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INTRODUCTION

ENT 209: Bank Lending and Administration 1 is a tamedit course for
students offering B. Sc. Entrepreneurship and BassrManagement in the
School of Management Science.

The course will consist of fifteen (15) units, that three (3) modules of
five (5) units for each module. The material hasrbédeveloped to suit
undergraduate students in Entrepreneurship andnBssiManagement at
the National Open University of Nigeria (NOUN) bging an approach
that treats fundamental areas of risk managementst#ent who
successfully completes the course will surely beaibetter position to
manage risk exposures of organizations in both aprivand public
organizations. The course guide tells you brieflyatvthe course is about,
what course materials you will be using and how gao work your way
through these materials. It suggests some geneidelmes for the amount
of time you are likely to spend on each unit of twurse in order to
complete it successfully. It also gives you somé@agnuce on your tutor-
marked assignments. Detailed information on tutarked assignment is
found in the separate assignment file which wilblvailable in due course.

WHAT YOUWILL LEARNIN THIS COURSE

This course will introduce you to some fundamerdapects of Bank
Lending And Administration generally. It also indes Bank Policies on
Lending, Commercial Banks as Extenders of Credied@ Protection
Methods, Lending Procedures, Objectives of Lendigg Credit

Administration, Lending Appraisals & Decisions, erLoans & Real
Estate Loans, Working Capital Loans, Agriculturabains, Installment
Loans & Secured Loans, Loan Monitoring & SupervsidCollateral
Security Issues, Credit Insurance, and Export Craitection.

COURSE AIMS

The course aims, among others, are to give younaerstanding of the
intricacies of risk management and how to applyhskoowledge in
managing risk exposures in both private and pusiterprises.

The Course will help you to appreciate Banking &e$# on Lending,
Lending and Credit Administration, Credit Proteatiethods, Lending
Procedures, Lending Appraisals & Decisions, Ternario& Real Estate
Loans, Working Capital Loans, Agricultural Loansstallment Loans &
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Secured Loans, Loan Monitoring & Supervision, Cieltal Security Issues,
Credit Insurance, and Export Credit Protection.

The aims of the course will be achieved by:

. ldentifying and explaining Banking Policies banding;

. Explaining the Lending and Credit Administoeat;

. Identifying and explaining Credit ProtectioreMods;

. Highlighting and discussing Lending Procedures

. Explaining Lending Appraisals & Decisions

. Discussing Term Loans, Real Estate Loans & kivigr Capital
Loans;

. Describing Agricultural Loans, Installment lrsa& Secured Loans;

. Explaining Loan Monitoring & Supervision;

. Presenting and discussing Collateral Secusgyes; ¢« Listing and

discussing the aspects of Credit Insurance; « ciil@ag the Export
Credit Protection;

COURSE OBJECTIVES

By the end of this course, you should be able to:

. Define Lending and Credit Administration;

. Mention and explain Banking Policies on Lergin

. Discuss Credit Protection Methods;

. Analyze the Lending Procedures;

. Explain Lending Appraisals & Decisions

. Discuss Term Loans, Real Estate Loans & WagrKiapital Loans;
. Describe Agricultural Loans, Installment Logh&ecured Loans;
. Analyze Loan Monitoring & Supervision;

. Discuss the Collateral Security Issues;

. Describe the aspects of Credit Insurance;

. Analyze the Export Credit Protection;

WORKING THROUGH THIS COURSE

To complete this course, you are required to rdlastiedy units, attempt all
the tutor- marked assignments and study the ptexipnd practice of
lending and credit administration in this matepadvided by the National
Open University of Nigeria (NOUN). You will also eé to undertake
practical exercises for which you need access foewsonal computer
running Windows 95.
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Each unit contains self-assessment exercises, taodr@ain points during
the course, you will be expected to submit assigrseAt the end of the
course is a final examination. The course shoutd taou about a total of
17 weeks to complete. Below are the componentietburse, what you
have to do, and how you should allocate your timedch unit in order to
complete the course successfully on time.

COURSE MATERIALS

Major components of the course are:
* Course Guide

e Study Units

» Textbooks

* Assignment file

STUDY UNITS

The study units in this course are as follows:

Module 1

Unit 1 Bank Policies on Lending

Unit 2 Commercial Banks as Extenders of Credit

Unit 3 Credit Protection Methods Unit 4: Lendingp&dures
Unit 5 Objectives of Lending & Credit Administrafi
Module 2

Unit 1 Lending & Credit Administration

Unit 2 Lending Appraisals & Decisions

Unit 3 Term Loans & Real Estate Loans

Unit 4 Working Capital Loans Unit 10: Agriculturabans
Module 3

Unit 1 Installment Loans & Secured Loans

Unit 2 Loan Monitoring & Supervision

Unit 3 Collateral Security Issues

Unit 4 Credit Insurance

Unit 5 Export Credit Protection

Vi
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ASSIGNMENT FILE

In this course, you will find all the details ofethvork you must submit to
your tutor for marking. The marks you obtain foesk assignments will
count towards the final mark you obtain for thisig®e. Further information
on assignments will be found in the assignmentifdelf and later in the
section on assessment in this course guide. Therel%d tutor-marked
assignments in this course; the student shouldchpattall the 15.

PRESENTATION SCHEDULE

The presentation schedule included in your couratenals gives you the
important dates for this year for the completion tftor-marked
assignments (TMAs) and attending tutorials. Rememymu are required
to submit all your assignments by the due date. 3toauld guard against
falling behind in your work.

ASSESSMENTS

There are two aspects to the assessment of theecdust are the tutor-
marked assignments; and second is a written exaioma

In tackling the assignments, you are expected tplyamformation,
knowledge and techniques gathered during the coldiise assignments
must be submitted to your tutor for formal assesdgme accordance with
the deadlines stated in the Presentation Scheddléh® Assignment File.
The work you submit to your tutor will count for @0of your total course
mark.

At the end of the course, you will need to sitdoiinal written examination
of ‘three hours’ duration. This examination wilsalcount for 70% of your
total course mark.

TUTOR-MARKED ASSIGNMENT (TMAYS)

There are fifteen tutor-marked assignments in tdasrse and you are
advised to attempt all. Aside from the course nmaltgrovided, you are

advised to read and research widely using oth@reates (under further
reading) which will give you a broader viewpointdamay provide a deeper
understanding of the subject. Ensure all compleésdignments are
submitted on schedule before set deadlines. lafgr reasons, you cannot
complete your work on time, contact your tutor efthe assignment is
due to discuss the possibility of an extension.edslin exceptional

vii
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circumstances, extensions may not be granted tfeedue date for the
submission of the assignments.

FINAL EXAMINATION AND GRADING

The final examination for this course will be ofitée hours’ duration and
have a value of 70% of the total course gradeasdbs of the course will
be assessed and the examination will consist asteprnes, which reflect the
type of self-testing, practice exercises and tatarked problems you have
previously encountered. All areas of the coursélvalassessed.

Utilise the time between the conclusion of the &atly unit and sitting for
the examination to revise the entire course. Youy rinvad it useful to
review your self- assessment tests, tutor-markedigasients and
comments on them before the examination.

COURSE MARKING SCHEME

The work you submit will count for 30% of your tbtaourse mark. At the
end of the course, you will be required to sitddiinal examination, which
will also count for 70% of your total mark. The kalbelow shows how the
actual course marking is broken down.

Tablel: CourseMarking Scheme

ASSESSMENT MARKS
Assignment 6 (TMAS) 4 assignments, best 3 will be used for
the Continuous Assessment
=10x3=230%
Final Examination 70% of overall course marks
Total 100% of course marks

viii
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ASSIGNMENT FILE

Unit Title of work Weeks Assessment
activity (end of unit)
1 Bank Palicies on Lending 1
2 Commercial Banks as Extenders of 1
Credit

3 Credit Protection Methods 1
4 Lending Procedures

5 Objectives of Lending & Credit
Administration

- [ b

6 Lending & Credit Administration 1
T Lending Appraisals and Decisions 1
8 Term Loans and Real Estate Loans 1
9 Working Capital Loans 1
10 Agricultural Loans 1
11 Installment Loans and Secured Loans 1
12 Loan Monitoring and Administration 1
13 Collateral Security Issues 1
14 Credit Insurance 1
15 Export Credit Protection 1

Revision

Total 15

TUTORSAND TUTORIALS

There are 15 hours of tutorials provided in suppbthis course. You will
be notified of the dates, times and location okéhtutorials, together with
the names and phone numbers of your tutor, as @a®@ou are allocated a
tutorial group.

Your tutor will mark and comment on your assignrserkeep a close
watch on your progress and on any difficulties yaght encounter as they
would provide assistance to you during the couysel must submit your
tutor-marked assignments to your tutor well befttre due date (at least
two working days are required). They will be marked your tutor and
returned to you as soon as possible. Do not hegdatontact your tutor by
telephone, e-mail, or discussion group if you neeip.

The following might be circumstances in which yowul find help
necessary, when:

. you do not understand any part of the studys or the assigned
readings.

. you have difficulty with the self-tests oregcises.

. you have a question or problem with an ass@gnt with your tutor’s

comment on an assignment or with the grading afssignment.



ENT 209 COURSE GUIDE

You should try your possible best to attend thertats. This is the only
chance to have face-to-face contact with your taiod to ask questions
which are answered instantly. You can raise anylpro encountered in
the course of your study. To gain the maximum héerfebm course

tutorials, prepare a question list before attendimegn. You will learn a lot
from participations in discussions.

SUMMARY

ENT 209: Bank Lending and Administration 1 intentds expose the
undergraduate students to the fundamentals ofrignaind administration
by commercial and other banks in the process ofir thi@ancial

intermediation in the economy. Upon completing toairse, you will be
equipped with the necessary knowledge required mmdyre a good
research work.

We hope you enjoy your acquaintances with the Mati©pen University
of Nigeria (NOUN). We wish you every success in fuwure.
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MODULE 1

Unit 1 Bank Policies on Lending

Unit 2 Commercial Banks as Extenders of Credit
Unit 3 Credit Protection Methods

Unit 4 Lending Procedures

Unit 5 Objectives of Lending & Credit Administration

UNIT 1 BANK POLICIES ON LENDING
CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 Nature of Bank Policies on Operations
3.2 Principles of Bank Lending Policies
3.3 Major Areas of Bank Policies on Lending

4.0 Conclusion

5.0 Summary

6.0 Tutor-marked Assignment

7.0 References/Further Readings.

1.0 INTRODUCTION

Commercial banks are business entities which are establifor the
purpose of carrying out banking operations with the aim ofiegrn
reasonable returns for the shareholders. This implies #ouah
organizations cannot be operated effectively and efficiewiljout
internal laws, regulations and procedures for transactingkirg
business. Hence the need for operating policies by commdamdds
cannot be over- emphasized. Therefore, this initial sty of this
material is used for the discussion of relevant bank pslion areas
particularly relating to bank lending; such as policiesldan limit and
loan supervision, managing difficult loan beneficiary, amddit risk
management, among others. The unit is used for the discussibe
basic principles of banking lending, which do influence thécigs on
bank loans and advances that are normally granted to deservi
customers of the banks.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. explain the nature of bank policies on operations
. mention and discuss the principles of bank lendingipslic
. list and explain major areas of bank policies onifend
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3.0 MAIN CONTENT

3.1 Nature of Bank Policies on Operations

The bank policies are normally derived from the objectivésheir
operations which are products of their mission statemdifis. bank
policies are formulated with the intention of ensuringttthe operations
of the banks are established on sounding footing which confritine
best practices of banking operations. This is because bankiopgare
basically embedded in financial intermediation; sourcingdads from
surplus areas and lending such funds to areas of needs.

Bank policies as observed by Uremadu (2004) affect the aajsomal
structure and by extension also influence the employménth®
personnel. Bank policies are also used to mould the bank pkssand
for shaping the desired course of action in terms of theatpeal
direction of the banks.

Bank policies are normally formulated on operational aareach as
follows:

. organizational structure

employment of the personnel e modalities of opematie
lending procedures ¢ investment of funds

strategies for hedging risks in operations « selcaticcation of
loans and advances ¢« remuneration of personnel

. appointment of external auditors, etc.

The formulation of bank policies can be the responsibilitthe board
of directors. The policies can also be formulated byctief executive
officers and tabled before the board for consideration guiosal
before their implementation. In some instances, the pslican be
formulated by committees constituted by the managenf@mntsuch
purpose.

The formulation of bank policies in unit banks with their r@p@ns
being restricted to specific areas, such as the mieiod@ banks in the
country, can be easily accomplished. This is because of Isaicks’
nearness to their personnel and the understanding of the pardicedar
where they operate.

For instance, a microfinance bank would have distinct opeigti
policies given the peculiar socio-economic conditions as coedpt®
the operational policies for a microfinance banks which gaga
business in an area like Lagos. These are also different the
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operational policies of microfinance banks that are doingnkasiin
Calabar.

The operational policies of the branch banks do differ frioose of the
unit banks. This is because of the fact that their operatioresad over a
large geographical areas.

Therefore, the branch managers are expected to makeispatg into
the overall corporate policies necessary for succesptrations.

Furthermore, the branch manager of each area may likeitiata a
different policy on a particular matter which is dieth by the peculiar
environment in issues such economic growth, economic aesivit
socio-economic needs, and people’s attitudes towards bank&satig.
(Uremadu, 2004).

The operational policies of the banks, be they unit bankbramch
banks, should be couched on the basis of flexibility duadahanging
patterns of environmental conditions. Hence banking policies ¢zl
subjected to review on periodical basis because of the clgangin
economic condition and other environmental dictates which shape
banks’ operations.

Therefore, the need for the formulation and constant resfetve bank

policies becomes very relevant in the areas of souroinddposits from
the public, investment of funds on marketable securitiedging against
risks in operations, managing credit risks, and aboveealiihg or

granting credits, loans and advances to customers.

SELF ASSESSMENT EXERCISE 1

Enumerate the areas of operations on which bank policies are
formulated.

3.2 Principles of Bank Lending Policies

There are basic principles which normally come into plen the
commercial banks consider the establishment of lendingieslifor
their operations. Such principles of bank lending (Jhingan,)28@8as
identified and discussed below.

1. Liquidity
This is the uppermost consideration in bank lending because balyks
make use of depositors’ money for business, and such depos#iors ar

entitled to their funds every time they are in needthed money.

3
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Therefore, banks lend money for a short term in mostscadas is
because the banks lend public money which can be withdraanyat
time by the depositors.

Basically, the banks advance loans on the understanding tyatvilhe
be repaid within a short time. More so, they lend mameyhe basis of
security that can be easily marketable and convertilite gash at a
short notice.

2. Safety

The safety of the funds lent out by the banks must beirsdlfégs sense
that the borrower should be able to repay the loan anck#ttier time at
agreed regular intervals without defaults.

Essentially, the repayment of loans by the benefesadepends on
their capacity to generate enough funds from businedgesrdnd the
character of such borrowers. Furthermore, the repaynasd depends
on other factors such as the financial standing of the wersand

nature of collateral securities pledged for the loans.

While the nature of the security is important in the comatitn of
lending to customers, the banks take into consideration the
creditworthiness of the borrowers which governs hisaitar, capacity

to repay, and his financial standing. Relatedly, the waféthe bank
funds depends on the technical feasibility and economic viabilitiie
project for which the loan is granted.

3. Diversity

In the process of granting loans to customers, the banksdeortbie
composition of the loan portfolio so as to strike the @ésdiversity of
the investment. The loans being granted to customers armonoally
concentrated in a particular type of sector but in dafiértypes of
sectors, which will have to conform to the policy e€®ral distribution
of loans as demanded by the apex bank.

The distribution of the loan portfolio is also imperativewards
minimizing risks that are always inherent in lending ohds. The
principle of diversity is also applicable to spreadlogns to various
industries, firms, businesses and trades. Hence, commbsaniat do
strive to spread of risks of investment in loan moidf by giving out
credits to various trades and industries.
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4. Stability

Commercial banks only advance loans to customers whoseebsss
generate stable incomes. For instance, a customer whosafgplee loan
facility should have his project or business evaluated teriahne the
possibility of such ventures generating constant incomle witich to
serve the loan and make repayment on regular basis.

Therefore, for a new project the technical feasibibtyd economic
viability report will be evaluated to determine the natwifreash inflows
in terms of stability of earnings, which will be usied repaying the loan
and servicing it. The regularity of the earnings is vergortant and this
will depend on the prudent management of the project.

In the case of existing business, the financial reporta foeriod of not
less than five years on consecutive basis will be at@tuto determine
the regularity and quantum of earnings. Such assessisiarged to
evaluate the stability of such earnings towards defirgfmyment of
loan facility.

5. Profitability

Loans and advances are not just granted customers for thef fittn
They are usually granted with the intention of earningesotaome for
the banks. This income can only be earned by the bankgthnrthe
interest charges being made from the loans granted mnocers.

The interest on loans from the banks to customers are ngrmal
established taking into consideration the prevailing maet and the
established bank rate by the apex bank in the economy, whadiled
the monetary policy rate. The interest rate being chargedams by the
commercial banks is normally higher than the bank rate behagged

by the apex bank, and building into it other charges as bmay
determined by the banks.

SELF ASSESSMENT EXERCISE 2

Mention and explain the basic principles considered forimgndby
commercial banks.

3.3 Major Areas of Bank Policies on Lending

There are critical areas relating to lending that the $doknot normally
take for grant in the formulation of bank policies. Sackas for policy
formulation on bank lending are as identified and disculssémiv.
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3.3.1 Loan Limit

Policies are normally set for the granting of loansh®yvarious officers
of the bank that are directing involved in lending. In sgttihe
magnitude of loan that can be approved by the officersharge of
credits, certain factors are usually taken into consigerat

In terms of policy on loan limit for the officers, thellowing factors,
among others, are taken into consideration;

. The position of the officer, e.g., a branch managenosdoan
officer;

. The experience of the officer, e.g., 10 years in loan
administration;

. The level of expertise in sector of the economy, e gtate,
agriculture, etc;

. Performance of the officer in handling loans in the;pasd

. Understanding of the customers’ product markets.

In terms of the loan limit for the customers, the foliogv factors,
among others, are taken into consideration;

. Creditworthiness of the customer;
. Performance on the previous loans, for old customer;
. Performance of the business in the last five yearkeaat, for

new customer;
. His market share in the industry, e.g., 5%, 10%, 2%, 45%,

60%;

. Geographical area of operations, e.g., a town, abhurb,
village, farm settlement;

. His operational capacity, e.g., medium-scale gelacale
operations;

. Level of demand for his product or service in theneecny;

. Magnitude of cash inflows on periodic basis; and

. Customer’s character and other personal qualities.

Furthermore, grading system can be used for setting ti@gsobn loan
limit such as portrayed by the figure (2.1) below.
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Figure 2.1
Categorization of Customers for Loan Limit
Grade Comments Loan Limit (N)
A Blue chip company 50,000,000
B Government Agency 10,000,000
C Large Company 5,000,000
D Medium Company 3,000,000
E Small Company 1,000,000
F Individualized Business 500,000

The individualized business refers to business entity supharasership
and sole proprietorship, having operational capacity thatnas
comparable with an incorporated company whose asset baseryi
reasonable in terms of operational capital.

However, there is no hard and fast rule in the categamzeof
customers for the purpose of loan limit. A grading or gatization
system being used by any bank for setting loan limitscastomers
depends on choice.

In related terms, such categorization of loan liro&gs be also be used to
set loan mandate for the officers of the bank when it saima@pproval
of loans for the customers.

In the case of the branch manager, the usual policy onlifodans for
the bank to set the amount of funds that he or she can len @ut
customer. The limit is regarded as his or her authamiteending, and
any loan request in excess of such lending authority Ivaille to be
communicated to the head office for advice.

A loan request in excess of the branch manager’s aythoriending
can as well be communicated to the area manager vayohiawve the
authority to sanction it without recourse to the head offue the
necessary approval.

3.3.2 Loan Supervision

It is very important for the bank to set policies on Isapervision. The
policies on granting of loans, their supervision, and recoslewe are
normally established taking into consideration the relewrdtegies
used in the past and those ones being utilized by other banks.
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Bank policies on loan supervision are used to address respitiasibil
such as:

. Teams to be constituted for checks and balances;

. Superior officer(s) to be in charge of reports anduatan, e.g.,
an Executive Director at the head office, a Senior ganaat
regional office;

. Time line for periodic reviews of loan portfolio foompliance
on laid down regulations;

. Number of loan recovery visits to customers who bran
beneficiaries in a period.

. Charting out procedures for compliance with extant bamlkaws
and regulations on loan facilities;

. The rate of interest to charge in line with prevglimarket rate
and bank rate;

. Spread of available funds for different sector&dcdtions; and

. Repayment drive to keep pace with liquidity needs.

3.3.3 Credit Risk Management

A policy should usually be established for the managewiethie credit
risk in terms of the problems that can emanate from teaovery by the
bank.

The policy is on the following areas of responsibilities:

. Manager’s responsibility in preventing credit risks;

. Assistant Manager’s responsibility in credit risk masragnt;
. Loan officers’ responsibility in preventing credisks;

. Hierarchical authority for handling credit risksica

. Actions necessary in managing difficult beneficiariéans.

There are other areas of responsibilities for the manageof credit
risks by various bank officials, which are not coveredabgpve list.
Therefore, the list is by no means exhaustive for the purposeedit
management of credit risks by the banks.

3.3.4 Managing Difficult Loan Beneficiary

There should be policy on how a difficult loan beneficiary dze
managed by relevant bank officials. Such policy should kel us
specify the necessary actions to be initiated and takerhdybank
officials to recover the amount of loan involved in trensaction.

The necessary directives in managing difficult accounblire the
following considerations:

8
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. The use of committee for the recovery of the funds;

. Discussion with the difficult customer by the bankéis;

. Visit to the business premises of the customergsessment;

. The use of subtle pressure on the customer, e.gattbfdegal
action;

. Constant visits for help in managing the affairs of¢hstomer;

. Threat of disposing off the collateral security dged for the
loan; and

. Legal letter on the status of the customer and the folatake
action on the business for the recovery of the outstaradmmgint
of loan.

In addition to the above, there are other areas for pealatipns on
difficult customers, which various banks can formulatenamage them.
More so, necessary responsibilities for the managemettieadifficult
customers are formulated and assigned to various baniatsffiavhich
are not covered by above list. Therefore, the list ysnb means
exhaustive for the purpose of managing difficult customers dpamks.

3.3.5 Controlling Customer Accounts

Policy on controlling the account of the customer who isoan |
beneficiary is also necessary for consideration in estafnjsbanking
policies. The control of customer account is necessacguse of the
fact that a customer can be playing pranks on the regatyof loan and
payment of interest on such funds.

The policy on control of customer account always emphdises
following considerations:

. Constant monitoring of repayment status;

. Periodic statement being issued to the customer;

. Constant reminder on outstanding balance of the loan;

. Computer alert sent to the customer whenever any payise
made;

. Any discrepancy such as delay or amount less than expecte
repayment be communicated to the customer immediately;

. Computer alert on due date for next payment be terthe
customer on monthly basis;

. Monitoring of withdrawals from the customer accoastnot to

jeopardize repayment of funds loaned to him or her.

The above list is by no means is exhaustive, and thereffaseleft for

individual banks to decide on the necessary considerations sn thi

respect.
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3.3.6 Monitoring and Review of Customer Case

This is done to evaluate the performance of a customer&iatdt is
necessary in the management of the bank’s liquidity pdatiy in the
case of big time customers of the bank. In addition, therevery
likelihood that such customers will use their accounts tomadhel for
overdraft or loans in the course of their operations.

There are areas on which policies can be establishesLiébr purpose.
The following can be used to monitor the account of sucloestwho
are known for keeping large amount of funds in their account:

)] Account Turnover

A policy on the account turnover involves giving directifagr the
monitoring of the amounts of funds earned by the custonyer b
calculating the credits to the account. The performancsuoh an
account will be evident from the assessment.

An action should be initiated on any decline in the figufedeposits in
terms of discussion with customer for necessary adWcehe same
vein, observed frequency of deposits should be treated withmiepti
since it measures operational success of the customemrgessiswhich
is of tremendous benefit to be bank.

1)) Trends in Account Balance

The periodic deposits can be calculated on average basie ahd of
every monthly in order to assess the trends in account itepbshe
customer. The analysis thereof can reveal the peaks ahdedein the
deposits for the use of the bank in considering granting ofslaa
overdraft in the future.

i)  Amount in Cheques Drawn

The amounts of funds in the cheques drawn by a customernson h
account, as a matter of policy, should be assessed on iparaxis to
determine cash problems associated with customer’'s Isgsin&n
appropriate action on the basis of bank policy is to discndsoffer
professional advice on the ways and means of improvingetenue
generating capacity of the customer’s business operations.

Ilv)  Status of Direct Credits

The customer’s performance in standing orders and diredsd=n be
used, as a matter of policy, to assess the charatthe customer in

10
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terms of integrity and keeping to agreements and honourerg &s at
when they are due for payment.

Hence the personal integrity or character of the custoroeres to
guestion if his orders on direct debits or standing ordexdraquently
cancelled. Such customer can be trusted for regular mepayof loans
if granted by the bank.

SELF ASSESSMENT EXERCISE 3

Identify and explain the critical areas relating todmg for which banks
normally set policies.

4.0 CONCLUSION

In this initial unit of the study material, you have olser that bank
policies are imperative towards ensuring effective anticiert
operations of bank business especially as they relate to &adikd. In
order to guarantee the efficient operations of commeleaiaks in terms

of the important aspect of financial intermediationjolihis lending of
funds to business entities and individuals, it is critical tbeir
management to formulate policies on managing loans and their
supervision, managing difficult loan beneficiaries, crediskr
management as well as monitoring and review of custoass.

5.0 SUMMARY

In this study unit, topics covered include the following:

. Nature of Bank Policies on lending
. Principles of Bank Lending Policies
. Major Areas of Bank Policies on Lending

In the next study unit, you will be taken through thecdssion on
commercial banks as extenders of credit.

6.0 TUTOR-MARKED ASSIGNMENT

List and discuss the critical areas relating to lendirrgwbich banks
normally set policies.

Solution to Self Assessment Exercises

11
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SAE 1:

The areas of operations on which bank policies are formulateds
follows:

. Sourcing for deposits from the public;

. Investment of funds in areas of marketable secasritie

. Hedging against risks in operations;

. Managing of credit risks; and

. Lending or granting credits, loans and advances to st
SAE 2:

The basic principles considered for lending policies by mernial
banks are as follows:

) Liquidity

Basically, the banks advance loans on the understanding tyatvilhe
be repaid within a short time. More so, they lend mameyhe basis of
security that can be easily marketable and convertilite gash at a
short notice.

1)) Safety

The safety of the funds lent out by the banks must beirsdlfés sense
that the borrower should be able to repay the loan anck&ttier time at
agreed regular intervals without defaults. The banks take
consideration the creditworthiness of the borrowers whiclegsvhis
character, capacity to repay, and his financial standing.

i)  Diversity

In the process of granting loans to customers, the banksdeortbie
composition of the loan portfolio so as to strike the @ésdiversity of
the investment; a loan portfolio in different typessettors, which will
have to conform to the policy of sectoral distributioh loans as
demanded by the apex bank. This is used towards minimizikg) that
are always inherent in lending of funds.

iv)  Stability
Commercial banks only advance loans to customers whoseebsss

generate stable incomes. For instance, a customer whosafgplee loan
facility should have his project

12
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or business evaluated to determine the possibility of suchunes
generating constant income with which to service the loannaake
repayment on regular basis.

V) Profitability

Loans and advances are usually granted with the intenti@aroing

some income for the banks. This income can only be eédynéhe bank
through the interest charges being made from the loansedrdat
customers. Such interest charges are in with pregaiharket rate and
the bank rate.

SAE 3:

The critical areas relating to lending for which banksmally set
policies are as follows:

) Loan Limit

Policies are normally set for the granting of loanshgyvarious officers
of the bank that are directing involved in lending. Thewrdss policy on
loan limit to various categories of customers.

1)) Loan Supervision

It is very important for the bank to set policies on Isapervision. The
policies on granting of loans, their supervision, and recoslewe are
normally established taking into consideration the relewrdtegies
used in the past and those ones being utilized by other banks.

i)  Credit Risk Management

A policy should usually be established for the managewiethie credit
risk in terms of the problems that can emanate from teaovery by the
bank.

Iv)  Managing Difficult Loan Beneficiary

Banks normally set policy on how a difficult loan beniafig can be
managed by relevant bank officials. Such policy should kel us

specify the necessary actions to be initiated and takerhdybank
officials to recover the amount of loan involved in ttensaction.

13
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V) Controlling Customer Accounts

Policy on controlling the account of the customer who isoan |
beneficiary is also necessary for consideration in estafnjsbanking
policies. The control of customer account is necessacguse of the
fact that a customer can be playing pranks on the regatyof loan and
payment of interest on such funds. vi) Monitoring and Revidw o
Customer Case

This is done to evaluate the performance of a customer&iatdt is
necessary in the management of the bank’s liquidity pdatiy in the
case of big time customers of the bank. Such customdrsisei their
accounts to demand for overdraft or loans in the coursehef
operations.
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1.0 INTRODUCTION

Commercial banks operate business that is woven around fihancia
intermediation activities. In fundamental terms, bankes iastitutions
which evolve for the business of keeping, lending and exchgnof
money. Therefore, banks are organizations whose principahtopes

are entrenched in accumulation of idle funds from the rgénmublic

with the purpose of lending such funds to business entities and
individuals as well as the government institutions. The @ositif the
commercial banks is that of retail banking institutionst thacept
deposits from the public and in turn lend such funds to sosmbers

of the public. The discussion in this study unit is invdyi@mn the nature

of financial intermediation of the commercial banks.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

explain the nature of commercial banking operations

identify and the types of deposits commercial banksgdrom
customers

list and discuss various types of credit facilittdscommercial
banks

discuss credit creation process of commercialank

15
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3.0 MAIN CONTENT

3.1 Nature of Commercial Banking Operations

Banks generally owe their operations in financial interausah
activities. Historically, the goldsmiths that pioneered tlealm of
banking business evolved the operations by accepting valuableasuch
bullions, money and ornaments for safekeeping. For tihe chthe
valuables, the goldsmiths started charging some fees featbkeeping

of the money and the bullions.

In the process of the safekeeping of money, bullioncthdr valuables,
the goldsmiths started lending the money to other peopledst This
serves as the precursor of the modern banking businessiopgrat

In conceptual terms, banks are institutions which evalvéhie business
of keeping, lending and exchanging of money. In broad tahass are
other views banks in economics discipline which offer Bwtc
explanation on the essence of banking business.

There is the view that banker’'s business is to take the dé¢lither
people to offer his own in exchange, and in the processiemoney.
Another view posits that banks are organizations whose principal
operations are embedded in the accumulation of tempordigyfunds

of the general public for the purpose of advancing to others f
expenditure.

Jhingan (2008) observes that the ordinary business of bansists

of changing cash for bank deposits and bank deposits for cash,
transferring bank deposits from one person or corporation (one
depositor) to another; giving bank deposits in exchange for dills
exchange, government bonds, the secured or unsecured prarhises
businessmen to repay, among others.

Hence, commercial banks as retail banks are institutibas accept
deposits from the public and in turn advance loans byingeertedit.

The commercial banks, in the opinion of Jhingan (2008),rerdanks
that perform all kinds of banking functions such as:

. accepting deposits;
advancing loans;

credit creation;

financing foreign trade;
discounting bills of exchange,;

. agency functions;

. keeping of valuables;

. Issue credit instruments; and

. serve as underwriters for shares and debentures.
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The commercial banks are known for granting short-teang, in most
cases, to customers. Nevertheless, in recent ydeg, htave included
medium—term and long- term loans in their loan portfolios

In terms of ownership, commercial banks are jointlstoanks in the
sense that they are just like the joint stock companies wéwsership

cuts across many strata of the society; and thereforghtnreholders of
each of such corporate banking entities run into millions

SELF ASSESSMENT EXERCISE 1

What are the major functions of the commercial banks?

3.2 Accepting Deposits from Customers

The most important function of commercial banks is theptance of
deposits from members of the public. This is the critiftadction
because all other functions of commercial banks depend orpris
occupation. The commercial banks charge some commissiorhdor t
safekeeping of these deposits.

The commercial banks in their normal banking operationspadhece
types of deposits from members of the public. Thesedamtified and
discussed below.

1. Savings deposits

The banks accept deposits for the purpose of savings on thieizipay
small interest to the depositors. Such depositors are usuadlly savers.
The savers are usually allowed to draw their money sulbgesome
limited amount during a specified period of time; such Weekonthly,

quarterly, half-yearly or yearly.

2. Demand deposits

Current accounts are usually maintained by commerciddsbmm such
deposits. The demand deposits accounts are specifically desgned
businessmen and corporate entities. This is because asegsnisi
operations demand, they are free to withdraw their deposithdques
without notice or limits. Cheques can even be drawn onctiveent
accounts on daily basis without hindrance.

Therefore, the commercial banks do not pay any intepestsuch
accounts but rather they charge nominal sum for the semaoeered

on the accounts. Such charge on the current accounts is called
commission on turnover.

17
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3. Fixed or Time deposits

The commercial banks also accept deposits which are feaeome

specified period of time before the depositors can havesadcethe

funds in their accounts. Savers who have surplus funds thatcare
meant for use until after some period of time can keep unds in the

time deposit accounts.

In essence, savers who do not need some funds for a &ippkriod of
time such as some months, a year or many yearsneoeiraged by the
banks to deposit it in the time deposit accounts . They rae tb

demand for the funds at the maturity of the specifiee tim

The commercial banks pay higher interest rates on the dieposits.
The rate of interest increases with the length of pesfdtie deposit but
subject to a maximum limit. Hence, the interest ratedixed deposits
are normally negotiated between the deposited and the bank.

SELF ASSESSMENT EXERCISE 2

Enumerate and explain various types of deposits that conaihbanks
can keep for the customers.

3.3 Advancing Loans from Deposits

The commercial banks give out loan facilities to the memloérthe
public particularly their customers who are into onaerfaxf business
undertaking or another. The situation may be different in razhch
climes where there are some other forms of loans orntsretlich can
be advanced to customers.

Advancing loans or credits out of the deposits constitutes ortleeo
fundamental functions of the commercial banks. In the ga®cof
banking operations, the commercial banks lend out certaieqage of
the cash in deposits on a higher rate of interest thanpég on such
deposits.

The various forms of loans and credits being granted tomess by the
commercial banks are identified and discussed below.

1. Term Loans
The commercial banks advance this type of loans to cestowho are

businessmen against specified securities. The amount of i®a
normally credited to the current account of the borrowethe case of a

18
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new customer, a loan account for amount of loan is norropkyed for
the facility.

The customer who is the beneficiary of the loan facilityhisn free to
withdraw money with cheques, from the loan account in the albge
new customer and the cuurent by the existing custombaedfank.

The beneficiary of the loan has to pay the specifiedgoeeal interest
rate on the full amount of the loan and necessarily dae principal
would also be repaid back to the bank.

2. Call Loans

These loans are short-term facilities that can be gratutethe bill
brokers for not more than a fortnight or fifteen detssch loan facilities
are normally advanced against first class bill or sges. Such loans
can be recalled at a very short notice and can alsenasved. These are
similar to money at calls and short notices normally aded by banks
to other banks in the money market operations in the economy.

3. Overdraft

This is the facility which is designed for the businessuarash corporate
entities for which they are allowed to cheques for sgreater than the
balance in their current accounts.

The facility is effected by providing the overdraft up tospecific
amount to the customers against their future depositshwhauld be
used to offset the amount involved by the bank.

The commercial banks normally charge interest only on thauat by
which the current account is overdrawn and not by the anoduné full
amount of the overdraft approved for the customer byp&m.

4. Discounting of Bills of Exchange

This facility is available for use by the creditor wholds a bill of
exchange. It is meant for immediate access to the funitie bill but at

a discounted amount which is lower than the face valuehef t
instrument.

The commercial banks through this facility provide the@ugr who is
a holder of a bill of exchange immediate cash by diswogrthe bill.
The banks would deposit the amount of the bill in the cuaecdunt of
the bill holder after deducting their rate of interesttfte period of the
loan, which is not more than 90 days.

19
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It is instructive to note that the bill of exchange is nalfyndrawn by the
creditor and sent to the debtor for acceptance, andgilren back to the
creditor making it payable after 90 days. At the matuwit the bill of
exchange, the bank that discounts it recovers its payment the
banker named by the debtor who accepted the bill.

SELF ASSESSMENT EXERCISE 3

Enumerate and explain various types of credit facilitid commercial
banks do extend to their customers.

3.4  Credit Creation from Credit Facility

This function of the commercial banks is associated grnting of
loan facilities to their customers. By implication, t@mmercial banks
cannot create credits without engaging in granting loans ta thei
customers.

The credit creation by the commercial banks, unlike offmancial
institutions that cannot create credits, arises out of tjusist to generate
profits in their operations. For this rationale, the conumaérbanks
accept deposits and advance loans out of such funds by keepfig sm
cash in reserve for day-to-day transactions.

In this operation, whenever the bank advances a loan, it cgens
account in the name of the customer as the beneficiary bstrdgay
cash to the customer. The bank would allow the customeéraiw the
funds through the use of cheques according to his needs. Hance,
granting loan to a customer, the commercial bank eatedit or
deposit.

4.0 CONCLUSION

You have understood from this study unit that commercial banis
retail banks that engage in lending of funds to membetkeofieneral
public in the process of performing the financial interiagon
activities in the ordinary banking business. In order toinlftands from

the general public, commercial banks make use of diffeygres of
accounts such as saving account, cuurent account, and fixedtdeposi
account. For the purpose of advancing loans from such depibgits,
banks provide term loans, call loans, overdrafts, antbdrging of bills

of exchange for their customers. In the process of prayisirch loans

and advances, the commercial banks create credits @ctmomy.
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5.0 SUMMARY

In this study unit, topics covered include the following:

. Nature of Commercial Banking Operations
. Accepting Deposits from Customers

. Advancing Loans from Deposits

. Credit Creation from Credit Facility

In the next study unit, you will be taken through the disonssn credit
protection methods.

6.0 TUTOR-MARKED ASSIGNMENT
1. What is financial intermediation?

2. List and discuss the various ways through commerciakdan
perform financial intermediation in their business operations.

Solution to Self Assessment Exercises
SAE 1:

The major functions of the commercial banks involve theovatg
areas of operations:

. accepting deposits;

. advancing loans;

. credit creation;

. financing foreign trade;

. discounting bills of exchange,;

. agency functions;

. keeping of valuables;

. iIssue credit instruments; and

. serve as underwriters for shares and debentures.
SAE 2:

The various types of deposits that commercial banks can fkedape
customers are as follows:

) Savings deposits
The banks accept deposits for the purpose of savings on thieizipay

small interest to the depositors; withdrawals are stiligecestrictions
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such as limit on amount and timing of such withdrawajsDemand
deposits

Current accounts are usually maintained by commerciddsbmm such
deposits. The demand deposits accounts are specifically desaned
businessmen and corporate entities. They are free talraw their
deposits by cheques without notice or limits, and thereftine,
commercial banks do not pay any interest on such accountathet
charge nominal sum as commission on turnover. iii) Figedlime
deposits

The commercial banks also accept deposits which are feeome
specified period of time before the depositors can havesadcethe
funds in their accounts. Depositors are free to demandéofunds at
the maturity of the specified time for which they rigeehigher interest
rates on such deposits.

SAE 3:

The various types of credit facilities that commdrbenks do extend to
their customers are as follows: i) Term Loans

The commercial banks advance this type of loans to cestowho are
businessmen against specified securities. The amount of i®a
normally credited to the current account of the borrowethe case of a
new customer, a loan account for amount of loan is norropkyed for
the facility. The beneficiary of the loan pays the spetifte agreed
interest rate on the full amount of the loan in additiomefpayment of
the principal amount. ii) Call Loans

These loans are short-term facilities that can be gratuethe bill
brokers for not more than a fortnight or fifteen deiwgch loan facilities,
just like money at calls and short notices are normaNyaced against
first class bill or securities. Such loans can be liedat a very short
notice and can also be renewed. iii) Overdraft

This is designed for the businessmen and corporate entitieghfoh

they are allowed to cheques for sums greater than the balarbeir

current accounts. This is a specific amount to the cia®against their
future deposits, which would be used to offset the amawatived by

the bank, and it attracts interest on the amount by whiclcuhent

account is overdrawn. iv) Discounting of Bills of Exchange

It is a facility available for the creditor who hold$#@ of exchange. It

is meant for immediate access to the funds in the bileba discounted
amount which is lower than the face value of the instrum&nthe
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maturity of the bill of exchange, which is after 90yslathe bank that
discounts it recovers its funds from the banker named bgehtor who
accepted the bill.
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1.0 INTRODUCTION

In the previous units, we have discussed the various loansradiisc
that the commercial banks make available to their custrii@e funds
that the banks usually commit into such lending belong to thesils.
Since the funds must be safeguarded and made available on dmand
the depositors, the banks are under obligation to evolve viaddes of
protecting the loans and credits advanced to customersefdres in

this study unit, the discussion is on the methods being adopteanixs

to ensure the protection of the funds they usually comndtlogns and
advances.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. mention and explain various agreements on retentiditleofto
assets

. list and discuss various forms of collateral seguri

. explain the two forms of irrevocable letter ofdite

3.0 MAIN CONTENT

3.1 Retention of Title to Assets

One of the prominent methods of protecting bank creditstetion of
title to ownership of goods until the funds invested in dhicles are
recovered. This is an important way of eliminatingdit risk. The
retention of the articles by the bank does not involve asy. c
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This is relevant in the case of leasing of items gfiigment that
involves acquiring these productive assets and make themdedia
manufacturers for use on rental basis. The title to theecship of the
assets is normally retained by the banks until theypare for by the
users called lessee at the end of lease period.

The banks as the lessors would only relinquish the atlihe items of
equipment to the lessee after the payment of the agmsss by the
latter. Such payment is normally predicated on the ewittown value
of the items of the equipment. In any case, the lessee taken
possession and the usage of these articles right fromirtiee df
purchase.

In essence, the bank that financed the purchase of the lagsdie right
to retain ownership of the equipment until they are paidby the users.
It implies that such arrangement gives the bank the toghtcover the
items of equipment which are not paid for by the users.

The retention of title agreements falls into two catexs, which are
identified and discussed below.

.  Simple Agreement

This applies to a situation where a bank provides funds on toéret
buyer of certain goods or articles of trade. Therefdre bank will seek
only to retain ownership of the goods for which the funds Hzaen
used to acquire by the beneficiary of the loan.

The bank will involve the trader in the search for the ddsarticles and
submit quotations for consideration. The quotations will be isczat
by the bank and thereby select the appropriate suppliers.sdlee
agreement will be struck between the bank and the suppliect will
entitle the bank to take title to the ownership of theckdiand thereby
retain the documents of the transactions.

The supplier will only make the articles of trade to thikesevho takes
possession of them in his premises. This is favouredhkybank
because it can easily trace the articles to the selleey are not being
for. More so, it is highly considered by the bank esplcfal the fact
that the receiver only takes possession of the goods and ribiethe

There are some important reasons which are normallyderesi by the

bank before getting involved in the loan arrangement. Trees®ons are
also the advantages of the lending transaction.
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Therefore, the merits are identified and explained in gharess as
shown below.

. A merit of this form is that the agreement is marasily
enforceable by the bank.

. The bank will get involved in the purchase of the ariaight
from the point of search and purchase of the goods.

. The move by the bank in the search for the rightlagjovhich
are always durable goods, will involve appointing the sumpbér

the goods.

. The sale agreement will be effected between the bankend
suppliers.

. The bank can recover the goods in the event of default.

Nevertheless, there are some disadvantages that arennhhrethis form
of lending, which as follows:

. An obvious demerit in the arrangement is that the goodsea
disposed off while the seller as the beneficiary of then lwill
not pay the money to the bank;

. Another demerit is that in the case of raw matsriaging
acquired with the loan by the manufacturer, these goodsin t
original form do not stand any chance of being recoveretden t
event of default;

. The seller may convert the goods to personal use whilainla
that they are stolen;

. The seller may be evading the bank officials when iime ©f
repayment of the funds on loan is necessary; and

. The goods may be damaged in the warehouse or shop of the

seller if handled carelessly by the workers.

The case of the acquisition of raw materials poses ausechallenge to
the bank unless the manufacturer is known by the bank asvwoetiy
customer. The bank may discover that the raw materialbasic
products funded by the loan have been converted into a finidradar
resold, thus making the recovery in the event of defaettective.

SELF ASSESSMENT EXERCISE 1

What are the advantages and disadvantages of simpderagnt in
retention of title?
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lI.  Complex Agreement

This form of agreement is designed to forestall thablem that can
arise out of the conversion of the raw materials fundgdobln into
finished without the fund being paid for by the manufacturer

In order to tackle the problem of recovery of funds om lmathe event
of conversion, the bank ensures that there is an agredméctan allow
the tracing the value of the raw materials to the firdsa#icles. This
provides that the proceeds of the sales of any goods inconapthé
raw materials should be made available to settle thgtamding loan
repayment.

There is a variant of the agreement which serves ageetnt that the
customer as the loan beneficiary should establish a sepheatk
account into which the proceeds from the sale of theshed goods,
arising from the conversion of the raw materials, begdaldon periodic
basis. Such lodgments will be used to repay the fundshthat been
advanced as loan to the manufacturer by the bank.

There are important reasons that are normally considerddebipank
before using this arrangement. These reasons are aladvihetages of
the lending transaction. Therefore, the merits are idedtifand
explained in the process as shown below.

. An advantage of this arrangement or agreemetheidact that it
can increase the value of recovery of the loan.

. This agreement involves combining unconverted raviemnads
and the proceeds of the sales of finished goods for the repayme
of the loan.

. The agreement entitles the bank to trace the fundee tbrished

goods which have derived from the raw materials purchasxd wi
the loan facility.

. The agreement helps the bank to lay claim to the vdlb®ta
the raw materials and the finished goods arising from their
conversion.

. The title may remain with the bank in case of appunthe
suppliers of the raw materials.

However, there are some disadvantages that are inheréms form of
agreement involving the bank and the loan beneficiary. Suchrdeme
inherent in this repayment agreement include the following:

. One of the disadvantages is that though the tittheo§oods may

remain with the bank, it does not have control over themesinc
their possession is with the user.
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. The arrangement may involve complex formality oime
extension of the security from the raw materials tovhkie of
the finished goods arising from them;

. It has been argued that the tracing element of the ragrgge
when worded widely, can be construed as charge over assets of
the customer, which requires formal registration;

. The proceeds from the sale of the finished goods carilhdiest
diverted by the manufacturer to whom the loan funds haga be
advanced by the bank; and

. The bank is not in any position to monitor the salteffinished
goods produced from the raw materials purchased with funds
advanced as loan.

In essence, a simple agreement on retention of titte ma easily
integrated into standard terms and conditions of agreeméinth the
customer of the bank should formally acknowledge. This besoan
formal complex agreement in the scheme of retentiditlef

SELF ASSESSMENT EXERCISE 2

What are the advantages and disadvantages of complegnagnmt in
retention of title?

3.2 Collateral Security

Another method of ensuring the protection of the funds beindgegtas

loans to customers is by way of collateral secufityerefore, the usual
practice by banks in the process of lending funds, is toestdar some
form of collateral security. In the event of custorsedefault or

insolvency, the collateral security can be possessed ahdstihe bank
to offset the loan or repay any outstanding debt.

The commercial banks normally consider certain categofigsoperty
or assets as well as valuable for the purpose of sgcowitateral from a
loan beneficiary. The various forms of collateral s#guhat can be
considered by the banks for the purpose of loans include theviimd).

1. Debenture

This type of loan is granted with a maturity over aqenf some years.
The maturity is involves a fixed repayment time. The baskaa
debenture holder is entitled to receiving annual intereatfated rate.
The bank as a secured lender has a high priority of repayimehe

event that the firm that issues the debenture fails.
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The debt instrument for the firm is often charged agdirestissets in its
operations. This implies that the operating assets of threvker serve
as collateral security for the loan. This entitles bank to have either a
fixed charge over some specific assets or a floatinggehaver the
general assets of the business.

The fixed charge that entitles the bank to specific assatseedirm as
collateral security in relation to the loan will make tdebenture to be
regarded as mortgage debenture. In the case of defeultahk has the
right to take over the assets on fixed charge and dispese for the
recovery of its funds.

2. Mortgage

This involves a long-term loan granted by the bank witllealge of a
landed property or land as the case may be as collatmatity. In this
case, the title deeds to the property become documents espmssin
the custody of the bank. In addition, the bank receives ralseives
regular payments over the loan facility.

In the case of default, the bank has the right to déotlwving:

I Sue the customer for the recovery of the loan;

. Take possession of the estate for which the learsed for;

iii. Foreclose which involves asking the court to ordepayment
within a specified time;

\2 Take possession and sell the property involved in e land

V. Appoint a receiver for the estate as an alternativautright sale
of the property.

3. Guarantee

In the case of the usage and accessibility of guaramiegssecurity
depend on the form of credit being granted or offered byb#mk. In
some instances, bank lending tends to be securitized blu¢ icase of
corporate credit, such may be very exceptional. This tke dictates of
the market forces of demand and supply of funds. Besides aomm
practices also contributes to such scenario.

The normal practice is that a bank requires the borrowemage
available some forms of collateral security whichill vioe effected
whichever a customer makes a request for loan facititgmall loans to
customers, the practice is for the customer to provigeaaantee to the
bank. This involves providing some guarantors who are nhadél
appropriate forms for their preparedness to guaranteeeffagyment of
the funds granted for the loan facilities.
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Therefore, guarantees can be given by individuals or assdciat
companies to the firms taking the loan facilities. Suchragjuars as
pointed out earlier are individuals sign agreements waghbianks with
the understanding that they agree to honour any outstandingnresitsl

of the loans in the event of defaults. The extent of tharaptee
undertaken by the guarantors can be limited to a fixed dablar
amount and time.

More often than not, the security offered in a loan agesd is
considered in relation to the creditworthiness of the bonmowe
Nevertheless, in the case of doubt due to the problem afritytef the
borrower, it may be necessary to demand for some guarémtehe
loan facility from the customer. The guarantees madentividuals
who stand as guarantors are not all that secured or lertugyto issue
of integrity.

3.3 Taking Possession of Letters of Credit
1. Irrevocable Letters of Credit

The document embodies a payment term in exporting, whiclmisaas
of transferring the final responsibility for payment frone ttustomer to
a bank. This is different from the other types of siégwas identified
and discussed above. The bank advancing loan to the expogeods
will have to demand for the irrevocable letter of cradithold it as
mortgage for the loan.

(@)  Unconfirmed Irrevocable Letter of Credit

In the case of this document, the customer arrangesaviatbal bank for
the bankers to assume the responsibility of paymenthdogoods. This

Is dependent on the condition that shipping terms set by thenoeisare
honoured by the supplier. The supplier or the exporter must ngrmall
conform to the letter with the shipping conditions.

The bank that is involved in the arrangement will recatgefunds from
the customer. The loan attracts commission and intelestges. The
risk to the bank is reduced they can recover their funds atstence of
payment to the exporter since such payments will be effeéhtedgh
the bank.

Furthermore, in the event that the bank is prevented fransferring
money to the supplier's account due to either a shortagereign
currency or exchange regulations being brought into forceeptig
the transfer, the bank giving out the loan for the payment ginephins
its funds.
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(b)  Confirmed Irrevocable Letter of Credit (CILC)

This arrangement is similar to the line of creditatd®d above but the
confirming bank accepting responsibility for payment wél m the
supplier's country. The transfer risk is actually removibugh the
security does depend on the solvency of the confirming bank. The
confirming banks will usually have a relationship witte tlocal bank
which can be their correspondent bank.

The role of the confirming bank is distinct. The two typédetter of
credit will in practice be honoured by the confirming bahke bank
will note the letter of credit as being established foayment.
Nevertheless, it does not necessarily imply that the bankmess
responsibility for payment whatever happens. And this o
specifically stated on these letters of credit.

SELF ASSESSMENT EXERCISE 3

Differentiate between confirmed irrevocable letter akdit and
unconfirmed irrevocable letter of credit.

4.0 CONCLUSION

You have learnt from this study unit that there aredoamgthods that the
commercial banks can adopt to protect the funds whenevgratiee
lending to business entities. Such methods include retentiditieofo
assets acquired with loan facility, taking possession afateral
security, and taking possession of letters of credihe dase of loan
facilities for export business. The most secured methqadodection for
the funds advanced to customers as loans is the possesswolfataral
security. The collateral security confers automagal lien on the bank.
Therefore, with the possession of documents of title to thpepty the
bank can sell the property to recover its funds that ichasmitted into
loan facility.

5.0 SUMMARY

In this study unit, topics covered include the following:

. Retention of Title to Assets
. Collateral Security
. Taking Possession of Letters of Credit

In the next study unit, you will be taken through thecdssion on
lending procedures.
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6.0 TUTOR-MARKED ASSIGNMENT

Differentiate Mention and discussion the advantages &adlvhantages
of simple agreement in retention of title to assetsfutidn to Self
Assessment Exercises

SAE 1:

The advantages of simple agreement in retention & ofl assets
include:

. The agreement is more easily enforceable by the bank.

. The bank will get involved in the purchase of the ariaight
from the point of search and purchase of the goods.

. The move by the bank in the search for the right astieldl
involve appointing the suppliers of the goods.

. The sale agreement will be effected between the bankend
suppliers.
. The bank can recover the goods in the event of default.

The disadvantages of simple agreement in retentiotitlefof assets
include:

. The goods can be disposed off while the seller as theibramgf
of the loan will not pay the money to the bank;
. The raw materials being acquired with the loan by the

manufacturer do not stand any chance of being recovergz in
event of default;

. The seller may convert the goods to personal use whilainla
that they are stolen;

. The seller may be evading the bank officials when iime ©f
repayment of the funds on loan is necessary; and

. The goods may be damaged in the warehouse or shop of the

seller if handled carelessly by the workers.
SAE 2:

The advantages of complex agreement in retentiontlef th assets
include:

. It can increase the value of recovery of the loan.

. It involves combining unconverted raw materials and the
proceeds of the sales of finished goods for the repaymehtof
loan.
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. It entitles the bank to trace the funds to the finisheatdgownhich
have derived from the raw materials purchased with the loa
facility.

. It helps the bank to lay claim to the value of botle traw
materials and the finished goods arising from their conversion

. The title may remain with the bank in case of appointine

suppliers of the raw materials.

The disadvantages of complex agreement in retentidilefto assets
include:

. Though the title of the goods may remain with the ban#épés
not have control over them since their possession is withste

. It may involve complex formality on the extension loé tsecurity
from the raw materials to the value of the finished goodsnar
from them;

. The tracing element of the agreement, when worded yyidah

be construed as charge over assets of the customer, which
requires formal registration;

. The proceeds from the sale of the finished goods cannobestil
diverted by the manufacturer to whom the loan funds haga be
advanced by the bank; and

. The bank is not in any position to monitor the sale offitnished
goods produced from the raw materials purchased with funds
advanced as loan.

SAE 3:
Confirmed Irrevocable Letter of Credit:

This arrangement is similar to the line of creditatd®d above but the
confirming bank accepting responsibility for payment wél m the
supplier's country. The transfer risk is actually removibugh the
security does depend on the solvency of the confirming bank. The
confirming banks will usually have a relationship witte tlocal bank
which can be their correspondent bank.

Unconfirmed Irrevocable Letter of Credit:

In the case of this document, the customer arrangesavatbal bank for
the bankers to assume the responsibility of paymenthdogoods. This

Is dependent on the condition that shipping terms set by thenoeisare
honoured by the supplier. The supplier or the exporter must ngrmall
conform to the letter with the shipping conditions.
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1.0 INTRODUCTION

The lending of loans and advances to the customers of badss ¢
through a rigorous events. Such events or procedures amealhor
initiated by both the bank and the customers who are ggpékircredits
with which to run their business operations. The process viesol
contact between the bank and the applicant for loan, durimchvihe
bank would initiate necessary actions to conduct a thorough
investigation on the loan applicant and his business or thecprfor
which the funds would be utilized. Therefore, this studyt is used to
identify and discuss the necessary events for lending lgsban

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. explain the nature of loan request from customer
discuss the essence of loan interview

mention the reasons for site visit by ban officials
list and explain essentials of loan evaluation
explain preparation of loan approval
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3.0 MAIN CONTENT

3.1 Loan Request from Customer

In the process of lending of credits, it is the normalcpce that a
request be put forward by an applicant who is customtiredbank for a
credit facility for the operations of a business entityt@ prosecute a
certain project which is expected to be self liquingti

Nevertheless, some customers of the bank may be approbghtibe
bank managers or credit officials of the bank to conviheentto apply
for credit facilities. The bank officials normally taketo consideration
certain factors before initiating the move in drawing #tention of
some customers that they are entitled and qualifiedréalitcfacilities.

Such move by the bank officials is normally based on thlewong
considerations:

. performance of such customers in the operations of baek
accounts;

. the size of their business undertakings;

. the nature of their business operations;

. their market share in the industry;

. the personal integrity of the customers;

. level of liquidity of the bank;

business focus of the bank; and
type of banking operations, e.g., investment banking.

In general terms, therefore, the request for loan famlitg customer

can be initiated by both the customer and the bank. $roéten based
contacts and good banking relationships between the bank and their
customers. Hence, it is not uncommon for the bank's |&fasers and

the managers to solicit new accounts from individuals anasfi
operating in the bank's market area with the idea of convirtbiei

with offer of loan facilities.

SELF ASSESSMENT EXERCISE 1

What are the considerations for inviting bank customers to ricae
request?

3.2 Interview with Loan Officer
The scheduled interview of personal interaction betweerotredfficer
and the applicant for loan facility is considered necgssarending

procedure. The interview is very critical in view of tlaetfthat there is
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need to confirm the necessary claims by the customeiisrdeeking for
the credit facility. The interview is normally conducted on strength
of the loan form filled and the analysis of same by tan lofficer or
loan committee as the case may be.

The loan interview provides an opportunity for the bank's tdacer to
assess:

. the customer's character and sincerity of purpose;

. planned utilization of the funds;

. actual amount of funds sufficient for the projeatalved;

. applicant’s business acumen in utilization of tn&ds;

. nature of applicant’s business operation;

. means of ensuring prompt repayment of the loan; and

. applicant’s understanding of the implications of loalgaltions .

Therefore, the loan interview is desirable because ithmarused to
extract some additional information from the loan aggylt, which can
go a long way to help in giving favourable consideratiomtberwise,
to the loan request.

SELF ASSESSMENT EXERCISE 2

What is the loan interview meant to achieve?
3.3 Site Visit by Bank Officials

It is desirable that the bank officials, and not only thenl officer, pay
schedule visit to the business premises of the loan applidaatvisit of

a team of bank officers to the customer’s business isratipe because
the applicant for the loan facility may not supply the assary
information upon which a decision will be taken.

The visit to the customer’s business becomes inevitable Her t
following reasons:

. If a business loan or mortgage loan is applied for;

. When a mortgage loan is involved;

. To verify the claims of the customer;

. To assess personally the nature of customer’s business

. To determine the actual scale of the customer’s bpesa

. Assessment of the location of landed propertgéaurity;

. Assessment of organizational setup of the custonberssess;
and

. Determine supplementary information for decision te
request.
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There are other advantages that can be derived from dehasli by
bank officers to the customer who is requesting for a faaitity from
the bank. Therefore, the above list is not exhaustive.

SELF ASSESSMENT EXERCISE 3

Mention advantages of visit by bank officials to threrpises of a loan
applicant?

3.4 Evaluation of Loan Request

The final aspect of the lending procedure is the evaluatigdheofoan
request before a decision is taken on whether or not to tame¢quest.
In order to evaluate the loan request, the following condidesare
assessed.

1. Financial Statements and Documentation

The financial statements and documentation needed for lodumbgon
include:

. Income statement of the business for some years;
. Balance sheet of the business for some years; and
. board of directors' resolutions authorizing the loamwhe bank.

In the case of a new business, the necessary financi&cpoojs on
income generation and statement of affairs for somesyedrich are
incorporated in the feasibility study report, will hat@ be used for
evaluation.

2. Credit Analysis

The credit analysis is used for determining whether th&tooer’s
business will be generating sufficient amount of cash irdflder the
regular repayment of the loan. In addition, the backup sssethe
business will also be assessed for the purpose of the busiapasity
to generate needed funds with which to repay the loan.

3. Reference Checks
The loan officer will have to assess the references rmadeeceived on

the loan applicant in addition to information form contacthvother
creditors who have previously loaned money to this customer.
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In the case of the new loan applicant, there is the rmeemb$scheck the
guarantors’ background information to ensure that such people are
credible. This is necessary in order to guarantee geaple who are
being used as guarantors are not loan defaulters in oth&s leho,
therefore, cannot be trusted for such responsibility.

4. Perfecting the Bank’s Claims to Collateral

There is the need for the bank officials to ensure thabadh& will have
immediate access to the collateral or can acquike tbt the property
involved if the loan agreement is defaulted by the cnsto

SELF ASSESSMENT EXERCISE 4

What are the essential considerations for evaluation ofrleguest?

3.5 Preparing a Loan Agreement

Once the loan and the proposed collateral are satisfied #fe
evaluation, the necessary loan agreement form and otheméats that
make up the agreement are prepared. The documents aregbett lsy
the loan officer of the bank and the customer who bentfdsloan
facility. There is also the need for the guarantorsda ghe documents
before the final seal.

The necessary documents, such as financial statemesdsyityg
agreements, etc, that must accompany each loan applicatust be
kept in the bank's credit files with loan agreement andaganrs’ forms
signed by them.

The principal components of a loan agreement include theviokp

) The Note:- This is the credit document that incorpwathe
details regarding the amount a borrower must repay & timeste
involved.

1)) Loan Commitment Agreement : This refers to pkesigntered
into by the bank as lender to make credit available tool@rs
in the future for a stipulated time under specific terms

i)  Collateral Security : This refers to the asset pledges of value
that can be turned into cash to support the repaymerbaha

Ilv)  Covenants : These are restrictions in the loan agmethat
require a borrower to do or not do certain things wthke loan
agreement is in force without first receiving lender apako

V) Warranty : It refers to a written stipulation ogsarance by a
borrower that information supplied in a loan applicatiotnus.
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vi)  Events of Default : There is always a portion dban agreement
which describes or spells out what action or inaction by a
borrower would violate the terms of a loan.

4.0 CONCLUSION

You have learnt from this study unit that lending involvesie events
which are designed to have the necessary contact witprdispective

loan beneficiary in order to have required informationefealuating the
request and subsequently taking decision. Therefore, the lending
procedure incorporates the events which bring together ldha
applicant and the relevant bank officials, mutual disomssin the
request, assessment of essential information and docatmentand the
final action that is meant to seal the loan request

5.0 SUMMARY

In this study unit, topics covered include the following:

. Loan Request from Customer
. Interview with Loan Officer

. Site Visit by Bank Officials

. Evaluation of Loan Request

. Preparing A Loan Agreement

In the next study unit, you will be taken through thecdssion on
objectives of lending and credit administration

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the events involved in lending proeedur
Solution to Self Assessment Exercises
SAE 1.

The considerations for inviting bank customers to make loan seque
include:

. performance of such customers in the operations of taeik
accounts;

. the size of their business undertakings;

. the nature of their business operations;

. their market share in the industry;

. the personal integrity of the customers;

. level of liquidity of the bank;

. business focus of the bank; and

type of banking operations, e.g., investment banking.
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SAE 2:

The loan interview is meant to achieve the following:

the customer's character and sincerity of purpose;

planned utilization of the funds;

actual amount of funds sufficient for the project ilved;
applicant’s business acumen in utilization of the fyunds
nature of applicant’s business operation;

means of ensuring prompt repayment of the loan; and
applicant’s understanding of the implications of loangaiions .

SAE 3:

The advantages of the visit to the customer’s business inthale
following:

If a business loan or mortgage loan is applied for;

When a mortgage loan is involved;

To verify the claims of the customer;

To assess personally the nature of customer’s business

To determine the actual scale of the customer’s opasgti
Assessment of the location of landed property fouggy;
Assessment of organizational setup of the customer'mdsss
and

Determine supplementary information for decision dme t
request.

SAE 4:

The essential considerations for the evaluation of loan requdate
the following:

1)

i)

Financial Statements and Documentation such as:

Income statement of the business for some years;

Balance sheet of the business for some years;

board of directors' resolutions authorizing the loatinthe bank;
and

feasibility study report for a new business or project

Credit Analysis

The credit analysis is used for determining whether th&tooer’s
business will be generating sufficient amount of cash irdflder the
regular repayment of the loan.
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i) Reference Checks

The loan officer will have to assess the references madeeceived on
the loan applicant in addition to information form contacthvother

creditors, and the guarantors’ background information to enthat

such people are credible.

Iv)  Perfecting the Bank’s Claims to Collateral

There is the need for the bank officials to ensure thabdh& will have

immediate access to the collateral or title to thaperty pledged for the
loan.
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1.0 INTRODUCTION

Lending of funds to bank customers involves the use of the liesos
money. The implication is that the recoveries of fundsnflfoans and
advances granted out to customers must be managed in sucarriat
the bank would not run into liquidity problems. In esseneegveries of
funds under loans and advances should be managed effectivetjein
to secure the interest of the depositors in terms ofingetheir periodic
demands without hitches. Therefore, this study unit is tsedentify

and discuss the reasons for adopting necessary stepsigoeftactive
management of bank lending and credits.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. identify the reasons for lending & credit adminisona
. mention and discuss objectives of lending & credimiaistration

3.0 MAIN CONTENT
3.1 Rationale For Lending & Credit Administration

The major operational business of commercial banks revohlema
financial intermediation. In carrying out this business liaeks would
source for funds from various members of the public. The fuhdseo
customers are held in safekeeping of the banks and theretewh funds
must be made available to the depositors whenever they deimand
them.
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The implication is that banks strive to ensure that theshamd available
for payments to the depositors on periodic basis for their naeds
commitments. In the process of performing the other aggdmancial

intermediation, the commercial banks usually keep therestein

uppermost consideration so as to discharge their delicatetidn

efficiently.

While lending depositors’ funds to customers, the banks normally
ensure that their recoveries from loans and advances djraateto
customers must be managed in such a manner that their operations
would not run into murky waters. In performing such functioh
lending funds to customers the banks usually take necesspasy tete
protect the interest of the depositors.

In the process of trying to maintain a delicate balantedsn recovery
of loans and advances and periodic payments to the depotiters,
banks usually institute appropriate measures to safdbair position
with regards profitability and survival. Based on tdiscussion, it is
possible to identify the basic reasons for the managemdariading and
credits by the banks, which are critical to their openat

Such reasons for effective management of lending andtsredithe
banks include the following:

. Safeguarding the funds of the depositors;

. Generating enough funds to meet depositors’ demands;

. Ensuring their profitable operations;

. Protecting the interest of their shareholders;

. Ensuring efficient administration of lending and ctedi

. Ensuring positive capital base for their operations;

. Protecting the values of the shares in the capitaketar

. Properly aid the growth of industrial undertakings; and

. Creating conducive environment for economic development.

You will observe from above that the need for the corsrakbanks to
manage their loans and advances effectively cannot be o@rasized.
The subsequent discussion in this study unit is devoted wbjketives
of lending and credit administration.

SELF ASSESSMENT EXERCISE 1

What are the reasons which inform lending and credit adtration by
the banks?
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3.2 Objectives of Lending & Credit Administration
1. Ensure the Liquidity of the Bank

One of the objectives of lending and credit administraisoto ensure
that the bank is always in liquid position to meet the demahdiseo
depositors. This is the uppermost objective in bank lendingubeca
banks only make use of depositors’ money for business. And suah
depositors are entitled to their funds as often as they sicedbéanks
lend money for a short time in most cases.

This is informed by the fact that the banks only lend monbich is

generated mainly from the deposits which can be withdrawanyatime

by the depositors. Basically, therefore, banks advaoaesl| from the
deposits on the consideration that their collection will decéfd on

periodic basis. Furthermore, the major consideration in rgovent

securities is that the investment in treasury bills@rtificate is secured
and they can be easily marketable and convertible into &@aa short
notice.

2. Guarantee Prompt Repayment of Loans

Another objective of lending and credit administratisrio ensure that
the funds committed into loans and advances are pronguaid by the
beneficiaries. Banks always ensure that the depositors’ymsrsafe in

the sense that the borrower should be able to repay thepgad amount
and the interest charges involved in loans.

The administration of lending and credits by the banksdsaged in
such a manner that the funds are repaid at agreed regulamalster
without defaults. The repayment of loans by the benefisiadepends
on their capacity to generate enough funds from their gsyjeesides
the fact that their character which are normally evathdkefore loan
approval.

In essence, the banks lend funds to the customers basedforaticeal
standing of their business in terms of regularity ofhcedlows with
which to repay the loans. The banks also take into consme@tess
risky business for loans to ensure the safety of the fundstlzeir
prompt recovery from the borrowers.

In the case of new business ventures, the banks wouldyeab loans
for those enterprises whose owners command good charadtdrase
adequate capacity to repay the loans. The new business vemiutd s
have sound financial projections in relation to the techrieadibility
and economic viability of the project for which the loamranted.
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3. Ensure Balanced Loan Portfolio

An objective of lending and credit administration is tiez=d to ensure
that there is a balanced portfolio in terms of the composiif loans
and credits being granted to customers.

This means that in the process of granting loans and txredi
customers, the banks consider the composition of the loan pogtmhs
to maintain balanced diversity of the assets. This & wEthe fact that
the spread goes a long way to guarantee the safety bhtiies funds.
This is important for the banks’ profitable operations koaidity so as
to protect the interest of the depositors as well as dfathe
shareholders.

It implies that the loans and credits being granted to mest® are not
concentrated in a particular sector but in diverse seotiocthe economy.
This is in conformity with the policy of the apex bamk terms of
extending loans to various productive industries and businesses fo
balanced growth and development of the economy.

The spread of the loan portfolio to various productive ssobd the
economy is also imperative towards minimizing risks tue always
associated with lending of funds. In this regards, coro@ebanks take
appropriate measures to spread the risks of investmefdan and
advances portfolio by considering various trades and industries.

4. Guarantee Constant Stream of Cash Inflows

Another objective of loan and credit administrationtas guarantee
constant stream of cash inflows from loans and advawecdbd banks’
liquidity. Therefore, commercial banks will only gtaloans and
advances to customers whose business ventures have theapatenti
earning enough funds with which to repay the principal amanmdshe
interest charges.

In order to ensure constant inflows of funds from loam3 advances,
the banks normally put in place some administrativasuees towards
assessing that such credits are the types that would terstadble
incomes with which to repay the funds.

For effective management of lending and credits, custonieas
applications are normally scrutinized by appropriate lo#iiters and
committees in charge of credit facilities so as to chalbsse ventures
that are capable of generating constant income with whisartace the
loan and make repayment on regular basis.
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It is the responsibility of the credit officers and th@menittee to also
evaluate new projects using their technical feasibilityl @conomic
viability reports to determine the nature of cash inflomveerms of their
nature of earnings. Such assessment will be usetdmedlection of the
projects that can generate enough funds for repaying loahsradit
facilities.

In the case of existing business, the usual practice ithéobank to
request for financial reports of the business which incatporelevant
data for five years. This will be used in evaluating tagularity of
generation of earnings. And the assessment is usedteomilge the
stability of income from the business for the repayneéidan facility.

5. Earn Adequate Returns from Lending

An objective of loan and credit administration is to@@te adequate
earnings from lending and credits, which are very irtgrd to the
operations of commercial banks. Loans and advances arelyusual
granted to customers with the intention of earning smoeme for the
banks. The income from lending facilities comes maifiym the
interest charges being made from loans advances being granted
customers by the banks.

The rate of interest being charged on loans and advandbe bgnks is
normally determined in consideration to the prevailing egerate and
the ruling bank rate sanctioned by the apex bank in the econartly. S
bank rate is called the monetary policy rate in the couasgletermined
by Central Bank of Nigeria.

The interest rate being charged on loans by the commdranks is
normally determined in relation to the bank rate being chabgethe
apex bank, the former being higher than the later. In additienbanks
incorporate some other charges as may be determined bgnihad
officers or the credit committee.

6. Ensure Effective Supervision of Lending

Another objective of loan and credit administratiotoignsure effective
supervision of lending by the banks. In order to ensure |#mating

operations are proper supervised, the banks normally setiattatine

policies on loan supervision. In this regards, adminisggiolicies are
established on supervision of credit facilities, theaokery drives, and
personal visits by bank officials to the loan beneficiaries

The relevant supervision policies are normally establishedlation to
the past strategies and those methods being used by the otkernrban
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the industry. In order to ensure effective loan supervisione thekcies
are used: supervisory teams, reports and evaluation, ltimee for

periodic reviews of loan recoveries, loan recovery vigitscedures for
compliance with banking regulations, appropriate pricingoah$ and
credits, and loan recovery methods.

7. Efficient Management of Credit Risk

An objective of loan and credit administration is éosure efficient
management of risks associated with loans and advanctss Iregard,
administrative measures are established by the banksaisagement of
the credit risk in respect of grave problems which casedrom loan
recovery by the bank.

The banks do formulate administrative measures for gnrgagement of
credit risks by assigning responsibilities for;

. branch managers in preventing credit risks;

. senior officers in credit risk management;

. loan officers in recommending only loans with minimaks;
. credit committee for assessing and handling cresksri

. effective supervision to minimize defaults in loapagment;
. managing accounts of loan beneficiaries;

. constant visits to loan beneficiaries; and

. actions necessary in managing difficult loan benefiesari

The objective is to eliminate or minimize the hazards pedls that
loans and advances can present to the operations of bankee@keares
for controlling loans and advances in order to manage tls&s may
differ from one bank to another.

SELF ASSESSMENT EXERCISE 2

What responsibilities are involved in minimizing credsks?

8. Effective Management of Difficult Loan Beneficiary

Another objective of loan and credit administratiotoi€nsure effective
management of difficult loan beneficiary. Administvatipolicies are
normally formulated for managing difficult loan benefigs:

Banks formulate administrative policies and assign thienmelevant
bank officials for managing problem loans. These policiesused to

specify the necessary actions to be taken by relevant ddfioials to
handle loan beneficiaries that are proving difficult arabfgmatic.
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Examples of such administrative measures for managiffitcudti
beneficiaries of loan facilities include the following:

. Committee’ s actions for the recovery of difficldans;

. Mutual discussion with the beneficiary of the loan;

. Planned contact for assessment of beneficiary’s ise=m

. Threat of legal action against the beneficiaries

. Offer of restructuring of beneficiaries’ operations;

. Threat of sale of securities for the loan; and

. Representation to beneficiaries on plan to take thar business
operations.

SELF ASSESSMENT EXERCISE 3

What are the necessary administrative measures forgmanproblem
loans?

4.0 CONCLUSION

You have learnt from this study unit that there are balsjectives that

are intended to be achieved through lending and crediinétration.

Such objectives are meant to ensure effective managerhir@ns and
credits which are being granted by the banks to the cestom
Furthermore, the objectives of lending and credit admatiet, which
include ensuring operational liquidity, prompt repaymentladns,
earning reasonable revenue from loans, ensuring balanced loan
portfolio, effective management of credit risk and fidifit loan
beneficiaries, etc, are meant to facilitate the prolgeoperations and
survival of the banks.

5.0 SUMMARY
In this study unit, topics covered include the following:

. Rational for Lending and Credit Administration
. Objectives of Lending and Credit Administration

In the next study unit, you will be taken through thecdssion on
lending and credit administration.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and explain the main objectives of lending and icred
administration.

Solution to Self Assessment Exercises
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SAE 1:

The reasons which inform lending and credit administrabgnthe
banks include the following:

. Safeguarding the funds of the depositors;

. Generating enough funds to meet depositors’ demands;

. Ensuring their profitable operations;

. Protecting the interest of their shareholders;

. Ensuring efficient administration of lending and ctedi

. Ensuring positive capital base for their operations;

. Protecting the values of the shares in the capitaketar

. Properly aid the growth of industrial undertakings; and

. Creating conducive environment for economic development.
SAE 2:

The responsibilities involved in minimizing credit risks lude the
following:

. branch managers in preventing credit risks;

. senior officers in credit risk management;

. loan officers in recommending only loans with minimaks;
. credit committee for assessing and handling cresksri

. effective supervision to minimize defaults in loapagment;
. managing accounts of loan beneficiaries;

. constant visits to loan beneficiaries; and

. actions necessary in managing difficult loan benefiesari
SAE 3:

The necessary administrative measures for managing prololens
include the following:

. Committee’ s actions for the recovery of difficldans;

. Mutual discussion with the beneficiary of the loan;

. Planned contact for assessment of beneficiary’s ise=m

. Threat of legal action against the beneficiaries

. Offer of restructuring of beneficiaries’ operations;

. Threat of sale of securities for the loan; and

. Representation to beneficiaries on plan to tales their business
operations.
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1.0 INTRODUCTION

You would recall that, in the preceding study unit, thasoms for
effective management of bank lending and credits are ifideh&nd
discussed. The fundamental purpose for managing the funds under loans
and advances effectively is informed by the fact Enading of funds to
bank customers involves the use of the depositors’ money. féhere
the necessary modalities must be instituted to ensureetaveries of
funds under loans and advances are managed in order to ph&ect
interest of the depositors. This is imperative towardsiamg that the
profitable operations and survival of the banks are nojeapardy.
Therefore, this study unit is used to identify and dischesnecessary
steps involved in effective management of lending anditsrdxing
granted to the customers.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

» discuss lending and credit administration
* mention and explain modalities for lending and cradrhinistration

3.0 MAIN CONTENT
3.1 Lending and Credit Administration
Essentially, the back business of commercial banks reva@veasnd

financial intermediation activities. Therefore, they seular funds from
the members of the public, corporate organizations and wistgutions
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through various forms of deposit accounts. Such funds areutieehfor
the purpose of lending and credit facilities.

The depositors are entitled to the funds whenever they sedleShe
banks are invariably under legal obligations to honour the denwnds
the depositors. The banks therefore, are constantly under abligat
evolve ways of maintaining delicate balance between ttevegies of
funds loaned out and the demands of the depositors.

This is where the issue of lending and credit administratomes into

play. In essence, the funds which are loaned out to custdmage to be
managed in such a manner that such funds can be availaiieteo
customers whenever they are needed to meet the demand of the
depositors.

The delicate balancing of demands for funds by depositors and
recoveries of loans and advances from customers iscpeddon the
necessity for the commercial banks to survive in businedsganerate
reasonable returns for the shareholders. It implies #wading and
credits should be managed in such a way that generating frords
loan repayments is tailored towards meeting periodic ddmaf the
depositors.

In order to manage loans and credits effectively for adetyjumeeting

the demands on the deposit accounts of customers, there argoopéra
modalities normally put in place by the banks for adstéring loans
and advances right from inception to the time when theally
liquidated. Such modalities of managing loans and advances ar
identified and discussed below.

3.2 Modalities for Lending & Credit Administration
1. Loan Budget and Composition

It is an ideal practice for commercial banks to deteenthe amount of
funds which will be devoted for loans and advances irvangperiod of

time taking into consideration the requirements of the &gy agency.
Hence the banks determines total amount of loans and advéorca

particular period, maximum amount for a single case, aretage

amount of lending to be made per case.

In terms of composition of loans and advances that wilytaated to
customers, the banks consider issues such as types @indauvances,
sectors, sub-sectors and

industry mix, investment or equity participation, and produlstisector
favoured by the government.
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2. Loan Committee and Authorisation

It is also a common practice for commercial bankss$titute a loan and
advances committee to deal with major credit decisidbhsre are some
responsibilities which the loan committee is expectquetform.

Such responsibilities or duties of the loan committee mangng others,
include the following:

. To review major new loans;
. Review major loan renewals;
. Ascertain the reasons for renewal;

Assess delinquent loans & determine the cause of defingue
Ensure compliance with established lending policy;

Ensure full documentation of loans before disbuesepand
Ensure consistency in the treatment of loan custem

The responsibilities of a loan committee as stated alooae not be
exhaustive and therefore, individual bank may include otherddtdre
the committee to discharge.

SELF ASSESSMENT EXERCISE 1

Mention the responsibilities of a loan committee of tteenmercial
bank?

3. Periodicity and Loan Grading System

In terms of periodicity, the duration of loan compositisrvery critical.
Therefore, the basic considerations are call loans, shortsemking
capital loan, intermediate-term investment loan, almhg-term
investment loan.

A typical grading system for loans and advances is esepted below,

which indicates classification of loans in terms ofeith likely
performance. The classification is as follows:

Figure 6.1: Grading of Loans and Advances

Grade Classification
A Top Grade Loan
B Good Loan
C Marginal Loan
D Doubtful Loan
E Likely Bad Loans
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The grading will be used to allocate funds accordinglyerms of the
magnitude of money that will be assigned to each grade.

4. Evaluating Credit Worthiness & Securities
There is issue of the evaluation of the creditworthindgheocustomer

that is prospecting for loan facility. Factors that ar&ema into
consideration, among others, include the following.

. Financial Statements

. Other Required Information

. Personal interview

. Credit investigation

. Information on Operations; personnel, financial, maede.

The other important contemplation is the concern of codateecurity
which is very critical for loan consideration. In thisgard, the critical
Issues to consider are as follows:

Criteria of acceptable security;

Listing of acceptable security;
Allowable margins to be made; and
Qualifications of becoming guarantors.

The discussion above implies that the issue of secuigigsst as
important as the consideration of the creditworthineshetustomer in
loan and credit administration.

SELF ASSESSMENT EXERCISE 2

Mention the areas for which data are required foessag the credit
worthiness of a customer.

5. Expected Revenue from Loan

The expected revenue from any loan facility to the ban&fesned to as
the pricing of the loan, which is the lending cost plus teditpnherent
in the facility. It is expressed formula wise as:

Lending Cost = Cost of fund + Cost of lending operation

+ Liquidity of the advance + Risk.

The rate of interest in relation to the cost of the fuodthe bank
definitely partly determines the amount of profit than de earned from
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a loan facility. The interest chargeable on loan is noyntalhsidered in
relation the bank rate of the apex bank; the former being atheve
latter.

The interest rates being charged on loans by the banks mpagdien
factors, which are in the following areas:

. The bank’s cost of funds;

. The riskiness of the borrower;

. Compensating balances & fees;

. Interest rates charged by competitors;

. The ruling bank rate in the economy; and

. Other banking relationships with the borrower

SELF ASSESSMENT EXERCISE 3

Mention the factors that influence the rate interest d@inarged for
bank loan.

6. Assessment of Credit Risk & Compensating Balance

It is always a practice for the bank to assess thamakved in the loan
being granted to a customer. This calls for determirtiegrisk average
in relation to previous loans that are similar to the laarder

consideration, the types of risk involved, and the insuraBle that

should be insured by the bank.

It is always necessary for the bank to retain some fumdbe loan
account of the customer which is regarded as the compam$atiance.
This is considered in line with the bank’s right of offsejtdeposit
balance for an outstanding loan and the method of computation of
compensating balance.

7. Loan Approval, Documentation & Accounting Record
The process of the loan approval refers to the necessangde@tons

which are taken cognizance of towards the final decigionloan
request. Such considerations include the following issues:

. Sanctioning limits of various types of loans;
. Delegation of Authority;

. Uniform Presentation Format & Standards;
. Descriptions of the client;

. Assessment of management;

. Pricing Policy;
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. Purpose of the loan request;

. Repayment schedule & source of repayment;

. Secondary sources of repayment including collateralegal
guarantors;

. History of past borrowing with the bank;

. Required monitoring steps;

. Timing of submissions of financial statement;

. The loan Decision; and

Loan officer's comments including consistency witliqyo

More considerations can be included in the above list focteféeloan
approval process. The documentation starts from the timae the
customer applies for the loan. Therefore, the documerits t@pt bank
include application form filled by the customer, evidencesedurity,
loan agreement, credit reports, referee forms, arahdial statements,
among others.

The necessary considerations for the accounting records include
recording procedure to be followed, loan and project lefio be
maintained, statements to be provided by the custonmet, l@an
recovery recording, among other accounting records to bataiaed by

the bank.

SELF ASSESSMENT EXERCISE 4

Mention the necessary considerations normally taken into zagre
towards final decision on loan request.

8. Collection Procedure & Handling Problem loans

In terms of collection procedure, there are critical @erations which
include repayment schedule as prepared by loan officersimders &
circular letters to be

sent out on periodic basis, constant personal visits bgréuht officers,
and collection the principal payment and interest chargethenoan
necessarily through cheques.

The procedures for managing problem loan problems and their
beneficiaries involved the following considerations:

. Criteria to be used for identifying problem loans;

. Methods to be used for identification problem loans;

. Steps to be taken in managing the loans and their bemefkgi
and

. The issue of setting up loan reserves for managyioly risk
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4.0 CONCLUSION

You have learnt from this study unit that it is neces$arcommercial

banks to institute appropriate measures that would guearatite

effective management of their loans and credits. Suehsores are
imperative towards ensuring that funds are allocate fasetaof loans
to be granted to the customers, appropriate documenteauresd for

assessing credit worthiness of customers, and the ing&tved in the

credits are understood. The other considerations include pri€itige 0
loans towards making profits, assessing and securingitsesdor the

loans, appropriate compensating balances are maintainetbdos,

documentation is effected, and necessary ways of managatdem

loans are instituted, among others.

5.0 SUMMARY
In this study unit, topics covered include the following:

* Lending and Credit Administration
* Modalities for Lending & Credit Administration

In the next study unit, you will be taken through thecdssion on
lending appraisals & decisions.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the modalities for lending and credit
administration.

Solution to Self Assessment Exercises SAE 1:

The responsibilities of the loan committee would includefdiewing:

. To review major new loans;

. Review major loan renewals;

. Ascertain the reasons for renewal;

. Assess delinquent loans & determine the cause of detiogue
. Ensure compliance with established lending policy;

. Ensure full documentation of loans before disbuesgpand

. Ensure consistency in the treatment of loan custme

SAE 2:

The areas for which data are required for assessingedé worthiness
of customer
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. Financial Statements

. Other Required Information

. Personal interview

. Credit investigation

. Information on Operations; personnel, financial, maede.
SAE 3:

The factors that influence the rate of interest beingggdthon bank loan
include:

. The bank’s cost of funds;

. The riskiness of the borrower;

. Compensating balances & fees;

. Interest rates charged by competitors;

. The ruling bank rate in the economy; and

. Other banking relationships with the borrower
SAE 4.

The necessary considerations normally taken into cognizamaed®s
final decision on loan request include:

. Sanctioning limits of various types of loans;

. Delegation of Authority;

. Uniform Presentation Format & Standards;

. Descriptions of the client;

. Assessment of management;

. Pricing Policy;

. Purpose of the loan request;

. Repayment schedule & source of repayment;

. Secondary sources of repayment including collateralegal
guarantors;

. History of past borrowing with the bank;

. Required monitoring steps;

. Timing of submissions of financial statement;

. The loan Decision; and

. Loan officer's comments including consistency withi@ol
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1.0 INTRODUCTION

You would recall that, in the preceding study unit, wecualsed the
issue of lending and credit administration. You have obdereen such
analysis that it is important for the banks to institagpropriate
measures for ensure effective lending and credit adimta. In
response to these measures, the credit officials of thie dféen ensure
that there is appropriate appraisal of any loan requestebafooncrete
decision is taken. Therefore, the discussion in this simityis focused
on the relevant methods being used by the banks for loan sgdprai
before decision on the credit facility.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. list and discuss the issues involved in the indxluation of
loan request

. mention and explain the considerations involved in itred
analysis

. identify and discuss the factors considered for dectien loan
request

3.0 MAIN CONTENT

3.1 Initial Evaluation of Loan Request

The commercial banks, at the instance of loan requestdroustomer,
have to engage in initial evaluation of the applicationrelation to
relevant areas, which constitute part of the lending quloe. Such
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evaluation is very critical because it provides the bdsis the
engagement in credit analysis of the request.

The relevant issues to be considered in the initial etialuaare
identified and discussed below.

1. Purpose of the Loan

The bank will be interested in determining the purpose ofldae so

that the funds from the loan would not be used for illegal nessi

activities or unproductive project. Therefore, the bank waskkss that
the reason for the loan is not related to;

. speculative business;

. illegal business transaction;
. fruitless venture;

. self aggrandizement;

. failed venture;

. money laundering;

. dealing in arms or weapons;
. political agendas, etc

Once the loan request is not connected to any of the abojextsab
business, the request will be qualified for consideratioreyank.

2. Amount of the Loan

It is also the practice for the commercial banks ke iato consideration
the amount funds that a customer is prospecting for. The anodunt
funds that is incorporated in a customer’s loan requestwithssessed
by a commercial bank in relation to:

. available funds for lending;

. the liquid position of the bank;

. regulation of the apex bank;

. amount of loan already committed to the industry;
. pace of loan recovery;

. trend in volume of withdrawals;

. pattern of deposits; and

. guality of deposit accounts.

The assessment of the amount in relation to the aboves igslienake
the bank either to grant the whole amount or decrease it.
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3. Reason for the Loan

The banks will also be interested in determining the maason which
informs the customer’s request for loan. The reasonherldan will
enable the bank to classify the request in relation to Hvaadd
categorization as shown below.

. Real estate loans:- short-term loans for constmcaind land
development and longer-term loans for the purchase ofdadnl
homes, apartments, commercial structures, and foreign
properties.
Financial institution loans:- loans to other banks, nasce
companies, finance companies, and other financial itistit
. Agricultural loans:- loans to finance farm and raoperations,
mainly to assist in planting and harvesting crops ansufiport
the feeding and care of livestock.

. Commercial and industrial loans: to businesses to rcove
expenditures on inventories, paying taxes, and meeting fgayrol
. Loans to individuals:- credit to finance the purchase of

automobiles, appliances, and other consumer goods, equity lines
for home improvements, and other personal expenses
Lease financing:- to corporate firms on equipnogniehicles.

The categorization of the loan request will enable the badletermine
the appropriate amount to grant for the demand.

4. Sources of Payment

The means of repayment will also be considered by the banks
assessing any loan request by the customer. This congddsarelated
to the cash inflows from the business, which will bedusy the
beneficiary to meet the periodic repayments of the prin@ipedunt and
the interest charges to the bank.

5. Ability of the Beneficiary to Repay

This issue will be assessed in relation to the capitalamséts of the
business for which the loan is being requested. This is lwasé#tk fact
that the capital base of the business determines its abildgrry out its
operations efficiently.

In the case of a new project, the financial projections period of five
years will be assessed to determine the ability obtlsiness to generate
enough income to meet its cost of operation and meetingotre
repayment.
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6. Risk Inherent in the Loan

The loan request will also be assessed in relation togke inherent in
the facility in the event that it is granted. These itnesks include:

. default in repayment;

. delays in repayment;

. diversion of the funds;

. failure of the project;

. mismanagement of the funds; and
. total loss of the funds.

Once most of these risks are perceived to the inherenha loan

request, the bank officials may not advance further onrtalysis of the

request. Nevertheless, if the bank is satisfied with alsdements of
assessment, it will proceed to credit analysis, wiscthe next area of
discussion below.

SELF ASSESSMENT EXERCISE 1

Mention and explain the considerations for initial evaluatdnoan
request.

3.2 Credit Analysis

The credit analysis is based on the popular considerationsasutite
character of the applicant, capacity of the customaepay the loan,
capital in relation to contribution of the customer to thgext funding,
collateral security being offered by the customer lfi@ lban, condition
of the economy, cash generation from the project for repatynaad
lastly control of the bank over the loan facility.

All these considerations are discussed below.
1. Character

This consideration is the personal integrity of the customguasting
for the loan, which is relation to his business dealinigls the bank and
other banks. The bank officers or loan officers would tateps to
determine the character of the customer to ensure that dhey
convinced that the customer has a well-defined purposesfuresting
bank credit and a serious intention to repay the funds appteigr
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2. Capacity

This involves the authorization of the person making the requesake
a demand for loan facility, which is normally defined \astue of his
position. Therefore, the bank always takes steps to eribatethe
customer requesting credit has the authority to do so. Tilevad also
consider the approval of the board of directors and tred &gnding of
the person to sign a binding loan agreement on behalf ofrins Tihis
customer characteristic is known as the capacity to bamoney.

3. Collateral

The bank will also assess the borrower’s security ingerhwhether or
not it possesses adequate networth. The assessment alss &pjphe
quality of the assets in providing adequate collateral studporthe
loan. The bank officials will be interested in evalugtthe assets of the
firm particularly in relation to such considerations asage, condition,
and degree of specialization for the firm’s operations.

4. Conditions

This has to do with the assessment of the economic comgliéind the
industry in which the firm operates. The bank official€@dit analysts

are to consider the recent trends in the borrower's linevavk or
industry and the dynamics of the changing economic conditions might
impact on the usage of the funds and the repayment. To asdessy

and economic conditions, most banks maintain files of médion-
newspaper clippings, magazine articles, and research reportise
industries represented by their major borrowing customers.

5. Capital

This refers to the contribution of the customer's businesshe
financing of the project for which the loan request isirdds This is
important because in the absence of any appreciabldrdimn or the
capital base of the business, the customer will not fetlthe firm has
any stake in the scheme of things. Therefore, the gdrojay be allowed
to fail and the bank will lose its funds.

6. Cash Inflows
The expected cash inflows from the business or the prijat may
affect the repayment of the loan will be evaluatedheyldiank. There are

three main sources of income from a business to repafymids of the
loans.
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These sources include:

. The cash flows generated from sales or turnovéreobusiness;
. the sale or liquidation of operating assets obilgness; or
. funds to be raised by way of issuance of debt oregadurities.

The net cash inflows is the net profits from the operatiohghe
business, indicative of total revenue less all expensescamtined
with non-cash expenses such as the amount of depreciationital cap
assets.

The other of looking at the cash inflows is that the nehaaflows is
the net profits plus non-cash expenses plus additions to acpayatsie
less additions to inventories and accounts receivable.

This latter view on the concept of cash flow is of impoce to the
bank. This is because it helps to focus the attention df béicials or
loan officials on those areas of the customer's busihesgdflect the
quality and experience of its management, and above alltiegth of
the market the business serves.

7. Control

The issue of control is focused on such consideration as to the
assessment of the effect of any changes in governmd#es and
regulations on business. Furthermore, the consideration ighen
possible adverse effect on the borrower’s ability to yeppa funds on

the loan. The other issue in the control consideration ismglthe loan
request to the bank's and the regulatory authorities' stsdar loan
quality.

SELF ASSESSMENT EXERCISE 2

Mention and explain the considerations for credit analysidoan
request.

3.3 Evaluation of Past Performance of Loan Applicant

This involves assessing the performance of the businebks ctistomer
who is prospecting for a loan facility. The relevant infation for such
assessment involves the data which are embedded in rthecitl
statements of the business operations in the past five years.

The relevant financial statements are the income stateared the
balance sheet. A simple approach to the assessment intlodvese of
financial ratios. The important ratios are identifiedoel
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1. Current Ratio

The current ratio refers to relating the total valu¢hefcurrent assets to
the total of the current Liabilities. The quotient obtaieafrom the
calculation is indicative of the ability of the businésaneet its current
financial obligations.

Current Ratio = Current Assets
Current Liabilities

The ideal ratio from the calculation is 2:1 but it adpends on the type
of business, many thriving companies continue to operatessiody
despite having negative ratio.

2. Acid Test Ratio or Quick Ratio

The ratio relates the total of the current assets mihes value
inventories to the total value of the current lialebti The quotient
obtainable from the calculation is indicative of thdigbof the business
to meet its current financial obligations with availabsslt and bank
balances, debtors and the marketable securities, wiaicheasily be
converted into cash.

Acid Test or Quick Ratio = Current Assdisentories
Current Liabilities

The ideal ratio is 1:1 for thriving companies. The raiof fundamental
iImportance when assessing the ability of the firm toisar

3. Debtors Collection Period

The ratio relates the value of sales to debtors or accoeceivables of
the business. The ratio measures the efficiency of thendmssiin
controlling debts collection. This is in relation to theeage length of
time that money is owed by debtors.

Debtors Collection Period = Debtors x 360
Sales

Since the ratio measures the efficiency in debt codlactthe ideal

collection period is five weeks, which is a good averagehriving or
successful companies.
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4. Inventory Turnover Ratio

The ratio measures the relationship between the costled aad the
inventory in the current assets. This measures thedspé which a
company sells its stocks. The rate is bound to affect tkagiility of
the business.

Inventory Turnover Ratio = Average Stockholding x 360
Cost of Goods Sold

The ratio is very relevant because it assesses they afithe business
to generate cash inflows with meet the current comanits of the
business.

5. Interest Coverage Ratio

This measure relates the earnings before interest axebs tof the
business to the total interest payments on fixed inteledsit obligations.
This measures the ability of the business to generate er@aurgings to
cover the fixed interest debt obligations.

Interest Coverage Ratio = Earnings before Intemes{laxes
Interest Payments

The ratio is an important consideration because without enough
earnings, a business will not be able to service itssdmid make loan
repayment.

6. Leverage Ratio
The ratio relates the total debt obligations of the businesshe
networth. This measures the volume of debt obligationshaatbeen

used in financing the business compared to the owners funds.

Leverage Ratio = Total Debt
Networth

The ratio is important to the business because it asstEseegree to
which the borrowed funds have been utilized to generatemeador the
business owners’ funds in the business as measured by thertbetw

7. Return on Total Assets

This measures the volume of earnings which has been ¢gohdram

the operating assets of the business. The ratio measudslityeof the
business to use the available assets to generate edaritigs business.
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Return on Total Assets = Earnings before Taxes
Total Assets

The ratio measures the efficiency of the managerkeanutilization of
the available to generate reasonable volume of earrtitggece the ratio
measures the efficient management of the assets op#rations of the
business.

8. Fixed Assets Turnover

The ratio relates the total volume of sales to thel tited assets
available for the business operations. This measures figerdf

utilization of the available fixed assets to generatesonable level of
sales or turnover for the business.

Fixed Assets Turnover = Total Sales
Fixed Assets

This also measures the efficiency of the managers ilizing the
available fixed assets to generate adequate level @d galthe process
of business operations.

SELF ASSESSMENT EXERCISE 3

Mention and show how to calculate relevant financial ratmssidered
for creditworthiness of customer in loan request.

3.4 Considerations For Decisions On Loan Request

The use of the data in the income statement and the balaekeis not
considered enough to assess the creditworthiness of themeust
Therefore, the commercial banks normally make use dssessment
technique called CAMPARI, an acronym from other relevant
considerations in loan assessment.

Such considerations for assessing the creditworthinessustbmers
seeking for loan facilities are as follows.

. Character : — this is a review of the management of the business,
the products of the company, and the past performance of the
business for which a loan is being requested.

. Ability : — this refers to the ability of the business to generate
enough income from cash inflows with which to repay tmenl
facility.
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. Margin : — this refers to the profit or reward of engaging in the
lending facility which will determine the bank’s consiaon in
committing funds.

. Purpose : —this relates to the reason which informs the
customer’s request which should not be connected with abnormal
business operations such as speculative business, illegal business
transaction, fruitless venture, self aggrandizemengdaienture,
money laundering, dealing in arms or weapons, etc.

. Amount : — this refers to the value or amount of funds that is
being requested by the customer, which will be considared i
relations to issues such as available funds for lendindicthiel
position of the bank, regulation of the apex bank, amount af loa
already committed to loan, pace of loan recoveryndren
volume of withdrawals, etc.

. Repayment : —this refers to the possibility of the repayment
schedule being appropriate to the bank’s liquidity management
plan. More so, the bank will also consider the past perfocsna
of the business in relation of its ability to meet periodic
repayments of the funds in relation to the liquidity ptdnthe
bank.

. Insurance : — this refers to the issue of collateral securitychhi
is available to secure the loan by the customer. Thisery
important to the bank because in the event of defaultsability
to repay the loan the bank will use the collateral sgcdor
generate funds to settle the loan.

The analysis above indicates that it represents a breasiHeavaluation
of the loan request compared to the earlier considerationisrufit.
These considerations are important in terms attributeshvdoalesce to
form the basis of the lending decision.

Among these considerations, there are five attributes thdinaez to
the accounts and finances of the prospective borrowers. Tlaenieg
two considerations are character and margin, which areedeta the
customer and the bank’s profit contemplation.

In the case of character, the issues are managemehe diusiness,
which represents subjective assessment, and the ath#re areas of
the products of the company, and the past performance of thegsis
the latter which can be specifically quantified from treance sheet
data.

The banks will therefore, be interested in seeing firsdnoformation
for the past five years before lending any money to thtoows. These
are the balance sheet and the income statement of the kuginies
incorporates the past data relating to five years consetutiv
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SELF ASSESSMENT EXERCISE 3

What are the issues to be considered towards decisions oretpest?

4.0 CONCLUSION

You have learnt from this study unit that there are numerous
considerations which a bank employs to evaluate and anadyzeahn
request before taking decisions on the facility. This is itgparfor the
banks because they are interested in ensuring that fundsittednmto
loans would not go down the drain. The relevant consideratoas
categorized into initial evaluation, credit analysisalaation of past
performance of applicant, and issues for decision on amyfércility.

5.0 SUMMARY

In this study unit, topics covered include the following:

. Initial Evaluation of Loan Request

. Credit Analysis

. Evaluation of Past Performance of Loan Applicant
. Considerations for Decisions on Loan Request

In the next study unit, you will be taken through thedssion on term
loans and real estate loans.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the relevant factors to be considerdekcision on
loan request.

Solution to Self Assessment Exercises
SAE 1:

The considerations for initial evaluation of loan requestude the
following.

I Purpose of the Loan
The bank will be interested in determining the purpose ofldae so

that the funds from the loan would not be used for illegal nessi
activities or unproductive project.
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il. Amount of the Loan

It is also the practice for the commercial banks ke iato consideration
the amount funds that a customer is prospecting for.

iii. Reason for the Loan

The banks will also be interested in determining the maason which
informs the customer’s request for loan. The reasonhierldan will
enable the bank to classify the request in relation to Hvaadd
categorization.

V. Sources of Payment

The means of repayment will also be considered by the benks
assessing any loan request by the customer; in relatioash inflows
from the business for periodic repayments of the principauamand
the interest charges to the bank.

V. Ability of the Beneficiary to Repay

This issue will be assessed in relation to the capitalamsséts of the
business for which the loan is being requested. This is lmasé#te fact
that the capital base of the business determines its dbildsrry out its
operations efficiently.

Vi. Risk Inherent in the Loan

The loan request will also be assessed in relation togke inherent in
the facility in the event that it is granted.

SAE 2:

The considerations for credit analysis in loan request inclhée t
following.

I Character
This consideration is the personal integrity of the customguesting

for the loan, which is relation to his business dealinigls the bank and
other banks.
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. Capacity

This involves the authorization of the person making the requesake
a demand for loan facility, which is normally defined \astue of his
position.

iii. Collateral

The bank will also assess the borrower’s security inderhwhether or
not it possesses adequate networth and collateral suppdhefdoan
request.

V. Conditions

This has to do with the assessment of the economic comgliéind the
industry in which the firm operates.

V. Capital

This refers to the contribution of the customer’s businesshe
financing of the project for which the loan request isirgel.

Vi. Cash Inflows

The expected cash inflows from the business or the prtjat may
affect the repayment of the loan will be evaluatednayttank.

vii.  Control

The issue of control is focused on such consideration as to the
assessment of the effect of any changes in governmd#es and
regulations on business.

SAE 3:

The relevant financial ratios considered for creditwortlerafscustomer
in loan request include the following.

1)  Current Ratio = Current Assets
Current Liabilities

i)  Acid Test or Quick Ratio = Currefgsets -Inventories
Current Liabilities
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iii)  Debtors Collection Period = Debtar860

Sales
Iv)  Inventory Turnover Ratio = Average Stockholding x 360

Cost of Goods Sold

V) Interest Coverage Ratio = Earnings before Intexed Taxes
Interest Payments
vi)  Leverage Ratio = Total Debt
Networth

vii)  Return on Total Assets = Earnings before Taxes

Total Assets
viii) Fixed Assets Turnover = Total Sales

Fixed Assets
SAE 4.

The issues to be considered towards decisions on loan rencleskei
the following.
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Character: — this is a review management, the products, past
performance of the business.

Ability: — this refers to ability of business to generate incame t
repay a loan facility.

Margin: — this refers to the profit in lending facility.

Purpose: —this relates to the reason for loan request which
should not be connected with abnormal business operations.

Amount: — this refers to the value or amount of funds that is
being requested by the customer.

Repayment: —this refers to the possibility of the repayment
schedule being appropriate to the bank’s liquidity management
plan.

Insurance: —this refers to the issue of collateral security \whg
available to secure the loan by the customer.
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1.0 INTRODUCTION

There are many forms of lending that the commercial barsks to
arrange for their customers engage in the process @ndal
intermediation. Such lending facilities include term loand real estate
loans, which are among the medium and long-term craclitties being
made available to individuals and business entities. Instagy unit,
details relating to both term loan and real estate &vandentified and
discussed.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Explain the concept of term loan

. Mention the characteristics of term loans

. list the uses of term loan

. mention the provisions of term loans

. identify and discuss factors that influence grantinigioh loam
. explain the meaning of real estate loan

. mention the features of real estate loans

. identify the rights of banks in case of default
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3.0 MAIN CONTENT

3.1 Meaning of a Term Loan

This is the loan facility that is granted by the contrarbanks for a
period of more than one year. In other words, term loamns
intermediate-term credit which is a commercial an itrdisloan with

maturity of more than one year. It is also regarded lasn facility that
Is granted on the basis of revolving credit or standbywbich the

original maturity of the facility is in more than oneaye

The term loan can be granted as a facility for the genesalof the
business entities such as acquisition of land, purchase Idingjliand
purchase of equipment. In comparison with installmenn,ldae loan
agreement in term loan is not elaborate and does notvansmilar
obligations and restrictions.

Furthermore, the interest charges on term loan are nesshthat the
interest involved in installment loans, and the installmleahs may be
restricted for the purchase of specific items of equigmemachinery
for the operations of the business entity which is gratmedacility.

The term loans from the banks are more flexible thanbthel issue
because they can be liquidated before their maturity dateowy the
lender subjecting the borrowers to payment of penalty fees.

The term loans generally are associated with shorterrityatlates as
compared with bond issue coupled with the less interestaevthat is
obtainable with the interest payment for the bonds.

There is no abnormal cost for the arrangement of termslé@m the
banks when compared to the bond issue that requires special
arrangement and the payment of heavy costs, appointmenistées,

and writing of special covenants.

In addition, there is no need to consider the issue of ratystrand its

associated costs, underwriting and selling by issuing housés) ate
compulsory in the case of the issuance of bonds by coepenéties.

3.1.1 Characteristics of Term Loans
There are specific characteristics that are associatadhe term loans.

Therefore, the term loans which can be granted to busingssipations
have the following characteristics:
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Available to business entities that are associatgd heavy
industrial undertakings;

. Available to industrial organizations that deal innofacturing,
petroleum refinery, transportation;

. Available to business entities that produce durable goods,
chemicals, rubber, and public utilities;

. Available to firms and trading organizations whosennpairpose
Is for enhancing their working capital;

. Available to large business firms with heavy investisein
plants and items of equipment;

. It can be used by some small and medium busingssesannot
have access to funds in capital market;

. It can be used by large firms because such firms fatir
flexibility for meeting their peculiar needs compared biond
issue;

. It is available to firms that have the ability trenegotiate their
terms after being granted; and

. It is granted to business entities that have the fiahability to

prepay them without issue of penalty.
SELF ASSESSMENT EXERCISE 1

What are the characteristics of a term loan that cagrdoged by banks
to business entities?

3.1.2 Uses of Term Loans

The term loan can be granted as a facility for the genesalof the
business entities such as identified below:

) Acquisition of operational facilities particularlgnds, buildings,
equipment and machinery by large industrial firms;

i) The term loan can be used as well for enhancindingrcapital
position of the firms in meeting daily operational commitise

i) The loan can be used for financing new projects such as
development and financing of new products, acquisition of sales
outlets, establishing source of raw materials, etc;

Ilv) It can be used as a means of drawdown of fundifamcing fleet
of transport facilities for operational logistics; and

v)  The facility can be combined with revolving creditiligdy for

periodic drawdown by business entities for financing periodic
commitments by firms.
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SELF ASSESSMENT EXERCISE 2

What are the major uses to which the term loans areedby business
entities?

3.1.3 Provisions of Term Loans

The term loans normally come with some provisions thabizeing on
the borrowers, which are meant to safeguard the intefefte banks
lending them to business entities. Such terms of agreenwuatle the
following:

1. Collateral Security

The term loans, in general terms, require pledging oftesdl&security
by the borrowers. The collateral security can be forldhg-term loans
than the short-term one as a result of the differenceisks associated
with the term loans.

The reason is that the long-term loans, in general teamsassociated
with much risk compared with the short-term loans. The t&vdh

security may also be demanded from smaller enterpbsesuse of the
fact that their operations can be much risky as comparelrge

industrial undertakings.

2. Interest Charges

The interest charges on term loans are generally highmepared to
other forms of credit facilities from the banks. longparison to short-
term loan, the interest rate on term loan is higherntduke fact that the
latter form of bank lending facility is less liquid artdnvolves higher
risk.

Furthermore, the term loan that involves large amountdd calls for
charges which are higher than the type that involves a smmalunt of
funds because the cost of

packaging and administration of the facility increasesh wabst of
insurance, administrative and paper work, and logisticspé&riodic
contacts with the borrowers.

There are other factors that influence that the chalhgesate associated
with the term loans. Such factors include: the prime ratea economy;
iIssue of compensating balance, financial position of the bemoand
cash inflows prospects of the project or the businessngrthers.
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3. Maturity

The term loan normally has duration of about 2 — 6 yeaeyen longer
periods. This depends on purpose of the loan, the agreed tauidityi
position of the bank, status of the business or projecisharh the loan
Is taken, etc.

In some cases, the term loan can be repaid back befoneatheity date
but it can attract some extra charges regarded as ypeaaticularly if it
Is discovered by the bank that the borrower is using a chéapgs to
repay the loan.

4. Repayment

The repayment of term loans involves installment paymentdeglya
semi-annually and annually. The agreed terms may involve aohallo
payment at the end of the maturity period in which a negvadf facility
may be negotiated by the borrower.

The negotiation of a new line of loan facility at the exidhe previous
one is desirable particularly by the lender for borrowdre may need a
long-term credit facility. Therefore, the duration and Wieole amount
that may be demanded by the borrower can be graduated anedgiant
him on periodic basis.

SELF ASSESSMENT EXERCISE 3

Mention the provisions that are associated with the teamd.

3.1.4 Factors Influencing Granting of Term Loans

There are salient factor that are normally taken iotsitleration by the
banks when lending on the basis of term loan facilities. $aatbrs are
important in the operations of the commercial banks becdube dact

that the lending of funds by commercial banks involves uke of

depositors’ money, which must be repaid back on periodic basis.

Furthermore, such factors are important for consideraiiorbank
lending generally, so as to ensure that their operationsrafigaple.
This implies that it is important for commercial bari&sconsider some
factors into consideration in the use of depositors’ fundsessuch
funds are just for safekeeping. And therefore, it itheir best interest to
tread with caution in the process of granting creditifess such as the
term loans to customers.
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Such factors that are important for consideration in fegdf term loans
include the following:

1. Appraisal of bank’s liquidity position

The appraisal of the bank’s financial position is in relatiorhto lban
request and the trends in deposits and their withdrawalssémes, the
bank takes into consideration issues such as nature and firends
deposits from depositors, and type of deposits that attractaspnable
funds.

The other issues that can be considered by the banks in ttesappf
the liquidity position include the quality of deposits from ouastrs,
liquidity and diversification of earning assets, anddhpital accounts of
the bank necessary to back lending.

2. Composition of Loans

This involves the assessment of the composition of thedosifolio of
the bank so that the loans will be concentrated in the handswof
customers. The banks will ensure that there is a balanaadplartfolio
by spreading the credit facilities to different andredse industrial
organizations.

3. Liquidity of Assets

The banks will also consider the liquid position of the earassgts that
have been committed or granted out as credit facilitiesistomers. The
volume of lending depends on the liquid state of the fund=ady
committed into loans and credits.

Assuming the bulk of the funds is sunk into marketable gexsimvith

maturity of months to one year then the banks will glaXiend more
credits in term loans. On the other hand, if the bulk ob#re’s is into
long-term loans, it will not be favourably disposed to granthe term
loans to industrial undertakings and other enterprises.

The marketable securities can always be redeemed lmettiel bank
during the peak periods of withdrawals. This can encourhge
commercial banks to grant term loans on the understatitkygcan use
their funds in marketable securities to meet sort- termashels from the
depositors.
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4. Quality of Loans

The quality of loans already committed in the hands ottlsomers is
also important towards the decision of the banks to deant loans to
customers. In this regards, the composition of borroweits be
considered in relation to the number of them who are marginal
borrowers and those that are industrial organizations suchrasepen,
communications, transport, vital services generally.

Assuming that the bank is saddled with the bulk of loans imanes of
the marginal borrowers, the bank might not be able to grantlgans.
This is because the marginal borrowers are fond of slowymegrat or
slow in meeting their repayment obligations coupled withféoe that
they are always asking for extension for repayments.

5. Quality of Credit Staff

The banks will consider the quality of their credit staffowill be
required to carry out professional assessment of theoroess
requesting for term loans. The banks may need to engqmEt® in
various industries such as estate managers, agricultugaheens,
construction engineers, insurers, etc, for use in assdssmgdoans.

Some commercial banks as well as investment banks fprheave
these professionals in the staff mix so that they can lkfum® time to
time for evaluation of term loans and other specializedit facilities.
Such mix of lending requires special skills which ordmaankers
cannot handle because these cannot be acquired through traiding a
experience in the banking industry.

6. Creditworthiness of Customers

The banks also consider the creditworthiness of the cusiobefore
granting the term loans. The character of the customerrmsally taken
into consideration before the assessment of other issuesrmogcthe
business of the customer requesting the loan facility.

There are factors that are normally considered in the samses$ of the
customer’s creditworthiness. Such other factors includeitondn the
industry and the economy, contribution of the customer, alapitthe
business, and capacity of the business to repay the loam \also
depends on the management of the business.

The factors that banks normally consider in lending term ioalude
cash inflows from the operations of the business or thegrdpr the
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facility, collateral security to pledge for the loamd the amount in the
facility being sought by a customer.

7. Past Performance of the Business

The performance of the business for which the term lobaimsy sought
Is also important for investigation by the bank befomnsidering
granting the facility to the customer.

The investigation of the past performance of a businessviesdhe
assessment of some financial statements such as theeirstatament
and the balance sheet. The income statement indicates thmeinc
generation capacity of the business for a period of fivasyebhis
reveals the possibility of earning incomes with which tp foa the loan
facility.

The balance sheet indicates the capital position of the basihesdebt
profile of the business, determines the nature of the fesets and the
working capital status of the entity. The balance sheetctra be used
to assess the relevant should incorporate a period ofdiaes.

In the case a new business, the financial projections ofdhtire are
used to assess the projected cash inflows position diusieess which
is reflected in the cash budgeting. There are the peasjeacicome
statement and the projected balance sheet of the new edntuhe
feasibility study report which can be used for relexassessment by the
bank.

3.2 Real Estate Loans

The real estate loans are credit facilities whichrememally granted for
the purchase or construction of building structures. Such flalties

are granted on the basis of the fact that the real sgtaterms of the
landed property involved constitute the collateral secufityerefore,
the real estate loans are more or less mortgage loans.

The real estate loans are like the mortgage loans bedhegeare
associated with specific collateral securities such tles building
structures for which the loan funds are used to constructhby t
beneficiaries. Therefore, the bank that grants the loans atitohas a
legal lien over the building structures constructed withftimels by the
customers.

Mortgage itself is a kind of loan for which land iseofd as collateral

security for the repayment of the funds involved in thalicracility.
This is also applicable to real estate loans for whiod building
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structures put up by the beneficiaries are automatipéigiged as their
collateral securities.

It suffices it to say that the real-estate loan fycdan indeed assume

the trappings of a mortgage loan. It means that all taeifes of the
mortgage loan are also applicable to all real estatgslo

3.2.1 Features of a Real Estate Loan

The following considerations are applicable to the reahtesloan,

which the bank must ensure are implemented for granting auch

facility:

1. There is a deed conferring on it a legal lien on #iate for a
stated number of years until the funds involved in thdifiaaire
totally repaid back;

2. There is the deposit of title deeds on the buildingherdstate
with the bank;

3. The deeds would be registered with the appropriate aythgr
the bank;

4. The customer to whom the real estate loan is graatededeem
the facility before the maturity date for the fingbagment;

5. Equitable mortgage on the estate is made by writtarge;

6. The written charge is registered in order to quédifya security
conferring lien;

7. The registration of the charge is effected promptiynediately
after possession; and

8. Prevent a sale of the estate without the bank’s kngeledd
consent.

SELF ASSESSMENT EXERCISE 4

Mention the features of a real estate loan that cagrdoded by banks to
their customers.

3.2.2 Rights of the Bank in Case of Default

1. The right to sue the customer for the recovery®tdhn;
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2. The right to take possession of the estate for wtmehoan is
used for;
3. To foreclose which involves asking the court to orépayment

within a specified time;
4. To take possession and sell the property involved iloéme and

5. To appoint a receiver for the estate as an altgen&di outright
sale of the property.

4.0 CONCLUSION

You have learnt from this study unit that term loan esal estate loan
have some peculiarities and differences in the consideraliemding
terms, and the charges. While the term loan is grantedradgnéor
business operations, the real estate loan is normally graodantied
property. The property for which a real estate loan iatgthis normally
secured by the banks as the collateral security tier lban. Such
property is automatically mortgaged for the loan facilih the case of
term loan the beneficiary is usually requested to proviokateral
security which may not be related to the loan. In seohsimilarities,
both forms of loan are usually assessed before being draaeact
interest charges, and require collateral security ranadhers.

5.0 SUMMARY

In this study unit, topics covered include the following:

. Meaning of a Term Loan

. Characteristics of Term Loans

. Uses of Term Loans

. Provisions of Term Loans

. Factors Influencing Granting of Term Loans
. Real Estate Loans

. Features of A Real Estate Loan

. Rights of The Bank in Case of Default

In the next study unit, you will be taken through thecdssion on
working capital loans.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the factors that the banks considerntrgyderm
loans.
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Solution to Self Assessment Exercises
SAE 1:

The characteristics of a term loan that can be grantetamks to
business entities include the following:

Available to business entities that are associatgd heavy
industrial undertakings;

. Available to industrial organizations that deal innofacturing,
petroleum refinery, transportation;

. Available to business entities that produce durable goods,
chemicals, rubber, and public utilities;

. Available to firms and trading organizations whosennpairpose
Is for enhancing their working capital;

. Available to large business firms with heavy investisein
plants and items of equipment;

. It can be used by some small and medium busingssesannot
have access to funds in capital market;

. It can be used by large firms because such firms fatir
flexibility for meeting their peculiar needs compared biond
issue;

. It is available to firms that have the ability trenegotiate their

terms after being granted; and

. It is granted to business entities that have the fiahability to
prepay them without issue of penalty.

SAE 2:

The major uses to which the term loans are securdnibipess entities
include the following:

) Acquisition of operational facilities particukardands, buildings,
equipment and machinery by large industrial firms;

i) The term loan can be used as well for enhancindsing capital
position of the firms in meeting daily operational commitise
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i) The loan can be used for financing new projects such as
development and financing of new products, acquisition of sales
outlets, establishing source of raw materials, etc;

V) It can be used as a means of drawdown of fundéirfancing
fleet of transport facilities for operational logisticaga

V) The facility can be combined with revolving creditifity for
periodic drawdown by business entities for financing periodic
commitments by firms.

SAE 3:

The provisions that are associated with the term loans.
) Collateral Security

The term loans, in general terms, require pledging oftesdl&isecurity
by the borrowers. The collateral security can be forldhg-term loans
than the short-term one as a result of the differenceisks associated
with the term loans.

i) Interest Charges

The interest charges on term loans are generally highmpared to
other forms of credit facilities from the banks. longparison to short-
term loan, the interest rate on term loan is higherntduke fact that the
latter form of bank lending facility is less liquid artdnvolves higher
risk.

i)  Maturity

The term loan normally has a duration of about 2 — 6 yeamven
longer periods. This depends on purpose of the loan, the agmeed t
liquidity position of the bank, status of the business @jegts for
which the loan is taken, etc.

Iv)  Repayment
The repayment of term loans involves installment paymentdeglya
semi-annually and annually. The agreed terms may involve aohallo

payment at the end of the maturity period in which a negvadf facility
may be negotiated by the borrower.
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SAE 4:

The features of a real estate loan that can be gréytédnks to their
customers include the following:

1. There is a deed conferring on it a legal lien on #iate for a
stated number of years until the funds involved in thditiaaire
totally repaid back;

2. There is the deposit of title deeds on the buildingherdstate
with the bank;

3. The deeds would be registered with the appropriate aythgr
the bank;

4. The customer to whom the real estate loan is graatededeem
the facility before the maturity date for the fingbagment;

5. Equitable mortgage on the estate is made by writtarge;

6 The written charge is registered in order to quaédifya security
conferring lien;

7. The registration of the charge is effected promptiynediately
after possession; and

8. Prevent a sale of the estate without the bank’s kngeledd
consent;
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1.0 INTRODUCTION

Working capital is very important in the operations ofiranf This
aspect of the operating capital of the business relatdee toirculatory
assets which are critical towards meeting the demantteeafhort-term
claims on the business. In relating the current assethetocurrent
liabilities, there is always a difference which may pesitive or
negative. The difference is positive when the amount oénugassets is
more than the amount of the current liabilities. The hegalifference
Is indicative of the fact that the amount of the curreatiilities exceeds
the amount of the current assets. This is always a gosaern to any
business entity. This is where the working capital loameinto play
because such loan will be needed to cushion the effect bfregative
position of working capital. This study unit, therefaseused to discuss
this type of operational loan to a business entity.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. discuss the nature of working capital

. explain the working capital loan

. identify the reasons for use of working capital loan
. mention the merits and demerits of working capaahl
. mention and explain types of working capital loan
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3.0 MAIN CONTENT

3.1 Nature of Working Capital

Working capital relates to the circulatory assets blisiness. In broad
terms, the term is used when the current assets of t@npase are
considered in relation to the circulatory assets, wimcorporate the
current liabilities of the business. Therefore, the waylaapital can be
used as a term to indicate the difference between tmentwassets and
current liabilities.

This implies in essence, that working capital is a tedmch refers to

the total current assets minus total current liaégdit The working

capital can be used to measure the amount of liquidsaaseompany
has available to run its business. Since the measuresrelatrent assets
to the current liabilities, the difference can be positv negative. This
depends on the amount of current liabilities that the comigaingebted

to outsiders such as suppliers, banks, and tax authamiyng others.

The general consideration is that companies that have & \adr&ing
capital will be more successful than others since sueimtum of funds
can be used to expand and improve their operations. Comphates t
operate with more cuurent liabilities than the curreisets may lack the
required amount of funds necessary for growth and expansion.

The above scenario implies that in the event that thd taaent

liabilities exceed the total current assets, the cowipagfficiency and

its short-term financial health will be in jeopardy.ig s because the
enterprise will be able is not in a position to to mig short-term

liabilities with its current assets; cash, accounéxeivable and
inventory.

In the event that the total current assets exceed tita ¢arrent
liabilities, the enterprise is being efficiently managaad therefore, it is
in a position to meet the short-term liabilities such ¢tlemands of
suppliers, banks, tax authority, and other currentliteds.

The position of a company’s working capital also givegstors an idea

of the company's underlying operational efficiency. The observed
operational inefficiency implies that a lot of funds igltig in inventory

or that the funds in accounts receivables of the compaeynat
available for use in paying off any the company's eesbligations.

Furthermore, if a company’s operations are not being managtuk
most efficient manner (an indication of slow collecjiobhwill show up
as an increase in the working capital. This is normadétermined by
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comparing the working capital from one period to anothemcHe
uncoordinated collection of account receivables may bedtide of an
underlying problem in the company's operations.

In basic terms, the working capital normally serves aBnancial

mechanism which represents operating liquidity availadbla business
entity. When it is considered along with fixed assets sigcplant and
equipment, the working capital is normally regarded asqdasperating
capital.

A net working capital is normally determined as curgssets minus the
current liabilities. It represents a derivation ofriung capital that is
commonly used in valuation techniques. Therefore, ifenirassets are
less than current liabilities, the enterprise concemmadgarded to have
a working capital deficiency or a working capital defici

The various considerations in determination of the workingtalapie
derived using the following formulae:

Working Capital = Total Current Assets — Total Cutreiabilities
Net Working Capital = Total Current Assets — Total@ut Liabilities

Net Operating Working Capital = Total Current Assetlen Interest-
bearing Current Liabilities

Equity Working Capital = Total Current Assets — Tof@urrent
Liabilities — Long-term Debt

A business entity can have assets and profitability ibumay have
problem with liquidity if its current assets cannotdiabe converted
into liquid cash with which to meet current obligatios.positive
working capital is usually considered necessary to ensutre thian is
able to continue its operations. It also indicates that titéyehas
sufficient funds to satisfy both maturing short-termabllities and
impending operational expenses.

The basic consideration is that effective management of mgpdapital
involves efficiently managing the items of working capitaich as
inventories, accounts receivable, accounts payablecasti inventory.
The critical consideration in the management of working abhstthe
current liabilities because the firm must discharge sdebts to
outsiders. This is cannot be compromised because in thé @vailure
the firm appropriate steps would be taken to decldrankrupt.
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It has been argued that current assets and curretitigzbinclude three
accounts which are of special importance to any busieesty. Such

items or accounts represent the responsibilities ofbtieness where
managers have the most direct impact. These items dirvgocapital

include accounts receivable (current asset), inventouyrént asset),
and accounts payable (current liability).

The portion of working capital that is current debt, whismormally
payable within a year, is critical because it repressarshort-term claim
on current assets and it is often secured by shortdéssats. Common
types of short-term debt are bank loans and lines of cialically, an
increase in working capital indicates that the firm baker increased
current assets, that is has increased its receivablether current assets
or has decreased current liabilities such as payingasffe short-term
creditors.

The working capital is normally considered as a part ofaipey capital
of a business entity. In the event that some firmssfadirt on working
capital, which is not an abnormal situation, they dedigitneed to
secure a working capital loan. This is the subjectiséus$sion in the
section below.

SELF ASSESSMENT EXERCISE 1

Mention the basic items of current assets and culrabilities of a
typical firm.

3.2  Working Capital Loans

The working capital loan is a short-term loan which iswadly obtained
by a firm to finance its day-to-day operations. The IgEanormally a
facility for a comparably small amount. It is not nofipaised for long-
term operational purposes. In most cases, the funds fromngacé&pital
loan are normally for immediate needs of the firm, sashmeeting
payroll and accounts payable.

In essence, the working capital loan is a kind of loamn haormally
intended to finance the daily operations of a business emhgre are
indicators that are normally monitored by entreprename executive
officers of large companies with which to know the iadacs indicating
the need for working capital loans from a bank or othterrative credit
financing firms.

Normally, business entities need the working capital legdren they are
having liquidity crisis within their operations such as ifigbto meet
additional funding to settle short-term obligations or to exiptheir
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operations. Under these circumstances and many others, kingvor
capital loan is really a necessity towards the survivéhe@bperations of
many a business such as a small business startup andishstibl
business.

3.2.1 Reasons for Use of Working Capital Loans
A business entity may need additional finances for vdaetbrs such as

identified below. The working capital loan is needed &asons such as
using it to:

. purchase new equipment in order to increase production;
. develop the present inventory by adding new products;

. open new facilities such as production centers;

. finance expensive promotional campaigns;

. refinance current liabilities which are due for pawt;

. build inventory or purchase raw materials;

. enhance the sales of sufficient number of products

. improve the financial condition of a firm.

. avoid financial illiquidity or collapse in operatis; and

. realize the true potential of a firm

Working capital loans could be secured or non-securedir&bdoans
refer to the type of loan guaranteed by collaterahsag a property,
equipment or inventory of products. These loans are ntepayable
on the agreed period or else the bank will confiscate getsaander the
collateral agreement.

On the other hand, the non-secured loans are not backedamy ligrm

of collateral but they need to be repaid with higher inteedss. Usually
banks would approve non- secured loans only to their loegtim
customers or to a company with less risky operationsreitve, the
unsecured loan is not available to new business entite@s.ldWsinesses
are considered as high-risk ventures and will therefordebed access
to such facility by the banks.

The working capital loan is among the basic choices favmapany in
meeting their financial needs. Such main options have theangalyes
and disadvantages but their effective use depends on howma fir
manages the additional funds in its operations.

SELF ASSESSMENT EXERCISE 2

Mention the reasons for the request of working capitaiddoy firms.
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3.2.2 Merits and Demerits of Working Capital Loans

For the advantages of using the working capital loan, caoagides are
as follows:

. The working capital loan is a source of quick funding;

. It helps a business entity to sustain their operation$ iting
profitable enough;

. Such a loan could be used to refinance cash flomnésating the
short-term financial obligations to workers and suppliers;

. Working capital loan provides funds to a business emtitgeds

to keep growing until the business can cover all operating
expenses out of revenue.

. The working capital loan also enables businessesenerate
enough revenue from additional sales to stay afloat.
. The loan also makes a firm the access to cagthvelan be used

to make payment for rents, mortgage payments, udilitie
marketing expenses, inventory, and remuneration for emdpyee
etc.

For the disadvantages of using the working capital loansiderations
are as follows:

. The funding is only intended for short-term solutions;

. These loans will not be relevant to long-term busirgesals or
business projects that will need higher investments;

. The firm needs to make regularly payment on the;loan

. This also calls for ensuring timely payments twid being

considered as a high- risk or a delinquent customer.

. Another disadvantage is that obtaining capitabupgh this
method can be difficult for many businesses, particulénky
small and medium enterprises.

The working capital loans can be obtained in many diffeneys. In

order to qualify for the types coming from the banks, thariza sheet
of the business is assessed to find out a company’'s tumaking

capital. Such assessment can reveal more about tmeifth@ondition

of a business than any other anything else.

The calculation of the working capital from the item$alfance sheet of
a business entity will show the bank what a firm will bewath should
it evaluate all of its short- term financial resoure@sl compared such
with the short-term debts. The more reasonable the wpdapital is in
the operations of the business, the better. Some of the comarkimg
capital loans will be needed when a business entity doetiavat a
sufficient working capital for its operations.
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SELF ASSESSMENT EXERCISE 3

Mention the advantages and disadvantages of using workipitalca
loans by firms.

3.3 Types Of Working Capital Loan

Generally, there are generally five types of loans thebatainable for
the purpose of enhancing working capital. Such forms of working
capital loan include: equity loans

from personal resources, funds from friends or family s, or from
investors like venture capitalists ; loans from tragsditor for extend a
loan to purchase a specific

amount of product from them; factoring which involves thie sd the
business’ debts

(or accounts receivable), in exchange for immediate paynat
discounted value, which is lower the face value; a liheredit, and
short-term loan.

The line of credit and short-term loans as related éoking capital
loans are applicable to the discussion herein. This idaltiee fact that
both loans are normally obtainable from the banks.

1. Line of Credit

This is any credit facility that is extended to businedggies by a bank
for use in enhancing their working capital position. The fieredit
from the bank comes in form of a cash credit, ovdrdieility, a
demand loan, an export packing credit, term loan, or discmun
facility.

The lines of credit are very flexible for business usevétheless, they
are only made available to the business entities that imeaningful
way of repaying them. The consideration is defined cashwsfiiopom
the operations of the firm.

The availability of credit is a key determinant in tlability of
particularly small and medium firms to expand and groworder to
lessen the perennial problems of meeting the demands citioper of
growing number of small and medium enterprises, workipgaadoans
are normally made available to them by the banké&adhsome of these
loans do not need collateral securities but offer ofenf@omise of
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repayment from the business entities in need of such loaback up
their working capital.

2. Short term loan

The short-term loan is another form of working capitanlathat is
available for the use of business entities. The short-teans are
usually seasonal loans, but their maturity does not algayseyond a
period of one year. The thriving and well established busiertes
are nearly guaranteed automatic access to short tems,lavhich in
most cases do not require collateral securities.

Since the working capital of a company reflects itsitghbib meet its
obligations as they fall due, the short term loans are sagesn
avoiding a run towards a position of bankruptcy. Thus, samauat of
working capital loans in form of short-term loans aredezl more often
to direct the character and scope of a business operatiorking/or
capital loans or short-term financing constitute the fundsallys
required by the firms to finance working capital shattst

It is argued by some finance authorities that the fimgndifficulties for
small and medium businesses can be overcome only thtbhagthort-
term loans. Such business

entities seek short-term funding facility for use in tirege operating
expenses, purchasing inventory, receivables financing. Bsemas that
unlike a loan for the acquisition of fixed assets suclamlg, buildings,
machinery and equipment, a short— term loan for workayytal does
not require collateral security thought to be as rédidbr repayment
purposes.

SELF ASSESSMENT EXERCISE 4

Mention and explain the two basic types of working cajtotznh.

4.0 CONCLUSION

You have learnt from this study unit that business estiheed the
working capital loans whenever they are in liquidity isri;n their
operations. In situation of their inability to meet aduial funding to
settle short-term obligations or to expand their operationsnéssi
entities do approach banks for short-term loans and lireeealit. Such
facilities do not, in most cases, need collateral sgesyr which make
them attractive to small and medium enterprises innéimay their
working capital requirements. These loan facilities aveays taken by
business entities with which to finance operating expenseshamsing
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inventory, and receivables financing. Hence, a workingt@lalpan in
form of short-term loan or line of credit is reallyhacessity towards the
survival of the operations of many a business such as a amall
medium enterprises as well as well-established firms.

5.0 SUMMARY
In this study unit, topics covered include the following:

. Nature of Working Capital

. Working Capital Loans

. Reasons for Use of Working Capital Loans

. Merits and Demerits of Working Capital Loans
. Types of Working Capital Loan

In the next study unit, you will be taken through thecdssion on
agricultural loans.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the two types of working capitah lagailable for
firm’s use.

Solution to Self Assessment Exercises

SAE 1:

Items of current assets include, among others, the foltpw
* Inventory of goods

» Accounts Receivables or Debtors

* Bank balance

» Cash balance

* Prepayment of expenses

Items of current liabilities include, among others, tH®¥ang:
* Accounts Payables or Creditors

» Bank Overdraft

» Short-term Loan

» Tax Liability

* Prepaymentin Arrears

SAE 2:

The working capital loan is needed for reasons such asitgsing
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* purchase new equipment in order to increase production;
» develop the present inventory by adding new products;

» open new facilities such as production centers;

» finance expensive promotional campaigns;

» refinance current liabilities which are due foypent;
* build inventory or purchase raw materials;

» enhance the sales of sufficient number of products
» improve the financial condition of a firm.

» avoid financial illiquidity or collapse in operatigresd
» realize the true potential of a firm

SAE 3:

The advantages of using working capital loans by firmsude the
following:

. The working capital loan is a source of quick funding;

. It helps a business entity to sustain their operations inil
profitable enough;

. Such a loan could be used to refinance cash flownésating the
short-term financial obligations to workers and suppliers;

. Working capital loan provides funds to a business emtitgeds

to keep growing until the business can cover all operating
expenses out of revenue.

. The working capital loan also enables businessesenerate
enough revenue from additional sales to stay afloat.
. The loan also makes a firm the access to cagthvelan be used

to make payment for rents, mortgage payments, udilitie
marketing expenses, inventory, and remuneration for em@pyee
etc.

The disadvantages of using working capital loan includéaif@ving:

. The funding is only intended for short-term solutions;

. These loans will not be relevant to long-term busirgesals or
business projects that will need higher investments;

. The firm needs to make regularly payment on the;loan

. This also calls for ensuring timely payments twid being

considered as a high- risk or a delinquent customer.

. Another disadvantage is that obtaining capitabupgh this
method can be difficult for many businesses, particulénky
small and medium enterprises.
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SAE 4:

The two types of working capital loan are as identifewl explained
below.

) Line of Credit

This is a credit facility that is extended to businedgies by a bank for
use in enhancing their working capital position. The linereflic from
the bank comes in form of a cash credit, overdraftifaca demand
loan, an export packing credit, term loan, or discountagify.

1)) Short term loan

The short-term loans are usually seasonal loans, but thairitpaloes
not always go beyond a period of one year. The thriving andl wel
established business entities are nearly guaranteed atidamcess to
short term loans, which in most cases do not requitatecdl securities.
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1.0 INTRODUCTION

Agricultural production is very important to the economy.isTs

because the agriculture sector is the mainstay of armriagraf the

country’s economy. In this regard, the sector provides fawdtHe

teeming population, ensures steady supply of raw mateoalshe

industries, provides employment, enhance the gross domestiagbr
and contributes towards the economic growth and developnighe o
country. Therefore, the apex bank makes it mandatory fomacial

banks to extend their lending portfolio to the agricaltwgector of the
economy. The government also establishes agriculbanaik to develop
the sector. Therefore, in this study unit, the discussi@mithe types of
agricultural loan that are being granted by commerciak®ao the
farmers.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

» explain the sphere of agricultural loans

» discuss the risky nature of agricultural loans

* identify and explain factors influencing agricultusnding
» discuss the intermediate term loan in agriculture

» explain the current expense loan in agriculture
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3.0 MAIN CONTENT

3.1 Realm Of Agricultural Loans

The agricultural loans are the credit facilities that mwade available by
commercial banks for productive operations in the agrialltsector.
These are loans being granted to:

. individual farmers;
. farmers’ cooperative societies; and
. and agricultural firms.

The agricultural loans are normally among the various laanthe
lending portfolio of commercial banks.

The commercial banks are normally under obligation to makédaine
such loans to farmers for the purpose of encouraging:

. food production;

. generating employment;

. enhancing the gross domestic product;

. checking rural-urban migration; and

. enhancing production of raw materials to feed the matwriag
industries.

This is necessary because banks are generally aversmtmgroans to
farmers because of the risky nature of agricultural uakliegs.

Some of the loan facilities from commercial banks tomkns are
facilitated directly to them and not through some interarsss.
Nevertheless, in order to ensure that the risks invoinealgricultural
lending are greatly curtailed, some commercial bankg engage in
indirect financing of agricultural operations.

The indirect financing of agricultural operations implies thase banks
grant agricultural loans through the purchasing notes pplgus of
agricultural:

* equipment,

* machinery,

* tools, and

» other implements.

In other words, the funds from such facilities are not rtkeek for
purposes other than farming operations, banks do deal divattiythe
suppliers of farm implements to the farmers.
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There is another method of indirect financing of agricalt@perations
by commercial banks. This is done by the banks by ergsthit they
would only participate through some lending schemes to wdgne
which are guaranteed by some government agenciesisTtoidorestall
defaults in repayment by the beneficiaries due to the meltyre of
agricultural operations.

The indirect financing of agricultural operations is meant tioe
acquisition of agricultural assets such as:

* equipment;

* machinery;

* vehicles;

» tractors;

* lands;

» farm house;

* basic durables; and
» farm implements.

There is always an agreement between the bank and the suimdlie
such capital assets for farm operations to purchaseetine &nd secured
them as mortgages. The agreement between the bank and supplier
farm implements can also takes the form of conditisas contract.

Basically, the agreement between banks and suppliersirfigritaments
can incorporate provisions in connection with:

* Reserves;

» Delinquencies;

* Repossession;

* Down payments; and
» Maturities of loans; etc.

This type of arrangement involves less loan supervisiom,beavery
profitable, less expensive in paper work and logisticsc@ortacts, and
does not involve much risk the dealers are the ones who serve a
contacts between the bank and the beneficiaries.

3.2 Risky Nature Of Agricultural Loans

The agricultural loans are fraught with some problemskvmake them
to be relegated to the backstage in the scheme of lepditiglio of the
commercial banks. The riskiness of agricultural loanshgrent in the
precarious nature of agricultural undertakings.
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The riskiness of agricultural loans is associated with fil®wing
issues:

1. Fluctuating Income from Agriculture

Agricultural production is fraught with fluctuations in s of
agricultural produce and by extension, the revenue generabiontfre
farming venture is subject to income instability. Therefot becomes
difficult for the farmers to generate steady cashtowd with which to
meet the periodic principal repayments and interest paymemts
agricultural loans.

2. Inability to Control Supply

The farmers have no control over the production and supply of
agricultural produce due to the fact that agriculture is pran¢he
vagaries of nature that dictates its fortunes. The productibn
agricultural products is seasonal in nature and during the ipeakny
season much quantity is produced and prices will fall.tid: other
hand, during the dry season the production falls and prices of
agricultural produce will rise.

In essence, the farmers have no control over production aidy safp
agricultural produce because of the seasonality of produdtian ig
influenced by the dictates and upheavals of nature.

3. Effect of Weather Condition

Agricultural production is subject to the dictates of weatconditions
in the moulds of rainfall and sunshine that affect the quaptagduced
and supplied at any period of the year. The rainfall maytdme
inadequate at times while at some time it may be reabérkand
accompanied by flooding and erosion of the fertile soilienots needed
for agricultural production.

During the period of abundant rainfall, the level of agrioait
production can be remarkable for the farmers. This goegy aloth
reasonable amount of revenue for the farmers. On the otmel, ha
inadequate rainfall spells poor quantity of agricultural pradacand
consequently the farmers’ income will be negatively affibcte

In the case of the other aspect of weather, too much siensan spell
drought with consequence of poor harvest of agricultural prodaoce.
extreme cases, the drought can lead to famine in saae #r the extent
that the farmers themselves would not be able to obtairpeduce to
feed their families.
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In the event that there is no farm produce or limited ttyaof farm

produce, the farmers would not be able to generate any ineotine
which to meet the demands of the so-called agricultimahs.

Therefore, the banks would incur loss in their investsienloans.

4. Difficulty in Assessing Framers Creditworthiness

It is always very difficult for the banks to assdss treditworthiness of
the farmers because some important pieces of informaglevant for
such analysis are not just available. Granting of Idangommercial
banks is based on the assessment of the customerstwondlliness
using relevant information and data from past performasfcéheir

undertakings. This is not possible in the case of the farmieo operate
In precarious environment.

Farming in the less advanced countries such as Nigerfemmaaterized
by small holdings whose owners engage in agriculturéhfo purpose is
mainly for subsistence operations. They would sell onlylssiguantity
to the public. Therefore, the farmers do not keep recordshvwdan be
used to evaluate their creditworthiness by the banksh®ptrpose of
granting agricultural loans to them.

5. Diversion of Agricultural Loans

Farmers in the country are fond of diverting funds francaltural
loans to meeting family commitments which cannot in way
distinguished from the expenses being incurred on farm operafibiss

Is because borrowed funds may be utilized for both ptaduand or
consumption purposes which in many cases could not begdished
from each other.

Furthermore, farming operations in the country are mostlyechout on

the basis of family holdings. This implies that it iffidult to separate
expenses on family commitments from costs of running fagmi
operations. The income being generated on periodic basis is being
expended on family commitments as well as the farming apesat

Therefore, based on above scenario, it is difficult tterdeine with
some degree of accuracy the actual percentage of thenfeome that is
expended on farming operations. It becomes very difficult Ffer t
farmers to account for the funds obtained

from agricultural loans and also the income being genefedad farm

produce. This discourages commercial banks from committheir
funds on agricultural loans.
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SELF ASSESSMENT EXERCISE 1

Mention and explain the factors responsible for the riskjure of
agricultural loans.

3.3 Factors Influencing Agricultural Lending

There are some issues that are imperative towards decibipns
commercial banks to commit their funds on agricultural lo&sch
factors are considered important by the banks so that tleydwot
lose their funds in agricultural lending.

These factors which are imperative in consideration faditeg on
agricultural operations include the following:

1. Farmers’ Ability to Generate Positive Cashflows

The cashflows from the farm operations are considered rtanpoin

meeting the commitments of repayment of agriculturahdoaA bank
will not grant agricultural loan to any farmer whoseame generation
IS not positive that can enable the beneficiary to repay uhdsfon
periodic basis.

The bank will only be interested in granting to farm&h®se operations
are capable of generating net income which can be enouneet the
financial obligations which agricultural loans demandmiplies that at
every date that it is necessary for repayment to be madeans, the
farmer who benefits from the facility should be able to ehanet

cashflows to discharge the obligation to the bank.

2. Farmer’s Networth

This is related to the position of revenue being generatedtfrerfarm
operations since the farmer cannot have capital asdeits net income
on periodic basis is not reasonable. The availabilityapital assets in a
farmer’s operations can be appropriated and disposed byrikddrahe
repayment of funds committed the agricultural loan.

The bank, nevertheless, has to ensure that such capitéd asshe

farmer who is benefitting from agricultural loan arketa as collateral
security for the facility. This is necessary as thekbaould have a legal
lien over the assets before it can sell them for neyeay of loan facility

in the event of default or non-repayment of the funds bybimeficiary
farmer.
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3. Employment of Agricultural Experts

Some banks normally consider the employment of agriculexpérts
who will be entrusted with the responsibility of managing lending to
agricultural sector. This is necessary because suchubligrad experts
are the bank officials who understand the intricacies ofcaltural
production and therefore, they will serve as contact betweemanks
and the farmers.

These agricultural experts as contacts for banks are tisendreewill be
visiting the farmers benefitting from agricultural loans onqgeéic basis
to handle their problems, complaints, and counseling. Thegerte
would also be responsible for offering technical advice aman€ial
management information on agricultural production to thedas.

In the process of contacts with the farmers who are lmaeds of
agricultural loans, the agricultural experts would be waykwith the
extension workers and farmers’ cooperative societiesherefficient
farming operations. The essence is to help the farmers mdmaigloan
funds effectively so that their repayments would not be proatic for
them.

4. Personal Qualities of the Farmers

The commercial banks also consider the personal qualitietheof
farmers for the purpose of assessing their credibilitg honesty of
purpose in relation to prompt repayment of the funds from algrial
loans granted to them.

The personalities of the farmers that are normally assdgsthe banks
include the credit character, farm management abilit@ssonal
goodwill among other farmers, and in some instances tdacagional
gualifications. The banks will also be interested in agsgdbe quality
of farm machinery and equipment

5. Use of Modern Farm Equipment

The commercial banks will also consider the nature of theirfg

implements being used by the farmers before granting malities to
them. This is important because the farmers who are akingiuse of
modern implements cannot be able to produce and sell fesduge,
and thereby making enough for repayment of loan facilities

In addition, the banks will also consider the use of fagnimplements

such as fertilizers, pesticides, herbicides, and hylwetli;ngs by the
farmers while considering committing their funds to agricaltioans to
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farmers. These considerations are important because fawhersare
not making use of appropriate farm implements may not befigdato
be granted agricultural loans by the commercial banks.

6. Availability of Farm Labour

Another important consideration in granting agriculturadne by

commercial banks is the issue of availability of faghdur that can be
engaged by loan beneficiaries for improving their famodpction and

output. This is very important because once a bank gitamts for loan

facility, the beneficiary will be expected to expand hisnland holding,

increase production and output. This requires the use i &dtiour

which can be engaged if only they are available.

The use of hired labour for farming purposes is mostiyde@eluring
the cultivating and harvesting periods in the production prodéess.
usual practice is for the farmers to search and engjalgebodied youths
who have the raw energy to cultivate farmlands. Neverthelassien
can also be engaged during the harvesting period for the dipaid
labour.

SELF ASSESSMENT EXERCISE 2

What are the factors which influence decisions of commkbanks on
agricultural lending?

3.4 Types Of Agricultural Loan

There are some types of agricultural loan that canléetified based on
the lending practices of the commercial banks. Such down
agricultural loan are as presented and discussed below.

3.4.1 Intermediate Term Loan

This type of agricultural loan is normally grantedtite farmers for the
purpose of financing the acquisition of operating assets. The
intermediate term loan for the farm operations is usumaédyge available

to the farmers for a maturity of several years.

The funds from the loan are normally used for the purcbiise

» farm equipment;

» farm machinery;

* livestock;

* vehicles; and

* durable implements.
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All these farm requirements are normally meant fohagwcing the
production of agricultural products.

Part of the money from the term loan can also be utilizgdthe
beneficiaries in:

* acquiring farmland;

e construction of farm house;
» fish pond;

* piggery; and

* pen house for goats; etc.

The commercial banks normally ensure that the farmererareuraged
to utilize the funds from the term loan to enhance the nmezdigon of
the farm operations.

Therefore, the funds can be utilized by some farmerthéa

* purchase of tractors; and
» acquisition of modern agricultural implements.

These operational assets are meant to encourage the feomards the
mechanization and improvement of their agricultural productidre
commercial banks would be interested in such assetg pamhased by
the beneficiaries so that they are easily secured asezallfor the loan.

In terms of collateral security, a large percentafehe intermediate
loans for agricultural production are secured. Therefires only a

small percentage of such loans that is unsecured by timer&a when
they are granted by the banks. The reason is the risky natdeem

operations and the fact that the loan is repayable overadgears.

The extended length of maturities of this type of agwoal loan

increases the riskiness in the loan. This informs the f@ecollateral

security for this form of loan for agricultural prodigct. The items that
are purchased with the funds from the loan are normallygaged or
secured by the banks as the collateral securityuidn oans.

The real estate for which the loan can be utilized, tfer farm
operations, can always be accepted by the commercidisbasa
collateral securities. This is in the event that theds from the
intermediate term loan are utilized by the beneficiaigesnprove farm
land and buildings.

The maturity period of intermediate term loan for fthem operations
varies in accordance with the purpose of the facilityhkn ¢ase of the
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loan being granted for the purpose of livestock the matwotyld be for
a relatively short term. The maturity becomes a nedéitilong term if
the purpose of the loan is for the acquisition of vehicles curdble
farm implements.

3.4.2 Current Expense Loan

This type of loan is normally granted by the commertiahks to
farmers for the financing of frequent seasonal expenses for the
production of crops and livestock.

Such recurrent expenses in farm operations for which #reifogranted
include:

» seedlings;

* hybrid seeds;
o fertilizers;

» fuels; and

* hired labour.

Since this type of agricultural loan is for currentnfaoperations in
terms of utilization for current farm expenses, ihggmally granted by
the commercial banks for a short- term basis. The |@ality is
repayable within a period of twelve months.

The loan is usually regarded as current operating faddityexpenses
such as

» feeder;
 livestock; and
» other recurrent expenditures.

These expenditures are normally incurred in the proces$arof
operations by the beneficiaries.

Some farmers have the penchant for spending part of the ftamdgte
current expense loan for the upkeep of the family. The loarisf t
nature that is usually secured is of relative smallgreage.

The commercial banks normally ensure a security irtefes the
purpose of collateral security, in articles such as:

* harvested crops;
* machinery;

* equipment; and
* livestock.

109



ENT 209 BANK LENDING AND ADMINISTRATION |

In the case of feeder livestock loans the collateral ggouitl be taken
on the livestock on which the funds are utilized in feeding eelated
expenses. The banks will take lien on real estate and supybe case
of farmers who have a limited networth.

Since the current expenses loan are meant for use innmestd

financing current farm operations, they are usually grafded short-
term maturity basis. The loan is meant for financing #rener's needs
for preparing (feeding and growing) the livestock for the maikit is

granted for livestock.

In most cases, the current expenses loans are normally avwailable
by commercial banks on demand from the farmers. Thisfasmed by
the fact that farming income is seasonal and therefors, doées not
come on regular basis.

Nevertheless, farm operations which are normally assdcistieady
income round the year include:

* poultry; and
* dairy production.

By implication, such farm operations are frequently consdaiefioe
current expenses loans on demand basis by the commerdial ba

The current expenses loans are associated with repaymesihgla

lump-sum basis. It implies that the total amount of fufadlgepayment
by beneficiaries is usually paid back as a lump sum to thk. @dre

repayment is therefore, not made by the beneficiary oalim&nt basis.
This is to forestall default since the income of nfasters is relatively
inconsistent and seasonal since it comes but once in a farfeuiod

of the year.

SELF ASSESSMENT EXERCISE 3

What are the main types of agricultural loans availf&ble banks?

4.0 CONCLUSION

You have learnt from this study unit that there are stoaes that are
normally made available by commercial banks to farnfers the
purpose of improving agricultural production. Such agricultloans
include intermediate term loan and current expense loan. stould
have understood from the analysis that intermediate tamis usually
granted for use by the farmers for the purpose of fingndhe
acquisition of operating assets; farm equipment, farm meagh
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livestock, vehicles, and durable implements. On the othad,hthe
current expense loan is designed for the farmers in hetipgrg to meet
important recurrent expenditures in farm operations.hSuads are
utilized for feeder, livestock, dairy production, and othecureent
expenditures.

5.0 SUMMARY

In this study unit, topics covered include the following:

. Realm of Agricultural Loans

. Risky Nature of Agricultural Loans

. Factors Influencing Agricultural Lending
. Types of Agricultural Loan

. Intermediate Term Loan

. Current Expense Loan

In the next study unit, you will be taken through thecdssion on
installment loans and secured loans.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the main types of agricultural Icasslable from
commercial banks.

Solution to Self Assessment Exercises
SAE 1:

The factors responsible for the risky nature of agricaltlorans include
the following:

I Fluctuating Income from Agriculture

Agricultural production is fraught with fluctuations in s of
agricultural produce and by extension, the revenue generabiontfre
farming venture is subject to income instability.

. Inability to Control Supply

The farmers have no control over the production and supply of
agricultural produce due to the fact that agriculture is pran¢he
vagaries of nature that dictates its fortunes. The productibn
agricultural products is seasonal in nature and during the ipeakny
season much quantity is produced and prices will fall.tid: other
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hand, during the dry season the production falls and prices of
agricultural produce will rise.

ii. Effect of Weather Condition

Agricultural production is subject to the dictates of Wweatconditions
in the moulds of rainfall and sunshine that affect the quaptagduced
and supplied at any period of the year. The rainfall maytdme
inadequate at times while at some time it may be reabékand
accompanied by flooding and erosion of the fertile soilienots needed
for agricultural production.

\2 Difficulty in Assessing Framers Creditworthines

It is always very difficult for the banks to assdss treditworthiness of
the farmers because some important pieces of informaglevant for
such analysis are not just available. This is not possililee case of the
farmers who operate in precarious environment.

V. Diversion of Agricultural Loans

Farmers in the country are fond of diverting funds francaltural
loans to meeting family commitments which cannot in way
distinguished from the expenses being incurred on farm operafibiss

Is because borrowed funds may be utilized for both ptoaduand or
consumption purposes which in many cases could not begdished
from each other.

SAE 2:

The factors which influence decisions of commercial baks
agricultural lending include the following:

I Farmers’ Ability to Generate Positive Cashflows

The cashflows from the farm operations are considered targor
in meeting the commitments of repayment of agricultioahs.

A bank will not grant agricultural loan to any farmehage
iIncome generation is not positive that can enable the bemgficia
to repay the funds on periodic basis.

. Farmer’s Networth
This is related to the position of revenue being generatedtfrerfarm

operations since the farmer cannot have capital asdeits net income
on periodic basis is not reasonable. The availabilityapital assets in a
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farmer’s operations can be appropriated and disposed byrikddrahe
repayment of funds committed the agricultural loan.

Iii. Employment of Agricultural Experts

Some banks normally consider the employment of agriculexpérts
who will be entrusted with the responsibility of managing lending to
agricultural sector. This is necessary because suchubigrad experts
are the bank officials who understand the intricacies ofcaltural
production and therefore, they will serve as contact betweemanks
and the farmers.

\2 Personal Qualities of the Farmers

The commercial banks also consider the personal qualitietheof
farmers for the purpose of assessing their credibilitg honesty of
purpose in relation to prompt repayment of the funds from algrral
loans granted to them.

V. Use of Modern Farm Equipment

The commercial banks will also consider the nature of theirfg

implements being used by the farmers before granting malities to
them. This is important because the farmers who are akingiuse of
modern implements cannot be able to produce and sell fesduge,
and thereby making enough for repayment of loan facilities

Vi. Availability of Farm Labour

Another important consideration in granting agriculturadne by
commercial banks is the issue of availability of faghdur that can be
engaged by loan beneficiaries for improving their famodpction and
output.

SAE 3:

The main types of agricultural loans available froanks include:

) Intermediate Term Loan

This type of agricultural loan is normally grantedtite farmers for the
purpose of financing the acquisition of operating assets foatarity of
several years. The funds from the loan are normally usedcquiring

farm equipment, farm machinery, livestock, vehicles, andalda
implements.
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1)) Current Expense Loan

This type of loan is normally granted by the commertiahks to
farmers for the financing of frequent seasonal expenses for the
production of crops and livestock. Such recurrent expensesrnm fa
operations for which the loan is granted include seedlingsjchseeds,
fertilizers, fuels, and hired labour.
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1.0 INTRODUCTION

Another form of lending by commercial banks to their cosdrs is the
installment loan. There are a wide variety of termsgtallment loans,
which ranges from short term, medium term to long térhe principal
difference between this loan and other forms of lendmdusiness
entity is the fact that its repayment plan is over a fixee tperiod in
equal amounts. The peculiar features of this type of lenéiom
commercial banks to their customers are identifieddasclissed in this
study unit, besides the consideration of secured formaof lo

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. discuss the term installment loan

. explain the purpose of installment loans

. mention and explain the benefits of installmenhsoa

. mention factors affecting interest rate on instatit loans
. explain cash installment loans

. discuss the income-based installment loans

. explain the term secured loan
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3.0 MAIN CONTENT

3.1 Installment Loans

The installment loan involves a sum of money advanced lbgnk to a
customer for repayment over a fixed time period in equalusts. In
return for the loan, the borrower agrees on a repayment plaich
involves an amount that typically remains the same throuigthe life
of the loan. The interest charges on an installment &rannormally
factored into future repayments.

In another perspective, installment loan can be describéteaype of
loan that is granted on the understanding that there will biedp=
payments. Such amount of payment is based on a specified ér
time which can be longer or shorter depending on the téagreement
between the bank and the customer. The cost of the installoan
depends on the interest rate and the terms involved generally.

The terms of repayment of installment loans are normallyessed in
months. The common periods of repayment include 36, 48, 60 or 72
months. There are a wide variety of terms, ranging febrort term,
medium term to long term. For instance, mortgageatallment loans
with longer terms such as 180 or 360 months of repaymemplieis

that some installment loans may be structured for payoarta period

of years.

Installment loans are normally repaid by the benefica@arya monthly
basis with some exceptions. The monthly repayments fansdallment
loan are usually the same in each month. Neverthelkeesmonthly
repayment can change if the loan has a variable rate. tata¢
repayment amount of an installment loan normally includesrincipal
and the interest charges.

It is the banks that determine the monthly payment amoynt b
calculating the total amount of interest due over the muraif the loan
and add the figure together with the principal amount oflaea. The
bank then divides that total figure into equally sized mgrhalyments.

There might be some fluctuations in the monthly payment dtresttact
that years and months have uneven numbers of days so testime a
loan does not usually end up being a round figure. Therefareplies
that monthly payments are not

always exactly the same. Such variations in monthly patsnen
however, usually amount to some insignificant figure.
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3.1.1 Purpose of Installment Loans

The present state of banking operations in the country Feae nt
possible for consumers to have access to installment |daesefore,
the installment loans are widely available from comméfmaks. Such
loans can be for personal use, for business operations othdor
acquisition of household equipment.

There are a number of types of installment loans thateaédable to
consumers. Some of these types of installment loanudeclthe
following:

. A car loan that consists of equal monthly payments.

. A mortgage may also be structured to be paid offyewv®nth in
installments.

. Loans to acquire household items of equipment.

. Loans for personal commitments advanced for onlydiays.

. Advances for a worker for urgent use and repayable on
borrower's next payday.

. Advances granted for meeting short-term business needs.

3.1.2 Benefits of Installment Loans

The benefits of installment loans include the following consi@ns
inherent in the facility.

. It gives a borrower the freedom to make payments afor
extended period of time.

. It allows the customer the chance to make a pur¢hasée may
not otherwise be able to make upfront, e.g., a car or house.

. Each payment is due at the same time each montlioartde
same amount.

. Installment loans are useful for those who do not havot of
money in savings.

. It is useful for consumers for avoid putting higtkét items on a
credit card.

. Installment loans offer the ease and conveniencgtro€tured,
monthly payments.

. Short-term installment loans only require a vesiaincome.

. Installment loans can even be obtained over thenkitén some

states of the US, depending on state regulations.
SELF ASSESSMENT EXERCISE 1

Mention the benefits of installment loans.
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3.1.3 Interest Rates of Installment Loans

The interest rates which determine the charges on instatllloans do
vary greatly. The variability normally depends on the typsuch loan.
The interest rates depend on considerations such as ickbef@w.

. The borrower's credit history with the bank.

. Means of repayment of the amount granted.

. Length of time the customer has account with the bank.
. Performance of the customer’s account in he past.

. The length of the repayment period.

. The total amount of the loan being granted to theomest
. The contribution of the customer or down payment.

. The state or performance of the economy.

In some instances, short-term loan interest ratesnareh higher,
especially those for some days, since they do not requaellateral
security. This is particularly applicable to consumein® use such loans
to acquire assets for household use.

Furthermore, short-term loan interest rates are migiehin the case
of the consumers use such loans to acquire assets for hloussio
making the assets not qualified for collaterals and theyaaia higher
risk for default.

SELF ASSESSMENT EXERCISE 2

What are the factors that influence the interest chamgemstallment
loans?

3.2 Types Of Installment Loan

3.2.1 Cash Installment Loans

This is the type of installment loan that enables theooust of the bank
to have access to cash advance or quick access to moriey do

emergency. The funds from an installment loan can easigvh#able

and can be used to meet personal commitment or any otipaseu

In countries such as the US, the cash installment loamodmvolve
credit checks or security, and therefore, most peopleasily qualified.
The implication is that these loans have high interesgelsaand they're
generally due for repayment in a period of fourteen daythe event of
failure to pay the loan by the agreed date will attealctitional charges
such as late fees and additional interest.
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Cash installment loans, in most cases, are short-teans] and they are
designed to provide borrowers with immediate funds to naet
unexpected expense. The borrowers can apply for a cash adwance
merely approaching the branch managers of the banks wWierdnave
their accounts.

The cash installment loans can be granted for upwardsefmonth,
two months and three months. The charges involved in catstiinmesnt
loans vary from one bank to another. Cash installment |Jaansost
cases, do not require collateral security or guaramiarshey are based
on personal integrity. The salary account of a workenaigh to serve
as security for the cash installment loans for the wmess.

3.2.2 Income-Based Installment Loans

This is the type of installment loan that is based onirtheme of the
consumers. It implies that it is only the salary eartieas qualified and
considered for the income- based installment loans. The ssdangrs
are allowed to have access to these loans with the usoldirsg that
they are paid back over a pre-determined period of tirhe.t&rms of
these loans, e.g., amount, interest charges and periogayment, are
normally dictated by the commercial banks.

The income-based installment loans are often based on teenpé
credit history and personal monthly income of the boemswThe bank
may require the borrower to show evidence that he isgsihfully
employed and that the salary will continue to come to thk.b@his
involves obtaining a letter from the employer to thd¢af Hence it is
based on salary accounts of the borrowers.

In other countries such as the US, the income-basedI|mmstdl loan
requires the borrower to provide proof of his or her incamne form
of pay slips or stubs and an adequate credit history. 8aopest is
normally assessed on the basis of rating; a lower scordiepidor
small amount of loan while a higher score attractshdmngapproval
amount of loan.

The income-based installment loans come in forms of; signdbans
(for those with poor credit), and typical installmeodrn contracts from
the bank. The duration for the repayment of the loan is iacdi
correlation to the amount involved and the borrower’s persorealit
history.

The income-based installment loans are associated vgth ihterest
rates. Such interest rates are adjustable to ebb @wdaith the ruling
market rates. The commercial banks normally consider tbass to be
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of higher risk due to the fact that installment loans are albyraecured
with no collateral. Therefore, they will have a highete of interest.

SELF ASSESSMENT EXERCISE 3

Differentiate between cash installment loans and incomeeba
installment loans.

3.3 Secured Loans

Secured loans are those credit facilities granted byb#mks that are
associated with items of property of the debtors asteadlhsecurities.
Therefore, a loan is secured when it has a charge on thetyropée
loan beneficiary. The security may take any form of tbkowing
charge:

» A fixed charge; or
* Afloating charge.

A fixed charge is one where the actual property is spedifjethe loan
beneficiary or the debtor. By implication, it means thatspecific
property is pledged by the loan beneficiary as the cadlbsecurity with
which to secure the facility for the bank.

On the other hand, a floating charge as a security fotote is one
which attaches a general security on the operational sagdethe
business or project for which the loan has been grantéaeblpan. The
implication is that the actual property involved in the teantisn only
becomes determinable or recognized when the loan is gayahl is,
“when it is said to crystallize.”

Secured installment loan refers to a loan facilityt gllows a customer
of the bank to borrow money and repay it over time in firezhthly

payments. The loan facility is normally backed by dellal security.
The common forms of collateral security for the seduinstaliment
loans are motor vehicles, houses, savings accounts, stao#s
retirement accounts.

On the contrary, there is the unsecured loan, which redeise type of
loan that is not attached to any security in ternth@foperational assets
of the company that has taken the loan. It implies thautings involved
in the loan of the bank cannot be said to be secured sineeitheo
operational asset of the debtor or the loan beneficiatyithdedged for
the loan.
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The bank that grants unsecured loan to a customer, wmepaced to

the secured loan cannot lay claim to any property ofbilig@ness for
which the facility has be approved. Essentially, tfoges the unsecured
loan does not entitle the bank to any property of the beasfias a

collateral security as far as the assets of the bussessicerned.

In related terms, there can be a loan for which therast payable can
be tied to the profits of a company in which case the lmmiot paid

until other creditors are settled. The implicationhattthe bank would
be subjected to a fragile position in terms of the recowétige principal

funds and the interest charges involved in the loan.

SELF ASSESSMENT EXERCISE 4

Differentiate between secured loans and unsecured loans.

4.0 CONCLUSION

You have learnt from this study unit that the installmean involves a
repayment plan over a fixed time period in equal amountsthén
repayment plan, the amount typically remains the samwaighout the
life of the loan. It is also understood by you that therggt charge on
installment loan is factored into the future repaymeAtsvariety of

installment loans includes car loan, mortgage loan, lo@nkdusehold
equipment, loans for personal commitments, and advancesriers

and business entities for urgent needs. The secured #oansredit

facilities granted by banks with specific items of propers collateral
securities. Therefore, this type of loan confers onldthek a charge
(fixed or floating) on the property of the beneficiary.

5.0 SUMMARY
In this study unit, topics covered include the following:

* Installment Loans

* Purpose of Installment Loans

» Benefits of Installment Loans

» |nterest Rates of Installment Loans
* Types of Installment Loan

e Cash Installment Loans

* Income-Based Installment Loans

» Secured Loans

In the next study unit, you will be taken through the disomsen loan
monitoring and supervision.
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TUTOR-MARKED ASSIGNMENT

Differentiate between cash installment loans and incomeeba
installment loans.

Solution to Self Assessment Exercises

SAE 1

The benefits of installment loans include the following:

SAE 2

It gives a borrower the freedom to make payments afor
extended period of time.

It allows the customer the chance to make a purctimadehe
may not otherwise be able to make upfront, e.g., a daowse.
Each payment is due at the same time each montlioartde
same amount.

Installment loans are useful for those who do not havot of
money in savings.

It is useful for consumers for avoid putting higtkét items on a
credit card.

Installment loans offer the ease and conveniencgtro€tured,
monthly payments.

Short-term installment loans only require a vesiaincome.
Installment loans can even be obtained over thenksitén some
states of the US, depending on state regulations.

The factors that influence the interest charges on ingatinbbans
include the following:

» The borrower's credit history with the bank.
* Means of repayment of the amount granted.

e Len

gth of time the customer has account with the bank.

» Performance of the customer’s account in he past.

* The length of the repayment period.

» The total amount of the loan being granted to th&oousy.
» The contribution of the customer or down payment.

» The state or performance of the economy.

SAE 3

Cash

installment loan is the type of installment loan #ratbles the

customer of the bank to have access to cash advance kraggiss to
money during an emergency.
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The funds from an installment loan can easily be availabhd can be
used to meet personal commitment or any other purpose.

On the other hand, the income-based installment loan isyfee of
installment loan that is based on the income of the consuthamplies
that it is only the salary earners that qualified and considér the
income-based installment loans. The salary earners laveedl to have
access to these loans with the understanding that they aregu&idver
a pre-determined period of time. The terms of these l@ags,amount,
interest charges and period of repayment, are normaltgted by the
commercial banks.

SAE 4:

Secured loans are those credit facilities granted byb#mks that are
associated with items of property of the debtors. Therefrean is

secured when it has a charge on the property of the loandanefirhe

security may take the form of a fixed charge or a ifh@ptharge.

On the other hand, the unsecured loan refers to the tyjpamfthat is
not attached to any security in terms of the operatiosséta of the
company that has taken the loan. It implies that the funasved in the
loan of the bank cannot be said to be secured since ther® i
operational asset of the debtor or the loan beneficiatythdedged for
the loan.
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1.0 INTRODUCTION

Lending as you have understood from earlier discussionsdnsthdy
unit, involves the use of depositors’ funds. This is an inaparaspect of
financial intermediation that commercial banks perfannthie economy.
In the process of lending funds, some measures are nornmstilyited
by the banks to ensure that customers, who are the benefcidrthe
loans and advances, are being monitored so as to rettevdunds.
Hence supervision of lending is critical to the operationthefbanks.
This study unit, therefore, is used to discuss the maewldf lending
supervision normally employed by the commercial banks.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

» discuss the nature of loan monitoring & supervision
» explain loan supervision and control

» discuss the collection procedure of loan repayment
» explain the loan accounting and record

» discuss loan repayment monitoring

» explain the evaluation of loan repayment
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3.0 MAIN CONTENT

3.1 Nature Of Loan Monitoring & Supervision

The administration of lending and credits by the banksasaged in
such a manner that the funds are repaid at agreed regulasaister
without defaults. In order to ensure that the customeroertip to
expectation, the banks normally institute concrete meadokesrds
monitoring them.

The repayment of loans by the beneficiaries depends on the dafgop
administrative measures which are initiated and impleted by the
banks to keep such customers on track. The administragesures for
monitoring prompt repayment of loans by the customersearbedded
in loan supervision.

In essence, the issue of monitoring of loans is veiticar in keeping
watch over the performance of the customers in loarymegat so as to
prevent defaults. In order not to toy with the fundshw# tlepositors,
commercial banks normally supervise the repayment of lcarb
advances using appropriate strategies.

Therefore, there are obvious reasons which inform loan supervis
Such reasons for monitoring loan repayment include thexfoitp

. Ensure regular repayment of loans and advances;

. Generate enough funds to meet depositors’ demands;
. Prevent loan defaults from the customers;

. Ensure liquidity for the banks’ operations;

. Generate reasonable amount of returns on operations;
. Protect depositors’ interest;

. Guide against financial distress in operations;

. Ensure regularity of cash inflows from investmienbans;
. Minimize risks inherent in loans and advances;

. Ensure safety of the funds committed into loans;

The reasons as enumerated above inform the monitoringpalment
of loans and advances by the banks using appropriate adatinest
measures. Such administrative

measures which are necessary for monitoring and sujmero$ loans
are identified and discussed.

SELF ASSESSMENT EXERCISE 1
Mention the reasons responsible for loan monitoring and giser.
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3.2 Methods Of Loan Monitoring & Supervision

3.2.1 Supervision & Control

Supervision and control of loans and advances is vergairt lending
management in the operations of the commercial banks. Thgmepa
of loans and advances should be supervised and controllacchnas
manner that the interest of both the bank and the depositorg fhuts
are committed in these investments is protected.

The effective supervision of loans and advances requieggtie banks
institute appropriate to ensure the following operationabast

. Assigning responsibilities for supervision to apprdprsdaff;

. Determining time line for periodic contacts and sisitith loan
beneficiaries

. Provision of logistics for facilitating supervision the staff;

. Determining modalities for contacts with loan besefies;

. Constituting supervision team from experience staff;

. Modalities of releasing funds on loans and advances;

. Process and actions for dealing with problem loan a¢goun

. Periodicity of supervision reports from relevantfstaid

. Determining necessary actions for handling logistitddamgcks.

There other administrative actions necessary for evecupervision
and control of repayment of loans and advances that musstieited
by the banks. Therefore, the above list on operation@rascis not
exhaustive.

SELF ASSESSMENT EXERCISE 2

Mention the necessary measures for ensuring effective \ssiper of
loan repayment.

3.2.2 Collection Procedure
It is always necessary for the banks to institutevaht measures for the
collection of funds involved in loans and advances whiehgaanted to

the customers. The

collection procedure is normally determined at the stdgganting the
loans and credits to customers of the bank.

The collection procedure involves the use of the following
administrative measures.
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1. Schedule of Repayment

In most cases the repayment for any loan by the custmmermally
effected with a prepared schedule showing the frequencyraodra of
principal and interest involved. The schedule is prepareshtov the
number of repayment installments, the magnitude of principal
repayment, and the interest charges to be met by th®mar on
periodic basis.

2. Reminders and Circulars

Another important responsibility of the credit officefsthe bank is the
preparation of the periodic reminders and circular lettelngch are

normally sent out to the loan beneficiaries. The remindedscircular

letters are normally prepared to incorporate the totw commitment
of the customer, the repayment that has been made, thendutgta
payments and their due dates.

3. Personal Visits

Personal visits are very imperative for effective su@oai of the
repayment of loans and advances by the banks. The wsiys be
scheduled or on the basis of surprise contacts by theargldank
officers.

The personal visits by bank officers to loan beneficiariesnarmally
facilitated by the evaluation visit which is made durihg assessment
of the loan request from the customers. In the procesmnfdvaluation,
the premises of the customers’ business would be visited,trasd
eliminates problem of difficulty in accessing the |demeficiaries.

The personal contacts by the bank officers to the custoarerson
periodic basis and therefore, not reserved for solving @nobban
accounts when the beneficiaries might not be forthcomingrinstef
meeting regular loan repayment. It implies that the petsasd to
customers who are holding the funds of the bank is a regai@mna
which can be used to forestall repayment defaults.

4. Mode of Collection of Funds

The mode of collection of funds from the loan beneficgagenormally
determined and made known to them at the instance of mgatite
facilities. The mode of collection can either be cash paymepayment
by cheques by the loan beneficiaries. The collection ofyrapats in
cash by the bank officials is not normally encouraged.
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The non-repayment of loans and advances by the customeashnto
bank officials is to prevent frauds and fraudulent prastlog the staff
when handling cash outside the premises of the bank. Therdhe
customers are encouraged to make repayments in chequetly diréhe
bank and not to the bank officials unless they are crossegiese

SELF ASSESSMENT EXERCISE 3

Identify and explain the administrative measures necgska the
collection procedure of loan repayments.

3.2.3 Loan Accounting & Record

Another important consideration in loan supervision is keeping
appropriate accounting records on the release of funds tdodme
beneficiaries and the repayments of the funds to the bank. i$hi
important for the bank because such accounting record evillsed in
monitoring the performance of the repayment by the cusis.

The bank may have to create separate loan accountsgerdhamount
of loans while the customers’ existing accounts wouldiged for the
records of release of funds as well as the repaymeriteedacilities.

Furthermore, the customers would be required to be supplyiegm
financial statements to the bank for evaluating the perforenahd¢he
business or project for which the bank’s funds have been cosdmitt
The financial statements are valuable in assessing tbmeposition of
the loan beneficiaries’ business operations or project perfoemanc
terms of their prudent management.

One of the financial statements required from the custombo are the
beneficiaries of loans and credits is the income statemwich reveals
the returns from operations and how profitable such operasowsthe
customers’ business ventures.

The other important financial statement is the balance shbaih
reveals the statement of affairs of the customers’niegsi operations.
The balance also reveals outstanding financial commitmeats
outsiders, position of the capital, magnitude of the assdich are to

be used for running the business and generating revenue from
operations.

3.2.4 Loan Repayment Monitoring

The loan repayment agreement is always monitored contilyuloyishe
bank officials. This is to ensure that the terms of thenlare being
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followed and that all required payments of principal andrésteare
being made as promised.

The loan officers normally visit the customer's businesgeally to
check on the firm's progress and to see what professionatese the
customer may need. The loan officer or other staff menmaces
information about a new loan customer in a computer fileManas a
bank customer profile .

The customer file shows what bank services the customaerrrisntly
using and contains other information required by bank managemen
monitor a customer's progress and financial-service needs.

3.2.5 Repayment Evaluation

In most cases the repayment schedule for any loan byustemer is
normally used to assess the progress of repayment lmeedred
schedule. The evaluation is based on the frequency and amount of
principal and interest being repaid by the customers.

It is normally easier for the bank officials to use tepayment schedule
for evaluating customers’ performance since it is prep&eshow the
number of repayment installments, the magnitude of principal
repayment, and the interest charges to be met by th®mar on
periodic basis.

Hence, the details of the repayment schedule would be cethpath

the records of the actual repayment of the funds involvedldeinoan in

order to assess any discrepancies which may requiosmsaan the part
of the bank.

Another important aid to evaluation of loan repaymsrihe appropriate
accounting records maintained by the bank on the reledsads to the
loan beneficiaries and the repayments of the funds to thie Bars is

important for the bank because such accounting record evillsed in
evaluating the performance of the loan repayment by theroess.

The evaluation of repayment of loans process also atfeetassessment
of the entries in the separate loan accounts that havecbeaied for
large of amount of loans. The customers’ existing accourgd &
accounting records of release of funds and the repaymenttieon
facilities would also be evaluated to determine the pexdoce.
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4.0 CONCLUSION

You have learnt from this study unit that it is neces$arcommercial
banks to institute appropriate measures for the mongand control of
loans and advances being granted to customers. Such agtitre b
commercial bank is normally aimed at ensuring regulpayment of
loans and advances, generating enough funds to meet depositors
demands, preventing loan defaults from the customers, iegsur
liquidity for the banks’ operations, and generating readeramount of
returns on operations. The relevant measures for ensufeajiet loan
monitoring and supervision include supervision and control, calec
procedure, loan accounting and record, loan repaymentaonogi and
repayment evaluation.

7

5.0 SUMMARY

In this study unit, topics covered include the following:

. Nature of Loan Monitoring & Supervision
. Supervision & Control

. Collection Procedure

. Loan Accounting & Record

. Loan Repayment Monitoring

. Repayment Evaluation

In the next study unit, you will be taken through thecdssion on
collateral security issues.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the various modalities that can usedo&m
monitoring and supervision.

Solution to Self Assessment Exercises
SAE 1:

The reasons responsible for loan monitoring and supervisiordenthe
following:

. Ensure regular repayment of loans and advances;

. Generate enough funds to meet depositors’ demands;
. Prevent loan defaults from the customers;

. Ensure liquidity for the banks’ operations;

. Generate reasonable amount of returns on operations;
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. Protect depositors’ interest;

. Guide against financial distress in operations;

. Ensure regularity of cash inflows from investmienbans;
. Minimize risks inherent in loans and advances;

. Ensure safety of the funds committed into loans;

SAE 2:

The necessary measures for ensuring effective supervisiooaaf
repayment include the following:

. Assigning responsibilities for supervision to apprdprsdaff;

. Determining time line for periodic contacts and sisitith loan
beneficiaries

. Provision of logistics for facilitating supervision the staff;

. Determining modalities for contacts with loan beriafies;

. Constituting supervision team from experience staff;

. Modalities of releasing funds on loans and advances;

. Process and actions for dealing with problem loan a¢goun

. Periodicity of supervision reports from relevantfstaid

. Determining necessary actions for handling logistitddaogcks.

SAE 3:

The administrative measures necessary for the tolteprocedure of
loan repayments include:

) Schedule of Repayment

The schedule is prepared to show the number of repaymeadtmesits,
the magnitude of principal repayment, and the interest chaogae met
by the customer on periodic basis.

1)) Reminders and Circulars

The reminders and circular letters are normally preptredcorporate
the total loan commitment of the customer, the repayithanthas been
made, the outstanding payments and their due dates.

i)  Personal Visits

Personal visits, whether scheduled or not, are very impgerdtr
effective supervision of the repayment of loans and advancebkeby

banks. The visits may be scheduled or on the basis of seigntacts
by the relevant bank officers.
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Iv)  Mode of Collection of Funds

The mode of collection of funds from the loan beneficgaigenormally
determined and made known to them at the instance of mgatite
facilities. The mode of collection can either be cash paymepayment
by cheques by the loan beneficiaries. The collection ofyrapats in
cash by the bank officials is not normally encouraged.
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1.0 INTRODUCTION

In the previous study unit, we discussed loan monitoring and
supervision. Loan supervision and monitoring may not be effeative
ensuring the recovery of the funds that may be committedioans to
customers. The issue of the collateral becomes morearglavhen
considered against the background that the beneficiaries ofdoiities

in most cases would not be motivated to make efforts #&kem
repayments. Hence, the banks institute a potent deviceajoling
regular repayments of their loan obligations realizing tlo¢ tfzat they
stand to lose the security that have been pledged fdadhgies to their
benefactors. Therefore, this study unit is focused oniflteigsion of the
collateral security issues in relation to loan faeiit

2.0 OBJECTIVES

At the end of this unit, you should be able to:

» discuss bank’s claim on collateral security

 list and explain forms of property for collatesalcurity
* mention and discuss valuables for collateral sgcur

3.0 MAIN CONTENT

3.1 Bank’s Claim On Collateral Security
Collateral security is the property that is pledgedabpan beneficiary

towards securing the facility. There are basic reasonsfteat compel
the banks to insist on collateral being pledged by a lb@meficiary.
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Such reasons include the following considerations.

) The pledge of collateral security gives the bank addethe right
to seize and sell the assets designated as loan wllatging the
proceeds of the sale to offset the outstanding funds which the
borrower could not pay back.

1)) The use of collateralization for a loan gives thalbas lender a
satisfactory leverage or advantage over the borrowes. i$ due
to the fact that when specific assets may be at stakeyrower
would feel more obligated to strive hard to repay the fund
involved in loan facility and thus avoiding losing the valuable
operational assets.

i)  The basic purpose for banks desire to insist on takoligteral
security is to enable them to precisely identify viahborrower’'s
assets are subject to seizure and sale.

Iv) It is important in using the device to document for ather
creditors to believe that the bank has a legal claim teetlagsets
in the event of non-performance on a loan.

V) It is used to ensure the safety of the funds comniti® loan
facility by the bank; the funds which actually belong to
depositors.

SELF ASSESSMENT EXERCISE 1

What are the reasons for the bank’s insistent on colledecalrity for a
loan facility?

3.2 Common Types Of Loan Collateral

3.2.1 Property for Collateral Security
1. Real Estate

A real property is acceptable in the consideration fallateral security
on a loan facility. Once the property is accepted by timk,bihe bank
can put public notice of a mortgage against a real eStatebank then
takes action to file with the relevant authority thedge of the property
for a loan facility from the beneficiary.

Tin some instances, the bank may have to take out titleanse and
equally insists that the borrower purchases insurance poliogvier any
future damage from environmental hazards and perils. Thek ba
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receives a first claim on any insurance settlemeat s made on the
policy.

The bank will initiate action to determine the real vadii¢ghe property

once it accepts to advance some funds on loan faciliy borrower.

The basic approaches to the valuation of real estate initiade

. Cost approach :- this involves considering the reproductsih

of the building and improvements, deducts estimated

depreciation, and adds the value of the land.
. Market Data or direct sales comparison approatfs-involves

estimating the value of the subject property based on the

comparable properties’ current selling prices.

. The income approach :- this involves the use obdisted value
of the future net operating income streams from the ptpper
. The direct capitalization approach :- this involies calculation

of the value by dividing an estimate of its average anncame
by a factor called capitalization rate.

2. Personal Property:

The practice is for the banks to accept and take arigeauterest in
items of property such as motor vehicles, machinery,ipetwnt,

furniture, securities, and other forms of personal prgpentned by a
borrower.

Once it is accept as a collateral security, a finapsiatement will be
filed by the bank publicly in those cases where the barokeeps
possession of any personal property

pledged. This requires a pledge agreement to be ptepasy be
prepared if the bank or its agent holds the pledged pgop€his

agreement will give the bank the right to control that propentil the

loan is repaid in full.

SELF ASSESSMENT EXERCISE 2

Mention and discuss the various forms of property thatbeapledged
as collateral security.

3.2.2 Valuables for Collateral Security
1. Personal Guarantees

The banks may also accept the pledge of the stock, deposiother
personal assets held by the major stockholders or ownarsahpany.
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The borrower will be required to provide agreement on gletige and
acceptance between the representative of the borrowletharbank as
may be required for the collateral to secure a busioessfor the entity.

The practice is that guarantees are often requestdalyfire banks in
the cases of lending funds to smaller businesses. Thisasrequired
from corporate entities that have fallen on difficuthés. The simple
reason is that the arrangement will give the owners tla @r
considered reason to strive harder so that their firm wdbkper and
repay their loan.

2. Accounts Receivable

Another practice is that the banks can accept and takeuity interest
in the form of a stated percentage of the face valueaaabunts
receivable, which involves value of sales on credt,shown on a
business borrower's balance sheet.

Whenever the borrower's credit customers send in cashtite their
outstanding debts, such funds or cash payments are applieitie
settlement of the outstanding balance of the borrower's Tdas may to

take the form of mortgaging the receipts of the accoumtsivable so

that the payment would be made to the account opened for sucly mone
in the bank’s domain.

The banks often take the necessary measures to evakmiants
receivable pledged for the loan facility by the borravidre main types
of method of evaluation of

accounts receivable are accounting receivable aging and #&ocpun
receivable turnover.

3. Factoring

The banks can also purchase the borrowers’ accounts reeeiVhe
arrangement is that the agreement will be based upon socen{zge

of the book value of such debtors. The factoring interakeislifference
between the book value and the discounted value of the ascount
receivable.

The borrower's customers who are the debtors would be edqtor
make payments direct to the purchasing bank, which happens to the
lender of funds to the firm whose debts the bank has acquiites.
agreement will incorporate the consideration that the borrpvgenises

to set aside some funds with which to cover some @f #le losses that

the bank may suffer from any unpaid receivables.
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4. Inventory

In this consideration, a bank will lend only a percentdgbeestimated
market value of the borrower's inventory, which sengtha collateral
security for the loan facility. The bank could have atfilog lien in the
sense that the inventory pledged may be controlled corypleyethe
borrower.

In the case of the floor planning, the lender takes temparanership
of any goods placed in inventory and the borrower sends\gratg or
sales contracts to the lender as the goods are sold. Tamyament
ensures that the bank as the lender is rest assured thad hephaper
lien on the inventory.

The practice requires that the bank evaluate the invenitwy.basic
ways to evaluate the inventory include resale of irgmtinventory
turnover, and inventory converted to accounts receivable.

SELF ASSESSMENT EXERCISE 3

Mention and discuss the various forms of valuable thateapledged
as collateral security.

4.0 CONCLUSION

You have learnt from this study unit That the use ofatethl security
for a loan facility is important because it gives the basklender a
satisfactory leverage or advantage over the borrowss mway not
forthcoming in repayment of credit. When specific asaet¢sat stake as
collateral security, a borrower would feel more oldige strive hard to
repay the fund involved in loan facility and thus avoidingrigsthe
valuable operational assets. There are various forms o$ dsaétan be
accepted by the banks for collateral securities. Thedede real estate,
personal property, personal guarantee, accounts receivalutsjnig,
and inventory.

5.0 SUMMARY

In this study unit, topics covered include the following:

Bank’s Claim on Collateral Security
Common Types of Loan Collateral
Property for Collateral Security
Valuables for Collateral Security

In the next study unit, you will be taken through tiecdssion on
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6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the basic forms of common collateealrity
which can be pledged to secure a loan facility.

Solution to Self Assessment Exercises
SAE 1:

The reasons for the bank’s insistent on collateral sectartya loan
facility include the following.

) The pledge of collateral security gives the bank addethe right
to seize and sell the assets designated as loan wllatging the
proceeds of the sale to offset the outstanding funds which the
borrower could not pay back.

1)) The use of collateralization for a loan gives thalbas lender a
satisfactory leverage or advantage over the borrowes. i$ due
to the fact that when specific assets may be at stakeyrower
would feel more obligated to strive hard to repay the fund
involved in loan facility and thus avoiding losing the valuable
operational assets.

i)  The basic purpose for banks desire to insist on takoligteral
security is to enable them to precisely identify viahborrower’s
assets are subject to seizure and sale.

Iv) It is important in using the device to document for ather
creditors to believe that the bank has a legal claim teetlagsets
in the event of non-performance on a loan.

V) It is used to ensure the safety of the funds comaniti® loan
facility by the bank; the funds which actually belong to
depositors.

SAE 2:

The various forms of property that can be pledged astewllasecurity
include the following.

I. Real Estate
A real property is acceptable in the consideration fallateral security

on a loan facility. Once the property is accepted by timk bihe bank
can put public notice of a mortgage against a real eStatebank then
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takes action to file with the relevant authority thedge of the property
for a loan facility from the beneficiary.

ii. Personal Property:

The practice is for the banks to accept and take arigequterest in
items of property such as motor vehicles, machinery,ipetent,
furniture, securities, and other forms of personal prgpentned by a
borrower.

SAE 3:

The various forms of valuable that can be pledged ast&allssecurity
include the following.

I Personal Guarantees

The banks may also accept the pledge of the stock, itlepais other
personal assets held by the major stockholders or ownarsahpany.
The borrower will be required to provide agreement on gletige and
acceptance between the representative of the borrowletharbank as
may be required for the collateral to secure a busioessfor the entity.

il. Accounts Receivable

Another practice is that the banks can accept and takeuity interest
in the form of a stated percentage of the face valueaaabunts
receivable, which involves value of sales on credt,shown on a
business borrower's balance sheet.

Iii. Factoring

The banks can also purchase the borrowers’ accounts reeeide
arrangement is that the agreement will be based upon socen{zge

of the book value of such debtors. The factoring interabeislifference
between the book value and the discounted value of the ascount
receivable.

V. Inventory

In this consideration, a bank will lend only a percentdgbeestimated
market value of the borrower's inventory, which senstha collateral
security for the loan facility. The bank could have afilog lien in the
sense that the inventory pledged may be controlled corypleyethe
borrower.
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1.0 INTRODUCTION

Lending of funds in the process of financial intermediai®rraught

with some risks. These risks are the problems assdcpatdblems of
defaults, diversion of funds, and non-performance of prdgcwhich

the funds have been used, among others. There are some iasuranc
policies which can be taken by the commercial banks wihich to
mitigate against the loss of their funds that are committisdioans and
other credit facilities. This study unit, thereforeused to discuss the
various forms of credit insurance in terms of insuranceipslthat are
available for moderating risks involved in lending of fundy
commercial banks.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. discuss the whole turnover policy in credit insurance
. explain small company whole turnover policy

. discuss the single risk policy in credit insurance

. explain the excess of loss policy in credit insueanc

3.0 MAIN CONTENT

3.1  Whole Turnover Policy
It is a very common form of credit insurance whiagwvers customer

insolvency and protracted default. This often involvesnpays not
received ninety days after due date or extended due datanSured
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will also be asked to sustain a small proportion of lasg usually not
less than ten percent.

The cost of the policy is based on the actual level ofr@tsaredit with
insurance company, but excluding credits not insured. greenium
charges are payable on quarterly installments based oralhe of the
credits.

The insurer has the authority to control his risk by irgguapproved
limits’ on customers. The insured can exceed this lindieésired, but the
excess will not be covered in the policy. This policysishject to
variations.

These variables take into account of the peculiar neediseohsured.
These include the following considerations.

1)  The discretionary limit

This implies that not all customers covered under theulitt have an
approved limit, especially if there are many insuredasrs covered
in the policy. On the basis of guidelines laid down inccapex in the
policy document, the insurer will have the discretionsé&t his own
limits up to a certain amount. This amount also depends orizihefs
the business and the expertise of the insured.

i)  Thresholds

In this consideration, an insured such as the bank can chobtehave

their smaller credits covered in an insurance polidys has the effect
of reducing the cost and administration of the policy. Tleesfa

threshold is indicative of the amount below which any losslefault

will not be covered.

i)  Datum Lines

This involves an option available to the insured whictoigmit cover

to customers whose credits currently exceed, or migld bageeded in

the past, a stated amount. Hence, the policy called thendate is a
technique for reducing the number of customers covered by the
insurance company. It also has the effect of reducing thenadved.

Iv) Goods Sold or Losses Arising
In the case of banks, inventory pledged by a loan beasfican be

sold. This is applicable to goods involved in foreign trableerefore,
this policy can be used by the banks. Goods ordered by amt@npmay
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still be in a state of preparation. More so, they mmaynon-standard or
not especially designed for the customer. Under thesenustamces, it
Is possible to insure for the full loss arising, inchglivork-in-progress,
though at extra cost.

v)  Waiting Periods

There is the waiting period as often incorporated in theydly the

insurer as earlier specified above. This is the periagtety days) after
which a claim for protracted default can be made. erse, there
exists a waiting period of up to six months before anrclaipaid.

This is to give time to banks to take necessary legedcover the debts
involved or to apply for winding-up action for sale o$eis towards the
collection of the debt involved. In the case of insolyeribe waiting
period is thirty days from the date of confirmation obdd he duty of
the insured such as bank is to obtain confirmation of the aimou
outstanding from the receiver, liquidator or adminisira

vi)  Credit Control Procedures

Such credit control policies are incorporated in the pplayd the
insured is expected to observe them always. The fact llegt dre
specified by the insured in the first instance, therette adherence. It
implies that the insurer should be consulted if on-standiripracs
taken with an approved customer.

vil) First Loss

This is another cost reduction option available to the atkuihe

insured has to accept the reduction a small sum in hisameount. It

can usually involve a small amount in the region of a few hedslof

naira, besides the normal ten percent retention by the amsair
company.

SELF ASSESSMENT EXERCISE 1

What are the variations involved in the whole turnover p8licy

3.2  Small Company Whole Turnover Policy

This is usually packaged for small banks. Small karskich as
microfinance banks regarded, for insurance purposes, agghawmall

turnover can also benefit from credit insurance. They maty have
credit management systems, or the manpower to handle the
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administration of a standard policy. Any bad loan canicantly
influence

their cash inflows, and therefore, they may still béetotg in terms of
managing their credit risks as far as their lending icemed.

An amount regarded as off-the-shelf policy is availdblethese small
banks. The policy is associated with a fixed discretipthenit and first
loss figure. It also attracts regularly declarationscwhare simplified
and minimized and there is a standard premium chargbdqrdlicy.

3.3 Single Risk Or Specific Account Policy

There are occasions when an exceptional business relationship is
developed with a single or small number of customers sutteasase

of loan facilities to small and medium enterpris@$ie case of
insolvency in such circumstances would have very seriousciegsons

on the enterprises. It is possible to obtain credit ima@dor such form

of risk.

The insurance cover is up to ninety percent of the appriawed while

the premium is charged either as a percentage of theamialint of
such credits in lending or as a fixed sum in advance. Us®mer base
of microfinance banks only consists of one or two large expssto

risk, totally out of proportion to the rest.

The issue of the whole turnover insurance would be possible.
Nevertheless, this could be more expensive because of theleneling

to smaller customers. In this circumstance, specificoant cover is
designed to convert a bad risk into a good one.

SELF ASSESSMENT EXERCISE 2

Differentiate between small company whole turnover podind single
risk policy.

3.4 Excess Of Loss Policy

This policy popularly called the excel principle is an nasice policy is
aimed at larger banks with well-established credit gament systems.
The turnover considered is in excess of hundreds of millionsioa.
However, smaller banks may be considered if they can skoyvgood
credit management systems.

The policy works as follows:
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) The insured continues to bear his normal annual aagjgrethis is
called the annual aggregate. Protracted default is notexhve

i) In the event that the annual bad debt losses exteedarm, or
aggregate, the insurer will cover one hundred percent of the
excess up to an agreed maximum.

i) A fixed annual premium is normally payable ateption of the
policy for credits.

Iv) The insured has total discretion over customeatitlevels without
reference to the insurer.

V) Smaller losses often called non-qualifying logkesot contribute
towards the aggregate. This has the effect of reducing thardm
of policy administration and the price.

The premium on this policy is determined by the qualitycoddit
management, industry and customer base and can be fudiheted
according to levels of the aggregate, maximum liabityd non-
gualifying losses.

SELF ASSESSMENT EXERCISE 2
What are the workings of the excess of loss policy inicieslirance?
4.0 CONCLUSION

You have learnt from this study unit that there are samserance
policies, though designed for manufacturing trading congsarinat can
used by the banks for protecting their loans and creslitsh insurance
policies as means of credit protection are relevanipalgies for

assuring the banks that their funds, which have been cordniite

loans would not be lost. These credit insurance policidadacwhole

turnover policy, small company whole turnover policy, singék or

specific account policy, and excess of loss policy.

5.0 SUMMARY

In this study unit, topics covered include the following:
* Whole Turnover Policy

* Small Company Whole Turnover Policy

» Single Risk Policy
» Excess of Loss Policy
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In the next study unit, you will be taken through thecdssion on
export credit protection.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and explain the various credit policies that cantdken by
banks to protect the funds being committed to loans arahads.

Solution to Self Assessment Exercises SAE 1:

The variations involved in the whole turnover policy include the
following.

1)  The discretionary limit

This implies that not all customers covered under theulitt have an

approved limit, especially if there are many insuredasrs covered
in the policy.

i)  Thresholds

In this consideration, an insured such as the bank can chobtehave
their smaller credits covered in an insurance polidys has the effect
of reducing the cost and administration of the policy.

i)  Datum Lines

This involves an option available to the insured whictoigmit cover

to customers whose credits currently exceed, or migld bageeded in
the past, a stated amount.

Iv) Goods Sold or Losses Arising

In the case of banks, inventory pledged by a loan beasfican be
sold. This is applicable to goods involved in foreign trableerefore,

this policy can be used by the banks.

v)  Waiting Periods

This is the period (ninety days) after which a claimgmtracted default

can be made. In essence, there exists a waiting periag dd six
months before a claim is paid.
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vi)  Credit Control Procedures

Such credit control policies are incorporated in the pplayd the
insured is expected to observe them always. It impliestitigainsurer
should be consulted if on-standing action is taken with @proved
customer.

vil)  First Loss

This is another cost reduction option available to the atkuihe
insured has to accept the reduction a small sum in msagaount.

SAE 2:

The small company whole turnover policy is usually paekiafgr small
banks. Small banks such as microfinance banks regardedstoance
purposes, as having a small turnover can also benefit troadit
insurance. They may not have credit management systemghe
manpower to handle the administration of a standard policy.

On the other hand, single risk policy is for occasions when
exceptional business relationship is developed with a simiglemall
number of customers such as the case of loan facildiesmiall and
medium enterprises. The case of insolvency in such mstances
would have very serious repercussions on the enterprigsspdssible
to obtain credit insurance for such form of risk.

SAE 3:

The workings of the excess of loss policy in credit iasge include the
following.

) The insured continues to bear his normal annuakggtg. This
is called the annual aggregate. Protracted default isaveted.

1)) In the event that the annual bad debt losseseeikthe norm, or

an

aggregate, the insurer will cover one hundred percent of the

excess up to an agreed maximum. iii) A fixed anpuaiium
is normally payable at inception of the policy for ctedi

Iv)  The insured has total discretion over customeditrlevels
without reference to the insurer.

V) Smaller losses often called non-qualifying logkesot contribute
towards the aggregate. This has the effect of reducing thardm
of policy administration and the price.
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1.0 INTRODUCTION

In the preceding unit, we discussed credit insurance. ilgsas in this
unit is a continuation of such discussion. International tratiech

involves trade transactions between two or more coungiesrmally

fraught with obvious risks. Such risks are associatedch witave

problems that are inherent in foreign trade. This infothe risky nature
of international trade. The commercial banks and the expatermore
vulnerable to the risks that occur in foreign trade. Thek®anormally

provide the exporters with funds before payments are madeeto. t
Therefore, there is need for the banks to take insuraros po cover

the export credits so as to minimize the effect ofsrisiherent in this
form of lending. This last study unit, therefore, is ugsedliscuss the
applicable insurance policies for export credits.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. identify the forms of risk in foreign trade

. discuss the comprehensive short-term policy in expoatlit
insurance

. explain the excess of loss policy in export creditirance
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3.0 MAIN CONTENT

3.1 Risks Involved In Export Credit

The sale of goods across the borders of a country to anotherycoam
very risky. Therefore, its financing by the commercehks can be very
risky because the banks can lose their funds committe doians for the
export business. Such export risks are associated with poophéems
embedded in the nature of transactions in international trade.

Some of the risks involved in export business include theviatlg:
(@) Buyerrisks
These risks are associated with the issues such as:

I Delays in payment

. Insolvency

iii. Default

Iv. Exchange depreciation v. Loss of Goods in transit
V. Rejection of Goods

(b)  Transfer risks
These risks are associated with the issues such as:

I Delays in transferring money

. Cancellation of offer

lii.  Devaluation of currency

Ilv.  Fraudulent practices in payment
v.  Exchange restriction

(c) Political risks
These risks are associated with the issues such as:

I Government policy

. Change in government regulations

iii. Closure of ports

\Y2 Political instability

Vi. Civil war

vii.  Exchange Control

viii.  Failure of government buyer to fulfill terms obntract

The above risks are associated with a standard sale drceddit terms,
which involves a period of up to one hundred and eighty dalys. T
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scenario accentuates the risk of losing funds by banks reditc
advanced to importers and exporters alike.

In terms of more complex transactions in internatioredey involving
large single contracts with credit terms over a longenod of time,
there are other grave problems which can heighten tke oisforeign
trade.

SELF ASSESSMENT EXERCISE 1

What are forms of risks that can make banks to lose fheds on
export credit?

3.2 Export Credit Insurance

The discussion above is indicative of the fact that exportirgpods is
well recognized as being riskier than domestic tradling riskiness of
such type of trade necessitates that export credit insuta@ceore
widely used than in the domestic trade. The applicable anser
policies for export credit include the following.

3.2.1 Comprehensive Short Term Policy

This insurance policy is normally taken to cover sajesade customers
and public buyers with payment terms within a periodaiflonger than
six months. The allied companies may also be covereploldrcal risk
such as transfer difficulties. Nevertheless, this tgp@olicy does not
cover buyer risk.

There is an issue of a discretionary limit is set beirtgrdened above
which all customers will be given an approved limit e insurance
companies. The major credit insurance companies havesatwdarge
reasonable flow of overseas information to rely or aglon for
assessment of the policy.

Such amount of information that is generated from oversaastries is
often employed for the negotiation of different lirmtthe policy. The
information that has been generated can also able thesp@ar agree on
a new or revised limit within a short time.

An important condition is the inclusion in the approval oftaia

payment terms that are acceptable to the insurance cgntban is

prepared to issue insurance policy. Hence the exportereissiare that
the importer fulfill the condition, which the policy holderust make
sure the trading transaction falls within.
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There are waiting periods before claims which can beedain
accordance with the following circumstances. For each thod
circumstances below, certain actions are identified.

(@) For Risk of Insolvency

In this case, there must be immediate proof of the bsiysslvency
acceptable to the insurer.

(b)  For Issue of Default

In order to avoid a possible default, a period of six mm®@ffter due date
will be acceptable for payment.

(c)  For Case of Rejection of Goods

For the refusal to accept goods by the buyer a period ainon¢h after
resale is normally stipulated, that is in the event thatoriginal buyer
fails to take up the order.

(d) For Cases of Delay in Delivery

The acceptable period of time is a few months. And foerocauses of
delay in payment, there is a period of four months after date that
will be acceptable to the insurer.

The policy on export credit insurance policy, the insurdl eover
between ninety and ninety-five percent of each risk. Inctme of the
political risk, a higher percentage of coverage is apple. Therefore,
the percentage cover various from one risk to another.

In order to incorporate this policy as part of the risktadrsystem, the
insurers would decide on the maximum levels of trade tchiosa that
they can insure in a single or a given country. This appraacthe
insurance policy cover is reflected in their policids. addition, a
maximum exposure limit for certain countries may haveetstipulated,
which is also applicable to customers.

SELF ASSESSMENT EXERCISE 2

Explain comprehensive short term policy in relation teiaton of
claims in export credit.
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3.2.2 The Excess Of Loss Policy

This type of credit policy is available to only largeompanies in
international trade. By implication, there are certaisues that are
normally considered in this type of insurance cover fgrtimhe firms

that are involved in foreign trade.

The issues to be considered by insurance companies fopdhdy
include setting in advance the:

» annual aggregate;

* maximum liability;

* approved terms

* maximum exposure;

* non-qualifying level; and
* premium charges.

The terms to be negotiated and approved by the insucanggany will
be determined in relation to the nature of risk being insarsd the
country involved in the import trade. For instance, an aced country
with stable economy and democracy will attract higher cemation by
insurers.

Another consideration which is the maximum exposure thatrisifted

Is always on the basis of a given country. It implies thatmaximum

risk exposure that an insurer can accept to insure depemusaine
country to another. The consideration is also on graduated; basis
implying that a larger rate may have to be specificgigraved by the
insurer.

SELF ASSESSMENT EXERCISE 3

What are the issues to be considered in advance in relatexcdéss of
loss policy in export credit insurance?

4.0 CONCLUSION

You have learnt from this study unit that there are ssce policy
covers that are available for protecting the loss néifucommitted into
export credits by commercial banks. Such insurance polioidade

comprehensive short term policy and excess of loss padlieg claim
from these insurance policies may not cover the totedumt that may
be involved in export transaction but it is also neceskarypanks to
insist on them. This is because such measures would @oganay to
provide motivation for advancing credits on exports by cencml

banks.
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5.0 SUMMARY
In this last study unit, topics covered include theofelhg:

* Risks involved in Export Credit

» Export Credit Insurance

» Comprehensive Short Term Policy
» The Excess of Loss Policy

6.0 TUTOR-MARKED ASSIGNMENT

Differentiate between comprehensive short term policyta@@xcess of
loss policy in export credit insurance.

Solution to Self Assessment Exercises
SAE 1:

The forms of risks that can make banks to lose their fundexport
credit include the following:

) Buyer risks:- these risks are associated withifisees such as
delays in payment, insolvency, default, loss of goods msita
rejection of goods, and cancellation of offer.

1)) Transfer risks:- these risks are associated thighissues such as
delays in transferring money, exchange control, devaluation o
currency, fraudulent practices in payment, and exchange
restriction.

i)  Political risks:- these risks are associatedhwihe issues such as
government policy, change in government regulationspuodosf
ports, political instability, civil war, and failure gfovernment
buyer to fulfill terms of contract.

SAE 2:

The waiting periods before claims can be varied in accoedaity the
following circumstances.

) For Risk of Insolvency:- In this case, there mustirnenediate
proof of the buyer’s solvency acceptable to the insurer.

1)) For Issue of Default:- In order to avoid a possildefault, a
period of six months after due date will be acceptable for
payment.
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i)  For Case of Rejection of Goods:- For the refusadtoept goods
by the buyer a period of one month after resale is normally
stipulated, that is in the event that the original bigés to take
up the order.

V) For Cases of Delay in Delivery:- The acceptablegokeof time is
a few months, and for other causes of delay in payrtieaTe is a
period of four months after due date that will be acceptabilee
insurer.

SAE 3:

The issues to be considered in advance in relation to erfdess
policy in export credit insurance include the following:

. annual aggregate;
maximum liability;
approved terms
maximum exposure;
non-qualifying level; and
. premium charges.
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