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I. INTRODUCTION

NIDB was established to provile medium and long-tern finance in the
forn of loans and equity to enterrrises in Nigeria which are privately
owned and rena;;ed. The Bank has a paid-up capital of £2 million in
ordimary shares and £250,000 in non-voting preference shares, It also
received an interest-free, long-tcm loan of £2.rillion fram the rfederel
Govemment of Nigeria. The Bank's lar,est shareholders are the Central
Bank of Nigeria and the Interratiorel Finunce Corporation: each owns about
25% of the equity. The largect part of the remaining shores is held by a
number of leading private banks arourd the world., NIDB expects to seek
additional financing from both the Federal Governrment and the IPRD when
present resources are exhausted,

The Bank started orerations early in 1964, It was the successor of the
Investuent Company of liigeria (ICCN). 4t the end of June 1965, NIDE had
approved loans and siare marticipetions totalling £2,200, 000, These
sanctions are for manufacturing or nining projects. IIDD does not finance
service imdustries or asricultural far ing.

As is usual in developmert hanlzs, disLursement of funds has been lagging
behind sanctions. This has been caused by delays in the projects obtaining
such things as pioneer status (incorie tax relief), import duty relief, bank
guarantees for machinery credits, bank overdrafts, utilitb guarantees,
machinery fra: overseas suppliers, and Ly delays in construction.

These delays in disbursements have forced the Eank to forego a great
deal of income. i.e lend at a rate of 8-8 1/2%. We can earn only
L 1/2 - 5% when our money is in short-tem instruments. In spite of this,
NIDB made a profit of £110,000 for 1964. The advantage of a capital
structure which zives the Bank equity fumis and non-interest bearing
loans in the initial stages of life is clearly evident,

NIDB must operate in an enviromment vhere investment is restricted
by such factors as the linited size of the market, the high production
costs, the lack of indigenous managerial and technical skills, and the
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foreign investors! unsurencss over the safety of their overseas investnents,

This does not mean that the situation is bleak for the gross domestic
roduct has grown at an averaze annual rate of 4.5 per cent from 1958-1959
to 1962-1963, Furthermore, the total private sector has been responsible
for an increasinzly important part of this growth:-

NIGERIA: GROSS DOMDSTIC E.OLUCT AID FIXG.D IV STilifw
Gross Domestic Product Qmalmﬂ_men&

Erivate
1958 - 19£9 $00 59 50
1959 ~ 1960 938 63 6
1960 ~ 1961 981 66 61
1961 - 1962 1,014 8L 56
1962 ~ 1963 1,072 82 55

* In constant 1957 prices

This of course is vital to NIDB since it was established to invest
in mrojects which are privately owned and ranaged. The Bank does join with
the Federal and Regional Governments in assisting the develoyment of sone

enterprisea, bul only where the project is not Government-controlled or
dominated.,

One of NIDD's rnajor goals is to increase Nigerian investment in industry. §
While indigenous investient has been increasini, most of the major ;f;
manufacturing companies in the country are foreign owazed, Indigenous ) .

investment has concentrated in fields where the investient required is
small and where the technical requirerents are either not great or have
been in the courtry for a number of years, Thus this investrent has Jone
into such fields as bakeries, sawnills, crepe rubber processing, and paln
kernel crushing.

In the last few years, some Nigerians established in retail and
wholesale business have started the ir own manufacturing operations, This
is marticularly true in the field of phamaceuticals. In one case financed
by NIDB, the promoter is a drug wholeseller who with assistance froau his
overseas supplier is startin; to produce antibiotics,
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In contrast to indigenous investment, foreign investment has cone
largely into fields where the depree of technical skill required is high,
capital requirenents are large and high-level managerial skills are needed
to create an extensive marketing organization., Textiles mills, rubber
tyre factories, beer factories, enamel. ware plants, cement comranies,
tobarco plants, and suzar mills are examvles of forei.n investrment. /'hile
indi genous entrepreneurs are not as yet oble to stvart and finance these
major industries, IIDD tries to ensure that liserian individuals or institu-
tions own at least 255 of the aquity of tle foreign ovmed plants which it
finances,

As stated before, NIDB Tinances only manufacturirg and mining ventures,
These projects rust be to the economic benefit of the country, and rwst be
more than sinmple assembling companies, There are a numver of preposals in
the country for setting up assaer.bly plants for such items =8 trucks,
passenger cars, refrigerators, airconditioners, radio sets, etc, lioct of
these invwlve the establishiment of units which would te sble to compete
with the imported finished products only on the basis of very considerable
import duty relief on the components required. Besides, they involve
hardly any manufacturing process but rather the fitting together of imported,
ready made corponents,

In mos\ cases the decision to assemble a product locally seems to have
been tsken Ly expatriate trading firms who fear that import restrictions
may be imposed on the finished product because it nay be considered a luxury
iten. This applies particularly to motor cars, refrigerators and radio sets.
In a few instances, the initiative for establishing assenbly plants dt#i¢es from
foreign exporters who feel that their traditional market here may be
threatened by import controls w'ich may tend to become discriminatory as
between sources of supnly.

It appears that encouraging assembly plants does not contribute uuch
to the industrial progress of Nigeria. In some cases they can even
pre-empt tle rarket and stop a future fully integrated nanufacturing
operation. Thus the 3ank's policy is to participate in assenbly projects

if there were reasonahble prospects of pro;ressive mamfacture of the
componentes within Nigeria,
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LIL, ANALYSIS OF PrOJ.CT3

Unless we are dealing with a large, established conpany or with
wealthy imdividuals known to us, the first questions we ask are, "What is
the total cost of the project,” and "Where is your share going to come from",
The Dank's operating policies mske these questions crucial. NIUB does
not finance more than one-half of the cost of the moject, and it does not
take more than 257 of the equity. To limit its financial vulnera®ility,
NIDE does not invest rore thun £200,000 in any one project, and to limit
its expenses it does not invest less than £1C,000.
By limiting the Bank's financing, we automatically screen out
proposal s in which the promoter expects to be set up in business. ‘/hether
the promoter puts his shares in the jroject in the form of cash or industrial
assets directly related to th: project, he is forced to risk a sizeable
amount of hie own resources, The staff feels that iis single Lest insurance
that a project will be a success is that the premoter has roth the risk of
not mking profits and the risk of losing money. “
daMonazerent
The staff!s attention can be turned to the details of the pLroject now
that the preliminaries are out of the way. The Lank rarely finances a
project where the managers are going into a Lusiness in which they have not

had direct experience, It has been possible for us to maintain this policy §

since a large number of indigenous businessmen have come to us with projects §
W7 :

for expanding and modernising their existing bLusiness, Y .

Recently some wealthy Nigerian traders have been moving into manufacturing i

fields and starting nev factaries. This is a very healthy tremd for the

economy. In these irstances NIDB usually insists that the romoter have a
signed technical agreement juaranteeing experienced entineering manaement
for a number of years, This agreement could be rade with an overseas
mlrhtin,-; firm, it could Le with one of several consulting developr.ent
companies that exist in Nigeria, or most likely it could be with the machinery
supplier. Here, one uust be rarticularly careful for the machinery

supplier usually wants to assign their engineers to the project only during
the installation and muming-in period.
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It is also necessary to see that the teclinical manageuent is deep
enough, /e have seen instances vhere mroduction drops significartly vhen
an engineer goes on leave., Even when present mana ement is very strong,
we find that special clauses rust be inserted into the investuent agreenent..
1/e do not want a company or indivicuals to start a project amd then sell
out to others who are noct known to vs. Thus it :a not unusual for LIDB to
require thct the promoters cstain its consent before any changes are made
in the capital structure, |

In cases where the promoter is alco the machinery supplier, the problem
is even more critical, Since the prcmoter is nellirg his project to a
number of institutions there is no indi}ridml with an cwnership interest
training his men to take over. furthemore, since the machinery supplier
has usually made his profit on the sale of the machinery, he is less
jnterested in the proper uana:ing of the plant. Here, the "ank ins sts tlat
a strong manazing agency contract be part of the jnvestment agreement. The
promct er must guarantee the performance of the plant and must guarantee to
supply mana ement for a 10-12 year period,

22 Capital Costs

The staff takes great yains in analysing the capital costs put forth
by the promoter. The Bank has been handicapped hitherto since there were 8o
few past projects which could serve as a guide and since it was some time
before the Bank could add an engineer to its staff. an initial look at
capital costs can be taken by comparing the plart and equirment costs with
that of other factories on a cost per unit for output basis.

Helpful information on costs has been gotten from the USAID Facts
Sheets and from such organizations as the O'CD. The difficulty with cost
per unit comparisons is that machinery capabilities' and quality vary_by
wide margins, Thus it is usually necessary to see that caupetitive quotations
are received, and the Bank often requires that the machinery is to be
valued before it is shipped to Nigeria.

The Panl' is particularly cautious when an investor wants to purchase
used machinery for his roject. There can of course be economic savings

in using used machirery and some projects can be quite succesaful with it,
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Nevertheless, it can be over-priced, obsolete, and in bad repair, The !
deteriorating financial posit ion of oneof the country!'s textile mills is :
primarily due to high labour and maintenance costs caused by used machinery,

The sponsors usually fail to add a large enouzh allowance for
contingencies and for working capital. In the case of working capital, 5
companies often assume that accounts receivable will be no more than thirty
days ard that fourty-five days for raw materials vill Le sufficient, It is
necessary to be particularly cautious where tlie sronsor assurnes he can
discount his accounts receivable ard where he thiinks the banks will
automaticelly increase the overdraft as the conrany rrows,

Commercial banks in Nigeria are far from liquid. In fact, loans as
& percent of deposits averaged 91% in 1964. This high loan/deposit fisure
is nade possible by the larze amount of resources the banks, (which are

J' mainly foreign owned), have outside the country. ‘'hile these resources
exist, it is expensive to use them amd there is & reluctance to over-extend
local commitments.

The staff is also cautious when the s onsor claims the market demand is
such that he can sell his output for cash. For instance, the present tems

in the textile incustry are cash on delivery, but with an increasing number
of local mills entering production, the situation will change ranidly,
] ts

Most of our appraisal time is spent trying to forecast sales. This

is the most difficult task faced, s one would expect, the investor VE
‘g invariably over-estimates sales, The Dank recently received a proposal

from a very experienced businessm:n wlo wanted to produce a staple household
good. His estimate for the total merket was more than double that indicated
by import statistics. It was extremely difficult to cornvince him that his
figure was unrealistic. He reasoned that this item was an essential part
of life and that the per capita consumption would be roughly thesane for
all countries in the world. Obviously, ti.ings thet are essential rart of
life in a country with per canita income of £300 per year differ from those
in a country with per canita income figure of £30,

This example does not stop there. He was so sure he could sell his

e #y%%ﬁ%% E,;,,:v it e ‘il
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output, he had already put £20,000 down on the machinery. He felt that his
factory could always export any surplus production. .uite a few promoters
take this position. Unfortunately, exports of Nigerian manufactured o0d8s
are very srall. is mentioned before, unit production costs in Nigeria
tend to be high, This is why tariffs are needed to rrotect Nigeria's own
industries,

In estimating the domestic market, we rely a great deal on the import
statistics., Nigeria is still at the stage of development where the eales
of a few domestic firms can be added to the inports to g2t the total market,
At the same time, anyone wio has dealt with the classificution of large
arounts of data knows that import statistics cannot be 100 reliable.
Furthemore, it is often difficult %o get a historical trend of innorts due
to the major revision in the reporting catenories undertaken for 1963,

Import statistics of non-consurkr 70ocs can be particularly misleading
when tryins to gauge the market for an import substitution product., o few
large ron-recurring projects can inflate the indicated market by as much as
twice its actual size. The best way to circumvent this is to check the

. 4mport statistics on a nonth by month basis, and calculate the cost per unit

for each month, WLhen a discrepancy is indicated, it rust be checked on with
the importers end some evaluation made.

An even greater difficulty is that demard for non-consumer goods such
as pipes or valves tend to be fragmented into a number of specialized areas,
Due to economies of scale the domestic plant will usually be zeared to handle
only a iew of these areas, An over-estimation of the applicable market was

one of the major reasons for the failure of a plant built to produce valves,

Even when this analysis shows a large enough market for an item, the
Nigerian consumer is very quality conscious and there is no Juarantee he will
buy the irdigenously produced products. In lact, he prefers the prestigious
foreign produced goods to such an extent that one of the shoe compenies found
they had to delete t . "made in Nigeria" labsl. TFurthecmore, the consumer

is very brand conscious as has been evidenced by the difficulties other
companies have had in trying to compete against Raleigh bicycles and
-Martell brandy. :
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New firms have resorted to such advertising media as newsmapers,
billboards and spot films at the cinemas to introduce their brands. In
addition, saie fims in conjunction with the newspapers hnve started a "byy
Nigeria" campaign which mgy have some effect.
ke Covemment Surnort

Government support for an incustry is extrerely inportant, The fedepral
Government has declared a numier of incustries ricneer$ companies starting
in these industries can apnly rfor freedcm fram incorme taxation on a sliding
scale up to five years depending on tie total investment. The Governnent
also allows all firms 2ccelecated derreciation allowances as well as protec-
tion from foreizn coupetition through import duites,

Jn addilion, tne govermnent will aleo consider inport duty relief
applications Iron compar ies tiag import a dutiahl: rav meterial for ranuisctupe
ing purposes. In recent months, companies huve tren fimiing import duty
relief rore and more difficult to ottain. Tuis is larpely because tie Govern-
ment carnot afford to see its revenues cut shar;ly and because the relief
can discriminate atainst compenies already producing the same nroduct.

Excise taxes have al so Leen introduced. They are levied on such items
a8 beer, cig.rettes, biscuits, shoes, some textile procu:ts, cosmetics, and
matche3, Lxcise tixes are applied at the factory, and since they affect only
loeally produced goods, they reduce the differential Liiport price advantare
for the local producer. In one case, a Iirm had been granted import cuty
relief that it felt was necessary for its rlant to be rrofitable. But tle
differontial required w: s cut by a new excise teo:,

An apreal was made to tle Government and the excise tax was rescinded.
Government is very responsive to an apreal of this tyre. Business tcnds to
be in a very strong bargaining nosition. The lo:ul politicel repercussions
of cancelling a proposed factory, or even worse » closing an existing one can
be severe,

The Government-owned Marketing Boards in Nigeria control most of the
exports of agricultural conmodities, In the case of projects such as ground-
nut, cottonseed, and palm kernel crushing, tle liarketing Rourds sct the price
of the raw material to the mill. .s you would expect, they can make almost
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any project profitable merely by selling at a low enough price. 1In the pust,
the l.arketing Boards would invest directly in a project taking perhaps
10-25% of the equity. While it was to the promoters! advantage and con-
sequently to our advantage to have this investment, this policy can put them
in a position of compromising their own interests. Thus the Northern
Marketing Board has now ceased making these direct investrents,

A trisl °r:jects

Nigeria's long-run corparative trade advantage should be in the above
kind of agrizultural prccessing as well as in canning und raw material
processing operations. NILB can fincnce these yrocessing projects ard
encourage then. The tiggest difficulty with such projecis is encuring a
supply of raw raterials, A cannery established some %ime ago is understoad
to be operating fer below capac i‘,y'largely becanse of this difficnlty,

The quantity and quality of supply from local farmers cannot be relied on,
ard a cannery must have its own plantation.

In the case of tlis cannery, a plentation was part of the total project
but production never resched the required levels. It is not enough for the
‘sponsor of a venture to suprly technical rmachine skill: he must also have
technical skill that is useful in manazins large scale agricultural projects.
The combination of both talents is rare in Nigeria and is probably the
major reason more of these mrojects have not been started,

§s Qperating Costs

In view of all the uncertainties in such thLings as nanagerial talent,
capital costs, market size, m.rket rice, and raw aaterisl aveilability,
it is with some relief that the analyst turns to the sponsor's estimates
of operatin’ costs. ‘e know the waze rates in iligeria, the supervisory
staff salaries are given to us, and ve can compute the cost of utilities.
Close estimates can also be made of such things as routine maintenance costs
and administrutive overheads, and it is possible to obiain accurate.figures
"on the raw raterial costs. However, we must larzely rely on the sronsor
for estimates on the rumber of labourers required, the exrected plant capacity,
‘and -the wastare fisures on raw materials,
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L._Financial Analysis

NIDB is not using discounted cash flows for comruting the return on
investrent. Since the expected retum on our projects is atove our cost
of capital, the discounted cash flow method would be useful principally
88 a refined metlod of deternining the best investment to take among
alternative uses of funis. The “ank has yet to find itself in a position
where it must choose between two projects amc in which the expected
return would be determinirg factor. The Fank las enough 1esources so that 1
it can finance all profitable o jecis and the extent o? profitahility can
be determined by simpler rethods,

There have been a few instances where there were two propcsals to
finance a project in an industry with a market so small that only onre could )» i
be viable. In these causes the choice of rrojects could be deteruined Ly our
Judgerient of the munarerial abilicies and credit scundness of ihe s~cnsoring
companies,

In giving financial assistance, .!ID3 tries to keen its investment in
equity to a minimum, &ince it is a new institution, it cannot afford to
Jeopardise its profit position with laerge ariounts of the slow returning
equity shares. Uitk 304 of its investments in long-term loens, the
financial analysis is concentrated on the return on capitalization. 'e
campute this by dividing profits after taxes oy comuon 3tock nlus reserves |
and outstandini long-temm debi, .le feel that the forecasts should sl.ow a ‘
return of at least 10, during a nomul year of operation. If an investrent ) j |
is being rade in stare capital, tle return on equity should exceed 15%
after taxes,

We do not want de“t to be more than 50% of the total capitalization,

The composite debt/capitalization ratio in the new rrojects financed is 447,
The highest percentage debt was 54% in a rhamecsutical project and there
was & mining venture financed completely with equity. Coverage ratios are
also computed, and we want profits to be double interest plus loan repayments
adjusted to a before tax amount.

Net assets slould cover the total of all long-term debt twice, This is
because the assets of a company in liquidation are worth little. It is also
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& way to improve the deht/capitalization ratio; ani as suggested befors, it
is a way to be sure the sponsor puts a large amount of money in the project.
We also compute a return on total investment, but this is mainly a
macro-econornic tool andis considered a background factor in estimating the
projects' general value to the econony. It is uswally ahove 85. However,
it is a difficult figure to use because while it is above our cost of carital,
& Judgement of the cost of capital for 4he wiole econory is difficult to make.
In the evalustion of a pioject, we also give consideraticn to the
effects it will have on the b-lance cf parrents ard on employment., It is
of course difficult to use tliece considerations as a direct evaluation tool
in deciding whether to glve financial assistance. 111 ol tiie projects
placed before the board of directors have been shown to have benefcial
effects for thie economy, and we have enouzh furds to provide assistance to
all of ther, However, we are an institution fourdecd to help the industrial
progress of the country. l.e want to know these effects and they are
important to us and to the institutions that finance the Bank,

IV, COLCLUSTON

In evaluating a project NIDB thus takes into account its technical
managerial , economic, and financial aspects, llo project can be conpletely
satisfactory on all these counts., lievertheless, if sound judgerment is
exercised and the more obvious weaknesses are corrected ut Lle cdiscussion
staze, tl.e bnsis for a cormercially viable project can be lrid,

NIDB backstops its sanctions Ly a strict system of disbursenents
designed to ensure that Junds are expanded for the prurroses sanctioned.
Furthermore, wID- h.s recently set up a rfollow-up unit to keep track of the
progress of the companies which it finances, Vith tiiese safeguarcs, NIDH
believes that it can avold tlie mare obvious pitfalls of develoment banking,
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