
 

 

BANK PERFORMANCE AND CREDIT RISK MANAGEMENT 
 
 
 
 

 
 

BY  
 
 
 
 
 
 
 
 

NWACHUKWU JACINTA CHIEMEKA 

B.SC ACCOUNTING 

REG NO:20054494708 

 

 
 
 
 
 

A THESIS SUBMITTED TO THE POST GRADUATE SCHOOL, 
FEDERAL UNIVERSITY OF TECHNOLOGY OWERRI, 

 
 

IN PARTIAL FULFILMENT OF THE REQUIREMENT FOR 
THE AWARD OF THE DEGREE OF MASTER OF SCIENCE 

(M.SC.) IN FINANCIAL MANAGEMENT TECHNOLOGY  
 

OCTOBER, 2014 
 
 
 
 

 

 
Bank performance and credit risk management.By Nwachukwu, J.C.(2014) is licensed under a Creative 
Commons Attribution-NonCommercial-NoDerivatives 4.0 International License. 



 

ii 

 

 

 

 

 

© FUTO, 2014. 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

iii 

 

 

 

CERTIFICATION 

 

This is to certify that this thesis was done by NwachukwuJacinta Chiemeka, Reg. 

No. 20054494708of the Departmentof Management Technology, Federal 

University of Technology,Owerri. 

 

 

____________________________                 ____________ 

Dr. T.O. EBIRINGA                                              Date 

(Supervisor) 

 

 

___________________                                 _____________ 

Dr. M. N. OKOLIDate 

(Head of Department) 

 

 

___________________                                  _____________ 

PROF. S.M. NZOTTA                                              Date 

(Dean SMAT) 

 

 

___________________                                  _____________ 

PROF. K. B. OYOHDate 

(Dean PGS) 

 

 

 

___________________                                   _____________ 

EXTERNAL EXAMINER                                       Date 

 

 



 

iv 

 

 

DEDICATION 

 
  

This study is dedicated to God Almighty for his mercies towardsme and to my 

mother, Ugoeze Veronica Egwimwhose prayerssaw me to the end of this study. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

v 

 

ACKNOWLEDGEMENT 

 

To God be the Glory, for great things He has done for me, who through His infinite 

merciessustained me during my studies.  I am saying thank you Lord. 
 

My profound gratitude goes to my Supervisor, Dr. T.O. Ebiringa, for his splendid 

direction and for his kindness infurnishing mewith useful informationrelevant in this 

research.  His special encouragement, suggestion and advice gave me the strength that 

saw me through to the end of this work. 
 

My sincere thanks go to Dr. M. N. Okoli, HOD Management TechnologyDepartment, 

for his immense advice and Prof. N.C. Nwaezeaku.  I wish also to thankDr. L. 

E.AkujobiDr. E.E. Chigbu, Prof. G. E. Nworuh, Dr.A.B.C. Akujobi, Prof.S. M. 

Nzotta,and others for their valued contributions towards the successful completionof my 

study. 
 

I am greatlyindebted to my husband, Barr. A. I. Nwachukwu forhis love and high 

Degree of understanding throughout the duration of this study.  Finally, I thank my 

brother, Rev, Fr, SteveEgwim for his prayers on my behalf and all those who due to 

space I cannot list here, but who gavetheir unrelenting support and assistance.  I say God 

bless you all. 

 

 

NWACHUKWU JACINTA C. 

OCTOBER 2014 

 

 
 
 
 
 
 
 



 

vi 

 

 

TABLE OF CONTENTS 
Contents                                                                                                                    Page 
 
Title Page                                                                                                         i  
Copyright                                                                                                       ii 
Certification                                                                                                  iii  

Dedication                                                                                                     iv 

Acknowledgement                                                                                           v 

Abstract                                                                                                        vi 

CHAPTER ONE:INTRODUCTION                                                            1-5 

1.1. Background to the study                                                                          1-2 

1.2. Statement of the Problem                                                                         2-3 
1.3. Objective of the study                                                                                 3-4 
1.4. Research Questions and Hypotheses                                                             4  
1.5. Significance of the Study                                                                         4-5 
1.6. Scope and Limitations of the study                                                               5 
CHAPTER TWO:LITERATURE REVIEW 

2.1 History of Banking in Nigeria                                                                    6-7 
2.2 Theoretical Background of Bank Lending                                                   7-12 
2.3 The Concept of Credit                                                                         12-14 
2.3.1. Bank Loans                                                                                         14 
2.3.2. Valueata Risk (VAR)                                                                      14-15 
2.4.Credit Administration in Nigeria since Independence                                 16-20 
2.5. The need for adequate Credit Administration Policy                                   20-22 
2.6. Credit Analysis and Control                                                                    23-26 
2.7. The Canons of Lending                                                                             26
 2.7.1. Capital                                                                                                26 
2.7.2. Capability                                                                                            27 
2.7.3. Character                                                                                             27 
2.7.4. Condition                                                                                        27-28 
2.7.5. Collateral                                                                                             28 
2.7.6. Steps in Lending Process                                                                    28-30 
2.8. Introduction to Credit Risk Management                                                  31-34 
2.9. The Bank of International Settlement (BIS)                                              34-35 
2.9.1. The Basel Accords                                                                           36-37 
2.10. Evaluation of Credit                                                                           37-39 
2.11. Credit Management                                                                           39-42 



 

vii 

 

2.12. Acceptable Securities in the Banking                                                    42-45 
2.13. Types of Credit Facilities                                                                     45-48 
2.15. New Credit Rating/Scoring                                                                       49-50 
2.16. Credit Supervisor                                                                         50-52 
2.17. What Makes a Good Credit Risk for a Bank                                     52-55 
2.18.  Portfolio Theory and Traditional Method of  
Credit Risk Management                                                                                     55-70 
2.18. 1. Portfolio Approach                                                                    55-60 
2.19. Supervisory Authority of Bank Credit Risk Management                    60-63 
2.20. Managing credit risk using Financial Ratios                                       64-65 
2.21. Credit risk models                                                                          65-70 
CHAPTER THREE:HYPOTHESIS TESTING                                    71-72 
3.1. Research Design                                                                                 71 
3.2. Hypothesis                                                                                   71-72 
3.3. Data description                                                                                   72 
CHAPTER FOUR: RESULTS AND DISCUSSIONS                            73-80 
4.1. Data Presentation                                                                           73-74 
4.2. Result of Descriptive Analysis                                                          74-75 
4.3. Analysis of Effect of Credit Risk Management     

Ratios on Return on Equity                                                           75-77  
4.4 Analysis of Effect of Credit Risk Management  

Ratios on Return on Asset                                                              77-78 

4.5 Answer to Research Question                                                               79 

4.6 Hypothesis Testing                                                                        79-80 
CHAPTER FIVE:CONCLUSIONS AND                                                  81  
RECOMMENDATIONS 
5.1. Summary of Findings                                                                          81 
5.2 Conclusions                                                                                   81-82 
5.3 Recommendations                                                                           82-83 
References                                                                                          84-87 

 

 

 

 

 



 

viii 

 

 

 

ABSTRACT 
 

This study investigates the effect of credit risk management enhances on the  
performance of  the Nigerian banking industry with specific attention on 
management efficiency measured by return on asset (ROA) and return to 
shareholders measured by return on equity (ROE).  The study is motivated by the 
increased concern based on research findings which seem to have isolated 
increasing portfolio of non-performing credit as a casual factor of bank failures 
globally. The validity of the above assertion equally seem strong in the Nigerian 
banking industry given that it was a major reason for the lacking  and takeover of 
the board of five banks by the Central Bank of Nigeria (CBN) few months after  
they were consolidated.  The objective of the study is to have an empirical 
evidence to explain the extent to which each of five proxies of bank credit 
management: non-performing loan/capital; non-performing loans/total loans; loan 
loss provision/non-performing loans; loan loss provision/total asset and loan loss 
provision/total loan explain variations in the bank performance.    The data used 
was collected from Central Bank of Nigeria and the Nigerian Deposit Insurance 
Corporation (NDIC) and covered the period 1999-2013. The ordinary least square 
regression was adopted for the analysis of our time-series data. The results of our 
analysis show that a non- performing loans/total loans (X1)exert significant 
positive effect on ROA and ROE. On the other hand loanslossprovisions/non-
performing loans(X2) and non-performing loans/capital(X5) exertsignificant 
negative effects on ROA and ROE.   Based on the results, the study concludes that 
non- performing loans/total loans (X1) is the most critical ratio for measuring the 
credit risk exposure level of the banking industry in Nigeria and it effect on bank 
performance. The study recommends that banks should be made to focus always 
on the ratio of their non-performing loan/total loans as the most critical index of 
credit risk management.  

Keywords: Credit risk, Portfolio, Return on equity, return on asset, bank performance, 
management efficiency. 
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CHAPTER ONE 

INTRODUCTION 

1.1   BACKGROUND TO THE STUDY 

Adequately managing credit risk in financial institutions (FIs) is critical for the 

survivaland growth of the FIs. In the case of banks, the issue of credit risk is of even 

of greater concern because of the higher levels of perceived risks resulting from 

some of the characteristics of clients and business conditions that they find 

themselves in. Banks are in the business of safeguarding money and other valuables 

for their clients. They also provide loans, credit and payment services such as 

checking accounts, money orders and cashier’s checks. Banks also may offer 

investment and insurance products and a wide whole range of other financial 

services (in accordance with the 1999 Financial Services Modernization Act by the 

US congress) which they were once prohibited from selling (by the Glass-Steagall or 

Banking Act of 1933 in the USA).  

Credit creation is the main income generating activity for the banks. But this 

activity involves huge risks to both the lender and the borrower. The risk of a trading 

partner not fulfilling his or her obligation as per the contract on due date or anytime 

thereafter can greatly jeopardize the smooth functioning of a bank’s business. On the 

other hand, a bank with high credit risk has high bankruptcy risk that puts the 

depositors in jeopardy. Among  the  risk  that  face  banks,  credit  risk  is  one  of  
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great  concern  to  most  bank authorities and banking regulators (Gieseche, 2004). 

This is because credit risk is that risk that can easily and most likely prompts bank 

failure. Credit risk management is a structured approach to managing uncertainties 

through risk assessment, developing strategies to manage it, and mitigation of risk 

using managerial resources. The strategies include transferring to another party, 

avoiding the risk, reducing the negative effects of the risk, and accepting some 

or all of the consequences of a particular risk. Some traditional risk 

managements focused on risk stemming from physical or legal causes (such as 

natural disasters or fires, accidents,deaths and lawsuits). Financial risk 

management on theother hand focuses on risksthat can be managed using traded 

financial instruments. The objective of risk management is to reduce the effects 

of different kinds of risks related to a preselected domain to the level accepted by 

society. It may refer to numerous types of threats caused by environment, 

technology, humans, organizations and politics (Epureand Lafuente, 2012). On the 

other hand it involves all means available for humans, or in particular, for a risk 

management entity (person, staff, and organization). This thesis takes a fast look on 

Banking and Credit risk management and further probes into bank risk exposure, 

assessment, management and control. An attempt will be made to unfold the use of 

some risk management, evaluation and assessment tools, models, and techniques.  
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1.2    STATEMENT OF THE PROBLEM 

The advent of the Universal bank in 2001 was embraced with a lot of excitement by 

all in the banking sector. The possibility for banks to diversify into  broader  range  

of services  and  products  make  life  really  cool  for  banking entrepreneurs and 

managers. But this diversification advantage is a once in a life time opportunity that 

should be consumed with some caution and prudence as this involves a great deal of 

risk. This is in direct line with the saying that the higher you go, the colder life 

becomes. The very nature of the banking business is so sensitive because more than 

85% of theirliability is deposits from depositors (Saunders and Cornett, 2005). 

Banks use these deposits to generate credit for their borrowers, which in fact is a 

revenue generating activity for most banks. This credit creation process exposes 

the banks to high default risk which might led to financial distress including 

bankruptcy. All the same, beside other services, banks must create credit for their 

clients to make some money, grow and survive stiff competition at the market 

place.  

 

1.3   OBJECTIVE OF THE STUDY 

The central aim of the study is to have a proper understanding of how banks 

manage their credit risk with attention critical accounting tools at their disposal and 

to what extent their performance can be augmented by proper credit risk management 

policies and strategies.  
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Thus the specificobjective is geared towards:  

 To determine the critical measures of credit risk management in the Nigerian 

banking industry. 

 To determine which measure of credit risk management that makes the most 

significant impact on managerial efficiency (ROA) of the banks in the Nigerian 

banking industry. 

 To determine which measure of credit risk management that makes the most 

significant positive impact on shareholders earning (ROE) in the Nigerian 

banking industry. 

 

1.4  Research Question 

1. What are the most critical accounting ratios for explaining the effect of credit 

risk management on the performanceof banks in Nigeria. 

 

1.5  Research Hypotheses:  

1. The ratio of non-performing loans/ total loan portfolios ofbanks is notasignificant 

credit risk management index that affects return on asset of banks in Nigeria. 

2. The ratio of non-performing loans/total loan portfolios ofbanks is notasignificant 

credit risk management index that affects return on equity of banks in Nigeria. 
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1.6. SIGNIFICANCE OF THE STUDY 

The adverse effect of credit risk on bank performance cannot be over emphasised.  In 

view of the above, the study will be of immense significance to banks most especially 

commercial banks that mostly create their wealth through giving out loan on interest.  

The findings and recommendations of this study will be beneficial to banks if they 

adopt them.  Banks could establish a credit risk management team that should be 

responsible for credit risk.  Furthermore, the findings will finally form one of the bases 

for further studies on the effectiveness of good credit management as a tool for good 

bank performance. 

 

1.7. SCOPE AND LIMITATIONS OF THE STUDY 

This research seeks to find how credit risk affects bank performance and determine 

whether it has a positive effect or negative effect on banks within the period under 

study.  In view of this, a period of time was taken for assessment that is the period 

between 1999 to 2013. However; reference will be made to other relevant periods 

whenever they would make understanding clearer. 
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CHAPTER TWO 

LITERATURE REVIEW 

 2.1  HISTORY OF BANKING IN NIGERIA  

 Banking operations started in 1894 with the British Bank of West Africa (BBWA). 

When Nigeria became a nation, it became the Standard Ba nk of Nigeria. Today it is 

known as the First Bank of Nigeria Plc. In 1917, the next bank was established in 

Nigeria. It was called Barclays Bank DCO – Dominion, Colonial and Overseas. In 

this year, it opened its first branch in Nigeria. Today, it is known as Union bank of 

Nigeria Plc – the strongest and most reliable of all commercial banks. In 1949 the 

British and French Bank was established in Nigeria. It is now called the United 

Bank of Africa (UBA). It is a very strong traders’ bank. On the whole, a total of 30 

banks registered in Nigeria from 1894 to the eve of independence in 1959. Out of 

these thirty, only six survived and were viable at independence in 1960, others 

collapsed. In 1954, 50% of the total banks in Nigeria that time failed dueto their 

inability or unwieldiness to exploit prudent credit management policies. This led to 

liquidity crises resulting from huge amount of irrecoverable debts as records of 

transactions are non-existent. (Nwankwo, 1991). 

 It is on record that many banks suffered distress as a result of ill-management of 

funds and credit facilities. Thus, there are colossal exit of banks from the banking 

industry and many bank workers relieved of their duties.  
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 The record of the operations of some banks in Nigeria shows evidence to laxity in 

credit management. For instance, National Bank, which is in a mess of liquidity 

crisis, was owed about one billion Naira. New Nigerian bank had a bad debt of 

about N164, 000 which later rose to one million naira. In 1988, it rose to N3.6 

million and finally to N7.974 million at the end of 1988. Wema Bank plc recorded 

a bad debt of N20, 689, 000 in 1991/92 fiscal year. This debt rose to N53, 6000, 

000 in 1992/93 fiscal year, savannah Bank Plc had bad debt amounting to N118, 

582, 000 in 1991/92 fiscal year. This rose to N325, 245,000 in 1992/93 financial 

year.   

But Union Bank of Nigeria plc set aside the sum of N180, 986 as provision for any 

case of bad debt as at 31st September 1990. By 1, the Bank increased this amount to 

N352, 169. a close study of literature about the commercial banks show that apart 

from the three big banks namely Union bank of Nigeria Plc, First Bank of Nigeria 

Plc and United Bank of Africa (UBA) other commercial banks seriously in very 

bad debts. And unless something is done to revamp the situation, they will 

constitute an unfortunate economic trap to the innocent and unsuspecting 

depositors. (Adekanye, 1986). 

2.2 THEORETICAL BACKGROUND OF BANK LENDING  

 Several models and theoretical perspectives have been put forward as possible 

ways of explaining defaults in the repayment of bank lending and the eventual 
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financial crisis. The theories can be broadly be categorized into two groups: 

microeconomic and macroeconomic theories of financial crisis.  

At the microeconomic level, mismanagement plays a dominant role in bank loan 

default and the consequent insolvency. This approach sees mismanagement as an 

evil that can destabilize a bank or the whole banking system, especially where 

banking supervision is ineffective (Funso, and Kolade, 2012). Mismanagement is 

classified into four categories, namely: technical mismanagement, cosmetic 

mismanagement, desperate mismanagement and fraud.  

Technical mismanagement involves a whole variety of inadequate policies and 

practices; the culture has been a contributory factor to the banking crises in Nigeria. 

The above problems related to lending and recovery most relevant of which are 

over-extension, poor lending, lack of internal control, and poor planning in the area 

of business and management (Odusola, 2001).  

 Cosmetic management refers to hiding past and current losses to buy time and 

remain in control, while looking and waiting for solutions. This is perpetrated 

through ever-greening loans of systematic rollover, capitalization of interest rates, 

and fictitious or unrealistic collaterization.  

 Desperate management refers to a situation in which bankers see themselves sin 

danger of having to declare capital loss or having to pay smaller or not dividends at 

all. This leads peculation, paying above market rates for deposits and charging high 
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rates to borrowers.  Fraud is very common when illiquidity is imminent, the banker 

feels the end may be near, and may be tempted to divert money out of the bank. 

Typical channels for doing this include: lending to companies and buying from or 

selling to companies that are owned or connected with the affected banks. These 

activities are common where the regulatory and supervisory activities of the 

monetary authorities are weak. They either lack the political will for dealing with 

the affected banks or lack the technical know-how for discovering and addressing 

loan default and the consequent crises in the system. Other micro cause relate to 

moral hazards in domestic finance and lack of transparency or market discipline in 

corporate governance.  

The macroeconomic perspective sees microeconomic causes as secondary and 

attributes the propellants of defaults in loan recovery and the consequent financial 

crises mainly to macroeconomic developments. This perspective according to Felix 

and Claudine (2008).can be examined from five approaches including: 

1. The monetary approach (model) which emphasizes the role of the growth of 

money stock and its variability in causing financial crises.  

2. The business cycle theory, which postulates that the financial environment 

responds endogenously to the state of the business cycle or to some displacement.  

3. The market failure approach which emphasizes on the use of framework of 

information asymmetry in the credit market to explain loan default.  
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4. The credit market approach, which integrates the market failure approach with 

the business cycle approach and the financial deregulation approach i.e. the 

deregulation of the financial market before an adequate regulatory framework 

and appropriate prudential guidelines were put in place creates latitude of credit 

risk. However, only two out of those categories could be relevant to constitute a 

theoretical framework for this study.  

One of such approaches is the business cycle theory. It postulates that the financial 

environment responds endogenously to the state of the business cycle or to some 

displacement, such as financial sector liberalization, which opens up opportunities 

for profit making. This  approach argues that an economy’s financial fragility stems 

form factors such as the liquidity of the economy, the proportion of firms that need 

to borrow in order to honour outstanding debt obligations, debt/equity rations, and 

the share of short-term debt in total debt. Financial fragility might also increase 

because of rising interest rates and overly optimistic expectations during an 

investment boom. It should be noted that interest rates rise partly as a result of 

increased in the interestinelastic component of the demand for credit. Consequently, 

lending velocity may increase temporarily but will later decline as the case flow 

problems of firms start to accumulate and non-performing loans build up. This 

development forces banks to restrict lending so as not to jeopardize their own 

financial viability while continuing to meet the credit needs of their prime 

customers, either by drawing down on their non-loan investments relative to loans 
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or, sometimes, by reducing excess resources. These developments weaken the 

strength of the banking system and subsequently make it more vulnerable to shocks 

(Odusola, 2001; Rozbach, 2003). Any abnormal development in terms of 

macroeconomic instability that creates some uncertainty or unusual microeconomic 

development (e.g. mismanagement, lack of supervision, and political pressure) can 

easily disturb this financing pattern and trigger a crisis. This sequence of events 

often leads to investor anxiety, bank runs, portfolio shifts and possibly, a deep-

rooted financial crisis.  

 The market failure theorists e.g. Stiglitzand Weiss, 1981; Bernanke and Gertler 

1989; and Mishkin, 1997) who use the framework of information asymmetry in the 

repayment of bank loan and the subsequent financial crises, constitute another 

approach. Lenders often favour project with potentially high return, while only 

high risk-loving borrowers are willing to borrow. Here the former action is termed 

“adverse selection” while the latter often lead to the problem of moral hazards. 

Both moral hazards and adverse selection often increase the exposure of banks to 

loan recovery default. The risk default brought about by moralhazards positively 

depends on interest rates, the debt/equity ratio of borrowers and the degree of 

uncertainty in the system. Because of the insensitivity of credit to the system’s 

interest rates, credit rationing ensures, thereby aggravating the financial conditions 

of many organizations, including bank. Besides theensuring conflict of interest 

between borrows and lenders stemming from moral hazard implies that many 
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lenders may decide that they would rather not make loans available to their 

customers, thereby creating sub optimal investment levels and sharp contraction in 

economic activities. A reduced level of investment further raises the probability of 

default among borrowers.  

 Serving as an interface between micro and macro causes of bank loan defaults and 

associated financial unsoundness is weak prudential regulation and supervision. 

Any financial system characterized by this element is bound to experience deep 

crisis whenever there are stock within the system.  

2.3 THE CONCEPT OF CREDIT 

According to Onyeagocha (2001), the term credit is used specifically to refer to the 

faith placed by a creditor (lender) in a debtor (borrower) by extending a loan 

usually in the form of money, goods or securities to debtor. Essentially, when a loan 

is made, the lender is said to have extended credit to the borrower and he 

automatically accepts the credit of the borrower. 

Credit can therefore be defined as a transaction between two parties in which the 

creditor or lender supplies money, goods and services or securities in return for 

promised future payments by the debtor or borrower. There are three major type of 

credit. These are commercial credit, consumer credit and investment credit. 

Commercial credit can be bank credit such as overdraft, loans and advances; trade 

credit form suppliers; commercial papers (or note); invoice discounting; bill 

finance; hire purchase; factoring, etc.  
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Consumer credit is a kind of permission granted an individual or a household to 

purchase goods like refrigerator, television, car, electronic sets, which could not be 

paid for immediately but for which instalment payments are made over a period of 

time.Investment credit allows a business concern such as cooperate body, sole 

proprietorship or partnership to obtain credit for capital goods for expansion of 

factor or procurement of machinery (Greuning and Brajovic, 2004). The tenor of a 

loan varies from short to medium to long term depending on the institutions, nature 

and functions.The importance of credit (and consequently the role of banks) in the 

economic growth and development of a country cannot be over-emphasized. The 

functions of credit are primarily two: it facilitates the transfer of capital or money to 

where it will be most effectively and efficiently used; and secondly, credit 

economizes the use of currency or coin money as granting of credit has a multiplier 

effect on the volume of currency or coin in circulation. Perhaps, we need to add 

here that the cost of credit (notably interest and discount rates) is one of the 

essential tools used to control and regulate money by Central Bank of Nigeria 

through its monetary policy.  

Despite the important role played by credit in economic and development growth of 

the country, it is associated with a catalogue of risks. According to Alam and 

Masukujjaman (2011), credit risk is an assumed risk that a borrower won’t pay back 

the lender as agreed.  
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The various types of credit risks include management risk, geographical risk, 

financial risk and industrial risk. The probable occurrence of partial or total default 

requires a thorough risk assessment prior to granting of loans.  

2.3.1-BANK LOANS:  

A loan is a debt. Like all debt instruments, a loan entails the redistribution of 

financial assets over time, between the lender and the borrower.  

The borrower initially receives an amount of money from the lender, which he pays 

back, but sometimes not always in regular instalments, to the lender. This service 

is generally provided at a cost, known as interest on the debt. The lender may 

subject the borrower to certain restrictions known as loan covenants.  

One of the principal duties of financial institutions is to provide loans, this is 

typically the source of income to banks, bank loans and credit also constitute 

one of the ways of increasing money supply in the economy.  

2.3.2-VALUE AT A RISK (VAR):  

This is a technique used to estimate the probability of portfolio losses based 

on the statistical analysis of historical price trends and volatilities.  

Value at risk is commonly used by banks, security firms and companies that are 

involved in trading energy and other commodities. VAR is able to measure risk 

while it happens and is an important consideration when firms make trading or 

hedging decision (Simon Manganelli and Robert Engle, 2001).  

Some people have described VAR as the "new science of risk management", but 
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you do not need to be a scientist to use VAR. Here, we look at the idea behind 

VAR and the three basic methods of calculating it. Basically, VAR is represented 

by:  

VAR=(nairaof position)(pricesensitivity)(potential adverse move in price/yield). 

……(1)  

For financial institutions, risk is about the odds of losing money given out as loans, 

and VAR is based on that common-sense fact. By assuming financial institutions 

care about the odds of a really big loss on loans, VAR answers the question, "What 

is my worstcase scenario?" or "How much could I lose in a really bad month?"  

To be more specific, a VAR statistic has three components: a time period, a 

confidence level and a loss amount (or loss percentage). Keep these three let’s take 

note of this as we give some examples of variations of the questions that VAR answers:  

•  What is the most I can - with a 95% or 99% level of confidence - expect to lose in 

default on loan repayment over the next month?  

•What is the maximum percentage I can - with 95% or 99% confidence - expect 

tolose over the next year? 

We can see how the "VAR question" has three elements: a relatively high level 

of confidence (typically either 95% or 99%), a time period (a day, a month or a year) 

and an estimate of lose on loan default (expressed either in dollar or percentage 

terms) (David Harper, 2008).  
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2.4.   CREDIT ADMINISTRATION BEFORE & AFTER ESTABLISHMENT 

OF CENTRAL BANK OF NIGERIA 

 The colonial government had a non-interventionist policy in the business of 

commercial banking. This culminated in an intolerable chaotic banking situation 

(Olalokun, 1979). Between 1947 and 1952, a total of one hundred and eighty-five 

(185) banks were registered in Nigeria by the Colonial government but only twenty 

of them were operational (Demerjian, and Ross, Stephen M., 2007).). The banks 

were registered whether or not they commenced business because there was total 

absence of banking legislation in Nigeria up to 1951. it was in May 1952 that an 

ordinance for the regulation of banking was promulgated in Nigeria. This law 

stipulated among other things that before a bank can be registered as a company, it 

must have a nominal capital of between N30,000 to N50,000 (equivalent) and that 

such bank should maintain adequate level of liquidity, to safeguard depositors 

money. The period between 1953 and 1959 was regarded as the era of failures for 

the commercial banks. Among the lot registered, only five banks survived – others 

collapsed due to under-capitalization, lack of codes of conduct and lack of adequate 

management policies form a central financial body.  

 Nigerian businessmen made series of complaints against the commercial banks 

managed by the expatriates. They accused them of their unwillingness to provide 

finance on loan for their business. And that when they did, they charged too much 

interest for the meager loans. They discriminated against Nigerians in favour of the 
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European firms and the Leventines. Apart from the misgivings of the black 

businessmen, the depositors were unhappy about two aspects of the financial 

system. Nigerian savings both private and public were invested in London rather 

than converted into lending facilities for the benefit of the country.  

Secondly, the bulk of lending was done by European trading firms, which usually 

lent to produce buyers and distributors rather than lending to independent Nigerian 

competitors. Bank loans were monopolized by the Europeans. They were used as 

weapons to fight Nigeria competitors. It was due to these reasons that they could 

not finance their business and their intense commercial zeal was frustrated after 

independence.  

 There was a conscious effort by government to bring about the indigenization of 

the credit base of the economy to favour Nigeria businessmen. With the 

establishment of the Central Bank of Nigeria in 1959, this became possible. Thus, 

the 1959 Treasury Bill laid the foundations of Nigerian money and capital markets. 

This 1959 bill was amended by the Nigerian money and capital markets. This 1959 

bill was amended by the 1969 decree. This decree repealed previous banking 

legislations of 1961, 1962 and 1964. The decree required all banks to be locally 

incorporated and to have a minimum aid up capital increased too N600,000for 

indigenous banks and N1.5 million for expatriate banks. The minimum ratios of 

total loans advances and discounts to Nigerians including cash reserves, which 

commercial banks must deposit with the Central Bank of Nigeria were stated. Thus 
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the Central Bank of Nigeria wielded wider powers to control and regulate the 

national financial system by the innovations provided in the decree of 1969. 

 In 1977 the Nigerian Enterprises Promotion Decree was promulgated. The decree 

gave the federal government powers to partake in the decision making of the 

financial sector, thus breaking the monopoly and discretionary powers of expatriate 

banks in granting loans and advances to indigenous businessmen. The federal 

government could appoint Nigerians to the boards to ensure that the management of 

the banks operate within government’s policy guidelines. In the 1980s, the policy 

functions and roles of the Central Bank of Nigeria increased as a result of Upsurge 

in the number of banks from 20 in 1980 to 81 in 1990, 116 in 1991, 119 in 1993 and 

120 in 1994. 

In 1991, the Banks and Other Financial Institutions Decree (BOFID No.25) was 

promulgated to substitute the Banking Act of 1969.  This decree reviewed the 

existing laws guiding the activities of banks in Nigeria. More serious sanctions were 

imposed on defaulting banks.  

 On the 14th February, 1991, the Federal government raised the minimum equity 

capital of community banks to N250,000, commercial banks from N10 million to 

N50 million and merchant banks from N12 million to N40 million. At this time, the 

Central Bank of Nigeria issued prudential guidelines which created general 

awareness on the banking industry on the need for timely recognition and provision 

for diligent credit facilities to ensure that banks declare realistic profit in their 
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published accounts in three categories, namely substandard, doubtful and lost based 

on the following criteria: 

Substandard: Objective and subjective criteria are used to identify substandard 

credit facilities.  

Objective Criteria: Credit facilities such as advances,overdrafts, loans commercial 

papers, bankers acceptance, bill discounted, leases, guarantees and other loss 

contingencies connected with banks credit risks should be classified as either 

‘performing’ or ‘non-performing’. 

Performance Credit Facilities: Credit facility is deemed to be performing if 

payments of both principal and interest are up-to-date according to the agreed 

terms.  

Non-performing Credit Facilities: Credit facility is deemed to be non-performing 

if any of the following conditions exists: (1) interest or principal is due unpaid for 

90 days or less than 180 days; (2) interest payment equal to 90 days interest or less 

than 180 days have been capitalized, rescheduled or rolled over into a new loan.  

Subjective Criteria: There is a subjective criterion when credit facilities show 

weaknesses that affect the ability of borrowers to repay the loan such as under 

capitalization or insufficient working capital, absence of adequate financial 

information or absence of collateral documentation, irregular payment of principal, 
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and or interest, and inactive account where withdrawals exceed repayments or 

where repayments can hardly cover interest charges.  

Doubtful Credit Facilities: These can be identified through objective or subjective 

criteria. It is an objective criterion when facilities on which unpaid principal and/or 

interest remain outstanding for 360 days or more and are not secured by legal title, 

or leased assets or perfected realizable collateral in the course of collection or 

realization. If is a subjective criterion when there are facilities which display 

weaknesses in substandard credit and also reflect the full payment of the debt is not 

certain or that realizable collateral values will be insufficient to cover the exposure 

of the bank.  

Lost Credit Facilities: These also can be identified through objective and 

subjective criteria. There is a lost credit facility when there is a facility on which 

unpaid principal, or, interest remain outstanding for 360 days or more and are not 

secured by legal title or leased assets or perfected realizable collateral in the course 

of collection or realization.  

 

 2.5. THE NEED FOR ADEQUATE CREDIT ADMINISTRATION POLICY 

Given the inherent risky nature of the business of lending or granting loans/credits 

and the importance which this activity plays in the profitability of the bank 

concerned, there is always the need for a bank to have a definite loan/credit policy.    
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According to Carling and Lundberg (2002) the importance of an established loan 

policy cannot be over emphasized when one considers that the basic purpose of a 

commercial bank is to make adequate return on the shareholders fund and to meet 

its obligation to depositors by providing lending services to their customers. In 

order to achieve this basic liability and asset mix, banks provide sufficient liquidity. 

This makes a definite loan policy fundamental to the protection of the depositors’ 

funds. The loan assets provide the major portion of a bank’s revenue and as such it 

always draws the attention of top management. A well laid out loan policy gives a 

strong and unified direction for implementation oftop management policy, plans 

andprograms in this significant area. Through an established loan policy, top 

management can influence profit planning and in the final analysis determine the 

character of their bank. A well conceived loan policy is also an outstanding 

marketing weapon to assist management in achieving desired goals of growth and 

expansion. Properly made loans are the major source of new deposits and so forth.  

As earlier mentioned, lending is inherently a risky business. This risk involves the 

probability that loans will not be repaid or that investment with consequent losses to 

the bank. In considering the risk factor in lending, one should not lose sight of the 

dynamic role of the economic, environment, internal and external on investment 

opportunities (Safakli, 2007). Given these considerations, Alashi (2002); Olugbenga 

(1991) outlined some of the generally known risk elements in corporate lending as 

follows; that: 
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 There may be sudden change in demand for the borrower’s product to the extent 

that sufficient sales and cash flows cannot be generated to meet operating cost 

and repayment.  

 If the production potential exists, government fiscal policy for example, non-

issuance of import licenses to import-base companies when local substitutes are 

either not available or too expensive may cause the industry’s activities to 

become paralyzed.  

 The financial position may be severely affected by services trading reverse, 

unexpected competition, new invention or product.  

 Change in management, which may result in a weakened corporate posture.  

 Technological change in productive and distribution methods may result in losses 

compared to the level of profit previously projected.  

 For import based operations, the enterprise might suffer from foreign exchange 

fluctuation that could cripple their operations unless there are sufficient in-built 

provision.  

 The effects of inflation of basic input may crippled the operational results of the 

company if these cannot be passed on to the consumers.  

 Some borrowers may just decide not to pay, even where the means exist – this is 

a moral issue.  

 The loss of major shareholders or management could have a deleterious effect on 

the company’s fortunes. 
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2.6.   CREDIT ANALYSIS AND CONTROL  

Banks trade on money. They mobilize funds as savings from customers who have 

surplus and lend out such funds to needy customers as loans and overdrafts. 

Lending as one of the principal and valued services of the banks is required and 

thorough credit analysis is necessary to maintain tight controls on credit quality. 

The primary purpose of credit analysis is to determine the ability and willingness of 

a borrower to repay a credit before he is granted the credit. (Ajie, 1997). The 

efficacy of credit decisions depends principally on the sound judgments of 

managers or credit officers. These judgements are more accurate and rewarding if 

the manger or credit officer has adequate knowledge and skill in the analysis of 

certain important factors that affect the course of trade, commerce and industrial 

development in any given situation in the economy. A thorough and systematic 

study of such factors or economic variables can help the manger or credit officer in 

working out the feasibility and viability of a project for which loans and advances 

are sought and evaluating the credit-worthiness and capability of borrowing 

customer. (Jacobson and Rozabach, 2003). 

According to Kithinji (2010)banks need an efficient administrative structure and 

necessary approval for loan policy. There should be certain well-defined criteria for 

limits. Standard information is required about individual customers. The accepted 

basis for interpreting such information is necessities, which the banker must 
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establish to institutionalize a workable and practically efficient loans management 

approach.  

John, Lynch and Puri (2002) maintain that a bank’s quality and performance are 

judged largely by its lending efficiency. Bankers should make efforts to realistically 

assess the degree of credit risks, which are inherent in all loans. The further 

maintained that to determine the optimal credit standards or the maximum risk of 

acceptable credit accounts, involves equating the marginal costs of credit with the 

marginal profits on the increased sales.  

Then Sihler (1984) says that credit analysis involves judging credit risks to ensure 

that the expectations about the capacity to repay are reasonable. These risks are 

classified into two as follows: 

i) the risk of ultimate loss of loan principal or interest.  

ii) The risk of ultimate loss of both loan principal or interest.  

Credit analysis helps the bank to maintain as sound, diversified and profitable a 

loan portfolio as possible on behalf of depositors and shareholders.  

Pain and Vesala (2003) write that credit analysis is the proves of inquiring prior to 

making the decision to lend, while in the process, the banks try to eschew emotional 

felling such as hopes and fears and make reasoned judgments based upon careful 

study of borrowers, strengths and weaknesses. 
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Jacobson and Rozbach (2003) observe that the activity of granting loans is so risky 

that a very clear and cautions approach to risk management is necessary. The 

purpose is to determine the ability and willingness of the borrower to repay the 

amount borrowed which require skillful knowledge supported by a well thought out 

policy guidelines or management plans. They further observe that poor credit 

management is usually a consequence of deficient internal controls, inadequate 

credit analysis and evaluation.  

The essence of credit analysis therefore is to minimize the incidence bad debts and 

to detect the early warning signals of bad debts in order to enable the bank seek 

repayment or withdrawal from the credit (Shafiq and Nasr, 2010; Alashi, 2002). 

Raghavan(2005) suggests that credit officers should monitor the activities of their 

customers to ensure proper usage of funds and repayments of loans on schedule just 

as local money lenders keep close watch over their clients to ensure that their 

monies are returned at the agreed time. He goes on to recommend some post-

lending supervision: 

i) Actual application of the loan amount should be for the purpose stated in the 

proposal form; 

ii) Absolute observance of the terms and conditions stipulated in the sanction letter by 

both parties; 
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iii) Watching trends of production and sales: asking for reasons of any drastic 

changes or deviation from the set target; 

iv) Keeping track record of probability rate and calling for an immediate 

explanation on any shortfall; 

v) Verification of stocks at timely but irregular intervals;  

vi) Any unhealthy feature regarding operation conduct of accounts should be 

carefully examined and explanation obtained from the customer (in writing), et 

cetera.  

Psillaki, et al (2010) suggests that for effective credit management and supervision, 

the various accounts should be classified according to the perceived risk attached, 

based on such factors as repayment behaviour (payment as at when due), 

substantiality position of accounts, nature and condition of the project engaged in 

by the borrower.   

2.7.THE CANONS OF LENDING 

The basic factors, which are considered in evaluating a lending proposal, are the 

five canons of lending: Capital, Capability, Character, Condition and collateral. 

2.7.1. Capital  

Alo (1995) considers capital as the customer’s stake or contribution made by him 

in the venture being financed. But Anao (1989) defines capital as the monetary 

value of the sum total of assets employed directly or indirectly in the conduct of 

the business. Uzomah (1986) considers capital as “a buffer that stands between the 



 

27 

 

business and other claim on the business and even between business of an 

organization. The customer puts in all efforts to ensure the success of his business 

if he invests a lot in it.  

2.7.2.   Capability 

This is the competence to repay a loan. It involves judgment of the viability of the 

business to be executed with the borrowed money and the ability and willingness 

of the borrower to attend the project thoroughly through and successful. There are 

certain factors to be considered in the assessment of capability – these are energy, 

ambition, enthusiasm, aggressiveness, ruthlessness and shrewdness in the 

execution of business objects. Sound judgment is also an indispensable factor.  

2.7.3. Character 

This has to do with the business personality of the borrowing customer. The 

personality of the lending officer – his attitude to the fund being lent and his ability 

to assess the personality of the customer – is necessary in character assessment. 

Uzomah (1986) writes that the lending officer should determine if the borrower is 

extravagant, selfish or unscrupulous. But if the lending officer is interested in 

sharing the fund being lent, he cannot assess judiciously the personality of the 

customer. He states that the past records of the borrower should be scrutinized to 

determine how he has discharged his past credit obligations.           

2.7.4. Condition 
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This refers to the larger economic environment of the company. Such details like 

the position of the company, the availability of raw materials, the effect of 

government policies on the company and the intensity of the competitors, are 

considered.  

2.7.5. Collateral  

This is an important aspect of lending criteria. This refers to the property of debtor 

in which the creditors is allowed some rights or interests. This property should 

have more value than the loan so that at the event of any default, the creditor may 

recover his money by auctioning the collateral. The value of the collateral jingers 

determination in the borrower to keep his own part of the agreement. 

2.7.6.  STEPS IN LENDING PROCESS 

Most bank loans to individuals arise from a direct request from a customer who 

approaches a member of the bank’s staff and asks to fill out a loan application. 

Business loan requests, on the other hand, often arise from contacts the bank’s loan 

officers and sales representatives make as they solicit new accounts from firms 

operating in the banks a try by filling out a loan application. Most bank loan 

personnel fill out a customer contact report when they visit a potential new 

customer’s place of business. This report is updated subsequently first, giving the 

next loan officer crucial information about a prospective client before any other 

personal contracts are made (Arunkumar. and Kotreshwar, 2005).  

Essentially, however, Rose articulated the following steps in the lending process: 
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 Once a customer decides to request a loan, an interview with a loan officer 

usually follows right away, giving the customer the opportunity to explain his 

or her credit needs. That interview is particularly important because it 

provides an opportunity for the bank’s loan officer to assess the customer’s 

character and sincerity of purpose. If the customer appears to lack sincerity in 

acknowledging the need to adhere to the terms of a loan, this must be 

recorded as a factor weighing against approval of the loan request.  

 If a business or mortgage loans is applied for a site visit is usually made by an 

officer of the bank to assess and to ask clarifying questions. The loan officer may 

contact other creditors who have previously loaned money to this customer to see 

what their experience has been. Did the customer fully adhere to previous loan 

agreements and keep satisfactory deposit balances? At previous payment record 

often reveals much aboutthe customer’s characteristics, sincerity of purpose and 

sense of responsibility in making use of bank credit.  

According to Rose (1999), if all is favourable to this point, the customer is asked to 

submit several crucial documents the bank needs in order to fully evaluate the loan 

request, including complete financial statements and in the case of a corporation, 

board of directors’ resolutions authorizing the negotiation of a loan with the bank. 

Once all documents are on file, the credit analysis division of the bank conducts a 

thorough financial analysis of them aimed at determining whether the customer has 

sufficient cash flows and back-up assets to repay the loan. The credit analysis 
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division then prepares a brief summary and recommendation, which goes to the 

loan committee for approval. On larger loans, members of the credit analysis given 

an oral presentation, and discussion will ensure between staff analysts and the loan 

committee over the strong and weak points of a loan request.  If the loan committee 

approves the customer’s request, the loan officer or the credit committee will 

usually check on the property or other assets to be pledged as collateral to ensure 

that the bank has immediate access to the collateral or can acquire title to the 

property involved if the loan agreement is defaulted. This is often referred to as 

perfecting the bank’s claim to collateral. Once the loan officer and the bank’s loan 

committee are satisfied that both the loan and the proposed collateral are sound, the 

note and other documents that make up a loan agreement are prepared and are 

signed by all parties to the agreement. The new agreement must be monitored 

continuously to ensure that the terms of the loan are being followed and that all 

required payments of principal and/or interest are being made as promised. For 

larger commercial credits, the loan officer will visit the customer’s business 

periodically to check on the firm’s progress and to see what other services the 

customer may need. Usually, a loan officer or other staff member places 

information about a new loan customer in a computer file known as bank customer 

profile. This file show what services the customer is currently using and contains 

other information required by bank management to monitor a customer’s progress 

and financial service needs. 
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2.8 INTRODUCTION TO CREDIT RISK MANAGEMENT.  

A commercial bank is a type of financial intermediary and a type of bank. The term 

"commercial bank” refers to a bank or a division of a bank primarily dealing with 

deposits and loans. Commercial bank is the term used for a normal bank to 

distinguish it from an investment bank.  

InsomeEnglish-speakingcountriesoutsideNorthAmerica,the term "trading bank" was 

andisusedtodenoteacommercialbank.Duringthegreat depression and after the stock 

market crash of 1929, the U.S. Congress passed the Glass-Steagall Act 1930  

(Khambata,1996) requiring that commercial banks only engage inbanking activities  

(accepting deposits and making loans, as well as other fee basedservices),  

whereas  investment  banks  were  limited  to  capital  markets  activities.   It raises 

funds bycollecting deposits from businesses and consumers via checkable deposits, 

savings deposits, and time (or term) deposits. It makes loans to businesses and 

consumers. It also buys corporate bonds and government bonds. Its primary liabilities 

are deposits and primary assets are loans and bonds.  

Commercial banking can also refer to a bank or a division of a bank that mostly 

deals with deposits and loans from corporations or large businesses, as opposed 

to normal individual members of the public (retail banking).  

Origin: The name bank derives from the Italian word banco "desk/bench", used 

during the Renaissance by Florentine bankers, who used to make their transactions 
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above a desk covered by a green tablecloth (de Albuquerque, Martim, 1855). 

However, there are traces of banking activity even in ancient times.  

In  fact,  the  word  traces  its  origins  back  to  the  Ancient  Roman  Empire,  

where moneylenders  would  set  up their  stalls in  the  middle  of  enclosed  

courtyards  called macella on a long bench called a bancu, from which the words 

banco and bank are derived. As a moneychanger, the merchant at the bancudid not so 

much invest money as merely convert the foreign currency into the only legal 

tender in Rome- that of the Imperial Mint (Matyszak and Philip, 2007).  

In the most basic terms, commercial banks take deposits from individual and 

institutional customers, which they then use to extend credit to other customers. They 

make money by earning more in interest from borrowers than they pay in interest to 

those whose deposits they accept. They're different from investment banks and 

brokerages in that those kinds of  institutions  focus  on  underwriting,  selling,  and  

trading  corporate  and  municipal securities.  

The Balance Sheet: A bank's balance sheet is different from that of a typical 

company. You won't find inventory, accounts receivable, or accounts payable. 

Instead, under assets, you'll see mostly loans and investments, and on the liabilities 

side, you'll see deposits and borrowings. Loans represent the majority of a bank's 

assets (Saunders and Cornett, 2005). A bank cantypically earn a higher interest rate 

on loans than on securities, roughly 6%-8%.  
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Loans,however, come with risk. If the bank makes bad loans to consumers or 

businesses,the bank will take a hit when those loans aren't repaid. Because loans are a 

bank's bread and butter, it's critical to understand a bank's book of loans. Other assets, 

including property and equipment, represent only a small fraction of assets. A 

bank can generate large revenues with very few hard assets. Compare this to some 

other companies, where plant, property, and equipment (PP&E) is a major asset. 

Surprisingly, cash represents only about 2% of assets. That's because the bank 

wants to put its money to work earning interest. If the bank simply sticks its cash 

in a vault and forgets about it, it will have a hard time making a profit. Thus, a 

bank keeps most of its money tied up in loans and investments, which are called 

"earning assets" in bank-speak because they earn interest. Banks don't like putting 

their assets into fixed-income securities, because the yield isn't that great. However, 

investment-grade securities are liquid, and they have higher yields than cash, so it's 

always prudent for a bank to keep securities on hand in case they need tofree up some 

liquidity.  

Assessing Assets: A bank's assets are its meal ticket, so it's critical for investors 

to understand how its assets are invested, how much risk they are taking, and how 

much liquidity the bank has in securities as a shield against unforeseen problems. In 

general, investors should pay attention to asset growth, the composition of assets 

between cash, securities, and loans, and the composition of the loan book. Also, 

investors should note a bank's asset/equity (equity multiplier) ratio, which measures 

how many times a dollar of equity is leveraged.  

The liability side of a bank’s balance sheet is made up of various types of 
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deposit accounts  and  other  forms  of  borrowings  used  to  fund  their  

investments.  A major difference between banks and other is their high leverage or 

debt-to-asset ratio.  

Assets and liability management (ALM) is the management of the structure of a 

bank’s balance sheet in such a way that interest related earnings are maximized 

within the overall risk tolerance of the bank’s management (J.S.G Wilson, 

1988). 

2.9. The Bank for International Settlement (BIS):  

The Bank for International Settlements (or BIS) is an international organization of 

central banks which exists tofoster cooperation among central banks and other 

agenciesinpursuit of monetary and financial stability. It carries out its work 

through subcommittees, the secretariats it hosts, and through its annual General 

Meeting of all members. The BIS also provides banking services, but only to 

central banks, or to international organizations like itself. Based in Basel, 

Switzerland, the BIS was established by the Hague agreements of 1930. As an 

organization of central banks, the BIS seeks to make monetary policy more 

predictable and transparent among its 55 member central banks. While monetary 

policy is determined by each sovereign nation, it is subject to central and private 

banking scrutiny and potentially to speculation that affects foreign exchange 

rates and especially the fate of export economies. Two aspects of monetary policy 

have proven to be particularly sensitive, and the BIS therefore has two specific 
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goals: to regulate capital adequacyand make reserve requirementstransparent.  

Capital adequacy policy applies to equity and capital assets. These can be overvalued 

in many circumstances. Accordingly the BIS requires bank capital/asset ratio to be 

above a prescribed  minimum  international  standard,  for  the  protection  of  all  

central  banks involved (Demirguc-Kunt and Huzinga, 1999). The BIS' main role is 

in setting capital adequacy requirements. From an international point of view, 

ensuring capital adequacy is the most important problem between central banks, as 

speculative lending based on inadequate underlying capital and widely varying 

liability rules causes economic crises as "bad money drives out good" (Gresham's 

Law).  

The BIS sets "requirements on two categories of capital, Tier 1 capital and Total 

capital. Tier 1 capital is the book value of its stock plus retained earnings. Tier 2 

capital is loan-loss reserves plus subordinated debt. Total capital is the sum of Tier 1 

and Tier 2 capital. Tier 1 capital must be at least 4% of total risk-weighted assets. 

Total capital must be at least 8% of total risk-weighted assets. When a bank creates 

a deposit to fund a loan, its assets and liabilities increase equally, with no increase in 

equity. That causes its capital ratio to drop. Thus the capital requirement limits the 

total amount of credit that a bank may issue. It is important to note that the capital 

requirement applies to assets while the bank reserve requirement applies to 

liabilities."  
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2.9.1  The Basel Accords:  

The Basel Accord(s) refers to the banking supervision accords  

(recommendations on banking laws and regulations), Basel I (first published in 

1988 and enforced by lawin 1992 by the G-10 countries) and Basel II (published 

in June 2004) issued by the Basel Committee on Banking Supervision (BCBS). 

They are called the Basel Accords as the BCBS  maintains  its  secretariat  at  the  

Bank  of  International  Settlements  in  Basel, Switzerland and the committee 

normally meets there. The Basel Committee consists of representatives from central 

banks and regulatory authorities of the G10 countries, plus others (specifically 

Luxembourg and Spain). The committee does not have the authority to  enforce  

recommendations,  although  most  member  countries  (and  others)  tend  to 

implement the Committee's policies. This means that recommendations are 

enforced through  national (or  EU-wide)  laws  and  regulations,  rather  than  as  

a  result  of  the committee's recommendations - thus some time may pass between 

recommendations and implementation as law at the national level.  

Tier 1 capital is the core measure of a bank's financial strength from a regulator's 

point of view. It consists of the types of financial capital considered the most 

reliableand liquid, primarily Shareholders' equity. Examples of Tier 1 capital are 

common stock, preferred stock that is irredeemable and non-cumulative, and 

retained earnings. Capital in this sense is related to, but different from, the 

accounting concept of shareholder's equity. Both tier 1 and tier 2 capital were first 
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defined in the Basel I capital accord. The new accord, Basel II, has not changed 

the definitions in any substantial way. Each country's banking regulator, however, 

has some discretion over how differing financial instruments may count in a capital 

calculation. This is appropriate, as the legal framework varies in different legal 

systems.  

Tier 2 capital is a measure of a bank's financial strength with regard to the second 

most reliable form of financial capital, from a regulator's point of view. The forms 

of banking capital were largely standardized in the Basel I accord, issued by the 

Basel Committee on Banking Supervision and left untouched by the Basel II accord. 

Tier 1 capital is considered the core capital and more reliable form of capital. 

 

2.10. EVALUATION OF CREDIT 

The devastating effect of credit loss which is the aftermath of non-performing loans 

and advances makes sound evaluation of credit request paramount in all lour banks.  

The Credit Officers of banks need to properly evaluate and articulate the projects, 

the customers and the prevailing economic situations (Salas and Saurina, 2002; 

Murthy, 2003).  

Ahmad and Ariff (2007)described three basic principles for evaluating credit as 

safety, suitability and profitability. In the first instance, safety of any advance or 

loan is of utmost importance. Banks must emphasized among other things, the 
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character (honesty, integrity and reliability) of borrowers. The probability that the 

amount granted would be repaid from the cash flows generated from the operations 

of the company must as a matter of requirement to be high. The borrower must be 

able to provide acceptable security, which will server as something to fall back on if 

the expected source of repayment fails.  

Secondly, the bank should be satisfied with the suitability of a loan/advance. The 

purpose of the loan must be legal and non-conflicting with the economic and 

monetary policies of the government, Central Bank of Nigeria (CBN) guidelines 

and Banks and Other Financial Institutions Decree (BOFID). Certain ventures such 

as gambling, pool betting and speculative investment should be avoided while 

giving credit facilities to customers. 

Also, profitability is a guiding force to any operation of the bank, including credit 

extension. As profit oriented institutions, banks necessarily expect their facilities to 

yield certain level of profits with which they can declare dividends to make 

shareholders happy. The interest charged on loans and advance constitutes a major 

source of income to banks among others. 

However, the enumerated principles of lending identified by Mather were 

discovered to be inadequate. There are some other factors which must be considered 

when grating loans and advance. The factors are usually described as ‘the canons of 

lending’ and according to Ahmad and Ariff (2007)are presented in question forms as 

follows:  
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- How much does the customer want to borrow? 

- Why does the customer want bank finance or what does he want it for? 

- How long does he want it? 

- How does he intend to repay? 

- Is the customer’s business financially strong enough to keep going if there is a 

setback?  

- What security can he offer? 

- What is your assessment of the customer? 

Adekanye emphasized that the Manager must obtain satisfactory answers to those 

questions before agreeing to a loan request. This proposition also has it’s flaws as 

comprehensive credit rating and credit management and recovery procedures which 

are the essential requirements of modern lending were not emphasize.  

2.11. CREDIT MANAGEMENT RECOVERY  

Every bank has to develop and implement comprehensive procedures and 

information systems to follow up the condition of individual credits (Lileikienė, 

2008). An effective loan monitoring system according Drigă (2012).will include 

measures to: 

Monitor compliance with established covenants Assess, where applicable, collateral 

coverage, relative to creditor’s current condition, identify contractual payment 

delinquencies basis, and,Direct actions at solving problems promptly for 

remedialmanagement.  
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Loan monitoring which is the work of the relationship manager in most cases is not 

a choice, but an imperative over effective and efficient credit administration in the 

banking sector. Problem loans can easily be spotted out. The banker’s experience, 

knowledge of the customer’s business and above all, faith in the customer can be a 

guide in taking a decision as to how far the customer can be supported before 

declaring the loan as bad (Njanike, 2009;Ahmad and Ariff, 2007). 

In some occasion, the customer may be in need of more support. Any or a 

combination of the following strategies can then be employed:  

(a) Alteration or waiver of some of the terms and conditions of loan covenant in a 

way not to temper with the bank’s interest. However, this must be 

communicated to the credit department. 

(b) Issue of additional collateral security if available 

(c) Granting of additional if borrower’s circumstances and analysis require the 

need. 

(d) Extension of loan repayment period supported by fresh cash flow statement.  

Regardless of genuine efforts of parties to a loan, default can still occur. The 

recovery of loans should be a prerogative of the Recovery Unit to ensure that 

appropriate recovery strategies are implemented. However, assistance may also be 

sought from Corporate Banking/Relationship Management (Rani, 2012;Hosna, and 

Manzura, 2009). 

The Recovery Unit must perform the following functions:  
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 Determination of account action plan.   

 Pursuance of all alternatives to maximize recovery, including placing customers 

into receivership or liquidation as may be appropriate.  

 Ensuring that adequate and timely loan loss provisions are made based on actual 

and expected losses, and,  

 Regular review of deteriorating loans.  

It should be emphasize that after a loan has been classified as substandard, it should 

be assigned to a specific Account Manager serves as the process. A number of 

methods exist for recovering debts owed by banks. Some of these, according to 

Adamu (1998) are: 

(i) Appeals to debtors  

(ii) Threats and blackmail  

(iii) Legal action  

(iv) Use of debt-factoring companies  

(v) Invoices discounting  

(vi) Seizure and sale of collaterals  

(vii) Use of Nigerian deposit insurance corporation’s services     

 Furthermore, banks should comply with regulations that require them to furnish 

and obtain credit information from CBN’s credit bureau. They were also required to 

inform CBN or seek information on customers who enjoy credit facilities of one 

million Naira and above. This would enable the CBN identify chronic bank debtors, 
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who move from one ban to another seeking loans without fulfilling their obligations 

to banks (Ughamadu, 1995). 

Olugbenga (1991) advised that adhering strictly to stated rules and practices of 

credit management, bank through internal controls achieve the protection of 

deposition of depositor (money), ensure monetary stability in the economy, 

engender confidence in the banking system, prevent runs on banks and thus, prevent 

bank failures of the financial system.                

2.12.  ACCEPTABLE SECURITIES IN THE BANKINGINDUSTRY  

 There are certain securities acceptable to the banks. These securities must have the 

following merits: 

(i) They should be easy and cheap to acquirer; 

(ii) Easy to realize; 

(iii) Sufficient to off-set the loan; 

(iv) Constant or increase in value. 

There are various kinds of securities, namely: 

1) Property Securities: Theses include land building. The particulars of the land 

or building should be lease-held. 

2) Stock Exchange Securities: The following are acceptable as securities in 

Nigeria 
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i. Bear Bonds: These are fully negotiable instruments and the transfer of ownership 

and title takes place by mere delivery; 

ii. Registered Securities: These are fully negotiable instruments which owner’s 

name is registered in the stock register of the issuing company; 

iii. Shares of Quoted Companies: The bank must ensure that such securities are 

perfected to ensure easy realization;  

iv. UnitTrust: These are methods of investment whereby some amount of money 

subscribed by many customers are pooled into a fund. The certificates issued to the 

holders of these unit trusts can be used to secure bank facilities.   

 

3) Hypothecation:  This is a charge over ‘property’ of the borrower which he 

undertakes to give possession of it to the lender and the power of sale if there is 

default in the repayment of loan.  

4) Taking the Securities: There are four ways a security can be taken as a cover 

for an advance. These are (i) Lien, (ii) Pledge, (iii) Mortgage and (iv) 

assignment. (Adekanye, 1986). 

i. Lien: This is defined by Downey ‘as the right to retain the property belonging 

to another until the debt due from the owner is paid’. A lien over a security 

confers on the bank a limited right to the possession of the property while the 

right of ownership still resides with the borrower.  

ii. Pledge: This is a constituted transfer of a possession of goods to the lender. It is 

redeemable at the successful completion of the loan contract. Michalak and 
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Uhde,  (2009)says that the bank is obtaining exclusive possession of the 

property as a security until the debt is fully paid. By the pledge, the bank has the 

right of sale on the item if loan is not repaid. Security items that may be pledged 

include shares or goods.  

 

iii. Mortgage: The rights to mortgage are temporary. They last till debts are paid. 

By this security arrangement, the bank or the mortgage gains a special interest in 

the mortgage property; but the right of ownership and possession still reside with 

the borrower or the mortgager. A mortgage could be equitable or legal. An 

equitable mortgage gives the bank a right on the assets but without the right of 

sale is except on the order of a law court. But in legal mortgage, the right of sale 

is conferred on the bank. The bank can sell the mortgage is redeemable. 

iv. Assignment: By assignment the totality of the borrowers’ interest in the security 

is transferred to the bank. There are a few other ways by which a security can be 

taken as cover for an advance or loan. These are set-off and guarantee.  

v. Set-Off: The bank is given a letter of set-off as a form of reliance on the credit 

balances of the customer in the event of default.  

vi. Guarantee: This is a written promise by a person or an institution to be 

collaterally answerable for the debts of another person or company this involves 

a surety by a third party to indemnify the bank in the event of a default by the 

borrower. There are three parties in a contract of guarantee; the person signing 

the guarantee known as the guarantor or surety; the borrower on whose behalf 
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the guarantee is issued and the creditor or lender in whose favour the guarantee 

is issued. The guarantor assumes a secondary liability. He is only liable if the 

debtor fails to fulfil his undertakings (Bagchi, 2003). The credit officer of the 

bank should ensure that the guarantor is not signing under duress. He should be 

made to understand the nature of his obligation and should be prepared to carry 

it out. He should sign on his own free will. 

 

2.13. TYPES OF CREDIT FACILITIES 

Credit facilities vary from bank to bank. The growth of the bank is responsible for 

the variety of the credit facilities. These credit facilities according to Said and 

Tumin (2011) are as follows: 

1. Overdraft:  This is a kind of borrowing whereby the customer withdraws more 

than his account (deposit) in the bank. Overdraft facilities are subject to a limit as 

to the highest debt balance permissible. It is the commonest type of bank short-

term lending repayable on demand to enable customers improve their cash flow 

shortage. Overdraft is the most convenient way to finance day-to-day 

expenditure. Banks supervise this lending system to avoid an abuse of it. The 

supervision enables the bank to know those customers who are eligible to 

overdraw and those who have overdrawn to the agreed limits. Overdraft accounts 

are expected to fluctuate by swinging into credit from time to time. They are 

subjected to review whenever the bank considers it necessary.  
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2. Loan: This is a specific amount of money lent to a customer for a particular 

period of time and at a certain interest rate. However, the banks sometimes offer 

a fixed rate of interest over the term of the loan. Loan facilities are classified 

according to periods of maturity: 

a) Short Term: Within one year.  

b) Medium Term: Between one to five years. 

c) Long Term: Between ten to fifteen years. 

Commercial banks engage more in short term disbursement of credit than in 

medium or long term authorities support this attitude of the commercial banks 

because it guarantees the liquidity of their banks.Bank assets will be of such nature 

that will be turned into cash on short notice and thus place the banks in a position 

to arrest unforeseen need for cash. The use of short-term funds to finance long-term 

loans would aggregate the liquidity problem of commercial banks and will lead to 

bank failure and economic instability (Lapteva, 2009).   

3. Bills Negotiated and Bills Discounted: If a manufacture or a merchant must sell 

his goods without cash at hand, he can draw a bill on the buyer demanding 

payment at a fixed or determinable future date. He is short of fund and he needs 

money urgently to keep his business going, he can offer the bill to the bank to buy 

a discount. When the bill matures, the bank presents the bill to the buyer’s bank. 

But if the bill is returned unpaid on the due date, the bank has the right to demand 

the money from the manufacturer or merchant customer. If bills are drawn on 
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somebody outside the country, they are called Bills negotiated; but if they are 

draw on somebody within Nigeria, they are called bills discounted. You should 

note that when such bill is returned unpaid, the manufacturer or merchant will 

pay his bank the full value of the bill and the demand payment from his buyer or 

customer.  

4. Bonds: This is a facility granted to contactors by commercial banks. It is 

called a performance bond, which must be presented before they can tender for 

contracts (Chen and Pan, 2012). This bond stands as a pledge that the company 

has enough financial base to carry out the contract successfully. A bond is a 

written instrument issued to the party awarding the contract by the contractor’s 

bank stating that their customer (the contractor) will comply with the terms of the 

contract and if not, the buyer or the party awarding the contract will receive 

compensation for any loss or shortcoming which results . 

 

5. Direct Credit Facility: This is a facility in which the bank advances money to 

cover uncleared cheques pending receipts of proceeds of the cheques. Interests 

are usually charged if the account is in debit (Seifollahi,2011). This facility is 

normally granted to valued customers of the bank.  

6. Guarantees and indemnities: These facilities are in the nature of contingent 

liability on the bank. Kargi (2011)observes that although the bank has recourse to 

customer, such recourse is not usually available in real terms in case of any 

problem. Therefore, the bank has to take adequate security should the customer 
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default. A bank takes a counter indemnity to ensue that the money that has been 

paid out will be recovered. The security of this indemnity is only as good as the 

resources of the customer.  

7. Documentary Letters of Credit: This is letter addressed by a bank to a 

beneficiary who is usually an exporter. The bank undertakes to make payment to 

the beneficiary (the exporter) on behalf of the importer who is their customer, 

provided a negotiated bill has been drawn on the importer and all items of credit 

met. This facility gives protection to both the exporter and the importer.     

 

2.14. CREDIT COLLECTION POLICY 

This has to do with the procedures and guidelines taken by a bank to obtain 

payment of overdue accounts (Jacobson and Rozbach, 2003). The credit officer 

should have a well thought out plans for recovering the debt based on up to date 

information about a customer. If the customer defaults in payment, it is not 

expedient to pounce upon him to recover the debt at the expense of cordial business 

relationship (Matoussi and Abdelmoula, 2010). The collection process should not be 

allowed to lead to loss of goodwill. However, some firmness is needed with tactical 

approach to prevent outright losses. 

 When an account is overdue, the entry behaviour to recover the loan is to write a 

letter to inform the customer. If no action is taken in response, a more severe letter 

could be written. If the debt cannot be paid outright, the credit officer many demand 

for the servicing of the debt. The bank and extend the credit period if the customer 
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offers a reasonable excuse. The credit officer should pay personal visit to the 

business place ofoperationif the attempts to recover or to service the debt fail. By 

this, the credit officer can assess the viability of the business to effect payment, and 

can device another strategy for recovering his money. But if all other collection 

efforts have failed, a legal action could be instituted against the customer. The cost 

of each stage of the collection process must be balanced with the benefits from the 

action to prevent a waste of human, financial and time resources.  

2.15.   NEW CREDIT RATING/SCORING  

The inadequacies of the traditional approaches to loan processing with its attendant 

problems arising from repayment and recovery have been the concerns of banking 

professionals over time. This then calls for approach that can take care of the 

inadequacies in the credit processing and administration procedures (Kumbirai and 

Webb, 2010). Credit framework of banks should be designed to serve as a tool for 

monitoring and controlling risk inherent in individual credits. The concept has been 

referred to as ‘credit scoring’ in some quarters.   

Credit scoring in a statistical method used to predict the probability that a loan or an 

existing borrower will default or become delinquent (Mavhiki and Mapetere, 2012). 

This model assigns scores for potential borrower by estimating the probability of 

default of their loans based on borrower and loan characteristic data (Al-Khouri, 

2011). Information on borrowers to be used are applicant’s monthly income, 
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outstanding debt, financial assets, duration on the job, lending history of the 

customer, collateral owned, type of bank accounts, among others, the afforested are 

potential factors that may relate to loan performance and they may be used in the 

scorecard. The non-establishment of a credit bureau has been a source of concern 

when it comes to good credit rating in Nigeria.  

 The account management structure and pricing of the advance must commensurate 

with the risk involved. There is going to be a cut-off score or grade below which 

any loan request will be approved.  

Risk rating should be assigned at the inception of lending and retrieved at least half-

yearly and when adverse events occur (Craigwell and Elliot, 2011). However, 

whenever deterioration in risk is noted, the score assigned to a borrower facility 

should be immediately changed. The model does not approve or reject applicant but 

rather takes a close look. 

2.16. CREDIT SUPERVISION  

To realize an effective credit recovery, thorough credit supervision is necessary. 

Nigeria has a very peculiar mentality regarding bank loans. They take it as their 

own share of the “National Cake” and so could misappropriate the fund for pleasure 

projects. Therefore, it is pertinent to monitor how the loan is spent. It is not 

sufficient to review the financial information submitted by the borrower, it is also 

necessary for the credit officer or manager to pay frequent visits to the business and 

office of the borrowing customer for on the spot assessment of his activities. When 
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a bank lends to a customer, it is necessary to have frequent discussions with him to 

enable the bank monitor the credit facilities so as to know get regular submission of 

quarterly reports from the business center. The bank should keep suitable diaries of 

securities of the company to know when the renewal of insurance policy on both 

property and stock are due. Property inspection should be carried out bia-annually 

or annually.  

  
Chen. and Pan (2012) posit that  credit officers should monitor the activities of their 

customers to ensure proper usage of funds and repayment of loans on schedule and 

the following post-lending supervision:  

1. Actual application of the loan amount should be for the purpose stated in the 

proposal form.  

2. Absolute observance of the terms and conditions stipulated in the sanction 

letter by both parties.  

3. Watching trends of production and sales: asking for reasons of any drastic or 

deviation from the set targets.  

4. Keeping track record of probability rate and calling for an immediate 

explanation of any shortfall.  

5. Verification of stocks at timely but irregular intervals.  

6. Any unhealthy feature regarding operational conduct of accounts should be 

carefully examined and thorough explanation obtained from the customer. 
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Al-Khouri (2011) suggests that for effective credit management and supervision, the 

various accounts should be classified according to the perceived risk attached based 

on such factors as repayment behaviour (payment as and at when due), 

substitutability position of accounts, nature and condition of the project engaged in 

by the borrower. 

Ineffective credit supervision results in rising proportion of provision for bad and 

doubtful debts out of banks income and which often times are relegated to classified 

debts (irrecoverable debts). A concerted effort should be made to save the bank 

from such losses. To achieve a reduction in bad debt, there should be effective 

supervision. Credit officers should not only grant loans and advances, they should 

also follow up the credit so granted to ensure proper utilization of funds in the 

proposed project, which basically will form the source of repayment. 

2.17. WHAT MAKES A GOOD CREDIT RISK FOR A BANK 

Though each bank has unique factors that influence its credit decisions, there are a 

number that are consistently used to guide decision-making. the determinants of a 

good credit risk (Raghavan, 2005)for a bank include: 

 Cash flow and financial strength of the borrower. Commercial banks view this as 

the most important factor in making credit decisions. A bank will scrutinize all 

factors it believes will impact the cash flow of the borrower and the ultimate 

repayment of the loan. Does the company have a consistently profitable 

performance record? How much leverage does the company have? Are industry 
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conditions favourable? Even companies with a strong track record can find 

obtaining financing difficult if their industry has fallen out of favour (e.g. textile 

industry).   

 Secondary source of repayment, in the event a borrower is unable to repay the 

loan from operating cash flow, banks want to have other options for loan 

repayment. This secondary source of repayment takes the form of collateral (e.g. 

real estate, equipment or trading assets) and/or a strong guarantor (e.g. a 

shareholder of another company). Banks typically lend less than 100% of the 

current value of the Pledge collateral, which protects the bank, should the value 

of the collateral decline over the loan period.  

 Duration of commitment. In the eyes of a bank credit officer, time is risk. The 

longer the loan commitment, the more risk the bank assumes. The difficulty in 

forecasting long-term economic, industry and financial conditions contributes to 

the increase in risk. Typically banks will attempt to lessen the risk of longer-term 

commitments through more conservative underwriting and loan structuring (e.g. 

more restrictive covenants or lower advance rates than for a shorter term loan).  

 Strength and character of management team. Does the company have an 

experienced management team that demonstrates integrity? Does the 

management team appear to know its industry and competitive environment? Is 

there a succession plan in place? You must take the lead to see these questions are 

answered. 
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 Strategic partners. Has the company surrounded itself with good strategic 

partners? Having competent accountants, attorneys and other advisors can help 

companies avoid pitfalls and make sound business decisions. The bank also 

directly relies on accurate and reliable third party information from advisors such 

as accountants.  

Marsh (2008) has this to say in respect of qualities of a good credit, “it should be 

easy to recognize the attributes of a good credit facility. We must mention at the 

outset that by good credit facility is not only meant well-packaged or structured 

credit facility. Indeed, the elements that constitute a good facility transcend 

considerations of structure alone, but include a lot of other loan aspects in relation 

to which its structuring might even be of no or less significance. Yet without an 

appropriate structure, the credit facility can hardly be said to be altogether good”. 

Besides considerations of apposite structure – for all practical purposes, especially 

from the banker’s point of view – a credit facility is said to be good if its package, 

among other requirements: 

(i) Lends to easy, close and effective monitoring by the account officer, relationship 

manager, and/or other loan officer(s) of the bank; 

(ii) Engenders high volume of activities (turnover) in its operational current account 

from which the bank earns a lot of transactions processing fees, such as 

commission on turnover (COT); 
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(iii) Triggers sales of other bank products to the borrower, such as foreign exchange, 

time or fixed deposits, funds transfer, etc – all of which produce income 

multiplier effect for the credit facility’ 

(iv) Subsumes unambiguous transaction(s), path or dynamics, which ensures hitch-

free disbursement(s), utilization(s), and repayment(s) as envisaged at the time of 

granting the credit facility; 

 

(v) Conforms with the tenets of the so-called ‘self-liquidating’ credit facilities, 

which is common among ‘asset-based’ loans;  

(vi) Offers loan loss remedial option(s) to secure the credit facility – as well as other 

‘way out’ strategies’ 

(vii) Serve as a result of unforeseen contingencies or the so-called ‘acts of God’ – 

i.e. occurrences beyond the control of the borrower such as was, fire, natural 

disaster, etc – has a negligible probability of default; 

(viii)Returns of reasonable value on investment as measured by the relative net 

‘yield’ on the credit facility.  

However, not many credit facilities satisfy all of the aforesaid attributes. We can 

therefore say that a credit facility that meets at least five (5) of the required qualities 

(including, particularly numbers (iv) – (viii) above can be said to be of good rating 

standing. Such a credit facility will obviously be among the most sought after by 

banks (Muninarayanappa and Nirmala, 2004). 

2.18. PORTFOLIO THEORY & TRADITIONAL METHODS TO CREDIT 
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RISK MANAGEMENT  

2.18.1- PORTFOLIO APPROACH:  

Since the 1980s, banks have successfully applied modern portfolio theory (MPT) 

to market risk. Many banks are now using earnings at risk (EAR) and value at risk 

(VAR) models to manage their interest rate and market risk exposures. Unfortunately, 

however, even though credit risk remains the largest risk facing most banks, the 

practical of MPT to credit risk has lagged (William Margrabe, 2007).  

Banks recognize how credit concentrations can adversely impact financial 

performance. As a result, a number of sophisticated institutions are actively 

pursuing quantitative approaches to credit risk measurement, while data 

problems remain an obstacle. This industry is also making significant progress 

toward developing tools that measure credit risk  in  a  portfolio  context 

(Santomero and Mellon, 1996).  They  are  also  using  credit  derivatives  to  

transfer  risk efficiently  while  preserving  customer  relationships.  The 

combination of these twodevelopments has precipitated vastly accelerated 

progress in managing credit risk in a portfolio context over the past several years.  

1.  Asset-by-asset Approach:  

Traditionally, banks have taken an asset-by-asset approach to credit risk 

management. While  each  bank’s  method  varies,  in  general  this  approach  

involves  periodically evaluating the credit quality of loans and other credit 

exposures, applying a credit risk rating, and aggregating the results of this 

analysis to identify a portfolio’s expected losses. The foundation of the asst-by-
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asset approach is a sound loan review and internal credit risk rating system. A loan 

review and credit risk rating system enable management to identify changes in 

individual credits, or portfolio trends in a timely manner. Based on the results of its 

problem loan identification, loan review, and credit risk rating system 

management can make necessary modifications to portfolio strategies or increase 

the supervision of credits in a timely manner.  

 

2.  Portfolio Approach:  

While the asset-by-asset approach is a critical component to managing credit risk, it 

does not provide a complete view of portfolio credit risk, where the term risk 

refers to the possibility that actual losses exceed expected losses. Therefore to gain 

greater insight into credit risk, banks increasingly look to complement the asset-by-

asset approach with a quantitative portfolio review using a credit model. Banks 

increasingly attempt to address the inability of the asset-by-asset approach to 

measure unexpected losses sufficiently by pursuing a portfolio approach. One 

weaknesswith  the  asset-by-asset  approach  is  that  it  has  difficulty  identifying  

and  measuring concentration.  Concentration  risk  refers  to  additional  portfolio  

risk  resulting from increased  exposure  to  a  borrower,  or  to  a  group  of  

correlated  borrowers.  Table 1 summarizes strategies for reducing and coping with 

portfolio credit risk(Chen and Pan, 2012).  

Table 1: Strategies for Reducing and Copingwith Portfolio Credit Risk 

Technique Advantages Disadvantages Implication 
Geographic External shocks If the country is small or the  
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Diversification (climate, 
Diversification 
are not  likely  to  
affect  theentire 
portfolio if there is 
spatial 
diversification. 
 

Institution is capital  
constrained,  it  may  not  
beable to apply this 
principle. Itwill become 
vulnerable tocovariate 
risk, which is highin 
agriculture. 
 

Loan Size 
Limits(Rationing) 

Prevents the 
institutionfrom 
being vulnerable 
tonon-performance 
on a fewlarge loans. 
 

Can be carried to the 
extremeProtects asset 
where loan size does not 
fit   the business  needs  
of  the     client and    
results in client
 retentionsuboptimal  use  
and  lower   positive 
impact by client. Client 
could become    to            
relationship 
dissatisfied 
 

Protects assetQuality in 
therun but creates client 
retentionproblems   in   
thelong run. Inimical 
relationship banking 
 
 

Over 
Collateralization 

Assures the 
institution that 
enough liquidation 
valueenough 
liquidation value 
will exist for 
foreclosed 
assets. 
 

Excludes  poor,  low-
income    clients  who  
are  the  vast   majority of 
the market. 
 

Not a Recommended 
technique if goal is to better 
serve the low and moderate 
income clients. 
 

Credit Insurance Bank makes clients 
purchasecredit 
insurance. In event 
ofdefault,  bank  
collects  
frominsurer. 
 

Databases and credit 
bureausmay  not   exist   to   
permitinsurer to engage in 
this line 
of business in cost-
effectivemanner. 
 

 

Portfolio 
Securitization 

Lender bundles and 
sellsLoans to third 
party.Transfers 
default risk 
andimproves 
liquidity so that 
it can continue to 
lend. Allows lender 
to develop expertise 
in analyzing 
credit worthiness in 
one sector or niche. 
 

Requires well documented 
loans and long-time series of 
performance data to permit      
ratings  and 
reliableconstruction 
offinancial projections. 

Requires   a   well 
developedsecondary market, 
standardized underwriting 
practicesandexistence  of  
ratingcompanies 
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2.18.2-TRADITIONAL APPROACH:  

It is hard to differentiate between the traditional approach and the new approaches 

since many of the ideas of traditional models are used in the new models. The 

traditional approach is comprised of four classes of models  

1. Expert Systems  

In the expert system, the credit decision is left in the hands of the branch lending 

officer. His  expertise,  judgment,  and  weighting  of  certain  factors  are  the  most  

important determinants in the decision to grant loans. the   loan officer can examine as 

many points as possible but must    include the five  “Cs” these are; character, 

credibility, capital, collateral and cycle (economic conditions) in addition to the 5 

Cs, an expert may also take into consideration the  interest rate.  

2. Artificial Neural Networks:  

Due to the time consuming nature and error- prone nature of the computerized 

expertise system, many systems use induction to infer the human expert’s decision 

process.The artificial neural networks have been proposed as solutions to the 

problems of the expert system. This system simulates the human learning process. 

It learns the nature of the relationship between inputs and outputs by repeatedly 

sampling input/output information.  

3.  Internal Rating at Banks:  

Over the years, banks have subdivided the   pass/performing rating category, for 
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example at each time, there is always a probability that some pass or performing loans 

will go into default, and that reserves should be held against such loans.  

4.  Credit Scoring Systems:  

A credit score is a number that is based on a statistical analysis of a borrower’s 

credit report, and is used to represent the creditworthiness of that person. A credit 

score is primarily based on credit report information. Lenders, such as banks use 

credit scores to evaluate the potential risk posed by giving loans to consumers and to 

mitigate losses due to bad debt. Using credit scores, financial  institutions  determine  

who  are  the  most qualified for a loan, at what rate of interest, and to what credit 

limits (Harvey and Merkowsky, 2008).  

 

2.19. SUPERVISORY   AUTHORITY   OF   BANK   CREDIT   RISK 

MANAGEMENT 

 

The Bank of International Settlement (BIS) on November 28th 2005 in a press 

release issued a series of ten principles on Sound Credit Risk Assessment and 

valuation for Loans (BGL, 2010):  

 

Principle 1:  

The bank’s board of directors and senior management are responsible for ensuring 

that the banks have appropriate credit risk assessment processes and effective internal 

controls to consistently determine provisions for loan losses in accordance with the 
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bank’s stated policies and procedures, the applicable accounting framework and 

supervisory guidance commensurate with the size, nature and complexity of the bank’s 

lending operations.  

 

Principle 2: Banks should have a system in place to reliably classify loans on the basis 

of credit risk.  

 

Principle 3: A bank’s policies should appropriately address validation of any internal 

credit risk assessment models.  

Principle 4: A bank should adopt and document a sound loan loss methodology, 

which addresses risk assessment policies, procedures and controls, for assessing 

creditrisk, identifying problem loans and determining loan provisions in a timely 

manner.  

 

Principle 5: A bank’s aggregate amount of individual and collectively assessed 

loan provisions should be adequate to absorb estimated credit losses in the loan 

portfolio.  

Principle 6: A bank’s use of experienced credit judgment and reasonable estimates 

are an essential part of the recognition and measurement of loan losses.  

Principle 7: A bank’s credit risk assessment process for loans should provide the 

bankwith the necessary tools, procedures and observable data to use for credit risk 

assessment purposes, account for impairment of loans and the determination of 

regulatory capital requirements.  
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Principle 8: Banking supervisors should periodically evaluate the effectiveness of 

a bank’s credit risk policies and practices for assessing loan quality. 

 

Principle 9: Banking supervisors should be satisfied that the methods employed 

by a bank to calculate loan loss provisions produce a reasonable and prudent 

measurement of estimated credit losses in the loan portfolio that are recognized in a 

timely manner. 

 

Principle 10: Banking supervisors should consider credit risk assessment and 

valuation practices when assessing a bank’s capital adequacy.  

I.  Individual Credit Rating: A credit rating assesses the credit worthiness of 

anindividual, corporation, or even a country. Credit ratings are calculated 

from financial history and current assets and liabilities. Typically, a credit rating 

tells a lender or investor the probability of the subject being able to pay back a 

loan.  

However, in recent years, credit ratings have also been used to adjust insurance 

premiums, determine employment eligibility, and establish the amount of a 

utilityor leasing deposit.  

 

II.  Corporate  credit  ratings:  The  credit  rating  of  a  corporation is a  financial 
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indicator  to  potential investors  of  debt  securities  such  as  bonds.  These are 

assigned by credit rating agencies such as Standard & Poor's, Moody's or Fitch 

Ratings and have letter designations such as AAA, B, CC. The Standard & 

Poor's rating scale is as follows: AAA, AA, A, BBB, BB, B, CCC, CC, C, D. 

Anything lower than a BBB rating is considered a speculative or junk bond. 

The Moody's rating system is similar in concept but the verbiage is a little 

different. It is as follows: AAA, Aa1, Aa2, Aa3, A1, A2, A3, Baa1, Baa2, 

Baa3, Ba1, Ba2, Ba3, B1, B2, B3, Caa1, Caa2, Caa3, Ca, C.  

 

III.  A sovereign credit rating is the credit rating of a sovereign entity. The sovereign 

 credit rating indicates the risk level of the investing environment of a 

countryand  is used by investors looking to invest abroad. It takes political risk 

into account.  The countries with the least sovereign risk are ranked as follows.  

 
 
 

Table 2: Country risk rankings (Least risky countries), Score out of 100 

Rank           
Previous Rank 

Country Score  

1 1 Luxembourg 99.88 

2 2 Norway 97.47 

3 3 Switzerland 96.21 

4 4 Denmark 93.39 

5 5 Sweden 92.96 

6 6 Ireland 92.36 

7 10 Austria 92.25 

8 9 Finland 91.95 
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9 8 Netherlands 91.95 

10 7 United States 91.27 

Source: Euromoney, Country risk, March 2008. 

 
According to the results (see table 2), Austria’s country rating improved from 10th to 

7th position while the USA dropped to the10th position from 7th.  

2.20.  MANAGING CREDIT RISK USING FINANCIAL RATIOS:  
 

Ratio analysis (financial and accounting ratios) is a measurement system to analyse 

the strength, weakness, opportunity and threats (SWOT Analysis) of an FI. The 

table below depicts some of the frequently used ratios in credit analysis (table 2):  

 

 
 

Table 3: Frequently Used Ratios in Credit Analysis3  

 

Category Ratio 
Operating 
Performance 

Earnings before interest, taxes, depreciation and amortization 

(EBITDA)/Sales  

Net Income/ Sales  

Net Income/ Net Worth  

Sales/ Fixed Assets. 
 

Debt  Service 
Coverage 

EBITDA/ Interest Payment >1.5 

Free Cash-flow expenditure/Interest payments 

Free Cash-flow expenditures-dividend/Interest. 

 
Financial 
Leverage 

Long-term debt/Capitalization. 

 Long-term debt/Tangible net worth 

 Total liabilities/Tangible net worth  
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 Current liabilities/Tangible net worth.  

 Current ratio (current Asset/ liabilities) 

 Quick ratio (current assets-inventory/current liabilities)  

 Inventory turnover (inventory/Net sales)  

 Inventory to Net working capital Current debt to Inventory 

Rawmaterials, WIP, and finished goods as a percentage of 

total Inventory.  

 
Liquidity  Current ratio (current assets/current liabilities) 

 Quick ratio (currentassets-inventory/current liabilities)  

 Inventory turnover (inventory/Net sales)  

 Inventory to Net working capital Current debt to Inventory Raw materials, 

WIP, and finished goods as a percentage of total Inventories.  

 

Receivables 
 
 

Aging of receivables:30,60,90,  
 
90+days Average collecting period 

Source: Caoutte, et al., 1998 

 
 
 

2.21. Credit Risk Models  

Over the last decade, a number of the world's largest banks have developed 

sophisticatedsystems in an attempt to model the credit risk arising from 

important aspects of their business lines. Such models are intended to aid banks 

in quantifying, aggregating and managing risk across geographical and product 

lines. The outputs of these models also play  increasingly  important  roles  in  

banks'  risk  management  and  performance measurement   processes,   

including   performance-based   compensation,   customer profitability 

analysis,risk-based pricing and, to a lesser  (but growing) degree, active portfolio 
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management and capital structure decisions. The Task Force recognizes that 

credit risk modeling may indeed prove to result in better internal risk management, 

and may have the potential to be used in the supervisory oversight of 

bankingorganizations. However, before a portfolio modeling approach could be 

used in the formal process of setting  regulatory  capital  requirements  for  credit  

risk,  regulators  would  have  to  be confident not only that models are being used 

to actively manage risk, but also that they are conceptually sound, empirically 

validated, and produce capital requirements that are comparable across institutions. 

At this time, significant hurdles, principally concerning data availability and model 

validation, still need to be cleared before these objectives can be met, and the 

Committee sees difficulties in overcoming these hurdles in the timescale envisaged 

for amending the Capital Accord (BIS, credit risk modeling, 19th April 1999).  

Credit scoring models use data on observed borrower characteristics either to 

calculate the probability of default or to borrowers into different default risk classes 

(Saunders and Cornett, 2007). Prominent amongst the credit scoring models is the 

Altman’s Z-Score. The Z-score formula for predicting bankruptcy  of  Altman  

(1968)  is  a  univariate formula for measurement of the financial health of a 

company and a powerful diagnostic tool that forecast the probability of a company 

entering bankruptcy within a two year period with a proven accuracy of 75-80%.  

The Altman’s credit scoring model takes the following form;  

Z=1.2X1+ 1.4X2 + 3.3X3 + 0.6X4 +1.0X5... .......................................................................................... ... (2) 
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Where, X1 = Working capital/ Total assets ratio   

X2 = Retained earnings/Total assets ratio  

X3 = Earnings before interest and taxes/ Total assets ratio  

X4 = Market value of equity/ Book value of long-term debt ratio  

X5 = Sales/ Total assets ratio.  

The higher the value of Z, the lower the borrower’s default risk classification. 

According to Altman’s credit scoring model, any firm with a Z-Score less than 

1.81 should be considered a high default risk, between 1.81-2.99 an 

indeterminate default risk, and greater than 2.99 a low default risk.  

Critics: Use of this model is criticized for discriminating only among three 

borrower behaviour; high, indeterminate, and low default risk. Secondly, that there 

is no obvious economic reason to expect that the weights in the Z-Score model - or, 

more generally, the weights in any credit-scoring model- will be constant over any 

but very short periods.  

Thirdly the problem is that these models ignore important, hard to quantify factors 

(such as macroeconomic factors) that may play a crucial role in the default or 

no-default decision.  

Outstanding also is the KMV credit Monitor Model. In recent years, following the 

pioneering work on options by Merton, Black, and Scholes, we now recognize that 

when a firm raises funds either by issuing bonds or by increasing bank loans, it 

holds a very valuable default or repayment option and (Merton, 1974). The KMV 

Model is a credit monitor model that helps to solve the lending problems of banks and 
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further look at the repayment incentive problem. To try resolving the problems, the 

KMV Model uses the structural relationship between the volatility of a firm’s asset 

and the volatility of the firm’s equity.  

The KMV Corporation has turned this relatively simpleidea into a credit-monitoring 

model now used by most of the large US banks to determine the  Expected  Default  

Frequency (EDF)  that  is  the  probability  of  default  of  large corporations .  

The expected default frequency that is calculated reflects the probability that the 

market value of the firm’s assets will fall below the promised repayments on debt 

liabilities in one year. If the value of a firm’s assets falls below its debt liabilities, it 

can be viewed as being economically insolvent. Simulations by the KMV have 

shown that this model outperforms both accounting-based models and S&P  ratings  

(Saunders  and  Cornett, 2007). The relevant net worth of a firm is therefore the 

market value of the firm's assets minus the firm's default point.  

Net worth= (Market Value of Assets) - (Default Point) …………………...  (3)  

A firm will default when its market net worth reaches zero. 

 
𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 𝑡𝑜 𝐷𝑒𝑓𝑎𝑢𝑙𝑡                                                     

=
(𝑚𝑎𝑟𝑘𝑒𝑡 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝐴𝑠𝑠𝑒𝑡)

(𝑚𝑎𝑟𝑘𝑒𝑡 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 𝐴𝑠𝑠𝑒𝑡𝑠)(𝐴𝑠𝑠𝑒𝑡 𝑉𝑜𝑙𝑎𝑡𝑖𝑙𝑖𝑡𝑦)
                      . . .                                (4) 

 
 
The KMV’s empirical EDF is an overall statistics that can be calculated for  every 

possible distance to default (DD) using data either aggregated or segmented by 



 

69 

 

industry or region. To find the EDF for any particular firm at any point in time, one 

must look at the firm’s EDF as implied by its calculated DD. As a firm’s DD 

fluctuates, so do its EDF. For firm’s that are actively traded, it would be possible in 

theory to update the EDF every few minutes.  

 

CRITICS: The KMV EDF Model has been criticized on the basis that they are not 

true probabilities of default.  This is  reflected  in  the  poor  results  obtained  using  

KMV empirical EDFs in order to replicate risky bond prices. An increasingly popular 

model used to evaluate the return on a loan to a large customer is the Risk-Adjusted 

Return on Capital (RAROC) Model. This model, originally pioneered  

by Bankers Trust (acquired by Deutsche Bank in 1998) is now adopted by virtually 

all the large banks in Europe and the US, although with some differences among 

them (Saunders and Cornett,  2007). The essential idea behind RAROC is that 

rather than evaluating the actual promised annual cash flow on a loan as a percentage 

of the amount lent or (ROA), the lenders balance the loan’s expected income against 

the loan’s expected risk. The RAROC Model is basically represented by: 

RAROC = (one year net income on loan)/ (Risk adjusted assets). ………………… (5)  

For denominator of RAROC, duration approach can be used to estimate worst case 

loss in value of the loan:  

DLn = -DLnx Ln x (DR/ (1+R)) ...                                                                            (6) 

Where: 

 DR is an estimate of the worst change in credit risk premiums for the loan class over 
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the past year.  

Ln= Loan  

DLn= Change in loan class  

R=Interest Rate  

According to James Christopher (1996), the immediate purpose of the RAROC 

riskmeasurement systems is to provide bank management with a more reliable 

way to determine the amount of capital necessary to support each of their major 

activities and, thus, to determine the overall leverage for the bank as a whole. This 

paper also stipulates that  the  RAROC  system     provide  a  uniform  measure  of  

performance  and  that management can, in turn use this measure to evaluate 

performance for capital budgeting and as an input to the compensation system used 

for senior managers.  
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Chapter Three 

Research Methodology 

3.1.   Research Design:  

Prior research finds that banks manage credit risk for two main purposes: to 

enhance interest income (profitability) and to reduce loan losses (bad debts) 

which results from credit default.  

We expect that banks with better credit risk management practice have lower loan 

losses (non-performing loans).  We use performance (ROA,  ROE)  as  proxy for  

bank performance while five accounting ratios : non-performing loan/capital; non-

performing loans/total loans; loan loss provision/non-performing loans; loan loss 

provision/total asset and loan loss provision/total loan were used as proxies for bank 

credit  risk management. Accordingly we have the following hypotheses:  

3.2.   Hypotheses:  

H01:  The ratio of non-performing loans/ total loan portfolio ofbankis notasignificant 

credit risk management index that affects return on asset of banks in Nigeria. 

H02: The ratio of non-performing loans/ total loan portfolio ofbankis notasignificant 

credit risk management index that affects return on equity of banks in Nigeria. 

Thus we test the hypotheses using the following regression model:  

P (ROA, ROE) = α + β1X1 +β2X2 +β3X3 +β4X4 +β5X5 +µ                   …           (7)  

Where X1,X2 ,X3 ,X4  and X5   denotes accounting ratios measuring bank credit risk 
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management andROA, ROE  denotes performance  indicators. Also, α is the 

intercept and β1,β2, β3,β4 andβ5  are the parameters of the explanatory variables.  µ 

represents the stochastic disturbance terms.   

 

3.3.   Data description  

We use the data from NDIC and Central Bankof Nigeria (table 4.1) in our analysis. 

We do a time-series analysis of a fifteen years financial data from the Nigerian 

banking industry to examine the relationshipbetween performance (ROE and ROA) 

separately and indicators of credit risk accounting ratios, which represent the credit 

risk management effectiveness.  
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CHAPTER FOUR 
 

RESULTS AND DISCUSSIONS 
 

4.1 Data presentation 

Table4.1: Banking Industry Performance Indicators (%) 
 
Year ROE (Y2) ROA (Y1) X1 X2 X3 X4 X5 

1999 4.72 11.82 12.45 32.64 15.85 11.24 18.24 

2000 6.45 13.58 16.82 36.75 22.42 12.32 22.43 

2001 8.32 14.32 20.42 38.44 20.54 14.38 25.12 

2002 10.76 16.76 24.63 40.21 19.45 16.86 28.45 

2003 11.96 17.96 25.86 39.42 20.24 15.45 32.32 

2004 8.45 12.45 26.34 37.36 18.34 16.97 38.52 

2005 3.96 9.82 18.75 51.93 26.67 22.45 21.63 

2006 4.18 9.85 16.54 54.43 32.92 23.87 17.41 

2007 2.54 10.76 14.16 55.44 42.94 26.08 15.52 

2008 2.82 11.58 16.32 57.65 45.56 30.12 13.64 

2009 3.35 12.42 14.36 54.37 48.65 31.68 13.36 

2010 3.64 12.94 17.24 55.42 45.21 32.05 14.02 

2011 3.86 13.22 16.25 58.21 45.75 34.21 13.12 

2012 3.98 14.21 15.86 56.94 46.24 35.34 12.42 

2013 4.02 15.45 14.75 57.85 48.22 36.24 11.62 

Source: NDIC Annual Report and CBN Report (2013) 
 
Where: 
 

Y1 = Net Profits/Average Total Assets 
Y2 = Net Profits/ Average Shareholders' Equity 
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X1 = Non- Performing Loans/Total Loans 

X2 = Loans Provisions/Non-Performing Loans 

X3 = Loans loss Provisions/Total Loans 

X4 =Total Provisions/Total Assets 

X5 = Non-Performing Loans/Capital 
 
 
 
 
 
 
 

4.2 Result of Descriptive Analysis 
 
 

Table 4.2:Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

Net Profits/Average Shareholders' Equity 15 2.54 11.96 5.5340 2.96260 

Net Profits/Average Total Assets 15 9.82 17.96 13.1427 2.34721 

Non- Performing Loans/Total Loans 15 12.45 26.34 18.0500 4.35562 

Loans Provisions/Non-Performing Loans 15 32.64 58.21 48.4707 9.56244 

Loans loss Provisions/Total Loans 15 15.85 48.65 33.2667 13.04313 

Total Provisions/Total Assets 15 11.24 36.24 23.9507 8.92786 

Non-Performing Loans/Capital 15 11.62 38.52 19.8547 8.13206 

Valid N (listwise) 15     

Sources: Result of Computer Analysis of Table 4.1 

 
Table 4.2 shows that of the two indices of performance, Net Profits/Average 

Shareholders' Equity (Y2) recorded the highest standard deviation of 2.96. On the 

other hand of the indicators of credit risk management, Loans loss Provisions/Total 

Loans (X3) recorded the highest standard deviation of 13.04, while Non- 

Performing Loans/Total Loans (X1) recorded the least standard deviation of 4.36. 

Table 4.3: Correlations 

   Y2 Y1 X1 X2 X3 X4 X5 

Spearman's rho Y2 Correlation Coefficient 1.000 .596* .643** -.668** -.725** -.632* .729** 

Sig. (2-tailed) . .019 .010 .007 .002 .011 .002 
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Y1 Correlation Coefficient .596* 1.000 .343 -.071 -.079 -.032 .132 

Sig. (2-tailed) .019 . .211 .800 .781 .909 .639 

X1 Correlation Coefficient .643** .343 1.000 -.386 -.521* -.371 .746** 

Sig. (2-tailed) .010 .211 . .156 .046 .173 .001 

X2 Correlation Coefficient -.668** -.071 -.386 1.000 .829** .914** -.818** 

Sig. (2-tailed) .007 .800 .156 . .000 .000 .000 

X3 Correlation Coefficient -.725** -.079 -.521* .829** 1.000 .886** -.900** 

Sig. (2-tailed) .002 .781 .046 .000 . .000 .000 

X4 Correlation Coefficient -.632* -.032 -.371 .914** .886** 1.000 -.846** 

Sig. (2-tailed) .011 .909 .173 .000 .000 . .000 

X5 Correlation Coefficient .729** .132 .746** -.818** -.900** -.846** 1.000 

Sig. (2-tailed) .002 .639 .001 .000 .000 .000 . 

N 15 15 15 15 15 15 15 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 

Sources: Result of Computer Analysis of Table 4.1 

 
Table 4.3 shows that the highest correlations among the explanatory variables of 

0.914 and 0.90 exist between X2 and X4 on one hand and X3 andX5 respectively. On 

the other hand the least (-0.371)exist between X1 and X4.  

 
4.3  Analysis of Effect of Credit Risk Management Ratios on Return on Equity 

 
Table 4.4: Model Summaryb 

Model R R Square 
Adjusted R 

Square 
Std. Error of 
the Estimate 

Durbin-
Watson 

1 .965a .932 .894 .96648 2.264 
a. Predictors: (Constant), Non-Performing Loans/Capital, Total Provisions/Total Assets, 
Loans Provisions/Non-Performing Loans, Non- Performing Loans/Total Loans, Loans 
loss Provisions/Total Loans 

b. Dependent Variable: Net Profits/ Average Shareholders' Equity 

 

Table 4.4 show that 96.5 percent correlation exist between  Net Profits/ Average 

Shareholders' Equity (Y2) and the five indicators of credit risk management X1, X2, 

X3, X4 and X5 as shown in equation 4.1. It also shows that 93.2 percent of the 

variation in Y2 is jointly explained by the variations in the explanatory variables. 
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When the above level of variance explanation is adjusted for error in estimation, the 

proxies of credit risk management still explains 89.4 percent of the total variation in 

Y2. Table 4.5 shows that the relationship explaining the effect of credit risk 

management on Return on equity in the Nigerian banking industry is given by 

equation 4.1. 

 
Y2  = 7.626 + 0.932 X1 – 0.24 X2 + 0.037 X3 – 0.063 X4 – 0.352 X5  . . .      4.1 
 

The calculated values as shown on Table 4.5 shows that X1, X2 and X5 are all 

significant at 0.05 levels, while X3 and X4 are not. 

 

 

 

 

 

Table 4.5: Coefficientsa 

Model 

Unstandardized 
Coefficients 

Standardized 
Coefficients 

t Sig. B 
Std. 

Error Beta 

1 (Constant) 7.626 3.243  2.351 .043 

Non- Performing Loans/Total Loans (X1) .932 .199 1.370 4.674 .001 

Loans Provisions/Non-Performing Loans(X2) -.240 .087 -.775 -2.763 .022 

Loans loss Provisions/Total Loans(X3) .037 .090 .164 .414 .689 

Total Provisions/Total Assets(X4) -.063 .131 -.191 -.483 .641 

Non-Performing Loans/Capital(X5) -.352 .143 -.967 -2.458 .036 
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Table 4.5: Coefficientsa 

Model 

Unstandardized 
Coefficients 

Standardized 
Coefficients 

t Sig. B 
Std. 

Error Beta 

1 (Constant) 7.626 3.243  2.351 .043 

Non- Performing Loans/Total Loans (X1) .932 .199 1.370 4.674 .001 

Loans Provisions/Non-Performing Loans(X2) -.240 .087 -.775 -2.763 .022 

Loans loss Provisions/Total Loans(X3) .037 .090 .164 .414 .689 

Total Provisions/Total Assets(X4) -.063 .131 -.191 -.483 .641 

Non-Performing Loans/Capital(X5) -.352 .143 -.967 -2.458 .036 

a. Dependent Variable: Net Profits/ Average Shareholders' Equity (Y2) 

 
Table4.6 shows that equation 4.1 is reliable, given the Fcal (24.510) which is 

significant at 0.0001level. 

Table 4.6: ANOVAb 

Model 
Sum of 
Squares df 

Mean 
Square F Sig. 

1 Regression 114.471 5 22.894 24.510 .000a 

Residual 8.407 9 .934   

Total 122.878 14    
a. Predictors: (Constant), Non-Performing Loans/Capital, Total Provisions/Total Assets, 
Loans Provisions/Non-Performing Loans, Non- Performing Loans/Total Loans, Loans loss 
Provisions/Total Loans 

b. Dependent Variable: Net Profits/ Average Shareholders' Equity 
 

 

 

4.4  Analysis of Effect of Credit Risk Management Ratios on Return on Asset 
Table 4.7: Model Summaryb 

Model R R Square 
Adjusted R 

Square 
Std. Error of 
the Estimate 

Durbin-
Watson 

1 .878a .770 .643 1.40275 1.867 
a. Predictors: (Constant), Non-Performing Loans/Capital, Total Provisions/Total 
Assets, Loans Provisions/Non-Performing Loans, Non- Performing Loans/Total Loans, 
Loans loss Provisions/Total Loans 

b. Dependent Variable: Net Profits/Average Total Assets(Y1) 

 

Table 4.7 show that 87.8 percent correlation exist between  netprofits/average total 

assets(Y1)  and the five indicators of credit risk management X1, X2, X3, X4 and X5  



 

78 

 

as shown in equation 4.2. It also shows that 77.0 percent of the variation in Y1 is 

jointly explained by the variations in the explanatory variables. When the above 

level of variance explanation is adjusted for error in estimation, the proxies of credit 

risk management still explains 64.3 percent of the total variation in Y1. Table 

4.8shows that the relationship explaining the effect of credit risk management on 

Return on asset in the Nigerian banking industry is given by equation 4.2. 

Table 4.8: Coefficientsa 

Model 

Unstandardized 
Coefficients 

Standardized 
Coefficients 

t Sig. B 
Std. 

Error Beta 

1 (Constant) 22.127 4.707  4.701 .001 

Non- Performing Loans/Total Loans(X1) 1.103 .289 2.048 3.815 .004 

Loans Provisions/Non-Performing 
Loans(X2) 

-.486 .126 -1.981 -3.856 .004 

Loans loss Provisions/Total Loans(X3) .130 .131 .720 .989 .348 

Total Provisions/Total Assets(X4) .104 .191 .397 .547 .597 

Non-Performing Loans/Capital (X5) -.611 .208 -2.118 -2.941 .016 

a. Dependent Variable: Net Profits/Average Total Assets (Y1) 

 
Y1  = 22.127 + 1.103 X1 – 0.486 X2  + 0.130 X3 + 0.104 X4 – 0.611 X5   . . .    (4.2) 

 
Table 4.9 shows that equation 4.2 is reliable, given the Fcal (6.04) which is 

significant at 0.01level. 

Table 4.9: ANOVAb 

Model Sum of Squares df Mean Square F Sig. 

1 Regression 59.422 5 11.884 6.040 .010a 

Residual 17.709 9 1.968   

Total 77.131 14    
a. Predictors: (Constant), Non-Performing Loans/Capital, Total Provisions/Total Assets, Loans 
Provisions/Non-Performing Loans, Non- Performing Loans/Total Loans, Loans loss 
Provisions/Total Loans 
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Table 4.9: ANOVAb 

Model Sum of Squares df Mean Square F Sig. 

1 Regression 59.422 5 11.884 6.040 .010a 

Residual 17.709 9 1.968   

Total 77.131 14    
a. Predictors: (Constant), Non-Performing Loans/Capital, Total Provisions/Total Assets, Loans 
Provisions/Non-Performing Loans, Non- Performing Loans/Total Loans, Loans loss 
Provisions/Total Loans 

b. Dependent Variable: Net Profits/Average Total Assets(Y1) 

 

4.5  Answer to Research Question 

 
The results of tables 4.5 and 4.8 with specific reference to the tcal values of the credit 

risk proxies is used to answer the research question earlier stated which seek to find 

out the most critical accounting ratios for explaining the effect of credit risk 

management  on the performance of banks in Nigeria. 

The tcal values as shown on Table 4.5 shows that X1, X2 and X5 are all significant at 

0.05 levels, while X3 and X4 are not. We therefore the critical accounting ratios for 

explaining the effect of credit risk management on bank performance are: 

 Non- Performing Loans/Total Loans (X1) 

 Loans Provisions/Non-Performing Loans(X2) 

 Non-Performing Loans/Capital(X5) 

 
4.6 Testing Hypotheses  
 
Hypothesis One 
 
H01: The increasing rate of non-performing loans/total loan portfolio ofbank is 

notasignificant credit risk management index that affects return on asset 

(ROA) of banks in Nigeria. 

In order to test the above hypothesis a significance of X1  inequation 4.1 is carried 
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out. The tcal value of 4.674 as shown on Table 4.5 shows that X1 is significant at 

0.001 level, which is less than 0.05 our chosen level of significance. We therefore 

reject the hypothesis and conclude that the ratio of non-performing loans/total loan 

portfolio ofbank is asignificant credit risk management index that affects return on 

asset (ROA) of banks in Nigeria. 

 

Hypothesis Two 
 

H02:  The ratio of non-performing loans/ total loan portfolio ofbankis notasignificant 

credit risk management index that affects return on equity of banks in Nigeria. 

In order to test the above hypothesis a significance of X1  inequation 4.2 is carried 

out. The tcal value of 3.815as shown on Table 4.7 shows that X1 is significant at 

0.004 level, which is less than 0.05 our chosen level of significance. We therefore 

reject the hypothesis and conclude that the ratio of non-performing loans/total loan 

portfolio ofbank is asignificant credit risk management index that affects return on 

equity (ROE) of banks in Nigeria. 
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CHAPTER FIVE 

 

CONCLUSION AND RECOMMENDATIONS: 
 
5.1 Summary of Findings 

Based on the results of the analysis, the following findings were made: 

1. Non- Performing Loans/Total Loans (X1); Loans Provisions/Non-Performing 

Loans (X2) and Non-Performing Loans/Capital (X5) are the most critical 

accounting ratios for explaining the effect of credit risk management on the 

performance of banks in Nigeria, with specific attention to return on asset (ROA) 

and return on equity (ROE). 

2. Non-performing loans/ total loan portfolio of   bank is a significant credit risk 

management index that affects return on assets and equity of banks in Nigeria 

positively. 

 

5.2 CONCLUSION:  

This study shows that there is a significant relationship between bank performance 

and credit risk management. Good creditrisk management results in better bank 

performance.  Thus, it is of crucialimportance that banks practice prudent credit 

risk management and safeguarding the assets of the banks and protect the 

investors’ interests.  

The study summarizes that banks used different credit risk management tools, 

techniques and assessment models to manage their credit risk, and that they all 

have one main objective, i.e. to reduce the amount of loan default which is a 

principal cause of bank failure.  
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The study also reveals that banks with good or sound credit risk management 

policies have lower loan default ratios (bad loans) and higher interest income 

(profitability). The study also reveals banks with higher profit potentials can better 

absorb credit losses whenever they crop up and therefore record better performances.  

Furthermore, the study shows (in table 4b) that there is a direct relationship between 

profitability  (ROE,  ROA)  and the  ratio of  non-performing loans  to loan 

portfolioof banks.These results are in line with our expectations and actually 

tallies with conventional wisdom. This has led us to rejection of our hypotheses 

and conclusion that banks with higher interest income have lower non-performing 

loans, hence good credit risk management strategies.  
 

 

5.3Recommendations:  

We would suggest that the banks could establish a credit risk 

management team that should be responsible for the following 

actions that will help in minimising credit risk;  

 Participation in portfolio planning and management. 

 Working with Business Groups in keeping aggregate    credit risk well within the 

bank’s risk taking capacity (risk tolerance). 

 Developing and maintaining Credit Approval Authority  structure. 

 Approving major credits. 

 Granting approval authority to qualified and experienced individuals. 

 Reviewing the adequacy of credit training across the bank. 

 Setting systems to identify significant portfolio indicators,  problem credits and 

level of provisioning required. 

 Presents information  about  the  bank’s  exposure  to  and its management and 

control of  credit risks, in time. 
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 Establishment of  credit  policies  and  standards  that   conform   to  regulatory 

requirements and the bank’s    overall objectives. 

 Counterparty ratings, are obtained through the local authorized and External 

Credit Rating Agencies. 

 Assessment and the continuous monitoring of counterparty and portfolio credit 

exposure is carried out by the Board Credit Committee. 
 

 To ensure that the wholesale portfolio, which includes corporate, commercial 

and agricultural loans are ideally collateralized by cash equivalents, fixed and 

current assets including property plant and equipment, and land. 
 

 Loans to individuals are typically secured by autos forcar loans and private or 

income producing real estate issecured by a mortgage over the relevant  

property. 
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