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ABSTRACT

This project work on management and control of credit in commercia Banks an over
view of the commercial banks Nigeria takes into consideration the extent to which
commercial banks disburses and manages credits (in commercial banks). While a lot of
emphasis is given to good and qualitative credit management in the literature review a
lot of light is also shed on effective monitoring of loans and management of problem

loans.

Credit management which comprises of the analysis of credit, credit policy and statutory
monetary and credit policies will be discussed. In this work the literature review is
limited to the management and control of credit only, since a relationship exist between
loan portfolio and other assets of a bank, al ot of restrain was taken by not delving into

the asset portfolio management as it is a point of fact that credit level is determined

partly by the reserve requirements of banks and it's liquidity ratio.

The commercial banks put under litmus test here solely because of it's involvement in
variety of credit facilities and since a mgjor share of it's assets are in loans and advances.
Thus it will go along way in explaining credit and management of credit due to its long

varied scope of activities.

Several banks had to contend with the issue of liquidation and none up to date have had

to merge. The major reasons for insolvency of this banks largely is due to the ineffective



credit management by bank and the poor and unquditative manner of controlling credits.
Thus the andyss therein has shown that the banks have faled to peform certan
essentid functions that will guarantee effective and quditative management of ther asset
portfolio. This has led to the numerous folding up of mogt of this banks , ad is
continudly threstening survivd of mgority of them in exisence. It is common
knowledge that since this is prevaent in most of the banks, the stability of the banks will
be threatened and the trust depositors have in them will diminish not only depositors, the
trust between themsalves too is lacking. It is partly because of this that the CBN has hed
to issue circulars on how loans and advances will be and ought to be disbursed while the
NDIC covers the insurance of this banker. It is of note and belief thet the activities of
this two parent bodies will go dong way to sanitise and rid the sysem of ineffective
controllers of credit and thus bring back the confidence it has dways enjoyed from the
public and the indudtry itsdf.
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CHAPTER ONE

INTRODUCTION A o

i
The focal point in the activiticls of all financial institutions is the availability of credit.
Credit to all sectors like the private sector, the public sector and the general individual
sector. This credit forms the ax;ex of all banking activities since it is on the backbone of
the Bank thét credit to all theésectors mentioned above functions effectively. In other
words the profitability of a bank credit depehd on how well credit is being given and how
well it is managed. Since lending is a sub-strata of credit and t‘he main source of
profitability in commercial banks, It therefore follows that the asscts of banks 1.e. lfoan
portfdlio that provides majority of thé source of it’s income and profuts, should be

properly and efficiently managed. . _ .

1 . '
| , '
| ' ‘

- .

Inlrecent 1989 World Bank report, the failure of a private bank sparked off a banking

1

crisis in Argentina between 1980 and 1983 where 71 of 470 financial institutions had be

liquidated. While the rate of bank failures in the United States has risen from 10 a year

a s Ll

' | . o
in the 70’s t0 more than 150 a year in the 80’s. In Guinea the banking system was

thrown into confusion in 1984 as a result of bad loans - Almost 99 percent of its loans

‘were certified irrecoverable. Bank failures were frequent between 1929 and 1952 while

in 1990 Central Bank of Nigeria in its routine examinations of banks discovered eight

were technically insolvent.



Nige;ia had been expandit_lg ata moderate pace but recently the expansionary rate if fast
beclzoﬁ;ilng .zlxl'é.tr:mling.. I..n the. .cibuntlry .lod;xy 'wé ﬁave such specialised ankh like the
Mortgage Banks the Community Bank, Finance houses, Stockbrokers and the Peoples
Bank table 2.1.2 shows a lot_of mortgage and finance houses in the country 0 date

(presently the number of Commercial and Merchant Banks operating in the country is 64

and 54 respectably as at 31st December, 1993, o

COMMERCIAL AND MERCHANT BANK IN NIGERIA 1894 to 1990
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Within the period 1822 and (959 when the first bank was .cstabli.shcd there was free '
banking regulations and that period witnessed bank failu;es and frauds. This inevitably

led to the establishment of the Central Bank in 1959 10 oversee the activities of these

- banks thus, this started the era of banking regulation and legislation. Monetary and

financial policies thus started to appear in the same year. It was the same year that the

first issue of treasury bills was made i.n April, 1990. Alsa, the idea of stock exchange

| ..w;dsrc.:on&erted in the year 1959 and _'it was the same year too that the Federal

Government’s first aeyelopme_nt_ loan stock was issued

+
[T



2.2

2.2.1

.
L

The conmbuuon of the financial sector (f“manoe and msuram,e) to the economy can be
i -2 . s :'1.

measured by its contrlbutlon to the Nations gross domestic product The contribution of
the financial scctor to the G.D.P has been ralsmg since 1985 l|1 1988 contnbuuon ‘was
#3 .7 blllion i.e. | 4 8 per(.:e.nt ulld thlS rose to 4.4 bllhon in 1989 5 3 percent while the
contribution of the financial sector in 1980 was #4.6 billion or 5.3 percent of the of she
G.D.P. at these low figure in the 90’s could be attributed to the fact that most of the

bank were trying to take advantage of the foreign exchange market an activity that does

not add value to the economy.|

. [UEEEUF IS

o
w

INTRODUCT .

The incréﬂsing number of financial institution in the economy is a heaithy development

for the economy in a way. Since it increases competition among the banks, it also creates
R hi |
a situation whereby customers would have a variety of products from which to choose.

Thus, in a way it mcrea.ses tth efﬁcnency of ﬁnancnal mtermedlatlon in the country In

another way it has Ied the populace not to really have trust in thc new upcommg ones

with the seriés of frauds and closures we hcar of every day. Recently a publication from
the Nigeria Deposit Insurance Corporation came out with a list of five distressed banks

and it was in a bid to stimulate trust within the financial industry and to guarantee

depositors funds that the NDIC came into existence.




2.2.3

I'r AL 1 Rl N

The financial institution in Nigeria can be said to have reached a moderate
stage in its development. The range of financial institutions and the
services they offer has extended to aimost adequate level, This aiong side
the commercial and merchant bahks, one can issuing, and specialized
banks such as the Nigeria Agricultural and Co-operative BBank (NACB)

and the Nigeria Bank for Commerce Industry (NBCI).

A A ~

This group has continued to dominate the scene at least today they form
74.5 percent of local credit in the economy. The fundamental issue here
is the ability of banks to source funds at terms acceptance to lenders and

meet the needs of borrowersn in the use of funds.

1]

Lending by commercial banks rose over the years with a:slight drop in
1989 and then rose continously thereafter table 2.1.4 Appendix I
illustrates this better. The lending and credit of the commercial banks is
heavily controlled by the governments. They must comply to stringent
credit guidelines, where the government always set a credit ceiling and at
the same time, the anks have to accord priority to certain sectors of the

economy as may e directed.

The lending and credit of the commercial anks is heavily controlled by the

Federal Government.



2.2.4 R

505,420,000 (Appendix V).

. They bomf)ly to stringent credit guidelines, where the gd\rérhment always

set a credit ceiling and at the same time, the banks have to accord priority
to certain sectors of the economy as may e directed y the government or
its mounetary policy guidelines. Most commercial anks diversity into

financial services such as life insurance, pension funds, credit cards,

advisory services and leasing. Banks now learn more towards investment

banking (income based activities) but still loan portfolioc comprises a

" significant portion of their assets. the loan portfolio of most banks in

Nigeria includes personal loans, overdraft, term loans, export and import

financing commercial papers, project financing and many more. Appendix

~ V shows the composition of the liabilities and assets of commercial banks

in Nigeria from 1980; while Appendix (VI} shows the-loans and advances
from the banks. Appendix VI shows that the loan portfolio differ
considerably from ‘that of the commcrlcial banks in that they offer
corporate finance which .involves medium to long term facilities, capital

issue, nierger and acquisitions and many more. In 1988 there were 18

~ merchank banks in operation and by the end of 1992 the figure rose

remarkably to 54 and their total assets from #166,770,000 to

-

I\ oy

ST

DEVELOPMENT BANKING ~ ©

. The first development bank started opefation in the country was' the

Nigeria Local development board in 1946 with a capital grant of #290
million. Later in March 1949 it was substituted by three regional
development board in the West, East and North. The three were the
ENDC, WNDC, and NNDC. In 1964 the first of the specialized

development banks came into existence in 1973 these are the NBCA and

NACB.,



2.2.5 THE INSURANCE INDUSTRY
As at the end of 1990 there were 105 insurance companies in operation in Nigeria the
first was the Royal Exchange Assurance Company which was established in 1884.. The
development of the industry was very slow from the beginning but by 1978, there was
a total of sixty three (63) Insurance Companies operating in the country. Loans and
advances of the insurance companies as at the end of 1990 stood 2t #1908 million over
the 1989 figures of #182.0 million. Under the Insurance companies regulation 1968 they
are allowed to engage in other business activities other than under writing risk. Some of
the investment engaged in by the Insurance firms are government securities, stock, share

and bonds.. Others are mortgage and loans.

2.2.6 THE NIGERIAN STOCK EXCHANGE

This was incorporated in September 1960 and devclopménl has been moving
moderately since then, it started business fully in June 1961 with 19 securities
listed on the Nigerian Stock Exchange rose to 251 securities listed as at the end
of December 1992-fhe market capitalisation value of securities has also grown
appreciably form N4.5 billion in 1991 and N32.5 billion to date, transaction in the
exchange have also increased apace over the 5 years from 634 securities valued
at N491.7 million at the end of 1992. Recently activities on the stock exchange

“has risen due to the privatisation program of the Federal Government and the

increase in awareness and enlightenment by the public.



2.3

2.3.1

AN
IR f

. . e e . X X \
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OVERVIEW OF CREDIT FACILITIES IN NIGERIA g

The types Qf credit facilities that are offered by financial inslilutlfon .in Nigeria can
be cléssilfied into two, short term credit facilities and long term credit facilities.
The former has maturities of one year.or less and they are the most comimon
form of credit in commercial bank. On the other hand, long term facilities have

maturities in excess of one year. - .

Finance from shaort term facilities are usually engaged in activities that are short
term and can generate cash quickly, thus enabling repayment within the marturity

[

[+

period. In t{le case _o.f long ter
for. ]Y)ﬁl.'plc;se. tha.t hav.el la.stirllgqlaéneﬁts 1o thé firm. Plﬂz.rlpose such as acquisition of
fixed' Assets, funding of long term investments, retiring or refinancing of long
term debts are financed by lonig term, credit facilities. Traciition.ally commercial
panks have been engaged in. wholesale of financial products/services, | But,
recently, cor_nmeré'ial banks are getting into the wholesale business too by offering
financial services such as loan Isyndication, equipment leasing, hire purcha_:ee and
capital issue now being offered: by commercial bank. This is rﬁostly through their

subsidiaries.. T P A

' SHORT TERM CREDIT FACILITIES -

This are loan with maturities of one year of less and they form part of what is

facilities borrowed funds are generaily employed

!

t A

called the money market. They are a valuable source of finance for corporations.



They can be the only availabie source of finance for small, new or weak

.. . companies who cannot get access to the capital market. The basic types

are as follows:- P
A.  LINE CREDIT, This is an agreement between a bank
REL A : | . and its customer which allows the
¥ ‘ : .. . ", customer to have access 10 a certain
.I “ . ., o : | 4 amount of credit for a given period
L s - . . of time. This agreement is usually
i I L o ~ unlegally bounding and can be
L N S amended or cancelled anytime.
S
w0 Bu _COMMERCIA[;J PAPER  This consist of unsecured, single named
Sl ' prommissory notes of large dcnominaiious
e having maturity of less than 9 months,
C. FACTORING . This involves the sale of deh‘\tors {account
T o receivables) by a company on a non-
o - o recourse basis to a factor in rewrn for

discount cash proceeds. Non recourse

arrangemment means that as the factors

purchase the debts from the company, the

responsibility to collecting the debts now lies
with the factors takes the loss. another type
- of arrangement is that of factoring with
! . recourse, Hence any loss fron non payment
'. . by the debtors will fall on the company not

the factors. The costs involved in factoring

are the interest rate and _the factor’s
_ commission fee.



232 LONG TERM CREDIT FACILITIE

R Long term credit facilities are used to finance long lasting need such as
) "':}I fixed assets and the perceived increase in receivable and inventory. They
have assets’ and they have maturities in excess of one year and are

available from banks Insurance firms, merchant banks and finance houses.
S This facilities are non-expensive than short term ones and can even be
more expensive than long term bonds. ‘Thier maturities and repayment
........ schcdulcs can be repressive when compared to other types of rmancmg

i The followmg are the dlttcrent types of long term crcdlt tacnhtles

|

RN |
. % A, TERM LOANS

] Is a formal, legal arrangement to provide facility of a certain amount, of
a particular purpose for a stated period of time (usually up 1o 7 years).
The maturities depend on the size of the company lacking the facility.

Term~loans are flexible and the ﬂexibilily can be deduced by their

repayment pattérn. Chase Manhattank Bank of New York classified the

repayment schedules as:- o

(i) CONVENTIONAL.: paLy back is in equal installments over:the life of the

| loan

(i) MORATORIUM: no payment are schedule for the first one or two
- | | | years, with pay back in equal annual instalment

! thereafier. ‘
(i) UNEQUAL: pay back is schedule in unequal instalments
(iv) BALLLOON: pay back is made in small equal payment over the
' life of the loan with a large lump - sum payment at
maturity.
{v) BULLET: | . repaymént in full is made at matufity




REVOLVING LOANDS: This is a formal, legal arrangement in which the

bank agrees to lend up a certain amount for a

|

-
t PR T

ot

1

specific purpose over a specified period of time
usually 2-4 years. The amount taken and the

-+ repayment schedule are at the discretion of the

L B A borrower. But repayment has to be commplete when

due. Revolving loan with a term loan option is

sometimes preferred, because of its greater °
i flexibility.

I

. # CONDITIONAL SALES CONTRACT ,
o This is a me|dium term facility for éqﬁipmem_ financing usually
| manufacturers sell equipment or credit to business, the manufacturers later
* o} sell the contrats (the érrangements) to commercial bank or finance
q companies who becomes the final creditor. This usually requires a down
J | payment and the payment sc‘hedulg is on instalmental basis over an agreed
petiod oftime.i . . L -

223 SIGNIFICANCE OF PROVISION OF CREDIT TO THE i\IlGERlz‘I\

ECONOMY | . S |
In the economy of Nigeria today the need (o place emphasis on ail sectors
of the economy, is desirable if the standard of living of the citizenry is t0
be improved. The important sectors thus to be immproved include one of
the Agricuitural, utilities etc. This sectors require capital investment in
capital goods which are necessary for increasing the couniry net output.

It would be noteworthy to point out that the economy of Nigeria for quite

some time has been sustained by the petroleum industry.

12



This is apparent in the contribution to G.D.P./ of the oil Agricultural and
manufacturing sectors over the years. The agricultural sector over the
years has been plagued by the problems of lack of adequate credit/capital
lack of storage f:acilities and transportation. This problems could be solved
to a féasbnable It'sxtent if enough credit is pumped into this sector, Since
it is the mainstream of the Nigeria economy. The problems that affect the
agricultural sec.Jtors also affects the manufacturing sector, large scale

*{*  industries and smaller ones find it difficult to operale in the couniry now
g R ] .
- because of inadequalte capital for investment. The low capacity utilisation

in the nations industry is primarily caused by the non availability of credit

facilities, even where they abound the cost of getti.'h"'g this credit are so

high that it discourages firms to borrow. Adequacy of credit in the
. E t.
manufacturing concern will go a long way in raising production capacity

L]

vis-a-vis increase on net out put in the economy.

b

The importance of credit provision to the economy particularly of the

oI

productive sectors i.e. Agriculture, anufacturing etc, is depicted

| .
by the patterns of controls, guidelines and regulations outlined by

the central Bank, Over the years the Central Bank has placed much

emphasis on these sectors of the economy since



they are always regarded as priority areas, Thus it is quite essential for enough

credit to be given to the sector and enough enlightenment on the path of the

financial institutions to the operations of these sectors instead of going head long

into funding quick-return ventures such as L.P.O. financing forex deals. .- -
S ‘
2.2.4 CREDIT AND MONETARY POLICY IN NIGERIA: SPIRAL ANALYSIS

Monetary Policy can be defined to as the combination of measures aimed <+

regulating the supply of money to an economy, particularly it is designed to K

regulate the cost, quantity and allocation of credit to achieve set national

economic objectives; it therefore, becomes appropriate to include it into this

' _ o
P ' - o !
project on a spiral analysis, J : = S

T e . ‘- ) . . . . .
Depending on the economic situation, monetary policy involves the contraction
or expansion of mpney supply. It is used to encourage or discourage borrowing

through the use of interest rate, mostly it is used to direct funds to productive
sectors for increase output. , o n R

| o S

.Sor.ne of the main objectives of 'monetary bolicies are:- " o  .' - B
1] The control of ipﬂation. g |
[ii]  Keeping low the level iof uﬁemplﬁyment
e . [iii] . The promotion of rapid economic growth and development.

. livl  To maimain a prudent and efficient financial system.

14



The effectiveness of monetary policy influences the supply of money in a country
through the expansion and contraction of the volume of purchasing power by the
control of the supply of money. When there is an increase in the supply of
money to the economic this will increase the volume of purchasing power and
thus stimulate demand and investment which consequently increases output and
reduces unemployment. Conversely a reduction in the supply of money will
result in having the exact contrary effects, Increase in investment means
economic growth and development but this sometimes contradicts efforts and

sometimes, this result in a debit balance in the balance of payments.

The prevailing economic condition may require emphasis on one or more of the
objectives. The main way employed to achieve policy objectives are market
intervention and portfolio constraints. Market intervention involves the control

of financial market instruments such as treasury securities and commercial papers,

portfolio constraints on the other hand controls the level and type of assets and
“ liabilities that financial institutions hold particularly bank. The central bank form

the authority vested with the power to administer monetary policy circular as

directives for compliance.

The central bank uses such instrument when determining monetary and credit

policies to the economy. This are:-

15



Lii]

{iti

livl

OPEN MARKET OPERATIONS t|

The aim of this instrument is to influence the short term and long term rates of
interest, the apex body does this by controlling the cash reserves and liquidity of
the financial institutions. The only disadvantage of this is that, banks with excess

liquidity cannot be affected by this method of control.

. |
BANK RATE (REDISCOUNT RATED)
This is the minimum rate at which the CBN will re-discount approved bills of
exéhange. The rates are sometimes lowered or raised by the bank to regulate the
supply and dewand of money in the economy. It would be iinportam to note that
rates go up as it rises and comes down as it falls since this has a marked effect

| .
on the other rates of interest. : ' ,

i 'Y : ) .
| (
| ;
! L]
!

SPECIAL DEPOSITS
It is designed to restrict credit, it is often employed when the economy needs

credit control, it requires all banks to make special deposits with  the CBN, thus

- reducing the banks liquidity and their ability to create credit.

‘
|

CASH RESERVE REQUIREMENTS

It is used to control credit and banks liquidity. The ratio of liquidity' or cash is

prescribed by the CBN and helps to ensure that all banks are liquid at all times

to satisfy depositors as well as control banks growth of excess reserve in order

16 - °
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o held up 1o matrity which is always 90 days. Interest is paid in the security the

rate being equal to the prevailing treasury bill issue rate plus a small margin,
MORAL SUASION ’

~ This is monetary instrument with no legal backing. It is usually a method of

persuading bankers and businessmen to comply to policies which are believed by

]
the CBN 10 be in the interest of the national economy.

. . | " | 1
MONETARY AND CREDIT POLICY GUIDELINES FOR 1994,

L - S
The Nigerian economy has aver the past few years witnessed some serious macro
écﬁnomié problems which include slow doutn in €conomic ac’tivilies. low capacity
utilisation, accelerated inflation, high and perverted regime of interest' rate,
growing uncmplt;yment, heavy debt burden, intensified exchange' rale
depreciation, persistently highl and rising government deficit, The mohetary
policy for 1994 was therefore, formulated against the abov;: back drop principally
with the objective of reducing inflation rate and resumptioﬁs of sustainable growth
and employment opportuni[ies.l
In the credit sector, no ceiling has been imposed in the current fiscal year.

Liquidity ratic..., capital adequacy ratio will be alldwed to expand in 1994, Also

LI



i AT o
interest rate is also a bold step to make the financial market more closer to giving
out credit and to be more competitive consequently making services and
operations more efficient. - [ - | o o

.

OVERVIEW OF THE NIGERIAN ECONOMY
Whilst the persistent recession which plagued almost all the countrie.;; in the world

has not spared even the strong economiezof Japan and Germany on one hand, the

|
economic reforms and political realism undertaken by these several African

~ countries are starting to yield limited gains. Despite this visible gains, however,

the Nigerian economy has been experiencing severe imbalances and aggravated

distortion since 1991. ‘

ot ' B S

v LS

Production in all majar sectors was severely constrained by high unstable interest

A : l
rates, fast depreciation of the Naira exchange rate and a high and rising rate of

inflation resulting on further decline in the gross domestic product (GDP) Gross
rate Wthh fell to about 2.9% 'in 1993 as against 3.6% and 4.8% in 1992 and

1991 respectively. Indusirial output has continued to be adversclly affected by low-

R

and decreasing capacity utilization as a result of firms inabtlity to refurbish or |

replace their ageing machineries.

On the foreign scene, our external debt widened to USs. $ 28-.7 billion from the

~U.S. $ 27.6 billion recorded in December 1992 partly as a result of changes in

a0



- - the value, of Naira and default charges on debt services. Total debt service which
~ fell due during the year amounted to U.S.$ 4.5 billion against the projected US
"~ $ 2.4 billion could not be paid because of the U.S. § 3777.3 million 1992 deficit

" that was brought forward in 1993.

:_‘-i 1 . 13 ) l
. 1 = r |

However, the nation recorded:a trade surplus of U.S. $ 163.5 million (N3.59
i

billion) between January and November last year with exports standing at U.S.
$ 968.9 million (N153.3 billion) against import worth of US $ 6,804.4 million
(N149.6 billion) aiso both impl)rt and expoft showed a 27.5% and | 10% déclined
respectively compared to their levels a year earlier, similarly foreién exchange -
flows during the review period indicated a net inflow of U.S. $ 36.5 million in
1993 Iagainst the U.S- § 281.6 million nét outflow recorded same period in 1992,
In fact the acute short fauhavc become noticeable in the first quarter in this year
to the extent that in al! the four bidding session at the foreign exchange market
so far this year (1;994), the CBN was able to supply a mere U.S. $ 600 million "
: or abo.l]t 1% of the staggering US $ 6.06 billion demanded by the manufaﬁturers

.. and other forex users. [ncidently total amount demanded was U.S. $ 3.56 billion
or I42.4%Iniore than the U.S, $2.6 billion earmarked f:'Jr the market this year-
more importantly about 60% of the amount suppiy went to the manufacturing
. sector as opposed to the 50% budgeied following their éomplain of inadeqﬁatc _

supply. Whereas the Naira depreciated in official market by an average of 7.1%

in the first quarter in 1993, the exchange rate has affective January 1994 being
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30 ~ MANAGEMENT OF CREDIT THEORETICAL AND
e | PRAC';ICAL OVER VIEW = = = .,
. .31 -~ INTRODUCTION

This chapter tries to discuss credit management via examination of
relevant literature. However if credit is to be effective if has to be
!

LI IE
through a well documented credit policy.

. : ) |
32 . CREDIT POLICY
. l‘_ : * ' . il | .
. L The B.B.C. 1.M.D. "Advances manual” 1984 difines credit policy
as a combination of certain internationally accepted, time listed

!

-standard;, and other dyqamic factors dictated by the realities of
N changiné sttuations in dif.t.‘e.rent market place. Credit policy is a
necessary prerequisite for effective credit managémem while the
- ‘f | }u.les anzi procedures guid.ing credit policy are meant to provide
. bank managcnneﬁt with detail and accurate informmation base for
lending Idecisio:ms,.fhe key to safe, liquid and profitable credit
operatiofl lies in the credit officers making this decision for proper
'.organisa:tion and monitoring of credit. Some issues have to be
L o analyzed properly. -
321 . LOAN AND ADVANCES POLICY
S The seriés .'c.v'f. .Ioari to be granted by a bank in a given beriod should
. be ascertained after reserve requiremments and liquidity need§
.’ have belerll_ nllet'. l'lc _is also note worthy 10 point .out thai the

. ' guidelines for loans and advances cover such aspects

. o
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~ as size of loan portfolio, economic sectors that the bank should consider for credit

extension require security for each particular type of loan, pricing of facilities
~ and repayment terms. This guidelines includes:-

i

- SHORT TERM INVESTMENT. .S\‘I GUIDELINE

CREDIT APPROVAL PROCEI?URE .

LOANS AND ADVAN"CES GUleLINES

LOAN LOSS PROVISION ANDi CHARGE-OFF GUIDELINES

CONT ING’ENT LIABILITIES GUIDELINES SALISBURY IN 1984 EXAMINES HOW

CREDIT FALL THAT IS THROUGH

| | - '!
Failure to consider industry risk properly. :
Failure to consider impact of econemic risks. It is also very essential for a’_bank to have

i : :
an idea on where to place its money and the economic sector to focus its attention on

L4

I .
credit extension. } .
' l

Lendihg policies should specify the securities that ate required for each particular
_ . i ; |

type of loan. The act of specifying the required securities helps minimize the

number of loans that are declared as bad., doubtful and lost. These factors guide

the pricing of credit facility, this factors are:-

%
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..(m)_

applications for funds., Thus, through this approach credit worthiness of &

potential borrower can be w ascertained and a decision taken.

_ o
o L: L . .

FINANCIAL STATEMENT = . | '
This refer generally to statements of income and expenditure of stater;lént of

conditions of a business enterprises. .. . . 7 0 T o

The importance of these cannot be over - emphasized in credit analysis in that it
provide indicators for the likelihood of successes of failures in a firms ability 1o

repay back any loans. This statement also provide a bank with essential data on

a company’s operations and management. Accordingly to the CMB training

manual (1988) it indicated three areas of management performance that could
affect a firm ability to repay a bank Joan.

PR

[
T
These areas of management performance are:- -~~~ .- % IR
Managing the operations and cost to generate profits. G
Completing the operating cycle (asset conversions cycle)- and efficiently managing the
. : T ool

asset investment to generate the maximum sales revenue.

Managing the financing of the assets investment to minimize risk to creditors.

- ] + _In.' .
A AR '

ENVIRONMENTAL ANALYSIS

R

A bank credit analysis should analyze the environment in which the prospective

27



3.3

3.4

borrower operates in relation to other factors that may likely jeopardize
its ability 10 pay back any loan. Such analysis should include indusiry
analysis, economic and political analysis. | '

STRUCTURING OF LOANS
When a decision has been taken to exiend a loan to customer, the bank -
then decide on what type of loan will best be suitable to the customers
borrowing nec(i. A credit officer should in this case possess a solid
knowledge of the fundameméls of lending and use his credit analysis and

loan documentation as a guide. In structuring of loans, it could either be

short term with a maturity of less than one year or long term with

i
- maturity of more than one year,

|
- MONITORING CORPORATE RISKS

Most banks lose money because they do not monitor their borrowers

properly and they fail to recognize warnings early enough. Effective and |
| .

early recognition of a company’s weakness gives a bank enough time o

take appropriate corrective measures. The main purpose is to recognize

weakness as well as a useful marketing tool. Such information gathered

from monitoring advises the banks on strengths and weaknesses, thus

‘indication the banks interest in the Company.

There are three major sources of information on customer performarice

these information are derived from:-

28
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be noteworthy (o point out that during the yeavof issuance, profit bases of most
commercial banks reduced drastically e.g. Union Bank in 1990 posted a profit

after task of 97.7 million which dropped 10 7.9 million 1991.

The Nigerian Deposit Insurance Corporation further came out with a list of seven
(7) banks in 1990 and this rose to nine (9) in 1991. These distressed banks had
non-performing loans in excess of 50% of their loan portfolio and 100% of their
capital reserves. Most of these banks are the state own. banks and the first on

the list was National Banks of Nigeria.

The ratio of classified assets to total loans and advances is a good indicator of
how a bank is mana'ging its loan portfolio, while higher ratios indicates poor
handling of lending operations. The ratio of classified assets to shareholders
funds indicate the, degree of safety of a bank's shareholders funds and the bank
it self, by any standard, any bank with classified asset that exceeds 100% of
shareholders funds is termed a problem bank. In essence, it therefore, becomes
imperative (o imply that the classified assets position for most commercial banks
in Nigeria is poor. In 1990 for every one Naira (N1.00) of loans and advances,
~about 69 kobo could be said to be unrecoverable in state government. Appendix
V1i shows the liquidity ratio, cash reserve requirement and loan to deposit rations
of Banks, owned commercial banks, about 42 kobo in other commercial banks
and about 76 kobo in the 9 distressed banks. Poor financial position of the

commercial banks which could be attributable to ineffective credit management

32
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has profound effect in the banks; this has Iead .I.plc.).o.r.opefati.ou within the banks
and booi' earnings from icn(lil}g ‘_“h.“’“ is supposed to be the mnjr.zlt'r' Ilslt;{xrcc of
income for the banks; Th-is lias tﬁé,refd‘r led to the bank changing formﬂ their
traditional roles into fixing i)riorily atiention towards the deals 'iﬁ...f‘brt;.ign
exchange; Consequeﬁtially in\irestment in value added project are i_gnored. thus

exposing the banks 10 the slightest shocks in the economy. These Shocks have

over the years contributed to the under capitatization of out commercial banks for

example in 1990 the ratio of classiﬁed assets 0 shareholders funds for bank was

4:32 percent. - 0 ol T s T
P N A : SRR ¥ 13

L _ SN

Banks too over the years have been -unable to play their economic role in

-

Agricultural and Industrial DcVelopment of the country. The hiéh cost of funds
has over the years made manufacturers and agriculturalist to shy away from the

banks and look for other sources which are most times, inadequate to finance

!
:

their projects or operational needs.
LOANS AND ADVANCES WITHIN COMMERCIAL BANKS |

i .
The primary business of banks in Nigeria is lending, it forms a major segment

- of the banks credit. In 1992, over 32% of the commercial banks total assets afc
b

in loans and advances and it has continued to be prominent in the continuing

years: It then becomes imperatlive for commercial banks to be.r.nore effective a.nd

~ efficient in their ma.nagementl of credit so to remain financially sound. .See

o

Appendix VI
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4.3

_ALL BANKS 48 T '774

MANAGEMENT OF FUNDS - R i

Before a bank ascertains the size of loans and advances o be granted, it has to

have adequate provision for statutory reserve requirements and liquidity needs.

This helps 1o proiect the interest of depositors and the owners of the bank. In the
country, the prudential ratio of loan advances to deposit for insured banks if 70%

between 1989 and 1994, some banks found themselves in serious liquidity
: i oy
problems. This were partly caused by the withdrawal of governmental account

from the banks and the l_\igw ratios of Joan and advances 1o total deposits.
Appcndli)'c Vi sh.owﬁ.loans énd advances for a five year period and also shows the

classified loans and advances for the period while table 4:1 shows the ratio of
R | ' | . ’

loans and advances to deposits for commercial banks.

-

TABLE41 7

o
L]

GROUP ~ . ° + NOOF  RATIO OF LOAN AND
. BANKS . ADVANCES TO DEPOSITS %

STATE GOVERNMENT'S 23, . . ' . 791

OTHER BANKS + S T

DISTRESSED BANKS 9 . .100 "~

" sources: NDIC ANNUAL REPORT
i_. 3
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~ This clearly shows the condition of commercial banks within the country and its

" efforts at managing their loans effectively. To successfully solve a problem, the

- cause of that problem should be established.

A

. 4.4 INEFFECTIVE CREDIT MANAGEMENT IN COMMERCIAL BANKS-ITS REASONS

T Within 1990 to date the number of distressed banks has had to increase from (9)
o ' | fo .

to an unannounced figure of twenty-three (23) with state government banks

forming majority of the list. The poor liquidity of these banks can be routed
J: N . | .

through bad handling of their loan portfolio which were discovered to be laden

with non-performing loans which resulted in the eroding of their capital base and

deteriorating reserves. Appendix VI shows the clear picture of loans and

- I

N |
o advances for some banks.

. .f . The following factors could be adduced to be the reasons for ineffective credit

management within the commercial banks:- ;

i. . Political influence and the Nigerian factor. . S s i
il Non adherence to statutory am|1' .corporate credit policies and  guidelines.

iii. . Absence of professional approach to credit appraisal.

iv. Poor organisation for termﬂr'tz,g'.:i

v. Poor -monitoring of loans.

‘vi.  Poor organisation for lending and poor quality management.



5.1

RECOMMENDATION AND SUMMARY T

CHAPTER FIVE

This chapter (ries to posits effort towards presenting recommendation at solving

;. the problem of poor credit management in Nigerian banks, showing the causative

factors as well as helping to improve the general financial industry. ... -,

I -

MANAGEMENT’S ROLE

I' QOver the years, it has been observed that most of the banks have a weak

. I
management (including lack of professional staff, poor reporting on income

accrual, inadequate internal controls absence of arm’s length arrangement with
. o : '
borrowers, inadequate internal and excessive political interference with credit

auditors, inadequate staffing and on-site surveillance'capability, outdated laws and

r

regulation and inadequate punitive coatrol powers). _ S

1

Vo

.. - Poor quality of banks Imanagement has been at the root of many bad credit, thus -

- banks failures. Daiz Aiejandro, claims that in Chile there was no investigation’

into new entrants banking credential after denationalization nor was there any
o _
supervision until 1981!

!
I
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Lending to uncredit worthy individuals at the behest of director or of government, In
Nigei‘ia,lclosed ownership link]s_ between banics and their borrowing clients have been at
the roots of problem. A cése m view is that of key ventures and Savannah Banl;s of
Nigeria approved an overdraft of thirty five (35) million Naira when in actual the ceiling |
on credit by central bank to any single individual is N25 million. It should however be
noted that: ;egotialipn has permisted risky lending and ineffective supervision and

-

permitted banks to ignore their losses.

!
R
El

The management‘; role therefore, over the years. has been eroded. .I‘t has been foﬁnd out
that the top manage.ment. of m_Lf commercial banks do not know what they are there for:
the significant importance of a toﬁ management is shown by the success of that bank*hoth
in generating revenue and in collecting approved loans. The tasks of top management

therefore, is a multi-dimensional one. It involves the selling of standards which controls
| the ever pressing gap between what the organisation stands for and what it practically
does. Secondly, it involves the _ﬁask of selling the mission of the organlsation through
selling objectives, developing stratégies aﬁd plﬁns and making today’s decision for futurg
results. Thirdly, the task of surging qualifiable and sustenance of human resources
needed both for today and ‘future for the organisation. This resource though human

should be capable of taking over when there is a major crisis in the organisation.

b,
|

_!
t
1

b



3.2

Finally, their task should also include creating and maintaining relations with an
organisations stockholders; for example, the relation with creditors, major

depositors and government agencies.

All of these tasks require people who are decisive and quick for action taking.
Not only that, they requireboldness and intuitive courage, Peter Drucker,
suggested that there ﬁrc four different kinds of persons. There are persons of
thought, person of action, with people person’s it is therefore imperative to look
for persons who poses these qualities to work together as a team. Drucker further
suggested functions to be performed by this board. These are 'lhc task of
removing a top management that proves incompetent and non-performing, the task

of public relations, thie task of giving counsel and advise to top management.

EF FECTIVENES‘S OF HUMAN RESOURCES MANAGEMENT

Management of human resources in our banks today could be said to be poor in
all aspects and ramifications. They are in most cases poorly trained and
demotivated. It is a part of life that if one is not motivated, his inputs into what

ever he is doing will be negatively affected and this negativity in banks are

always the root causes of banks frauds which subsequently leads to banks failures.

In today’s organisation, modern management system have (o be adopted; Systems
that consider human resources as capital investment not as costs. Effective

management of these employees should centre on imbibing the cultre of

39



e
responsibility and achievement on themselves and getting their input into selling

objectives for the job. Thus, employees should also be motivated fully and be
fully integrated into the organisation as partners in business. Modern

management practice in essence encourages leadership of people not personnel
. \ _ I"B-' "-\..j_'lf . -:__;- | . ‘i B " . ) ] I ) o T, B _.;-
management. In his book "Dynamic strategic management for the 90s" Ralph D,

il

Stacey, stated the following point that bring about a complete change in

organisational structure and behaviour and consequently, set in the required

control system to manage open ended change situations.

The firs| allowing employees to act more on intuition and judgement and making

rule, procedures and modes of communications less formal.

- -
b L
R

The second, is improving ability 1o detect'small changes occurring now that will have

important long term consequences. In other word, making monitoring more important

Rr——

than p_lanning. . ._|=,_:

ey Lo

ook
\ .
i

The third, is selling objectives that are long term, tentative, changeable and

* ! ! »
. flexible because the future is uncertain.

L] :

The fourth, is defining roles in terms of the attributes of collaboration and

initiative to allow opportunistic experimentation.
The fifth, is constraining roles only through power personality and organisational

culture, not formal position,



L e - T U S

The sixth is developing role perceptions which are holistic in the sense that they

are more concerned with the goods of the whole organisation than with the goods

of a part of it alone. We look for synergies and new ways of doing things, not

mere efficient ways of doing all things.

I R RCT U

o .

The other is matching roles to people using selection instruments where the

criteria are personal competencies, which are difficult to identify rather than

specific skills and knowledge. It means using management development
instruments which seeks to develop intuitive, team work competence which are
no longer related (o short term individual performance, but to team performance

(RN

and willingness to cx'periment.- a

-
’ [

' i
Finally, developing radical cultures which foster the questioning of ebjectives,

perceptions and actions. L ST

This management practices _ifiadoptcd will give a bank better control over its
market operations, ma.npo.weriand' sloékholders. A bank thus, will be able to
market its credit facilities efficlliently and profitably in a l:anding situation. .lt can
also attract more depositors which means more funds available for icnding and
consequently, higher earnings while the banks’ operation will bc_muqh__mqre

efficient as control systems and management information become more effective

with the dynamic strategic management in place. .+ '_ -
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3.3

CONCLUSION AND SUMMARIZATION

In today’s banking environment, there is increasing competition in the financial
system with different kinds of financial institutions cropping up. Attracting and
retaining customers is getting more difficult for the banks and so does survival
in the present environment getting more difficult for the banks and does
survival in the present environment. geiting aggressive. There is the need
therefore, to develop' new and competitive product for better share of the market.
Impliedly, commercial banks have to handle their loans and advances with great
care. Credit management ensures that banks have a safe, liquid aI)d profitable
lending operations; Functionally too, credit management S specifies the
nature, size and condition of loans to be granted. Credit management gives
bankers an impartial view of the borrowers strength and weakness, thus,
identifying risk and the ability of the borrowers to repay loans. Thus, its absence
means lending on‘subjcclive factors such as personal knowledge of a customer
and experience.  Credit management also involves in ensuring complete
repayment of borrowed money through the monitoring of customers performances
and early warning signs to provide enough time for- investigation and the

subsequent rescheduling, re-writing of the loan or liquidation.

The analysis in this project work discovered that poor financial condition of the
banks was a result of ineffective credit. Therefore, survival in this present

environment would entail aggressive marketing based on high level

42



professionalism, efﬁcicncj.", swiftness and flexibility in service delivery. Customers too

should be provided with prompt efficient and personalized services with decision making

process shortened to the minimum possible time. The analysis further highlighted the

tollowing reasons as the cause of ineffective credit management in our commercial banks,

(i} Non-adherence to statory and corporate credit policies.
(i)  Poor organisation for iending : K

(hii) " Absence of professionél approach to credit policies
(iv)  Poor management of bad loans
(v) | Poor monitoring of loan

(vi}  Polutical influence I ' : S e o o

- |
: L f

These factors though salient,hinders effective credit and it must be solved. In this work,
some recommendation were given which hopefully, will continue towards eliminating the

problems. The recommendation therefore, are the installation of ;effective top
management team, a shift from traditional management practice 10 a more modern huma

resource management, adoption of dynamic strategic managements and improving

facilities. This will Jeave in no small measure at solving the root cause of problems

which leads to poor credit management in banks.



5.4

CONCLUSION

Credit management is a prime objective of any commercial bank since it provides a bank

with a safe, liquid and profitabie lending operation with lending being the pivot function

in all commercial banks; The need for effective and efficient credit management in

commercial banks cannot be over - emphasized. The importance of credit facilities to the

economy and the subsequent poor financial condition of banks in Nigeria prompted this

survey.

o ' n .
Chapter (4) focuses on the causes of poor credit management in banks while chapter (3)

_ i :
was more of a literature review on credit management. This study concluded with

|
f

recommendations on how to improve credit management. it is hoped that this project will
‘ o
stimulate further research into the problems of poor credit management in the commercial

banks; since it is quite topical and timely.’ ;

!
|
|
i
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