TOWARDS AN EFFICACIOUS LEGAL FRAMEWORK FOR
DEBT RECOVERY IN DEVELOPING COUNTRIES!

OLAYIWOLA O OLADELE

Debt default and debt accumulation hreaten the financial systems of many developing
501”11‘?“185- They also constitute a potential source of systemic failure of the particular
financial systems as well as of the global financial system. Therefore, this article identifies
the factors for debt default and debt accunmation to include grant of loans to incompetent
borrowers, grant of loans in excess of the regulatory cap on credit exposure, lack of
transparency in financial reporting, grant of loans without adequate collateral security,
qver—vahmtfon of security, application of short-term loans to long-term projects,
mformational asymmetry, wilful default, fraud by bank officials, inefficient financial
System supervision and inefficient judicial systems. It reviews the existing legal
framework in Nigeria for debt recovery, particularly banking and financial institutions
statutes, insolvency law, corporation statutes as well as judicial and law enforcement

systems, and suggests reforms to ease debt repayment and make the legal framework more
efficacious.
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INTRODUCTION

Debt default plagues financial systems in developing countries. In most of them, it has
reached a frightening dimension that threatens the entire financial system. While other
factors may be responsible for this problem, it seems that most of these countries do not
have legal systems that facilitate debt repayment and debt recovery. Consequently, a
sustained and concerted legal system reform is needed to address the problems. While it
is difficult to generalise the causes of financial crises in these countries due to
macroeconomic differences, debt default seems to be the common factor. In Nigeria,
many banks failed within the past decade due to debt default, prompting regulators to
review the legal framework for bank lending and loan recovery. Yet, helpful as the
reforms made up to the present time may be, they seem not to be far-reaching enough.

Because debt default is a potential source of systemic risk, not only to the particular
financial system within which it occurs, but also to the entire global financial system, this
article undertakes a critical review of the existing legal framework in Nigeria for debt
recovery and suggests reforms. It also identifies the factors for debt default and debt
accumulation. These include grant of loans to incompetent borrowers, loan grants by
banks in excess of the regulatory cap on their credit exposure, forgery of returns by bank
officials to avoid regulatory sanction, undue interference of bank owners with loan
granting procedure, and granting of loans without adequate collateral security. Others
are over-valuation of security, intricate processes for perfecting security, the application
of short-term loans to long-term ventures, high interest rates, asymmetry of information
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about borrowers, wilful default by borrowers who are able to pay, fraud by bank officias,
inefficient supervision, and inefficient judicial systems.

The article argues that the existing legal framework for debt recovery has achieveq
only limited success because it fails in the main to minimise debt default through means
that are designed to facilitate and encourage debt repayment. At the same time, jt
suggests the strengthening of the recovery framework as the other edge of the sword,

Due to breach of banking regulations by the management and directors of some
banks that failed in the past decade, the article recommends stricter penal regulation and
supervision for banks and their officials. In the light of the slow judicial process that
inhibits debt recovery, it critically reviews the efforts that have been Ipade to accelerate
debt recovery and to discourage debt default. These include ’Fhe red}lc tlon.c'f mfox.‘mation
asymmetry by making information on debt defaulters readily available in the financial
system to facilitate credit rating, and denying defaulters future access to credit. Others
are the de-emphasis of real property collateral security for non-corporate loans, the
creation of self-enforcing collateral security and loan agreements, and making corporate
directors the guarantors of corporate indebtedness. While such reforms are pursued, this
article argues further that the financial systems of developing countries should
accommodate the poor of those countries who need loans for self-employment in the
primary sector. This important group does not have access to the formal sector loans
because its members do not own real property for collateral security. Therefore, this
group stands to benefit from loans guaranteed through peer monitoring and social
control. This will help to alleviate the poverty of its members and enable them to build
self-esteem.

The article focuses on Nigeria because that country has experienced bank failures
within the past decade. However, it also draws useful examples from other developing
countries, particularly in Asia, which have experienced financial crises of a dimension
that heightened the fear of possible systemic failure of the global financial system.

THE PROBLEM OF DEBT DEFAULT

Debt default has caused financial crises in many emerging economies as well as in
developing countries, and was a major factor in the banking crises of the 1980s in
countries such as Argentina, Chile, The Philippines, Thailand, Malaysia, Uruguay, and
Spain (Sundararajan et al, 1991:1). Similarly, heavy short-term fnmigntcul"rencv
indebtedness was one of the causes of the Asian financial crisis. The massive outflow of
short-term capital that followed the signs of weakness in the Asian financial svstem
caused crisis within and drove the economy into recession (Harris, 1999: 1). '

In Nigeria, bad loans, insider lending, dissipation of depositors’ funds and loan
frauds were a major cause of the insolvency of many banks between 1988 and the end of
1999. Heavy short-term borrowing at the macro level, for long-term ventures, also led to
loan defaults and precipitated demonetisation of the cconomy. Because of cross-defaults
and shortage of liquidity, the inter-bank market collapsed. By the last quarter of 1995, net
classified loans within the Nigerian financial system amounted to 187% of the equity
funds of the banks (Hutcheson, 1995). The ratio of classified loans and advances mas
have increased through the 1990s as bad loans grew in volume.
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In Nigeria, ban.ks doFr}iljate financial intermediation. For countries in this category,
the terms .‘fmanaal crisis’ and ‘banking crisis’ have been used interchangeabl;
(Gundararajan, 1?91: 2). There is financial crisis where the liabilities of a major group of
financial institutions exceed the market value of their assets, engendering bank runs
collapse of the financial institutions and government intervention. The major causes of
financial crisis include substantial non-performing loans, increasing losses and
decreasing value of mves:tment, resulting in financial system insolvency, institutional
liquidation and restructuring as well as mergers (Sundararajan, 1991: 13).

The financial system may be destabilised once depositors lose confidence in a
substantial number of banks or payment difficulties spread within the system, so that
panks inter-depend on one another. One effect is that bank customers may be unable to
meet their obligations to their creditors (Sundararajan, 1991:13). Since it becomes difficult
for bank creditors to know the value of bank loans, the loss of confidence deepens once a
pank fails within the system. The disruption of the credit system increases the cost of
intermediation (Sundararajan, 1991:13). As discussed in the next segment of this article,
the financial crisis in Nigeria follows this trend.

Factors contributing to loan default and loan accumulation

Borrowing to service short-term loans

Ioan default and loan accumulation are inevitable when short-term loans are expended
on long-term ventures. The ‘real bill doctrine’ prompts the preference of commercial
banks for short-term lending because it enables them to match their assets and liabilities.
A review of the Nigerian financial system between 1970-95 shows that most commercial
banks loans had a maturity period of three months (Central Bank of Nigeria, 1995). This
caused bank customers to borrow elsewhere at higher costs to repay existing loans in
order to have access to fresh loans (Fajingbesi, 1995: 20). The 1970-95 period shows a set
pattern that may not only be valid today but that also poses a potent danger to the

financial system.

Although short-term loans may be important to the commercial banking sector, they
are not conducive to long-term planning and development. In addition, the race to pay
back in order to access new credit runs business enterprises into more loan commitments,

as well as impairing their ability to repay existing loans.

Overvaluation of security

Borrowers, guided by the cooperation of fraudulent bank officials, sometimes over-value
the collateral securities they pledge to secure loans. This inevitably leads banks to give
loans to unqualified and unintended borrowers, with the attendant consequence that in
the event of any default, the sum the bank realises from the security is insufficient to
cover the loan. In cases of this nature, the loan guarantor’s liability usually is limited by
the loan document to specific overvalued properties, and the guarantor could not be
made personally liable in the absence of a separate memorandum of agreement. On the
face of the transaction, the parties have ‘complied” with the regulatory requirement of
securitisation, but beneath the facade of ‘compliance’ lies a harmful fraud. Cases of this
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The loophole exploited by the fraudulent parties © :
illustrated bl; the r:.as.éj of Chief gd v National Bank of Nig erm.ﬂﬂfifvg’fgﬂ rczzintvaef Agency
Limited ([1986] 3 NWLR 188, S Ct of Nigeria). Here tl'te plaintiff ba fu‘; ﬁir ecover _the
sum of money that the second defendant owed t0 it, the'repaym]f'?i " T:\VMCh g ffmt
defendant had guaranteed. The second defendant admitted LiabIity: ] e denying
liability, the first defendant argued that the loan agreement de;fpé‘fssg limited hj
guarantee to certain properties, beyond which he could not be held lia e.d_nfappea], the
Supreme Court of Nigeria held that where the guarantor pledged his Cni_l 1t for the 10_5111
repayment by depositing his property title deeds, liability attached to those properties
and not to the guarantor personally. Thus the lender was saddled with ‘bad loans’ where
the borrower was unqualified for the loan ab initio and the over-valued collatera]

securities fell short of paying the loan.

rties and the loss to the l'E'nder are

The regulatory response by the Banks and Other Financiall Institutions Decree (BOEID
1991, No 25, s 18(1)(b)) is to prohibit managers and other officers of banlfs from granting
any advance, loan or credit facility to any person except in accordance with the rules and
regulations of the bank, and on condition that they have obtained adequate collateral
security from the borrower that is deposited with the bank. In addition, the Decree
prohibits bank managers and officers from direct or indirect personal interest in advances,
loans or credit facilities that they do not disclose to the independent board of the bank
(BOFID, s 18(1)(a)). Any manager or officer who contravenes any of these requirements ‘is
guilty of an offence ... and liable on conviction to a fine of N100,000 [$1,000] or to an
imprisonment for a term of three years’. In addition, the gains or benefit (if any) derived
from the transaction are forfeit to the Federal Government (BOFID 1991, s 18(2)).

Undue influence of bank owners and insiders abuse

Undue influence of bank owners and insiders abuse in the loan granting process is
another cause of loan default. According to the Managing Director and Chief Executive
of the Nigerian Deposit Insurance Corporation, John Ebhodaghe (1995: 18), until the
1990s, most of the Government-controlled or owned banks were treated as ‘political
banks’. Where this kind of arrangement exists, loans are advanced to borrowers in
consideration for political patronage, and there is no incentive to recover such loans
because the board members are usually Government supporters and / or party members.

With some 80% of the non-performing and bad debts of liquidated banks being
anted to directors of such banks, the practice substantially accounted for their failure
(Ebhodaghe, 1995: 18). Further, banks in this category often pursue inconsistent policies,
because their board and key management staff change with the changes in the successive
governments that control them.

Insider abuse is not limited to Government-owned banks. Even in privately owned
banks, directors have granted loans to themselves in gross abuse of their positions.
Usually there is no incentive to recover the loans. This abuse caused the distress of the
four Nigerian banks liquidated by the Nigerian Deposit Insurance Corporation (NDIC)
in 1995. The problem is especially acute in that the ‘borrowers’ oftenrgre incompetent
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from the outset, and their default leaves the banks to face the prospect of unprofitable

!1tlgﬂt10‘l:l.‘ To curb. insider abuses, relevant statutes now require that, among other things,
insiders’ interest in the loan must be disclosed.

A._useful illustration of the problem is found in the cases of Federal Republic of Nigeria
v Cln istopher I Anyaegbunam ((1997) 1 FBTR 1). Here the accused was convicted by the
Failed 'Bank:s Tribunal because he stood on both sides of the loan transaction without
disclosing his interest. The charges against him were as follows:

lT]hﬂf [the a'-"FUSE‘d] «+, being a Director of Group Merchant Bank Limited, failed to disclose

[his] mterest in a two million naira (N2,000,000.00) credit facility granted to Cobik Supplies

and Tr‘admg Company Limited in which [he has] substantial share holding interest contrary

to section 11(7) of the Banks and Other Financial Institutions Decree of 1991.

T!lill: [the accused] ... being a Director of Group Merchant Bank Limited, Lagos failed to

dfscl‘ose [his] interest in a ... credit facility granted by a company, Group Merchant Bank

Limited, to Cobik Supplies and Trading Company Limited, in which [he had] substantial

share holding interest contrary to section 18(3) of the Banks and Other Financial Institutions

Decree No 29 of 1991 and punishable under section 18(9) of the same Decree.
The accused was convicted and fined N100,000 in lieu of a three-year jail term because he
had repaid the loan. However, had he been unable to repay the loan, the Tribunal had the
power to confiscate his personal assets or those of the company in which he was
substantially interested, and auction them to satisfy the indebtedness. In cases where the
value realised from the assets was inadequate to satisfy the loan, the only alternative was
imprisonment (ss 15(5) and 20(1) of the Failed Banks (Recovery of Debts) and Financial

Malpractices in Banks Decree 1994). In this situation the financial position of the lender is
obviously worsened.

Wilful default

Loan default cases abound where borrowers who are able to repay bank loans wilfully
refuse to do so. Often some bank managers have acquiesced in this unilateral repudiation
of the loan obligations (Umoh, 1994: 33). The attendant result is that by the time recovery
proceedings are initiated, so much interest has accrued that the value recoverable from
the collateral becomes grossly inadequate.

Grant of credit without collateral sccurity

Grant of credit facilities without collateral security is not only a violation of existing
regulations, but also a major cause of loan default. Defaults of this kind often involve
bank directors and managers standing on both sides of the transaction by which they
granted credit facilities to themselves or corporations in which they are interested, as well
as transactions in which they derived personal benefits.?

Information asyminetry

Information asymmetry is a frequent cause of loan default. Although the borrower has
the intention and ability to repay the loan, lenders often do not have adequate

2 For a useful example, see Federal Republic of Nigeria v Lord Chief Udensi Ifeqwon and Ors (1997) 1 FBTLR
43,
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The absence of an adequate credit information system alsio hrnu}dersr tf:e C;Ied“
decision-making process. The existing bank/customer confidentiality fes prevent Liow
of information to a central credit information system. In effect, loan defaulters are not
afraid of loss of access to future credit as well as to credit from other lenders.

Interest rate policy

High interest and inflation rates inevitably increase loan obligations a_nd cause
repayment difficulties. Between 1995 and 1998, the prime lending rate (PLR) in Nigeria
was an average 21%. As high as that rate was, the NDIC (1995: 1 at 4) believed that many
banks exceeded the lending rates they displayed in their banking halls.

Bad and doubtful loans from banks have increased in volume over the years.3 With
this bad portfolio, it is expedient for banks in distress to charge high interest rates on their
performing loans in order to make up for the income they lose on bad debts. The axiom,
then, is that bank loans become even riskier, because the risky borrowers usually are the

most willing to agree to pay high interest rates in order to avoid a formal default
(Hutcheson, 1995).

The lesson is that high nominal interest rates may be a suitable response to the high
budget deficit and high inflation that characterise the Nigerian economy as well as those
of some other developing economies, but they lead to loan default. The result is that ‘the
banking system has slowly been losing the ability to perform its primary function, which
is to mobilize savings and allocate them to the most profitable uses’ (Hutcheson, 1995)

Ineffective judicial system

The judicial process in many developing countries js painfully slow, and thus a serious
disincentive to debt recovery and debt fepayment. It takes so long to dispose of suits
albeit debt recovery suits, that the valye of an otherwise just judgment ispde o h{
Nigeria, for instance, judges take notes of proceedings in long hand, a Eqarke;:ily
unscientific process. Defendants stal] thrc;u b mocking
unnecessary adjournments, and other abuses of coyrt processes, As the I-%onorable %
Akinola Aguda, a former Chief Justice of the defunct We ;

St o onne :
Justice of Botswana, has noted (1986: 14-15):  Nigeria and a former Chief

I'have often made the point that it is no yse

singing ‘justice de]
our making deliberate efforts to correct the .

: ed is justice denied’ without
Situation. The pres B enied” withot

ent incredibly slow process of

3  For instance, the volume rose to 45% by 1993 (Umoh, 1994. 38).
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judicial administration is frightening and oppressive ... A judicial system which can permit
a simple case, for example, of wrongful termination of employment, to remain in the courts
for over five years cannot be said to be running smoothly. Whatever happens at the end of
such an aberration of court trial can hardly be said to be justice ... [W]e in this country appear
not only to be totally immune to, and unaffected by the 20th century developments in
technology all around us, but we appear satisfied to continue to live in the 19th century in so
far as both our substantive and procedural law continue to operate a system of judicial
administration which is totally and completely out-dated, for which reason it cannot enhance
any search for true justice.*

With increasing litigation, the situation is getting worse. This prompted the defunct
Federal Military Government of Nigeria to set up special tribunals to try special cases,
including debt recovery matters.

An inefficient judicial system is not limited to Nigeria, or to Africa for that matter, but
seems also to pervade the developing countries of Latin America and Eastern Europe
(Dakolias and Said, 1999). A recent World Bank survey has identified an inefficient
judiciary as one of the nightmares of foreign investors (Dakolias and Said, 1999: 1) and
noted that in a recent poll ‘more than 90% of businesses cited delay as the main problem
of the judiciary in Brazil ... [while] 66% stated that judicial uncertainty directly harmed
their business’ (Pinheiro, 1998: 2).

In a 1994 survey, 82% of merchant banks and 72% of commercial banks concluded,
from their experience, that the judicial system was inefficient in debt recovery issues. The
survey stated that ‘delays not only erode public confidence in the courts, but they also
undermine the entire system of judicial process’ (Umoh, 1994: 38). A retired Judge of the
Supreme Court of Nigeria has identified applications for amendment of pleadings and
failure to identify issues as two principal causes of delay in the judicial process. Offering
a solution, he said (Oputa, 1993):

If pleadings are properly filed and issues for determination are accurately and clearly

identified, no bank debt case will last more than a day or two. It is well known that a bulk of

the evidence in bank debt cases is documentary. With proper pleading these documents

should be admitted on both sides. If evidence is documentary and in the main not disputed,

the judge should rule out a full hearing.

Law enforcement problems

Inadequate law enforcement and corrupt practices among law enforcement agents also
encourage loan default. There are cases where law enforcement agents assisted bank
officials and borrowers who defrauded banks to escape justice. These encourage
fraudsters within and outside the banks to regard ‘bank money ... as everyone’s money
to be taken by whoever is opportuned [sic]’ (Umoh, 1994: 39).

4 The procedural history of R Ariori and Ors v Muraino Elenio and Ors (1983) 1 SCNLR 1 illustrates the

point. Here the plaintiff filed the action on 15 October 1960. Trial began in the High Court on 18
November 1964, but it was not concluded until 18 July 1974, when the court dismissed the plaintiff’s
claim. The plaintiff’s appeal succeeded at the Federal Court of Appeal (now Court of Appeal).
Consequently, the defendants appealed to the Supreme Court, which gave judgment on 21 January

1983, remanding the case for retrial more than 22 years after the action was commenced,
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Governnient ownership of banks

Government ownership of banks contributes to d.ebt d ef.au,ltt Sa r:ﬁa]ia;l:)scthgaejes;‘rl\ﬁéﬁe
most privately owned banks, available information indic 31 the Federal Governme h
owned Nigerian banks are in distress (Hutcheson, 1995). 1?’0 retsorionot e s nt
and the states are heavily indebted to these banks, and a 51gniﬂlgl W}?I(Ed B R ans
are uneconomic loans (Hutcheson, 1995). Those merchant banks 0 &5 y . eral
Government, as well as most of the commercial banks owned by the sta Ego c?)mt?p]eJI:ltS‘
that failed in the 1990s did so largely because of the debts the respecd = tn t(l) g
governments owed them. Yet the affected state governments clamoure 1n51csl Sy tor
their continued control of the failed banks (Hutcheson, 19?5)' I e hop;:* that the
privatisation program of the democratic Government of Nigeria will SOI.VE the probleins
associated with Government ownership of banks. If the ones that_ are going concerns are
privatised, and there is no restriction of secondary trading m.ﬂ:‘tEﬂ‘ shares, market forces
should go a long way to ensure managerial discipline and efficiency.

Inefficient financial system supervision

In addition to the factors discussed above, inefficient supervision of the financial §ystfem
by the monetary authorities seems to have contributed to the problems of the Nigerian
banking system. The financial system liberalisation of the last decade appears not to have

received adequate supervisory oversight, and the proliferation of banks did not result in
a corresponding increased supervisory effort.

In the late 1980s, the Nigerian Government initiated positive reforms to promote
financial market competition and more efficient financial intermediation. The Nigeria
Deposit Insurance Corporation was established in 1989, while in the early 1990s the
Central Bank of Nigeria (CBN) released new prudential guidelines for banks and the
Federal Government promulgated the Central Bank of Ni geria Decree 1991, as well as

the Banks and Other Financial Institutions Decree 1991. These provide the current legal
framework.

Despite these laudable reforms, the CBN issued banking licences to incompetent
proprietors of doubtful character. The rush for banking licences was due to a foreign
exchange policy that encouraged speculation and reckless exchange rate arbitraging
(Hutcheson, 1995). It is submitted that this lapse led to insider abuses of the loan granting
process, excessive risk taking by financial institutions, fraud and loan default, as well as

bank distress of the magnitude that occurred in Nigeria. The nature of most of the loan
defaults makes this conclusion inevitable (see, eg, The

Federal Republic of Nigeria v Lord
Chief Udensi Ifegwu and Ors, above), P f Nigerias

Debt default and bank failure

Within the past decade, many Nigerian banks have f

ailed. In the thi 1995
alone, the Central Bank of Nigeria declared 17 Nige e third quarter of

) L \ ; rian banks distressed and, jointly
with the Nigeria Deposit Insurance Corporation (NDIC), assumed their control and

management (NDIC, 1995: 12). The shareholders of the distressed banks had 30 davs to

recapitalise the banks. At the same time, the CBN initiated action to sel] six other state
government-owned banks. These and other simjlar banks were later sold
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By the end of 1995, the Managing Director/Chief Executive of the NDIC reported
that:
... fifty-seven commercial and merchant banks were severely distressed and the prospect of
reviving them [was] gloomy ... In these banks, N47.9 billion or 24.6 percent of the entire
banking system'’s total deposits were ... locked up. The total assets of these banks stood at
N68.5 billion and accounted for 18.3 percent of the assets of all banks [Ebhodaghe, 1995: 15~

16].
While the insurance fund risk exposure to these banks was N30.6 billion, the Deposit

Insurance Fund (DIF) was only N6 billion (Ebhodaghe, 1995). Nigeria was faced with
bank failure.

The NDIC identified some factors as responsible for the failure of these banks. They
included the downturn of the Nigerian economy, policies that inhibited banks from
adapting to changing market conditions associated with the financial market
deregulation, capital inadequacy, poor management of the banks, and the bank owners’
undue interference in the loan granting process (Ebhodaghe, 1995: 15-17). Poor
management of these banks resulted in excessive risk-taking, inefficient administration
of loan portfolios, poor credit policies or failure to execute existing good credit policies,
weak internal control systems, ‘overly aggressive growth policies, interest rate
speculation, as well as other poor judgments’ (Ebhodaghe, 1995: 17).

Many borrowers in Nigeria — private, corporate governmental defaulted in their loan
servicing and repayment obligations. In addition to the default factors discussed in the
first segment of this part, the adverse economic condition in the country since the 1980s
gave impetus to the distress of the financial system. Inflation reached double digits, the
local currency depreciated in value, fiscal deficit as well as external debts increased, the
depreciating value of the local currency drove up manufacturing foreign input costs and
led to domestic capacity under-utilisation, the unemployment level rose and the growth
rate fell. Consequently, borrowers, especially the corporate ones, began a continuing
thread of loans and advances obligation default (Ebhodaghe, 1995: 16). In the process,
many good loans became delinquent. While this trend continued, many of the banks
were undercapitalised. Had they been adequately capitalised, they probably would have
been able to absorb abnormal losses not covered by current earnings and regained

equilibrium. However, a huge portfolio of non-performing loans eroded their inadequate
capital base (Ebhodaghe, 1995: 17

Implications of bank failures for the economy

Systemic failure of the financial system is the most potent adverse consequence of bank
failure. In a depressed economy like that of Nigeria, the likelihood assumes a very
dangerous dimension. As bank runs spread, the survival of the healthy ones is
threatened (Ebhodaghe, 1995: 25).

The Nigerian experience is a vicious circular recurrence of some of the factors that led
to the failure of 21 out of the 24 indigenous banks between 1929 and 1952. The factors
included reckless mismanagement of the depositors’ funds, politicisation of loans and
advances, and the refusal of borrowers to honour their loan obligations, even though
they had the means to do so (Ebhodaghe, 1995: 21). Within the past decade, banks have
suffered board and management insider abuse, ‘empire building’, reckless interest and

55



5 ! i
lownal of Commonivealth T aned Togal Kebiieabion

U\rtm'“m\ Vol ‘"l‘“llil!llltl:l!‘. s |lll!|”|'|'l*“'-”| il ||,-||||-n i I\'IJ” il hllliHuHH 1l l[lmm”jjw.
HARROWer ecanse of inmbcdor b, b fldly o T e
.I QN Al aw pranted i e ol repgiltone enun il O hendagebi, 110157 97
Fhe wpeed aind vutagton ol tathre orode pobilic confidimee I e bk g ity Thiy
h‘.hln o ||t‘l1|lﬂll'li'mlh i o e e VY, bivinlonn ulilll ru llllH“Hn fistsitfin il Ly fi!."!,
treaviey bl and toretyy curencten. A to i i capttal gt g, I‘J'J';,f;;_;).

AU mactoeconomic level, bank (il e e iten e Dotion e of Do,
Bank doans da not How 10 the el mectonr ol thee ccomomy The R falls wafyifi
nemployient and pedees e Thin e P enlaely devastioling 1o ey,
counties Hike Nigerio, where proverty s cteand abont 6% ol e work feneeio ey
i the primary secton,

Theability o hanks 1o grant new foams i also it i, they ond 0 give ooy
teroy foans and advances (o fimanee foredypgn ese by procchase o well s commegee, 'f
pProductivesecton, sach as nianiia Ly andaggtenttoee ncrowled oul e, i
eeanonmy continues down theslape of depaesnton (Ehaddagghe, 199525 Werse shifl js ()
Phghe ot the poor, who cannot obtain bank Toans becimmse ey have no el Uty fij
secure then Bank tallore also diseoptn the payment and setllenents wyaten
Pampens the tntermediation vole of banke, Banks e coame (o Taneton cllvetively i )
role as the vital link between the real and the fnancinl secton, When e oldes| Inhigenions
bank, the National Bank of Nigeria, alled T 1990, thin wiiter wir one of (e Hsloneys
led by that Gailure to defaalt in thetr-abligations to e ather sectoms of e cconamy, e
published Tistof the failed bank's major deltom showed that most of e werne
politicians and party members ol the stade governments al owned e binbe,

Lastly, bank failures often lock up oftahore funds, and ulthmately may renall in (el
loss, This drives off foreign investment and resulis in capltal Hight, AL the very feasd,
forcigners who must do business In the country e foredgn bankss, ‘The Askan finand al
crisis aptly illustrates this rend, The relevant povernments, o furtherance of Hhels
national development policies, ‘saddled thele bandas with tnece monmdeal loany’, Vorelgn
investors gave much eredit o Astan Ginanclal Institations becatme of (e prevailing high
interest rate, as well as the beliel that governments biscked thelr hank deporitin, Onee (he
weakness of the financlal institutions became obvioas, 1he forelpn lnvestors pulled oul i
droves and precipitated the ervisis (Hicheengreen, 1990: 1159 n),

THE LEGAL FRAMEWORK FOR DEBT RICOVIRY

The ]:'Hi'l' reSpPONSes lo debt recovery Inelude Ihllllii”j’. ”'H”IH”'II'I'I, the creatlon aned
foreclosure of collateral securities, recovery through judicial procecdings an well a
alternative special judicial tribunalys, the application o insolvency Taw, contracl
enforcement, and the corporate limited liability dovice, A critical appradsal of hese
responses is necessary because debt defoult continuey 1o plagae the (inancial pysilem, The
analysis that follows evaluates the responses wilh o view o nagpestod reformn,
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Oladele: Towards an Efficacious Legal Framowaork for Deb Recovery

Banking reform

In the light of the financial liberalisation of Nigeria in the late 19808, (he Banking As
1969 became obsolete. The then Federal Milita ry Government of [I],[*’RN ;ullaliv.::;}l{d' :Enf
thus enacted the current legal framework for the regulation of banks m:cl Gtk ”“,l” ”'}
institutions. Two related Decrees, the Central Bank of Nigerin Decree (CBN l)c*(-m:‘; I,‘ MI
the Banks and Other Financial Institutions Decreo (BONID), seck (o ensure (he ",'wl.l,l.“”
safety and soundness of the (inancial syslem, ' e

Among other things, lIu; CBN Decree charges the Central Bank (CBN) with the
promotion of a sound financial system and monetary slability in Nigeria, Consequently,
it supervises banks and other financial institutions. Both the CBN )Uu(‘rl_'(! and H(.JI*‘II;
seek to ensure sound banking practices, a high slandard of conduct by bank
management, to curtail excessive 1-iﬁk~l‘ﬂking by banks, as well as to reduce the growing
non-performing debt portfolio of banks. In the exercise of its power (o make mjmuslur;:
and banking policy, the CBN prescribes the minimum paid-up capital as woll as the rigk-
weighted capital ratio for banks in order to limit their excessive risk-taking (CBN Decree,
s 39). In addition, it may by circular require banks lo maintain cash reserves, specified
liquid assets, special deposits, and stabilisation sceurities. The CBN may, at ils discretion,
categorise the reserves according to the periodic deposit liability of cach bank (CBN
Decree, s39(2)(3)). For these purposes, it may require periodic “rue and correcl
statement[s] showing the position of the deposit liability of the bank’ (CBN Decree,
5 39(3)) as well as a statement, within a reasonable lime, of due compliance by the bank
with the cash reserves, special deposits, liquid assets, and stabilisation securitics
requirement (BOFID, s 15(5)). Whenever the capital funds of any bank, in relation to all its
assets and liabilities as stipulated by the CBN, are impaired by losses, the CBN may
revoke its licence (BOFID, s 14). The CBN also has the power to cap the aggregate amount
of loans, advances, and discounts which banks may grant, as well as the total volume of
such that may be outstanding at any time. The lending bank must submit to the CBN for
approval applications for loans that exceed certain limits (CBN Decree, s 39(5)).

The BOFID defines the concept of related parties in order to limit a bank’s tolal credit
exposure to a single party (s 20(1)(a)). No bank shall without the written permission of
the CBN, ‘grant to any person any advance, loan or credit facility or give any financial
guarantee or incur liability on behalf of any person” the total value of which shall exceed
20%, or in the case of a merchant bank 50% of the sharcholders fund unimpaired by
losses (s 20(1)(a)). It is surprising, however, that the BOFID defines related parties as “...
any subsidiaries or associates of a body corporate’. The Decree, for reasons hard to
understand, leaves out parties who are related to natural persons. It is submitled that
banks may exploit this omission to make excessive loans to natural persons. It is high
time the gap was filled.

In order to secure compliance with these provisions, the CBN may prohibit a
defaulting bank from granting new loans and from undertaking new investments until
the defaulter complies. In addition, the defaulter is liable on conviction to a fine of
N500,000 (US$5,000) for every month during which the default continues (BOFID,
s 39(7)). Any bank that furnishes false information to the CBN is liable on conviction to a
minimum fine of N100,000 (US$1,000) in the first instance, and to a fine of N200,000
(US$2,000) for every subsequent violation (BOFID, s 39(8)). Officials who grant loans in
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Violation of these provisions are liable on conviction to a fine of Nloo_fqOO (US51,000) or 4
Imprisonment for a term of three years (BOFID, s 18(2)). These provisions are a cause f,
concem. Considering the risk factor of loans granted in excess of the CBN limit, and ¢,
tatal damage they can cause the lending bank before regulators detect them, it i
submitted that prison terms of the offending officer be without the option of fine, ang
that the fine liability of the bank be made stiffer.

_ The CBN has extensive powers for the promotion of ‘monetary stabil-l’ry and a soung
financial system in Nigeria’ (CBN Decree, s 2(c)). Therefore, it may compile and circulate
to all banks the list of all bad debtors discovered by its bank examiners (CBN Decree,
$52)). This important power should be broadened to enable banks to exchange timely
information with one another so as to bar loan defaulters from access to future credit.
Banks should be able to exchange information on loan portfolios of borrowers generally
in order to make an informed judgment of pending credit facilities.

In order to curb insider abuse, the BOFID prohibits the undisclosed direct or indirect
interest of bank managers in the advances, loans or other credit facilities the bank grants.
The interested party must disclose the nature of his interest to the board of directors of the
lending bank as soon as that interest arises (CBN Decree, s 18(1)(a)). No disclosure is
necessary where the interest of the party is less than 5% of the shareholding in the
borrowing company (CBN Decree, s 18(3)). Any manager who contravenes these
provisions is guilty of an offence, and on conviction liable to a fine of N100,000

(US$1,000). In addition, any gains or benefits derived from the transaction are forfeit to
the Federal Government.

In all the transactions that require disclosure of interest, the board of the bank has the
discretion to determine the materiality of the interest disclosed (CBN Decree, s 18(3)). In
the light of this, the real likelihood of abuse is by the board itself, particularly the board of
a close corporation (private limited liability) bank.5 No matter the penalty statutes
prescribe for such an abuse, it seems better to require borrowers to seek loans elsewhere,
or to obtain the approval of the CBN after a full disclosure of the facts of the transaction.

The BOFID further provides that a bank shall not, without the approval of the CBN,
grant unsecured advances, loans or other unsecured credit facilities in excess of N50,000
(USS500) to its directors or any firm, partnership or company in which any of the
directors is interested. Advances to any employee of the bank must not exceed one-year
emoluments (BOFID, s 20(2)). If a bank breaches this provision, all its directors are liable
jointly and severally to indemnify the bank against consequential losses (BOFID, s 20(6)).

In 1994, the Federal Government enacted the Failed Banks (Recovery of Debts) and
Finandal Malpractices in Banks Decree (1994, No 18, hereinafter referred to as Failed
Banks Decree) in response to the endemic debt problem that plagued the Nigerian
financial system. Among other things, the Decree penalises the grant or approval by
banks of unsecured and inadequately secured loans, loans granted in excess of the
statutory limit or in breach of regulatory procedures, as well as loan frauds. A bank
director, manager, officer or employee is criminally liable to up to five years'
imprisonment as well as forfeiture of all his or her assets, if he or she ‘knowingly,

5  See Faderal Republic of Nigeria v Lord Chief Udensi Ifegton and Ors (1997) 1 FBTLR 43.
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recklessly, negligently, willtully or otherwise’” grants or approves, as the case may be, a
joan ot other credil Tacility Lo any person: ;

(1) without adequate security or collateral, contrary Lo Ihe aceepled practice or the bank’s

repulations, or '

(i) wilth no secarity or collateral where such securily or collateral is normally required in

aecordance with the bank's regulations, or

(i) witha defective seeurily or collateral, or

(iv) wilh}ml |u'|'l'.|.'-.l‘li|11',; through his negligence or otherwise, a security or collateral

oblained ., [Failed Banks Decree, s 19(1)(a)],
Such persons are equally liable for loans granted or approved in excess of statutory
limits, as well as in contravention of regulatory procedure, whether they received
grnluilivs for the grant or approval, or recklessly waived interest or principal repayment
where the borrower is able Lo pay (Failed Banks Decree, s 19(1)(a)).

Considering the importance atlached by statute to the adequacy of collateral
securilics, it is important to stipulate by statute the use of independent appraisers and
appraisal standards to be cerlified by the CBN. This will establish clear rules and check
the inflation of real estate values by borrowers and bank insiders in order to secure higher
loans.

The judicial process and alternative tribunals

In response to the slow functioning of the Nigerian judicial system, s 1 of the Failed Banks
Decree established the Failed Banks (Recovery of Debts) and Financial Malpractices in
Banks Tribunal (Failed Banks Tribunal) in 1994. In May 1999, the Tribunals (Certain
Consequential Amendments, Etc) Decree (s 2) transferred the Tribunal’s jurisdiction to the
Federal High Court (FHC). The FHC is empowered to recover all the debts owed by
individuals or corporate entities that arose in the ordinary course of business and remain
outstanding on the date the bank is closed or declared failed by the CBN (1999, No 62,
s 3(1)(a)). The FHC hasjurisdiction to recover such debts ‘notwithstanding anything to the
contrary inany law, deed, agreement or memorandum of understanding’ (1999, No 62,59).

The receiver or liquidator of the failed bank must apply to the FHC for the recovery
of the debt. Where the bank has no such receiver or liquidator, a person authorised by the
CBN or the Nigeria Deposit Insurance Corporation brings the application before the
FHC. Section 12 of the Failed Banks Decree then provides that if the debtor admits the
indebtedness, the FHC shall give him or her 30 days to pay the principal and whatever
interest has accrued. If this is done, the FHC issues a clearance certificate, and releases all
the properties as well as documents pledged as security for the loan. If at the debtor’s
option the issue is tried, and the FHC finds him or her liable, he or she must pay the debt
as well as the accrued interest within the time specified by the FHC. Otherwise, the FHC
levies execution on the debtor’s properties and sells them through the receiver or
liquidator of the bank to satisfy the debt obligation and the expenses that the receiver or
liquidator incurred in the recovery action (ss 13-15(5)(a)).

Section 15(5)(b) of the Failed Banks Decree provides that where the debtor is a body
corporate, a partnership or other association of individuals, the FHC may levy execution
on and sell its property even if the Companies and Allied Matters Act (Laws of the
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tatute provides otherwise, Jf

Federation of Nigeria (1990: Cap 59)) or any other relevant sthe FHC may impound ang

the sum realised from the sale does not discharge the de}}:f,r officers to discharge the
sell the personal properties of the directors .and othe to a company, the FHC Mmay
outstanding portion (1999, No 62, s 7). However, in relatllorl for a specific purpose and
exercise the latter power only if the company took tlr}e oarn different purpose (see also
with the intention to defraud the lender, expended it on a Lsumed that the statute ig
Laws of the Federation of Nigeria (1990: Cap 59, s 290). It is t]il;grship g —
silent on the applicability of the latter condition to a par e the guarantors of theiy
individuals since the partners and officers, as the case may }:.re, 2l £ default impose the
indebtedness. Consequently, the FHC may in all situations O

association’s liability on them.

Under s 7 of the Failed Banks Decree, in a debt recovery suit, once af’igﬁ:iﬁ;;e :1&11}1
is made out against the borrower, the FHC may order the preserv at.lol?lo 2 on?zi c{; - erts
properties. A natural person borrower who violates the order is lia (; Dﬂgn e bndo
between two and five years” imprisonment without t}ne option o fath e. ody
corporate in breach is liable to a fine of a sum equal to twice the value of the property in
question, or N100,000 (US$1,000), whichever is the greater. A fraud.ulex}t cogcea]ment by
the debtor of his or her identity in order to avoid repayment obligations is an offence
punishable with a three- to five-year jail term (s 19(2)).

Where the security the debtor pledged to the bank is inadequate, or none was
pledged, or the bank cannot find the debtor, the FHC must hold liable to repay the
outstanding loan the directors, partners, shareholders, managers, officers and other
employees of the bank. In order to escape liability, the latter must prove that they never
consented to the grant of the loan (s 16). The FHC has power to try any director, manager,
officer or employee of any bank for granting loans, advances or any other credit facility,
giving guarantees or any financial accommodation that violates the BOFID, the CBN
Decree, the Nigeria Deposit Insurance Corporation Decree (1988, No 22) or the Failed
Banks Decree. Here the prosecution must prove that the act was done ‘knowingly,
recklessly, negligently, willfully, or otherwise’ (s 3(1)(b) and (c)).

In addition to the issues and offences above, the FHC also has
other offences relating to the business or
(s 3(1)(d)). This omnibus provision se
recovery of all debts granted in violation of bank regulations
bank is a going concern.

Lastly, the FHC may lift the veil of a corporate debtor to subject its members, directors
or officers to joint or several liabilities for the corporate debt (s 33)(b)). If a cc;mpany is
guilty of any crime under the Failed Banks Decree, the director, Manager, secretary or
other person who acted for the entity in the criminal transaction, or who aid’ed or abetted

the commission of the crime, is liable to 2 jail term as wel] ag to the forfeiture of their
personal assets.

Insolvency law

Bankruptcy proceedings are rare in Nigeria even though the B

; : a s bee
the statute book since 1979. The Primary reason for this coy| o s et

d be the absence of formal
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credit financing for purchases of goods and services, since

cash, or by way of ?nformal credit based on a personal relationship b .
the purchaser. While the social stigma of bankruptcy and peer grgupe x:;r:;i‘; Zelljlfg\ail;d
ride

the debtor with the incentive to pay, the slow judicial syste
why creditors as well as debtors rarely file for bankrupt}cy. m could be an added reason

| The Bankruptcy Act d?iﬂs with proceedings \\f}}ere a na_:tu;l-al person or a partnershi
is the debtor. It seems, however, that where the receiver or liquidator of a failed bank

the person or p'artnership for a debt owed to a failed bank, the Failed Bank; Desclies
applies, ‘[nJotwithstanding anything to the contrary in any law, deed, agreement (e)i
memorandum of understanding’ (Failed Banks Decree, s 3(1) and 9). If, in violation of the
FHC judgment, the debtor fails to pay the debt within 30 days, the receiver or liquidator
of the failed bank has the power to sell the debtor’s properties in satisfaction of the d(ebt
The question then is: can the debtor file for bankruptcy concerning the debt or that
portion of the debt which the receiver or liquidator could not recover from the sale of the
debtor’s assets? If so, the debtor should then be able ‘to make a proposal for a
composition in satisfaction of [their] debts or a proposal for a scheme of arrangement of
[their] affairs” to the bank by virtue of s 18(1) of the Bankruptcy Act. However, in the light
of the seemingly absolute power of the receiver or liquidator of a failed bank to sell the
debtor’s property in satisfaction of the debt, the debtor may have been deprived of the
options of composition or arrangement with the failed bank. While that may be
necessary in the case of fraudulent borrowers, it is submitted that other debtors who
genuinely are unable to pay the failed bank should have these options. Where the bank is
a going concern, the debtor may propose to the bank a compromise or a scheme of
arrangement towards the repayment of the debt and the management of his or her
affairs. The bank should explore that possibility since it enhances its chances of
recovering the outstanding indebtedness. It also offers a debtor who genuinely is unable
to repay a debt on schedule a new ‘lease of life’.

The Failed Banks Decree deals extensively with the recovery of the debts owed to a
failed bank. It also may be said to deal with the recovery of debts owed to a bank that is
a going concern arising from the grant of credit facilities in violation of bank regulations.
The corporate insolvency provisions of the Companies and Allied Matters Act 1990
(CAMA) also provide other corporate debt recovery procedures. A creditor of a
company is entitled to realise any security the company gives according to the terms of
the loan document if the latter defaults on the payment of the principal, premium or
interest, or fails to perform any other obligation of the loan (CAMA, s 208(1)(a) and (b)).
Once the right accrues, the creditor may appoint a receiver of any asset subject to a
mortgage or security given by the borrower (CAMA, s 209(1)). The receiver may, subject
to the terms of the loan document, sue the company in a representative capacity to
recover the loan or enforce the security, and may realise the security through foreclosure
or through a winding-up suit (CAMA, s 209(2)). Further, the receiver is entitled to take
possession of the secured properties. Where, according to the terms of the loan
document, the receiver is appointed in relation to the whole or most of the assets of the
company, he or she, as well as the manager, may manage the affairs of the company to the
exclusion of its board of directors (CAMA, s 393(1) and (3)).

As an improvement upon this procedure, the law should permit debtors who are
willing to repay to reach an agreement with the creditor. This agreement may suspend

most purchases are made in
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» debtor to consolidate unde
repayment for a period of time in order o ﬂr”()w ﬂ(]L (g:’::] J:knrln Initiative ;:‘1:\:1:!]1u
management and supervision of the creditor. The In 0;1”.1; Loiahi ARBNGEE) coten u@,
a helpful example (Schreiber, 1999). In the wake 01 troduced by statute the Jak -
Indonesian Government, banks and other institutions lr;-rl o B :]"Ea
Initiative in order to give creditors and debtors Itht‘. l?lliﬂf:l donc%i’l'{ rivate so cbt
obligations. The Initiative was to stimulate the revival of l"L]’.nuur!' ;‘,c‘lﬂcﬁwn{t ol?tddm
(Schreiber, 1999: 373-74). The framework encourages ”L-{HZ ll]:1rou ri*n Biaand e )L'bt
matters, as well as the possibility of corporale ruslrucum.n;[ a riz-ct;vc} Hl-he I'ICLFUf
experienced financial advisers. In order to Sliﬂll.l]flllc the d(.: 710T 51 e ()}?k- rPﬂf llles
may also suspend the debtor’s repayment nblignlmn,r Ernwdc in {Br{ 1‘*\;} ’ lng? capital
for the business of the debtor (Schreiber, 1999: 376). The debtor szrsta I“" cg&t Df. the
restructuring and presents to the creditor a business and debt repayment plan ( chreiber,
1999: 377).

Creation and realisation of collateral securities

In Nigeria as well as in some other developing countries, real property is a major security,
The Nigerian Land Use Act 1990 (LUA) vests all urban lands within each state in the
governor of that state to be held on trust for the people, and vests the control and
management of all other lands in the local government of the jurisdiction where the land
is situated. The governor may under s 5(1) of the Act grant to all applicants and for all
purposes statutory rights of occupancy in respect of all the urban lands in the state,
Further, s 6(1) authorises the local government to grant customary rights of occupancy to
all applicants in respect of all other lands. The grants are contained in certificates of
occupancy. These certificates are title documents that banks favour as evidence of real
estate collateral security. The land registry of each of the 36 states in the Federation
registers these certificates before it issues them to the holders, as ss 4 and 48 of the LUA

provide. The registry also registers them as collateral security for loans. However, the
borrower must obtain the consent of the relevant gove

] : rnor in order to mortgage, assign
or otherwise transfer the possession of the real property subject matter of the certificate of
occupancy (LUA, ss 21 and 22).

As mentioned earlier, banking legislation generally obliges banks to grant loans
subject to collateral security. In addition, the registration of the security also should give
creditors access to information about the borrower, the existing encumbrances (if any) on
the property, as well as priority of the creditor’s interest. It also ought to enable the
creditor to verify the borrower’s title and assess his or her CI‘Cdifwortijnesq (Cranston,
13: (77, Lespite e consequential advantages of collateral securit ‘it h':s ineen
observed that a heavy reliance on it often leads the creditor to hafdeamat lY! ‘1ise e
loan. In addition, the depreciation of the collaterg] value has c1u:]ed‘ t(le ng[:tm s of a
number of banks (Cranston, 1995: 779). A further problem isk th(*lt‘t] dlf is (;ef .r -
estate collateral security deprives many in developing countrie tf he demand 10 %
since they cannot furnish such collateral dye to poverty, S Of access to bank credil,

The problem of a slow judicial process wag Ao R, :
provid i'ng for “fast-track’ trials in thepFl-lC for C?CE?:ESO?E};’L:‘VE; 1{;0:11;1‘ has 1:espt?!1d¥$i;;ii
bank. Since the FHC also ha's the-polwer to try other deby ol 61 1‘(_ 1cr.ec?1lnr is a itlﬂl
the law should set a short time limit for the disposal of Cry cases, it is submitted th 1

Posal of such cages. In addition, where the
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creditor is a bank that is a going concern, the law should allow in lo

. e o an agreements extra-
judicial security realisation clauses under & ts exira

. . the supervision of an accredited judicial officer,
In some dvvolnpmg cpunlrws such nsrl‘nfiolnesm, India and Malaysia, creditors also
lake ‘possessory security” to grant loans. This involves taking possession of the goods
and pcrsonnl properties the borrower pledged for the loan, and releasing them ?;n the
latter porimiicnlly according, to the terms of the loan agreement. Developing countries
could use the ‘possessory security” device as an alternative to real property collateral for
loans to natural persons, whether they be individuals or groups, who do not have real
sroperty but do have viable business pursuits. Another useful device is group lending
coupled with peer monitoring, similar to that operated by the Grameen Bank of
B;lngladush. Dr Muhammed Yunus established the Grammen Bank of Bangladesh in
1993. The Bank gives loans to the rural poor, particularly women, on liberal terms that
exclude collaterisation. The loan beneficiaries, who are in small groups, undertake to
guarantec the loans given by the Bank to the members of the group, as well as to monitor
the latter’s activities (Khandker and Khan, 1995: ix). The Bank has set guidelines of
activities, as well as a code of conduct for the borrowers. It offers them organisational
support to enable them to use their funds efficiently and productively (Khandker and
Khan, 1995: ix). It gives individual as well as group loans. Individuals must repay their
loans within one year. These loans enable the recipients to generate income, attain better
living standards and build self-esteem. Within a decade of its establishment, the Bank
provided the funding and technical support needs of half of rural Bangladesh (Khandker
and Khan, 1995: ix). It now gives technology loans and housing loans. The Grameen
Bank consistently has more than a 90% loan recovery rate, which is one of the highest
among development finance institutions that provide rural credit (Khandker and Khan,
1995: ix). The loan recovery success of the Bank is due to peer monitoring that facilitates
the flow of adequate information, and relatively easy and reliable risk evaluation, which
limits default. The loan beneficiaries operate within a framework of group social control
that persuades them to be prudent and compliant. Generally, the fear of denial of access
to credit and the social stigma of default give the borrowers the incentive to repay loans.
This approach is one that Nigeria would do well to consider emulating.

Corporate debt obligations

The principle of limited liability has in some situations served as a disincentive to pay
corporate debts. This is because, traditionally, the corporation is the guarantor of its
indebtedness, and the shareholders are liable only to the limit of the value of their shares.
Because of the likelihood of management overreaching, which may dissipate the assets
of the company, creditors may require directors to provide, by self-enforcing contractual
undertakings, additional guarantees for the company’s debts. This, coupled with all the
safeguards in company statutes, should encourage prudent and efficient management.

In addition to the safeguards above, the creditor should monitor the performance of
the borrower during the duration of the loan. The creditor may require in the loan
contract periodic reports on the financial health of the borrower, failing which certain
penalty measures will be taken against the borrower. The penalty measures may include
the suspension of further credit (Cranston, 1995: 777). Some creditors, especially banks,
may elect to have a representative on the board of the borrower. Others may elect not to
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for fear of being tainted if the borrower becomes insolvent, or because they cannot af forg

the manpower required (Cranston, 1995: 777)-

TOWARDS MORE REFORMS

The legal framework for debt recovery continues to develop because debt default factorg

are dynamic. It seems that most of the most significant reforms so farare cx piost recover

procedures after the damage is done. However, key elements qf l].w reforms also shoy|q
address the problem ex ante. Because it is important to minimize dch dtrfault,‘if its
elimination proves intractable, ongoing and future reforms should seek first to facilitate

debt repayment, and residually to penalise default.

The following areas deserve constructive and concerted attention.

Enforcement of banking regulations and monitoring of bank of ficials

duties. It also is necessary to supervise the
her developing countries, bank statutes are
abuse of loan granting procedures,
anking regulations. The central
of banks, as well as penalising

Bank supervisors must be diligent in their
supervisors. In Nigeria as well as in some ot
extensive. However, there still are cases of insider
loan frauds and the grant of loans in violation of other b
monetary authorities should ensure diligent supervision
breaches of prudential guidelines and statutes timeously.
The consequence of loan default should provide an incentive to repay. Borrowers
who know that any default will likely lose them access to future credit are likely to strive
to repay the loan. The central monetary authority should circulate among banks a list of
bad debtors. In addition, banks should also circulate among themselves information
about debtors. Prospective borrowers should be made to waive in writing bank/
customer confidentiality in order to enable banks to exchange information about them
and to publish their names in the event of default. Banks should require borrowers to
disclose their total loan exposure. They should also use credit agencies, who by law
should have unlimited access to information relating to borrowers’ creditworthiness.

Debts by corporations inevitably will require collateral security of some sort
Therefore, in order to ensure proper valuation of collateral securities, the monetary
authorities should provide standard appraisal and valuation measures and license the
appraisers. This will provide banks with clear rules and compliance mechanisms.
Further, members of the management team, as well as the directors, particularly of close
corporation or private limited liability banks, should be made to seek loans outside the
corporation, or be compelled to obtain the approval of the Central Bank for internal loans
after they have disclosed all the material facts of the transaction.

Privatisation of Government-owned banks

Government—owned. c'cm}merc.lal and merchant banks should be privatised without
exception. Market discipline will engender efficient management and rid these banks of
uneconomic loans.
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De-emphasise real property collateral security

1n order to alleviate poverty through primary s

should adopt the individual angl ;.Dup 1}; nilciifg c;e\;c:icgm?nt, developing countries
Bangladesh. This system is most suited to non—corpor}e:ﬁt)n ]e?"[djlﬂ;le E;’mneen Bank of
this ‘sys_tem are not guaranteed by real property collateral Sgéuﬂansbglven under
monitoring and Sf’mfﬂ control, whereby the larger group is held aCCOun?rbj ut by peer
each borrower m@ﬂun the group and ensure repayment of the loan. In E;h e tlo monitor
possessory secutity may be used where practicable. The financial 5 s’neme ;tinahve’
towards de-emphasising real property collateral security in order to aljlleviatestho d lean
of the people tl.n'ough a scheme that encourages self-employment. Develo rip OtVerty
poverty alleviation are of the utmost importance, especially to developing couli'ttrien antﬁ
a high rate of unemployment. Therefore, these countries should promote a bm
system that also offers rural credit based on peer monitoring and social control d

Judicial system reform

The judicial system should be reformed to facilitate the quick dispatch of cases and the
overall administration of justice. Borrowers faced with the possibility of a quick
attachment and sale of their property, and erring management faced with certain and
swift prosecution, are likely to take their obligations seriously. An efficient judicial
system should facilitate the prompt determination of the contractual rights of the parties
in disputes generally, and particularly where the parties have a self-enforcing agreement.

Review of insolvency law and proceedings

Where a borrower is genuinely unable to repay, insolvency law should encourage debt
restructuring. The Jakarta Initiative provides a model of corporate and debt restructuring
that involves the creditor and the borrower in a cooperation that revitalises the
borrower’s business. While the borrower presents a business and repayment plan and
bears the cost of restructuring, the lender provides interim working capital and suspends

debt repayment for an agreed period.

Easing the burden of collateral realisation

Self-enforcing agreements and a speedy judicial process go a long way to easing the
burden of collateral realisation. While lawyers take great pains to draft and execute the
agreements, the debtor may be protected from the enforcement process !J)f t::-n.sunng that
the creditor effects the realisation under the supervision of an accredited judicial qfﬁfer. It
is important that the court does not allow technical terms to defeat the parties real

intention.

Review of corporate limited liability

rs of corporate indebtedness goes along

Making directors and management the guaranto :
aching. This contractual

a way towards ensuring probity and preventing financial overre
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device should be broadened to impose additional liability for the corporate deby o

controlling persons.
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