of the Nigerian Money Markets

ShF

by making inter-bank placements and deposits and deals':~‘

actively in the market for Negotiable Certificates of

Deposits (NCDs) and Bankers Acceptances (B/As).

The DPivision manages short-term funds on behalf
of institutional and private investors who desire a .
high yield on their short-term funds. It also finances
imports and the working capital requirements cof
companies through various money market instruments
including B/As, Commercial Papers (CPs), fixed and
floating rate notes etc, |

3.42 Corporate Finance Division-(CFD):

The CFD provides the followlng services: Equipment
Leasing, dyndicated lLocans, Debt lIssues, Equity Issues,
Investment Management, and Financial Advisory Services,
The Division is responsible for managing large multi-
bank and multi-institutional loans to new and

established corporate customers, investments which may
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8lso include export credit and other international
financing arrangements. The issuance of debt and equity
stocks on behalf of companies including raising common
shares, debentures, stock, loan stock and preference

shares forms a major aspect of its activities,

3,43 Corporate Banking Division (CBD):

CBD serves &g the major centre of relatianship
between the customer and the bank; providing
protessional and customiged credit facilities and suport
services, Working closely with the customer, the -
Division il regsponsible ror identifying and reviewing
the customer's specific financing problems and needs,
and providing the appropriate services and productsq
The Division is organised slong industry lines and each
ﬂndustry and company is assigned a Relationahln Officer
with experience of the Nigerian Financial Market. The
ﬂelationship Officer is not only resporisible for
providing regular banking services but is alsc able %o
call on other specialised Division of the Bank to meet

l \
the customers specific financial requirementa.} .
I _ . \
§

1 Services offered by this arm of the bank include;

'&hort-term facilities for working capital financing,

import and export letters of credit, clean credits,

advances, overdrafts and bills discounting., Others

‘are facilities for guarantees and bid, performance and
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edvance payment bonds, and term loans to finance

capital investment programmes,

3.4y Operations Division:

This Division is the delivery point for the

various products and services provided by the other

Pivisions of the bank and is structured to deliver

fast and efficient banking services to companies as

follows:
a) processing of foreign exchange applications and
| advising customers on foreign exchange regulations.

b) | providing multinational funds transfer services to
all parts of the world.

) providing domestic funds transfer services including
the issuance of drafts, transfers, clearing of
chejques and money market transactions,

d) Opening documentary letters of credit routed
through international banks around the world,

e) providing agency services for syndicated credits
and acting as confirming house for state-owned
banks.

3.45 Development Finance Division (DFD):

The DFD was set up to provide finance and financiel

advice in those areas vital to the economic Develcpment

of Nigeria such as agriculture, housing, small businesses

and start-up projects. The division services the needs
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of indigenous enterprises by providing leans fer
petentially viable start-up prejects primarily in the :
area of manufacturing, It has developed specialised skills
in financiel and econemic analysis, financial structring
and preject cest analyses and the review eof Joint

venture management centracts, technical services agreements

and ether preject-related decumentatien,

_ The divisien finances real estate prejects including
the prevision ef mertgage leans fer swner-eccupiler.
families and the financing ef cemmercially viable heusing
estttea, hetel and office developments, It.q;fo pfuvides
censultancy services and actively rinanceslééjo-allied
pre jects which utilise lecal and impvrted primary

preducts.'

3.ﬁ6 Branches: | = 1
Kanoe and Pert-Haerceurt brancheg are each diviﬂed

essentially inte two departments: Credits/ﬂarkettnd
and QOperatioens, The twe departments come tugether te PR
provide services as dene by the Corporate Banking Divisien
(CBD) in Lagos and can call en specislised divisiens
ef the bank in meeting custemers specific financial
requirements. While the Kane Branch supervises the bank's
prejects in the nerthern states, the Port-Harcourt branch
overseess projects in Anambra, Bendel, Cross—Ri&er, Tnme
and Rivers states, The Head~0ffice in Lages 1is

incharge of prejects located in Lages, Ogun, Oyo and

Onde states,
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3.47 Subsidiaries:

IMB Securities Limited (IMBSL) is a subsidiary ef
the bank and a licenced steck brekerage firm, previding
a wide range eof financial and investment services te
individuals, compenies and financial institutiens, It's
services include investment management, insurance
agency, trusteeship; meney market eperatiens and

steck=-breking,

3.5 Credit Appreval Limits/Procedures e

To sngure that credits are approved at the apprlpriate
level Cf'lending autherity while at the sanme time

apprizing seanler management of lending activities withi))

the bank, IHB has the Iollowing approved lendix 11m1tsz

a)

b)

Authorised Managera- u250 000 o J: tﬁf

Assistant General Msnagers  ¥500,000 7 1 .'_gjfkﬁ;
General Managers NS00, 000 o  ::'1 :;ﬁi£
Deputy Managing Director ¥1, 000,000 "*}] 5§"
Managing Director | ¥,500, 000 ,{rﬂ-;]i

Credits of ever ¥1,5m and up te N3.00m and credits

of perieds of ever 5 years and up te 7 years meximum, 1 \_

The approval of such facilities rest with the bank's

Credit Cemmittee.

¢) Credits sf over ¥3,00m and credits extending beyend '\

7 years duratien. The final approval of sich facilitles j

rest with the bank's Beard ef Directers.
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3.6 Financial Highlights:

The financial highlights given belew shew that IMB
has been growing frem strength te strength in virtually
all areas of its operation. By the end of 1983, tetal
assets had grewn by 325% te X502 millien frem ¥118m in
1980, Prefits before tax increased from N3.4m te ¥12,6m,
total deposits increased te RL6im frem R107m and IMB
emerged as the leading merchant bank in Nigeria in

terms of assets, deposits, profitability and innevativeness.

. - -

Table 2: IMB Financial Highlights
N'000
- 000 e wres 1978 wn 1978 17 1980 1w ez :;i
't‘Q'um.‘-.u. oo | e we | 1aee | 2420 | 200 | ams | aser | resrm | 125e
- Protit stter tam o | 240 Y
kff 3 457 102 1042 1400 2,000 lﬁl-jrdjn 5320
W Funds (1417 | 1881 1081 2538 337 a3 | same s 14819 | 19,008
 Total Awets 7210 | 1853 | 77,198 55,8632 70154 | 71432 (118372 | 1,208 | 440008 |501.848
Total Deposits 5834 |14188 | 2400 5299 | se778 | 83781 (10872 1078 | «0717 |asases
Losos and Advances | 327 | 10308 | 1443 | 28884 291 | W57 | ©07 95001 | 242087 |M15M4
Oividends peid - - 240 ase 1022 1,042 400 w00 00 w2
Total Statt 17 P % a9 ™ 7 " 204 2 287

Source: The Nigerian Enterprises, - Nevember, 198L-
No. ISSN, 0331-5851 page 37.

307 The Future:

IMB sees the future as one of maintaining their
commitment to excellence and service in the face of
increasing competition. In line with their committment
te providing efficient and quality services, the bank
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has installed extensive electronic data and werd

processing hardware in erder to automate its services,
Their staff development programme has been accelerated
and various suppert and staff functiens substantially

strengthened,

Work is hearing cempletien on the bank's new Head
Office building (IMB PLAZA) and Senior Staff Quarters
beth in Victeria Island Lages. The bank has
established a standard for the industry and an
unrivalled level of professienalism, The challenge is
teo maintain and surpass these standard as they adjust
te a changing eceonemic and social envirenment.
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Chapter U

PROJECT APPRAISAL IN IMB

L.1 Procedure:

Project appraisal in IMB is done by Credit/
Investment Analysts and can be carried out both at the
Head Bffice and branches, The place of appraisal is
normally the brench/effice that has Jurisdiction over S

ffhﬂﬂithe state in which the project is located. The final
approval however rests with the appropriate autherised
signatory as on the bank's approval limits, The time
lag between the receipt of loan application (usuélly
@ feasibility study) frem a client and the final
approval of the preject vary from client to client

~‘and from project to project. The time lag could vary

?:from one month to upwards of :ix months.

Project proposals submit%ed to the bank are
classified inte two broad groups viz: |
a) Proposals from existing firms that have been
operating for a period of time and as such have a
record of operating perfdrmance for a number of
years, Such track recordg are usually in the
form of financial statements such as the
balance sheet, income gtatement and cashflow
statement for the past three to five years,
Proposals from such clients are usually in the
form of expansion, modernisation of facilities and

diversification,
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b) Proposals from clients that have no previous
records to show, Such proposals are usually start-
up projects, Financial statements submitted by such
clients are proJjected figures based on the
technical and market studies of the proposed
projects. This research paper will be limited to
this type of projects.

It is important to note that the bank's clients
are expected to be corporate bodies except in the case
of mortgage loans, where individual persons are
considered. When a preposal is receivedjfrom a corporate
client, the bank usually requests for tﬁe following
documents/infermatien:

i) Feasibility Report

ii) Certificate of Incorporation (copy)

iii) Memorandum Articles of Association

iv) Share Cgpital; authorised and issued

(v) Shareholders, together with curriculun vitae

(vi) Copy of title deed to lamded prope:ty to be developed.
(vii)Details of securities to be provided.

After eppraicsal, the credit appraiier npasses his
recommendetions to his immediate manzger whe approves/
disapproves of the proJject based on stated reasons, er
further recommends it to his own immediate superior if
the requested facility is above his approvil limit,

This chein of recommendations continue cn a formally

prepared credit commitwment till it gets to the apprepriate



approvel signatory whe takes the decision to approve/

reject the proposal,

4.2 The BENCO Case Study

Given below is a case study of an IMB eppraised
project which was found viable and subsequently "
financed, The proJject has been herein nicknamed BENCO
as the bank does not encourage for research purposes,
the use of actual names of projects financed by {t. The
thoice of this particular projact is in response to the
objectives of the atudy.

Incurpornted.in August, 1981 to produce bitumen
smulsion which is used i{n the construction and
maintenance of highways, the project is expected to
cost about N2,100,000,00, With an authorised ghare
capital of N500,000.00 which is isaued and ful.ly paid,
the project iﬁ being sponsored by some Nigerian
individuslas/companies and a French technical partner.
The study prepared on the project established that
there is a substantial merket for bitumen emulsion in
Nigeris and that the mejor raw materials-bitwienw
abound in Kaduna and Warri through the NNPC refinertes,

4.3 Analysis of Documents

Documents ascrutinised at this early stase are
uﬁually the certificate of incorporaticn, memorandum

and articles of assocliaticn and title deeds to properties.
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The essence of scrutinising the cértificate (a3 4
incorporation is to ensure that the company has been
properly registered in the form desireg by the bank

for lending purposes. The original decument might be
called for inspection purpose. The memorandum and
articles -f association are studied to know the exact
business of the company, its capabilities and the

powers of the directors/shareholders. These are
necessary to ensure that the bank deals with legistiﬁate
clients. Title documents presented by the company are
checked and title search conducted at the appropriate
land registry, in the case of landed properties,to ensure

that titles are not encumbered.

Documents presented to the bank by the BEMCO project
were found to be genuine and satisfied the bank's lending
requirements, In a search report submitted to the bank
on the company's landed property it was stated that,

"the property is free of all encumbereances and good for

mortgage purposes."

L.l Market Analysis: . | - :

The main thrust of IMB market analysis is t9o
interprete information from the feasibility study
relating to the demand and supply position of the envisagéd
preduct. From this, 2 demand/supply gap is established,

There is usually no formal market survey. At times, clients
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provide the bank with a list of prospective consumers

of the proposed product,together with letters of intent
from such prospective users, The analyst goeg furthrer

to establish the place of such product/products in the
economy (the product's desirability) and the competitiveness
of the proposed product amongst similar products already
in the market (if any). Other advantages of the product
(if any) are also given. Also analysed here are the
company's marketing plan with regards to terms of sale,
distribution channels, promotion/advertisement plen,
packaging and the relative advantage/disadvantage of

the company in doing these,

The market analysis of the BENCO project was quite
favourable, The product itself-bitumen emulsion-was
identifi ed to be about the most durable and at the same
time, the cheapest road surfacing material ever produced.
Some of the advantages of the product over other road
surfacing materials are as follows:

i) usability in all climates, making construction work
possible throughout the year.

ii) savings in cost/energy and pollution ar.sing from
the non-usage of petrol and heat.

1ii) easy manipulation and high stability as a result
of the absence of petrol.

iv) quick adhesion to road surfaces

v) avoidance of ri sk of inflation.

On the demand side of the product,=bitumen emulsion,-



the BENCO project had a letter of intent from the
Federal Ministry of Works promising to use at 1east.”=*ﬁt E
20,000 tons of bitumen emulsion per annum for the next
five years, subject to adequate budgetary allOCations.i'“
A reputable construction firm in Nigeria, which 1s @ .
subsidiary of the technical partners to the BENCC ,&f:
project is to use BENCO's products for all its :._
construction works., The éompany had at haﬁd, constructidh
contracts worth about B13m spread over three years as

at the time of the BENCC project appraisal, It was alse
conservatively estimated and projected that the BENCO |
project will capture 20% of the road construction and
maintenance requirements in elght states in the nerthern
part of the country and the Federal Capital Territory |
(FCT). The statistics built on this estimate alone
outstrips the supply capability of the project, moreso.

. the project had letters of intent from all the state
governments concerned, promlsing to use the product,
depending on its quality. The demand statistics is as . v

given in table 3, on the next page.

On the supply sicde, hetumen emulsion is a completely
new product never produced ir. West Africa before. The |
available road surfacing materisls Iin Nigeria are mainly
coal-tar and asphalt which cost more than bitumen emulsion aside
from the advantages of bitumen emulsion over them. Supply
of road surfacing materials in Nigeria are presently met
by local production and some impertation. There is
therefore an assurance that bitumen emulsion will find
a ready market ir Nigeria, particularly in the north

where is presently no producer of road surfacing material,



Table 3: Project Demand (Tons)

State 1983 1984 1985 1986 1987 1988 1989
Kaduna 9000 10000 11500 14000 17000 17700 19000
Kano 6000 7500 BOOO 9500 10000 12000 13500
Sokoto 4OO0 5000 6500 7000 9300 10000 11500
Niger 1500 1500 2800 3500 36800 4500  S700
Plateau 2000 2000 3000 3700 L4500 5700 6500
Bauchi 3000 3500 L4OOO 5600 6500 8000 10000
Borno 6000 6500 6000 9300 11Q00 12000 12000
Gongola 4000 L4500 5000 6000 7000 8000 9000
F.C.T, 12000 13000 15000 17000 20000 21000 22000
47500 54,500 63800 75600 89100 98900 109200

TOTAL |

L.5 Technical Analysis:

Here, IMB is interested in the lotational

advanteges c¢f the project, the simplicity or otherwise

of the production process, and the source of supply

- of the machineries/tools together with arrangements made

towards such supply. An impert licence might have been

secured or is in the process of being secured or an

arpangement made with reputable suppliers in the case

of imported machineries. Also of interest “o the bank

are arrangements for installaticon a nd maintenance of

the machineries, c¢ivil construction work arrangements

and sources of supply of raw materials.

The -:echnical analysis of the BENCQO project was o

straight forward and concise, The

technical partners to
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the project were identified as the world's leading

| producer o f bitumen emulsion equipments and user of
bitumen emulsion. It has alse served as technical
partner to twenty-three similar projects scattered all
over the world. The technical partners will supply the
machinery and equipments under an agreement to be
acceptable to the bank. They will also instal the
machinery and take charge of maintenance for the first
three wars. The plant is designed to have an annual
capacity of 60,000 tons of bitumen emulsion but will
start off only at 28% capacity due to the fact that the

product will be new in the market, The plant will operate . =

a sin-le shift of 8 hours per day for 250 working days
per annum to attain the annual installed capacity of
60,000 tons. The plant is to be located at a |
compromise place between Kaduna and Abuja which are the
major source of the raw material and target market
respectively, Bitumen, the major raw material

constituting about 90¥ of raw material cost is abundantly
available in Kaduna, -<through the NNPC refinery,~--and
there was a letter of undertaking by the refinery to
supply the raw material requirements of the project, Only
emulgifiers, which constitute about 10% of the raw
material cost willneed to be imnorted from France, through
the technical partner,

The production process of bitumen emulsion was found

to be simple; the principle of bitumen emulsion is to mixl.ffﬂ

bitumen and water,
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The emulsion is made possible without heating, through the
action of chemical products called emulsifiercs, Tre buildings
and other civil engineering construction of the project was
won by & very reputable Nigeriarn firm which had started
working on the site at the time of the project arpraisal by
IMB,.

4.6 Manazgement Appraisal: It would be economically unwise,

for instance, to entrust a lcan of N1 million in the hands of
incompetent managers, even though their investment proposal

is attractive. To avoid such a situation IMB usually request
for brief historical background of key executives of the

client compmany. Such reosorts usually contain the age,
educational background, work experience, nationality and
present responsibility of the executives, Where such executives
have not been appeointed, the client company supplies hks
pecruitment rlans including proposed remuneration, work
experience, ¢ducational backgrecund etc. Wwhere foreign
technical management is involved, the bank calls for such
management agreements; noting the pricing, plan for technological
transfer/training, and backiround/reputetion of the technical
partners, On te basis o7 this, the bank 1s ztle to conclude

if the proposged project is going tc be a2dequately managed if
fund is committed to it. The bank alsc looks at the background
of the firm (foreizn and/or local) toc handle tre development of
the pryeical =tructures (mainly buildir;s). Under management,
the tan¥ alsc looks at the ownership structure of the company
to determine the type of persons berind the project and

compliance with the Nigerian Indigenisation reguirements,
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The ownership structure o the BINCC project was 68% Nigerian
and 32: Foreign which vas in comformity with the provision of
tre Incigenisation Act of 4976, The Nigerian ownership per-
centare of 68% is shar«c amon.,st three prorwirint Nigerisns and
a reputatle compary while the 32% for(ign participation is
owned by the French tecrnical partners to the precject,
Under a 5 year technical mummgement apreement, the technical

partners will provide the followirg:
- The Ceneral Man:ger, Plant Engineer ané Laboratory Analyst
- Tebhnical management to the prcject
= Guide the production of different types of emulsionsof bitumen
- Control the operation and continuity of preduction
- Determine the appropriate emulsion for particular problems
- Train Nigerian for eventuyal take over by Nigerian management,

While the technical manacement agreement was to be governed
by the laws of the Federal Republic of Nigeria, the Company
(BENCO) was to bear all costs relating to the management
agreement including a technical management fee of 3% of sales,
ner annum. The manacement posts to be filied by Nigerians
include tre Assistant General Manarer, Administration Manager/
Company Secretary, and Accountant, There yas however a covenant
between the company gnd the bank that all manarement appoirtmenhts

are to be approved by the bank.

4.7 Zconcmic Appraisal

The btank does not pay nuch attention to the mzcro economic
aspects of projects, a:- long ac the Central Bank of Nigeria's
(CBN) sectoral allocation 2f ciedit guidelines are observed, It
hovever justifies preojects in terms of their employment
opportunities to Nigerians and sometimes, satisfaction to be

derived by ccnsumers of the expected product, as well as foreign
exchange savings to the country,
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The BENCC project was to generate an empl:oyment onrertunity
for 19 persons; 16 of wh:m will be'Nigerians. The project was
also seen as belng in a relevant sector of the eccnomy,
particularly with Nigeria's plan to construct feeder rcads to
the rural arecas to boost azriculture anc check rurzl-urban
migration, The project is equally important in terms of
maintenance of already constructed roads and the boost it will .
give to road transportation in Nigerias | The econcomic
appraisal is further enhanced by the high quality of the
product, coupled with the savings in foreign exchange which

the project will enhance.
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hb Tinancial Analysis

This anelysis usuallly examines three asrects of the finance:

(a) =-

(p) --

(e) --

L.81 Froject

This is
coupled

project

the amount of money requir~. to bring the facility
into operation (project ccst)

the source from whichn the money jis to be obtained
(finarcing source)

capability to make sufficient returns on investment
and sashflow to service dcbis (profitability),

Cost

essentially the naira veluec of the technical analysis
with the market study. Items regularly found under

cost of typical start-up manufacturing projects are

as follows: Land and Developments, Buildines, Plant and

bechinery, Furniture and Fixtures, Utilities, Motor Vehicles,

Interest During Construction, Pre-operating experises and

Working Capital, The schedule of the preject cost enatle

the bank to examine the component costs with rergards to

overstatement/understatement and Zoreign/local cost requirements,

The schedule of the BENCO prcject cost is as summarised below

in table Ll-o
TABLE 4: The BINCO Projiect Cost Schedule
~Foreion T.ocal Currency Totol
' Currency Cost 10 be Cost
#00* s (% Equivalen 'incurred'incurra:

Land onc Improvements - 17 103 120
Buililnis - - 328 326
Macninery & Equipments ;0 18 151 509
Electric Generator-=250KVA - - 60 6(
Utilizies | - 26 14 1o

Office Equipm:

nts - 9 11 20
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Foreign Currency Local Currency Total
<001 < &k Equivalent oS o be Cost
- Incured Incured

O0ffice Ecuipments - 9 11 20

TCTiL FIXLD COST 340 70 667 1,077
Interest uring Const-

ruction - - 75 75
Pre-opcr: tional Expenses - 340 - 340
TOTAL C.'ITAL COST 3,0 410 667 1,492
Workins Capital - - 500 500
Continrency(10% of Fixed Costs) - - 108 108
TOTAL PROJECT COST 340 410 1,250 2,100

The components of each of the cost units above were
carefully examined and found adequate. To take care of any
cost esczlation that may be experienced within the one year
gonstruction period of the project , a contingency provision of
®108,000 {representing 10% of fixed costs) was made, The bank
was hovevir not satisfied with the pre-operaticnal expenses which
was as ruch #3,0,000,00, The bresk down of the pre-operatioial
expense surplied to the bank is given under Appendix A, The bank
saw this exrense as a window dressing and used it as a good
cause o be hard on the sponsors by asking for a substantizl
increase n their equity stake, if the bank was to finance the

project, 11 other cost items were found sctisfactory,

4.3 2 The Financing Source,

Tnic clas.sifies the sources of funds to finance the
project's total cost into equity contribution and bank loan,
Bank lo.n mey further be classified into term loan and working
capital focility (overdraft), The essence of INME's analysis of
the sources of financing is to determine the leverage i.e.,

debt/equity ratio. The bank, as e matter of golicy does not
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finance start-up projects whose debt/guity ratio are beyond
331, A project v a debt/equity ratio of 3.1%1 and above is
considered highly I-veraged and the sponsors are asked to
increase the equit)” participation if the bank's financing is

required,

In our case study - the BENCO Project -, while the
sponsors proposed t e financing plan given under "A" below,
the bank proposed "3", Alternztive B was finally used as A
would give a debt/ecuity ratio of 3.2:1 which is considered
highly leveraged by the bank,

Table 5: Financin; Plan of the BENCO Project.

NOOO's 1 __Alternatives
A B
Equity Contribution| 500 ~ 80O
Bank Term Loan 1,100 I 800
Bank Overc aft 2,100 . 800
2,100 2,100

Alternative T, which was accepted, represents an
increase of 300,000 over the ¥500,000 authorised and paid up
capital of the B 70U project, The alternative also gives a

debt/equity ratio of 1.625:1 which is coisiderud good by

the bank,
Debt/Equity » tio = X800,000 + N500,000 _1.625:1
®860, 000
Equity to Total -roject Cost = N80Q0,000  _ 38, 10%
X2,100, 000

The two ratios we:': considered good by the bank,
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L,8.3 Projec: irofitability

Here, I. rclyses projected financiazl staterent:s to
determine somc reotios and the project's ability to service the
requested lonn, Of importance sre relationships sucr #= the
net working c-ritzl; (defined as current asseis lece current
liabilities), current ratio, inventory turnover, recturn on
sales, returnc on investments, networth and total zssets,

Others are intrrest coverzge ratio and most important, the
debt service ability. At times the payback period is calculated
to give a rough idea of the project's repayment ability,

On the BENCC project, the financials submitted were not
used in total, They were adjusted to reflect a conservatively
assumed 25% decline in the projected sales level, The adjustﬁent
affected only wles and sales-related costs, The adjustment
was aimed at delermining the sensitivity of the project to
the merket/szles and its profitability/debt service 2bility
under a reducccd merekt share, The adjusted financizcl statements
(projected profit and loss account, cashflow projections and
projected balance sheets) used by the bank are given under
Appendices P, 7 and D respectively, The highlightis of the
projected fi: ..cizls together with some calculationc are given
here=-under:

Table 6: Sur ~rv of Frojected Profit and Loss Acaount (X'C00)

Year 1 2 3 ! 5

Net Sales 3,400 9,000 9,600 10,810 10,810
Profit Before T x T3 986 1,122 y 366 1,280
Profit After Tax 113 529 600 Z;; 71;
Return on Scles Q¢ Ly G (S} 7

Return on Zouity(:800) 2% 66% 75% 91 92%
Return on Tot-1

Investment (..2,1m) 0,6% 25% 29% 35% IE%

Return on Fixed fAssets 1,3% 61%  T9% 11 3% 136%
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Whnile the returns on sales were considered poor, the returns
”oh equity, fixed assets ancd total investment were considered
gatisfoctory by the bank, The poor returns on sales were
attributed to the high contingency provision in the production
cost, vinich if relaxed, will present a betlier picture. On te

whole, <i:e returns were considered fair,

‘Table 7: Highlights of Cashflow Projections (%'000)

Year o 1 2 3 y s

Total Cash Inflow 1,600 135 1,108 1,24 1,468 1,502
Total Cash Outflow 2,100 (165) 728 676 801 795
Cash Surplus . (500} 300 380 £68 687 707

The resultant cash surplus which gave an anmial average
of ¥357,000 after honouring all cash obligations was seen as
reasonable and indicative of g good ability to service the

requested loan, ° o o L -
S H : EARSANT S

Table 8: Highlights of Projected Balance Sheet & .

Years o S I f 2 3 L s
Current &ssets 33 4,083 1,710 2,516 3,223
Current Liabilities 200 1157 522 €35 61,5
Working Capital 135 €25 1,188 1,881 2,578
Current 2atio 1.7 24l 3.3 L —_—
Paid up Jhare Capital goo  BoC 800 800 800
Retaincd Larnings 13 |, 508 1,07h 1,771 2,472
Debt/Bquity Ratio 1.5 226 .12 .05
Sales . 3,400 9,000 9,600 10,810 10,810
Inventory _ ' 193 528 562 630 630
Inventory Turnover 18 17 17 19 17

. The current ratio which improves from 1,7 in year One to S
in year ¥ive and which averages 3,28 over the projected period
. was ccnsidered very good, The positions of the working capital
"L'and retzined earnings over the years were considered very

confortable so also was the debt equity retio which improved
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over the years =28 - result of strong build-up in networth
position, The hi | inventory turnover which was made
possible by the 1 ~rness of the major raw material and
therefore less stcck carriage, was considered fantastic for
a manufacturing project, The financial appraisal of the BENCO
project therefore rresented a strong supporting factor for
the financing of the project. To ensure a good financial
management of the firm, so as to achieve and maintain the

good financials »rojected, the company was given financial

covenants as follows:

(1) Equity capital to be increased from %500,00 to
NB800,000 within six months
{ii) Positlive working capital to be maintained at ell
times 3
(i11) Totaj liabilities not to exceed 2% times share-
holder's funds (networth) at any time,
(iv) No additicnel bank borrowing without the written
consent of IMB,
(v) Dividends not to be decalred throughout the life
of the b-nk's term loan,
(vi) Cost overuns (if any) to be borne by the borrower,
(vii) Quarterly finesncials of the company to be made
available to the bank,
(viii) Employncnt of key management personnel to be

approvcd by INMB,
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h.0 Collateral

To safeguard tie bank's lending against unforeseen
circumstances which might prevent the customer from honouring
its obligations whcn due, the bank usually takes collstersl
security for each lending made, This is normally in the
form of mortgages over other properties owned by the borrower
or mortgages over the property developed for the borrower by
the bank, A good collaterel to the bank is one that has a
market value of at least 120% of the bank's loan to the

customer.

In the case of the BENCO projects, the collateral was

as follows:

(a) A mortgaze debenture over the present and future
fixed and floating assets of the company, including
the factory premises. The fixed asset component
of the project is expected to cost about #1,077,000
on completion of the project,

(b) A legal mortgage over a landed property to be
previded by the compenys major shareholder and
Chairman, The property is to have a market value

of at least X300,000,

(c) An unconditional guarantee of X256,000 to be given
by the projectts technical partners who are
participr ting to the tune of ®256,000 in the

company's equity capital,

The cellaterz) arrangement was rated A and therefore

very much ascceptzble to the bank,
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Chapter 5

CONCLUSION AND RECOMMENDATIONS

5.1 Summary
An attempt has been made in this study to identify

the preject appraisal technigues applied to medium and
long term start-up prejects in a typical merchant bank,
« the Internatienal Merchant Bank (Nigeria) Limited
(IMB). The importance ef proJject appraisal and the

preblems associated with project appr#isal'were alse -  '1

highlighted in the study. The impertance ef project
jappraisal derives from the need te undertake enly .. .

Iinvestments that will maximise the wealth of the
'ireaource ewners and the society at large, The impertance

of preject appraisal is better appreciated when it ls 1 o

fealifed that there could be different ways of execnting
ithe ;ame project; the difference could be in terms, Pf

the “ize, technelegy, lecatien, timing etc all of which
have considerable effects on the benefits derivable from

the project. Problems encountered in project analysis

were identified to include the uncertainty of projeptions

on which the accept/re ject decisioens are based, thej
deérth of standards for comparisen, the influence of
interpersonal relatloenships between the project sponsors
and the appraiser/approval authorities, credit
guidelines given by governments etc, |

In the literature review, project appraisal

'techniques were subdivided into market analysis,

!
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technical analysig, econemic analysis, management and
financial appraisals, Analytical toels used for the
financial analysis were identified as the payback
peried, the Average Rate of Return, the Net Present
Value, the Internal Rate of Return, the Prefitability
Index and Financial Raties, Having made a comprehensive
study of the project setting (IMB) in terms of it%_
backgreund, operatiens, divisiens, services, staff and
precedures, the study went en to identify the bank's-.

project appraisal techniques and precedures, and

applied them te a typically appraised preject, 2gfiﬁaﬂ.'

IMB's preject appraisal techniques were identifieq
as follews: I .: . ﬁH:L€{,m_,?wﬁ:T$..% o
oo 4) Analysis of Documents, whicﬁ.focﬁsts';g the j i
| legal documentatisn of the clinet in terms __;
of 1t's legitimacy and capabilities, | .i
11) Market Analysis, which aims at establishing
the demand and supply peslitions of the _
envisaged product and the qualitios/desirabilitﬁ_
¢f the product. _ | ;
R iii) Technical Analysis, which mainly concern the
. .‘.plant,its capacity, sources of raw materials,
productien process and arrangemen” for
maintenance.
iv) Management appraisal, This deals with the
quality and background of the key menagement

personnels, to ensure that set goals are achieved,

= e g .
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v) Economic Appraisael: this leoks into the econemic
benefits to be generated by the preject in terms
of employment and centribution te natienal
ebJjectives,

vi) Financial Anaslysis, This analysis functiens te
determine the proJject cest, the eptimal financing
mix as seen by the bank, and the projects'

prefitability in terms of debt servicing.

vii)Collateral. This analysis deals with the security
for the requested bank financing and functiens te
give the bank a goed cushien fer the recovery off
its funds if the preject turns eut bad, f

In cemparisen with traditienal appraisaﬁ techniques
as reviewed in the theoretical framework, IMB's techniques
vary widely in the area of financial analysis. The
traditienal financial appraisal tools such as the Net
Present Value, the Internal Rate ef Return, the
Accounting Rate of Return and Profitability Index were
conspicuously omitted, Rather, the bank simply looks
at the projected financials, assume a percentage fall
in projected market share (and therefor: sales and go
on to cempute the project's profitbility and debt

service ability under the new scenario.

On the emission of traditional appraissl
techniques in the bank's financis2 enalysis, interviews

with the staff of the Cre4it &nd Marketing Unit revealed
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that the ecenomic life ef preajects, and the discount
rates as assumed by the traditional methods were
unrealistic and deo not in any way portray the
debt service ability ef prejects in relatien to the
bank's sources of funds. The bank therefore analyses
the financials of prejects in relation te the tenure
of the hank's proposed lending te the project. This
has the effect of tilting the bank's funding decisien
tewards prejects premising sheriterrepayment pericds
even if their contributien te national ebjectives are
minimalﬂ This is however,kept . in check by the _ _  |
periodid credit guidelines and ceilings handed down P
by tge éentral Bank of Nigerias to the other banks, These
i; is alse the "big brother relationship" between seme

| projgpt?spensors and lenders, making less profitable HVT:

project ‘te be funded by the bank. These two effects help

to broaden the sectoral lending of the bank,

5.2 Conclusiﬁn

Internstional Merchant Bank (Nigeria) Liﬁited
(IMB), does not use the traditienal and standard

[E—

financial appraisal techniques in appraising medium and
leng term projects. It only uses the projected financial \
statements t¢ assess the preject’s prefitability, . |
cashflow and loan repayment ability under a very
conservative scenarie, This conservative scenaric assumed

in anslysing financiasl prejections is in response to
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client's ever optimism in carrying eut preject
feasibility studies. This censervative analytical
method has hewever helped both the bank and the clients
ever the wyears. The percentage decline in a preject's
estimated market as ssumed by the bank in financiel
analysis is commensurate to the bank's perceived degree

of cempetition in the preject's particular industry.

Hewever, the bank's market, technical, management
and economic appraisals cenform to traditioenally used
techniques, except, may be, in terms of the depth of
the analysis. It sheuld hewever, be noted that the
bank's accept/reject decisien in the final analysis
depends en the preject's debt service ability, The
effect of this method of analysis implies that project's
with short gestation perieds will be favoured, to the
detriment of project's with long gestatioen periods
and which might contribute more, in the long run, teo

the development goals of the natien,

The only censclation however, is that there are
annual Central Bank of Nigeria credit guidelines te
which banks are expected to adhere. The ban!:'s appraisal
techniques are further applied to project's suosmitted
to the bank from the government favoured sectors te
choose the more viable ones out of the lot. The
accurate use of the techniques are however prevented by

government guideline and interpersonal relationships
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between the lender and the borrewer. It should however
be noted that the cenclusions derived from this study
are limited to the constraints under which the study
was earried out, as previously stated in the limitations

to the study.

5.3 Recemmendatiens:

In response to the findings of the study, the
following recommendations are made to guide both the
clients and the bank in the formulation and appraisal
of projects. The bank needs to adopt the traditional
discounted technigues of project appraisal. This has
the effect of making the bank te finance projects from
which lenger economic benefits can be derived even in
the absence of credit guidelines from government and
influence of "connected" clients. Where the bank has to
use the financials alone for decision making (debt
service ability), the bank should take only minimal
collateral security since it must have satisfied itself
that the project can conveniently service the debt, It
is further recommended that the bank incorporates some
elements of risk analysis in its appraisal techniques
so as to discourage the heavy reliance on collateral
security in lending. The bank should understand that
no client will 1like to put his equity capital in a
project that is outrightly bound to fail; the bank

should therefore have a project monitaring unit te

g ot L
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supervise the execution of projects.

Project promoters shoula on their own side present
rojectéc for bank financing witn the actual data
ovtained, rather than window dressing projects to catch
tie bank's patronage, Projects known to be "cooked" for
the purpose of attracting the bank's financing are
usually appraised under very harsh/stringent assumptions
that cannot make them acceptable. Pre-operating expenses
presented for new project need to be realistic as such
expenses should normally be incurred on incorporation
and related expenses only, Social comnnections/extra
curricular relationships should never be brought to bear
on project appraisal as this has the effect of reducing
the competitiveness of the project, More research works
need tobe done in the area of forecasting as it relates

to project appraisal.
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APPENDIX A

#

Pre-operation Exepenses (N340,000,00) (BENCO Project)

Balance B/F.
Preliminary Studies
Starting Cost
Pramotion Cost
Stamp Duties
Incorporation Exnenses
Rent
Management Fees
Salaries & Wages
Office Repairs
Vehicle Licence
Vehicle Maintenance
House & Generator Maintenance
Printing & Stationery
Electricity Water & Gas
ical Investigation Cost
Secretarial Fees
Transport & Travelling
Telephone, Telegrams & Postage
Board Meeting Expenses
Bank Charges
IAccountancy Fees
Other Costs

less over provision for
Accountancy fee in 1981

1984
318,806

W R s ol B O ol |

340,000

1983 1982 1981
274,V77 112,948 43,000
20,417 17,961 15,500
42,703 60,273 30,000
4,160 3,575 3,250
592 - -
69 64 64
736 688 612
1,348 | 842 719
1r196f 183 406
3,625/ 1,684 1,825
A 5,800 7,320
2,750 2,750 2,750
2,753 2,280 4,347
75 60 80
+ 52 90
229 303 485
7,017 1,500 2,500
6,959 14,214 -
318,306 225,177 112,948
- 1,000 -
118,806 224,177 112,948
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APPENDIX B
(%000's) Projected Profit and Loss Account(BENCO Project)
Year 1 2 3 1 s
Capacity 60 vl ) Ol 04
Capacity Utilization(%) 28 75 80 00) 90)
Production (lons) 17 45 48 59 54
N'000  N'Ouh  NTOOD N'OO0 N'UOO
Sales (N.00/ton) 3,400 9,000 9,600 10,810 10,810
Expenses:
Raw materials 2,441 6,519 6,954 7,833 7,823
Salaries & Wages 138 138 145 145 152
Power & Fuel 134 311 311 342 342
Insurance 14 17 17 18 18
Maintenance 21 21 23 25 25
Technical Fees (3% of Sales) 102 270 288 324 324
General Expenses 93 93 93 93 93
Depreciation & Amortization of
Interest During Contruction 122 122 122 122 122
3 3,065 7,491 7,953 8,892 8,899
Contingency 153 375 398 445 445
3,218 7,866 8,351 9,337 9,344
'+
Profit Before Interest and Tax 182 1,134 1,249 1,473 1,400
Less Bank Interest 169 148 127 107 80
Profit Before Tax 13 986- 1,122 1,360 1,380
Tax at 45% adjusted Profit - 457 522 035 645
Profit After Tax 13 529 600 731 735
34 34 3 34

See Appendix F for the underlying assumptions in
computing the projected financials,
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| - APPENDIX C |
(NOOO's) Projected Cashflow (BENCO Preject) ';
: 0 1 ) 3 |
Year - LD 2 3 4? 5
cash Inflow (3) - ‘
Bauity 800 - - = - -
profit Before Tax - 13 484 1122 1366 1380
Depreciation & Mortization - 122 122 122 122 122
i
Teym Loan | 800 - - - - -~
1
l 1600 135 1108 1244 1488 1302
k
Cash Out-Flow (D) '
Fixed Assgts - _ 1077 - - - -, =
Prelinu‘.na.j:y! Expenses 340 - - = - [ -
Interest. ;i)q_ri.ng Construction 75 - - - - -
Loal Repayment . - - 160 160 160 ! 160
fax Paid w0 T e e o 457 524 .. 835
#» Change in.Current Assets 500  (165) 568 59 1y Gy
- contmgenCies :"{;L" o . 108 T {«: LT - - .:,'-..:-.-:; E - j r | -

2100 (165) 728 676 801 t" 198

Cash Surplus {Deficit} (a-B)  (500) 300 380 568 687 = 107
Balance Carried Forward - (500} (200) 180 ?48 14235
Net Cash Flow (500}  (200) 180 748 1435 2142

% See schedule of working capital -~ Appendix E,.



(NOO00's)

Year

Fixed Assets

Less Cumnulative
Depreciation

Preliminary Exponscs

Interest During Conost oot

ion
Contingency

Current Asscts
Inventory
Receilvables
Cash

Total Current Assets

otal Assets

Current Liabilities

Bank Overdraft
Taxation

Total Current Liabilities

Financed By:
Share Capital
Term Loan
Retained Earnings

Total Liabilites ami

Nelt Worth
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APPENDIX D
Project Balance Sheet of the BENCO Project
U ﬂl_ ___'i__ _i__ 4 5
nyy 1077 1077 16717 1077 1077
107 214 321 428
i/l 370 R 1506 Gl 42
Ao W) N 272 <38 <04
75 ot 1 30 15 -
108 108 | 104 108 108 108
LOU 193 28 562 030 il
- 142 375 400 451 451
- - 180 748 1435 2142
— i .
500 345{ ©1083 1710 2516 3223
— [ :
2100 1313i 2405 476 3526 4077
.:ﬁ?
,t’;ﬁf‘?
500 200 - - - g &fﬁ%
- . 457 522 635 645 :
500 200 457 522 6135 645
300 300 ] 800 800 800
800 800 G40 480 320 160
R 13 S08 0 1074 0 AT 2472
21040 54 I 240" 2876 1520 4077
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APPENDIX E

Appendix E: Working Capital Schedule of the BENC(C Project

- K'000 K'0O00 N'000 ¥N'000 ¥'000
Year 0 1 2 3 L , 5

Raw Materials

Bitumen (2weeks) - 86 257 27L 308 308

Emulsifiers

(ymonths) - Ll 118 126 142 142

Fuel (2weeks) - L 9 9 9 9

Fimnished

Geods (1 week) - 134 384  Lo9 459 459

Receivables

(2 weeks) 59 144 153 171 171
a2 375 4Oo 451 451

Annual

Requirements 500 335 903 962 1081 1081

Change in

Current Assets 500 (165) _568 59 119 -
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APPENDIX F
ASSUMPTICHNS

In computing the projected financial statements of

the BENCC project, the fcllowing assumptions have been

made and applied, they are:

.a)

b)

e

d)
e)
1)
g)

h)
,i)

3)

k)

A 25% decline on the originally projected sales
figures. | - . 

a 5% increase in salaries/wages every other year.

a 10% increase in maintenance costs every other_
year,

a contingency expehse profision of Y.5% of sales

Bank interest charges of 13% per annum.

a 45% company tax rate. -

annugl straight-line dePreci;tioﬁ charge rétes of

L% for buildings, 15% for muchinery and equipments,
20% for electric generator, 9% for utilities and 124%
for office equipments.,

Interest during construction to be émortized over

a period of five years., : B _}”~Hﬁ
Pre-operating expenses to bt written off over a _f_;?
period of ten years. _ _’__ L
The ¥500,000 bank overdraft will be renewed and

fully used annually, throughout the terure of the

term loan,

The term lcan t¢ be repaid over a period of seven years

including a two year grace peried/moratorium.



