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ABSTRACT 

 

This study is aimed at investigating the influence of bank credit on bank 

performance, covering the period, 1993 – 2004. 

While loans and advances were the proxies for bank credit, the profit after 

tax represented bank performance, for the period under investigation. 

Three Hypotheses were tested using the Regression Model as our Main 

tool of analysis. The first two hypotheses employed a simple regression 

model, while the hypotheses three, which tried to establish the joint 

impact of the two explanatory variable (credit and capital), employed the 

Multiple Regression Model. 

The major findings are that a significant relationship exists between Bank 

Credit and Bank Performance for all the individual banks. Also, there is a 

significant relationship between Capital and Bank Performance, still for the 

individual banks. However, in terms of their joint impact, none of the 

explanatory variables turned to be significant even at 5 percent level of 

significance. 

Based on these findings we made some recommendations which include 

that: Banks should make efforts to increase their capital base. 

Secondly, with credit contributing significantly to bank performance in 

some banks while remaining insignificant in others, it becomes crystal clear 

that there is need for every bank to properly evaluate every credit facility 

before its availment. 

We advice selective credit consideration based on proper analysis as an 

antidote to the non-performing loans, and in this way bank performance 

will be improved.    
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CHAPTER ONE 

 

1.0 INTRODUCTION 

1.1 BACKGROUND OF THE STUDY 

The Nigeria’s economic history including the dominant financial institutions 

is replete with periods of undaunted financial crises, often characterized by 

capital inadequacies, uncovered exposures, large pool of non-performing 

assets, inefficiency in service packaging and,  delivery as well as other 

determinable qualitative factors underlined by high turnover of Chief 

Executives and other high profile management staff.  The Nigerian banking 

sector is made up of the Central Bank of Nigeria (CBN) and other banking 

institutions. In serving the needs of the society, banks have such 

obligations as maintenance of adequate sustainable capital which ensures 

the meeting of the objectives of banks on one hand, and the satisfaction 

of its customers, on the other hand. According to Oluyemi (1998), the 

primary aim of bank capital base is to have strong and reliable financial 

strength in order to handle its financial liabilities with appreciable assets.  

 

The allusion to bank capital underscores the importance this resource to 

the performance of Banks. Obiozor  G. (2006),in furthering the essence of 

capital noted that with poor asset base and unrealistic shareholders equity, 

the Nigeria banks continue to experience difficulties in pioneering 

development oriented projects, as a result  could not compete with other 

foreign banks in terms of products and spread. 
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It is on this premise therefore, and in order to avoid some of these 

financial problems associated with distress in the banking sector that  Prof. 

Soludo as the Governor of CBN, proposed the banking sector “Reforms 

Acts of 2004” as an antidote to poor performance of Commercial banks in 

Nigeria. 

 

In addition to these, the capital base of banks has serious implications on 

the ability of banks to render the much-needed services in the financial 

industry. Suffice it to say therefore, that with lack of strong and reliable 

capital base, banks cannot function effectively and efficiently, with serious 

adverse effect on the economic growth and development of the economy. 

However, from management perspective, bank performance appraisal 

according to Gibson (1970),` refers to strict evaluation techniques in 

ascertaining the level of banks performance, especially in terms of aims 

and objectives achieved within a given accounting period.` According to 

Beatty (1973), Bank performance is infused with development goals of 

sustainable capital and elimination of lower performance. 

 

Obviously, implied in the fore-going is the important correlation between 

adequate capital base and attainment of actual results. Little wonder then, 

the Central Bank of Nigeria, as the main regulatory authority, has 

continued to show high concern on how banks operate. Therefore, there 

has been continued and renewed interest by the authorities to evaluate 

bank performance, aimed at ensuring financial growth and economic 

stability. 
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In line with this, the issue of banks’ recapitalization was raised by the 

Governor of Central Bank of Nigeria on the 6th of July, 2004. Expectedly, 

the proposed reform caused ripples in the Banking sector. The proponents 

of the reforms argued that such measures would enhance the performance 

of Commercial banks as banks would be better positioned to contribute 

towards economic growth and development in Nigeria. 

 

Therefore, banks were expected to recapitalize to the tune of twenty-five 

billion naira, with options of merging (consolidation) and raising funds 

through the capital markets (The Nigerian Stock Exchange, NSE). 

 

However, the protagonists of these measures term them as draconian that 

would at best prove counter-productive. This group cites loss of jobs, staff 

redundancy and bank liquidation as some of the off-shoots of the intended 

reform. But by and large, the proposal garnered the support of all and 

sundry since according to them, whatever losses to be suffered by these 

small groups of people will be gained so many folds over by the Nigeria 

macro-economy at large. 

 

Therefore, there is need to analyze and weigh the implications of the 

sector reforms proposal in order to determine the extent the economy will 

be affected bearing in mind that banks are operated mainly with a profit 

motive while carrying out their social responsibilities. 
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1.2 THE STATEMENT OF THE PROBLEM 

The problem of bank capital has continued to be a vexing issue in Nigeria. 

For instance, banks are among the most highly leveraged form of 

businesses, having on the average, about 88% degree of leverage. Akin to 

this, about 60% of the banks’ assets are in form of loans and advances 

(Rose, 1999) 

Because of this perceived high-risk profile of banking business, the 

regulatory authorities now, more than ever, emphasize on the need for 

huge and adequate capital, perhaps to cushion the effect of any losses and 

hence safeguard depositors’ fund. The banks on the other hand, 

acknowledge the importance of capital, especially to the extent that it 

confers considerable operational latitude even though it may carry with it 

high running costs that may adversely affect performance if unchecked. 

 

The banking sector in any economy should function as an effective enabler 

of development to other sectors of the economy (Nzotta, 2004) and 

(Falodun, 2003). However, Nnadi and Falodun (2003) succinctly opined 

that the impetus for the Nigerian banking to support the relatively more 

painstaking, riskier real sector of the economy has been eroded. The 

reason, Nnadi and Falodun (2003), further stated is that banks now 

engage mostly in import finance businesses with only short term turn-

around and reduced profitability, since they lack the much-needed 

financial  “Muscle” to support business investments in the real sector of 

the economy. The consequences according to Nzotta (2004) have been 

expressed in the depreciation of our currency, dwindling foreign reserves 
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and under-service to other sectors of the economy. Hence the pertinent 

questions now are as follows: 

i. Will the current reforms result in the desired change in the 

Nigerian banking industry? 

ii. What will be the effect of recapitalization on banks? 

iii. Will the merging of banks enhance bank performance? 

iv. What are the factors that affect the performance of banks in 

Nigeria? 

v. To what use do banks apply available funds? 

vi. What are the options for improving the standard of banking 

services and performance towards attainment of economic 

growth and development in Nigeria? 

 

As a central problem, however, the study is aimed at ascertaining the 

impact of capital on banks’ performance. 

 

1.3 OBJECTIVES OF THE STUDY 

The broad objective of this study is to determine the impact of capital on 

banks’ performance. The specific objectives include: 

i. To determine the relationship between bank capital and bank 

performance. 

ii. To ascertain the effect of bank capital and the level of credit 

granted. 

iii. To determine the joint impact of bank capital and credit on the 

performance of banks. 
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iv. To determine the extent banks comply with regulatory guidelines. 

v. Finally, to derive some policy recommendations on how to bring 

about sanity in the banking industry. 

 

1.4 RESEARCH QUESTIONS 

With the above-mentioned objectives, the following research questions are 

considered relevant for the study: 

 

i. What is the nature of relationship between bank capital and bank 

performance? 

ii. To what extent has the level of bank capital affected its      

performance? 

iii. How would the current merger arrangements in the banking 

industry affect bank performance? 

iv. To what extent do banks comply with regulatory guidelines? 

v. What factors militate against the attainment of sound banking 

system in Nigeria? 

 
 

1.5 RESEARCH HYPOTHESES  

The following research hypotheses are formulated for verification: 

 

HO1: There is no significant relationship between bank capital and 

its performance. 
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HO2: Bank Capital has no significant effect on bank credit. 

HO3: There is no significant relationship between bank capital, 

credit and bank performance. 

 

1.6 SIGNIFICANCE OF THE STUDY 

This research work will be of huge importance to different groups of 

people. 

1. One group comprises the students; this research work will be useful 

to them, as it will serve as materials to them for future research 

purposes. This work will also help them to understand how to 

determine the impact of capital adequacy in the performance of the 

banks by the parameters employed in this work. 

2. Another group constitutes of the government CBN, NDIC (Nigerian 

Deposit Insurance Company), The banks, financial sectors, and 

private businessmen. This study will enable them appreciate the 

importance of adequate capital in banks which helps to foster 

economic growth and development and thus show more interest and 

commitment towards economic development. 

3. This work will enable the CBN, to devote more time and effort 

towards the formulation and implementation of capital base of the 

banks in Nigeria and to provide public confidence in the banking 

sector health and stability.  
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1.7 SCOPE AND LIMITATIONS OF STUDY 

This research was faced with a number of constraints that tried to impede 

the progress of the research work. They include the following: 

 Secrecy of information: In Nigeria to obtain valuable information for 

research purposes is usually very difficult because of either its 

unavailability or inadequacy or both and restriction to its access. 

Most times, where data is obtained. It cannot be relied upon with 

absolute confidence because of the inherent inaccuracies and 

distortion. Access to data is also hindered by the negative attitudes 

of banks stemming from suspicion that the information obtained 

could be used to their detriment. 

 Finance, inadequacy of funds formed the crux of the problem as the 

researcher could only reach some of numerous experts in the field of 

study. The researcher tried to access the Internet but was unable to 

get access to some research works that relates to the research, this 

was a result of the fact that access to such publications required 

paying money in foreign currency to the copyright owners through 

the Internet before access can be granted. This was far beyond the 

reach of the researcher.  

 

In spite of all these limitations, the researcher tried to get the best with 

the resources within his reach; however the findings were not influenced 

by the above-mentioned limitations.  
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1.8 ORGANISATION OF THE STUDY 

For the purpose of clarity and easy comprehension, it would be important 

to divide this research work into five inter-related chapters. 

Chapter One is the introduction of the research work which comprises the 

overview of study, statement of problem, objectives of the study, research 

questions, research hypothesis, significance of study, scope and limitation 

of study, and definition of terms. 

 

Chapter Two covers the review of literature; it involves the review of 

related works and the theoretical basis of the research topic and problems. 

 

Chapter Three is the research methodology. This covers the introduction, 

sources of data, characteristics of the study, population sampling design 

and procedure, method of data analysis, model development, and test of 

hypothesis. 

 

Chapter Four involves data presentation calculation and analysis of the 

parameters used in the impact of capital adequacy on the performance of 

banks. 

 

Chapter FIVE: This involves conclusion and recommendations of the study. 
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CHAPTER TWO 

 

LITERATURE REVIEW 

2.0 INTRODUCTION 

The financial deregulation in Nigeria that started in 1987 and the 

associated financial innovations have generated an unprecedented degree 

of competition in the banking industry. The deregulation initially provided 

powerful incentives for expansion in both the size and number of banking 

and non-banking financial institutions. The consequent phenomenal 

increase in the number of banks and non-bank institution providing 

financial services led to the increased competition among various banking 

institutions. 

 

Apart from the keen competition in the range of financial activities, banks 

have also faced problems associated with the persistent slow-down in 

economic activities, severe political instability, virulent inflation, worsening 

economic and financial conditions of their corporate borrowers, and 

increasing incidence of fraud and embezzlement. Another problem banks 

have had to contend with is inconsistency in monetary and regulatory 

policies. The official policy and regulatory response to the rapid 

developments in the financial system appear to have been characterized 

by poor anticipation, indecision, delay and panic. Iyoha (1997) observes 

that the surveillance and regulatory measures of the Central Bank of 

Nigeria (CBN) have unfortunately been unable to keep pace with the 

rapidity of the changes in the financial system. 
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According to Adimmadu (2005), the overriding concern of development 

specialists is whether the emerging Nigerian banks can efficiently stimulate 

growth and economic development in the real sectors of the Nigerian 

economy for instance by undertaking to finance the growth oriented mega 

projects without any distress. Before the advent of the current Banking 

Reform and the subsequent consolidation, the process of financing mega 

projects in Nigeria,(like oil related projects, and other highly viable capital 

intensive projects) would normally involve a few Foreign Banks who would 

finance such projects at fairly great costs to the economy. In the nearby 

South Africa, the ABSA (Amalgamated Bank of South Africa) alone has an 

asset base larger than the combined asset base of all Nigerian commercial 

banks put together. 

 

For the past two decades, the Nigerian Banking Sector has been plagued 

by collapse, corruption and complacency. The industry failed to instill the 

level of confidence expected from banks in such a significant African 

economy. Reform was long overdue given the frequency and size of banks’ 

collapses performance of banks and the failing economy. 

 

Today, banking is an industry in change. Rather than being something in 

particular, it is continually becoming something new – offering new 

services, merging and consolidating into much larger and more complex 

businesses, adopting new technologies that seem to change faster than 

most of us can comprehend and facing a new and changing set of rules as 
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more and more nations cooperate to regulate and supervise the banks that 

serve their citizens. 

  

Banking is one of the most heavily regulated businesses in the world. No 

one can start a bank without some government’s permission to do so, and 

no one can close a bank without the government’s approval. Rose 

(1997:21) 

 

2.1 THE ROLE OF MONEY 

The role of money in the economy is crucial that discussions on money 

and its management have always engaged the attention of both 

economists and policy makers.  It is generally agreed that money 

promotes the growth of output, while it induces changes in domestic 

prices, exchange rates and balance of payments .In this regard, it is 

important that the supply of money and credit to an economy is adequate 

to support desirable and sustainable growth without generating 

inflationary pressures and undue instability in the exchange rate, the 

ultimate objective being the improvement in the welfare of the citizenry. 

Monetary policy is therefore applied to influence the availability and cost of 

credit in order to control the money supply, Onyido (1999:71) 

 

2.2 MANAGING THE FINANCIAL SECTOR 

According to Anameje (2001:1), the financial sector stands out clearly as 

the singular sector that drives the other sectors of any economy. What the 

sector does to an economy is akin to what a lubricant does to an engine at 
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work, which is the greasing of the engine to reduce wear and tear. The 

financial sector in like manner oils the other the economy and in the 

process reduce friction thereby saving the economy from retardation. Little 

wonder then maximum attention is usually given to the management to 

ensure that the sector remains vibrant and operates within the bounds of 

decorum.  

 

The Nigerian financial sector has continued to adjust to the global trend, 

as the operating environment is getting more and more liberalized. The 

recent adoption of universal banking in the sector can be seen as the 

hallmark of the effort of the monetary authorities to liberalize the financial 

sector. 

 

However, the issue of managing the financial sector actually transcends 

the monetary authorities as individual operators in the sector have critical 

roles to play to ensure a sound financial system. It will be impossible for 

the regulatory authorities to police every operation in the financial sector, 

as that will require an army of regulators to do that. This underscores the 

need for operators to imbibe high ethical standards and work towards 

entrenching a regime of self-regulation in the financial system. It is only 

when ethics and self –regulation form the bedrock of financial sector 

management that sustainable growth will be ensured in the sector. 
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2.3 ENSURING BANKING SOUNDNESS AND FINANCIAL SECTOR 

STABILITY 

According to Sanusi (2003) the global concern about financial sector 

soundness is informed by the enormous costs inherent in banking distress. 

Arising from the critical roles of banks in the economy, such costs include: 

weak financial intermediation that can lead to truncation of credit and, 

misallocation of limited investible funds to risky projects, reduced 

monetary policy effectiveness; spread of financial contagion to other 

sectors of the economy, disruptions to the payments system; currency and 

balance of payments crises, losses to depositors both public and private 

and consequent loss of confidence in the banking system. Indeed, every 

stakeholder in the national economy is a loser when the banking system is 

unsound. Recent events in East Asia aptly demonstrated how rapidly and 

forcefully banking crises can erupt and difficult to contain, once they occur. 

In all cases, banking crises have resulted, at a minimum, in large losses of 

wealth and disruptions in the supply of credit for investment and 

commerce. In order to deal with market failures effectively and achieve 

financial sector stability effective surveillance of the banking system is 

essential. 

 

The regular surveillance of banking institutions is to ensure strict 

compliance with prudential and monetary policy guidelines as stipulated by 

the authorities. In this context a framework for financial institution’s 

behaviour is established to foster the maintenance of a safe and sound 

financial system and a fair and efficient delivery of financial services in the 
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economy. In this regard, the regulatory authorities’ involvement is focused 

on overseeing and influencing the risk behaviour of banks, accounting and 

professional standard, disclosure and safety nets, appropriate market 

procedures, good corporate governance structures, credit risk 

management and other best practices in the intermediation process. 

  

2.3.1  SOURCES OF INSTABILITY IN THE BANKING SYSTEM 

There are a number of factors, both exogenous and endogenous, that can 

predict instability in the banking system. The exogenous factors, which 

include macroeconomic shocks emanate from negative effects of financial 

liberalization, globalization and rapid technological changes. The internal 

factors include inappropriate corporate governance and inadequate 

regulatory and supervisory capacity, among others. Some of these factors 

are examined in details below; 

 

(a) Macroeconomic Environment 

We all know that the macroeconomic environment represents a 

combination of factors that impact on the banking system, which could be 

either favourable or adverse to the system. When the impact is adverse, 

banks tend to embark on protective strategies, which may not augur well 

for both the banking system and the economy. For instance, an economy 

experiencing sluggish growth or in recession poses formidable challenges 

to all economic agents, causing business opportunities to shrink. Under 

such circumstances, it is critical that bankers take actions, which will not 
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affect the health of the banking system adversely or further destabilize the 

economy. Generally, it is easier to achieve a sound banking system under 

a stable macroeconomic environment than an unsound banking system 

could trigger macroeconomic instability, hence the symbolic relationship 

between the banking system and macroeconomic environment.   

 

(b) Asymmetric Information 

It is a fact that, information asymmetry results in mismatching of financial 

contracts, precipitating a run on banks. As we all recognize, depositors 

have little information about the soundness of banks and the safety of 

their deposits. Thus any misinformation, as was experienced in the country 

recently, can cause panic withdrawals, creating runs on the banks with 

potentials of contagion and loss of creditor confidence. Similarly, poor loan 

selection due to information asymmetry leading to funding of unviable 

projects could lead to having very high volume of non-performing loans. 

 

(c) Weak Management 

One of the major internal factors that have contributed to the observed 

weakness in some financial institutions is poor management. 

This is often reflected in poor asset quality, insider abuse, inadequate 

internal controls, fraud, including unethical and unprofessional conduct, 

squabbles and high staff turnover rate. Weak risk-control systems have 

been a major factor in the emergence of a number of crises, leading to a 

variety of balance sheet differences including large and undetected 
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mismatches on the balance sheet or poor asset quality, leading to large 

unrealized losses. 

 

(d) Inappropriate Corporate Governance Structure. 

It has become a worldwide dictum that the quality of corporate 

governance makes an important difference to the soundness and 

unsoundness of banks. Broadly speaking, corporate governance refers to 

the extent to which companies are run in an open and honest manner. 

Thus, effective corporate governance practice incorporates transparency, 

openness, accurate reporting and compliance with statutory regulations, 

among others. Historical antecedents indicate that financial crises are a 

direct consequence of lack of good corporate governance in banks. In 

particular, the need to important good corporate governance in the 

banking sector became more apparent after the Asian financial crisis. 

 

(e) Inadequate Regulatory and Supervisory Capacity 

Inadequate or poor regulatory and supervisory capacity can contribute to 

instability in the financial system. Consequently, regulatory and 

supervisory capacity must be adequate for effective monitoring of the 

system. Regulators and supervisor must exhibit a high level of integrity, 

competence and be equipped with modern facilities, in order to meet the 

challenges of contemporary banking practices. Individually and collectively 

all stakeholders have roles to play in ensuring the soundness of the 

banking system. In the word of Michel Camdessus, the former Managing 
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Director of the IMF, “the soundness of a bank is first and foremost the 

responsibility of its owners and managers; yet the soundness of a banking 

system is a public policy concern, bank soundness is critically linked to 

sound macroeconomic policies; a framework for sound banking must 

include structures to support internal governance and market discipline, as 

well as official regulation and supervision; and international cooperation 

and coordination can play an important role not only in strengthening the 

global financial system but also in improving the soundness of national 

banking system”. 

 

2.4 STRUCTURE OF THE NIGERIAN BANKING SYSTEM 

The Nigerian banking system is made up of the Central Bank of Nigeria 

(CBN) – the apex bank, eighty-nine (89) main stream Deposit Money 

Bank’s (DMBs) or Commercial Banks with 3,348 branches spread across 

the country as at June 2004. In addition, there are 774 community banks, 

eighty-one (81) primary mortgages institutions and six (6) development 

banks to take care of small depositors and special interest, Nnanna 

(2005:9). Taking all the banks together, Nigeria currently has bank office / 

population density one bank office to thirty thousand four hundred and 

thirty two (30,432) persons. Prior to the introduction of Universal Banking 

(UB) in 2001, the DMBs were segmented into commercial and merchant 

banks for retail and wholesale banking businesses, respectively. 

Structurally, the Nigerian banking industry is oligopolistic in nature with ten 

banks currently accounting for 53.0 percent total assets, 54.3 percent of 
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total deposit / liabilities, 44.2 percent of total credit and 35.1 percent of 

capital and reserves. The DMBs are the major players in the money market 

with growth in the banks’ investment portfolio exerting significant 

influence on the performance of the economy. For instance, their total 

assets as a proportion of the gross domestic product (GPD) grew 

significantly from 18.8 per cent in 1970 to 65.9 percent in 1986 but 

declined to 42.4 per cent in 2003. The downward trend between 1986 and 

2003 reflected the distress syndrome that characterized the banking 

industry shortly after the economic deregulation as well as developments 

in the capital market segment of the financial markets. 

Aggregate credit to the domestic economy as a ratio of GDP grew from 

10.4 per cent in 1992 to 20.9 percent in 2003, while net interest margin 

and return on equity remained at 2.2 and 9.1 per cent as in 2002, 

respectively. The operations of the DMBs in Nigeria are guided by the 

CBN’s monetary policy objectives that are essentially the stimulation of 

output and employment; and the achievement of internal and external 

balance through the use of different techniques/monetary instruments 

subject to the prevailing environment. 

The monetary policy environment under the DMBs operate over the years, 

can be classified into two distinct regimes namely; direct control and 

market based regimes. The period 1960-1986 was characterized by the 

use of direct control instruments of monetary policy management. The 

instruments of policy were credit ceilings, selective credit controls, 
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administered interest and exchange rates as well as prescription of cash 

reserve requirements and special deposits. The approach was favoured at 

the time owing to the under-developed nature of the financial sector and 

the need to promote investment and growth. 

 

Consistent with its support for growth and development in the Nigeria 

economy, the CBN has been involved in the developmental activities and 

programmes since its inception to date in some key sectors of the 

economy. This underscores the Bank’s initiatives and collaboration with the 

Federal government in the establishment of some specialized institutions, 

primarily to provide medium and long-term finance to enterprises and 

firms. These institutions have witnessed major transformation over time 

and currently, the institutions include, the Bank of industry (BOI) (an 

amalgam of Nigerian Industrial Development Bank (NIDB), Nigerian Bank 

for Commerce and industry (NBCI) and Nigerian Economic Reconstruction 

Fund (NERFUND) the Nigerian Agricultural, Cooperative and Rural 

Development Bank (NACRDB) (a merger of Nigerian Agricultural and 

Cooperative Bank (NACB), Family Economic Advancement Programme 

(FEAP) and People’s Bank), the federal Mortgage Bank of Nigeria (FMBN), 

Nigerian Export-Import Bank (NEXIM) Nigeria Education Bank (formerly 

Students Loans Board) and Urban Development Bank (UDB). 

 

2.5 BANK RECAPITALIZATION 

 According to Ekundayo (1998:54) Recapitalization can be defined as the 

enhancement and restructuring of the financial resources of an 
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organization with a view to enlarging the size of the long-term funds 

available to the company. 

 

Use of Recapitalization 

There could be various reasons for recapitalization of a particular financial 

institution. The basis could be any of the following: 

1. Fill a Hole 

2. Provide Working Capital 

3. Fund Capital Project 

4. Provide Cushion for Shocks 

5. Meet Statutory or Prudential Requirement. 

 

Fill a Hole 

A hole can exist in a bank’s balance sheet as a result of 

- Persistent losses 

- Deterioration in quality of asset 

- Under Provisioning 

- Fraud 

If a bank records losses too frequently, the shareholders’ fund will shrink 

and in no time may turn negative. Also due to non-performance of assets, 

in this case, income generating assets, particularly Loans and Advances 

and Leased Assets, income accruing on such assets may not translate to 

cash and will   therefore not generate liquidity. Such assets are said to be 

deteriorating in quality. 
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Usually, provisions are made for bad and doubtful debts. However, there 

are cases where certain debts deteriorate much faster than the rate of 

provision. The effect on the financial position of such institution is under 

provision. Finally, fraud creates a hole in the treasury of financial 

institutions and can cripple its operation. 
 

In whatever form this erosion of liquidity might have been caused, the 

need to fill the hole arises, if business is to continue consistently. 

 

Provision of Working Capital 

In relation to the size of operation of a financial institution, it will require a 

working capital level. The Law of Averages is applicable in banking, but 

monetary and fiscal policy shocks, economic reverses, and social-political 

dislocations often make nonsense of this law of averages, as unanticipated 

withdrawals could threaten the stability of even reliable banks. 

 

Funding of Capital Projects 

Examples of capital projects in financial institutions are as follows: 

- Computerization programme 

- Branch network development 

- Head office development 

- Acquisition of properties, plant and vehicles. 

- Equipment lease 

- New product development e.g. Shares in discount houses or 

introduction of universal banking. 
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Cushion for Shocks. 

The larger the capital base of the bank the easier it is to absorb effects of 

sudden mishap. Similarly, the larger the capital base, the greater the size 

of business that the bank can handle, and the less risky the bank is 

perceived to be. 

 

Statutory or Prudential Requirements 

A readily available reference is the directive by the Central Bank of Nigeria 

Governor that all commercial banks operating in the country should have a 

minimum paid up capital base of 25 Billion Naira on or before 31st 

December 2005. Banks in this regard are concerned about the adequacy of 

the stipulated level of capitalization in relation to Universal Banking 

practice. 

 

Individual institutions are also free to impose on themselves prudential 

requirements on capital structure. There are also prudential guidelines 

issued by the Central Bank of Nigeria that may influence the level and 

structure of the share capital of the respective banks. 

 

Economics of Recapitalization 

The summary of the various uses of capital is that a financial institution, 

possibly more than other institutions, needs substantial long term, cheap 

and stable fund, to carry out its business. According to Harrington (2001) 

Recapitalization is a reinvigorating exercise and therefore it is crucial. 
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The banks` need for it may become more critical if the nature of its 

services become more complex. An alternative to share capital is borrowed 

capital, which has attendant disadvantages of being costly, less permanent 

and highly volatile. 

 

2.5.1      TYPES OF BANK CAPITAL 

According to Rose (1999:475) there are several different types of bank 

capital namely: 

 

1 Common Stock:  

 Measured by the par (face) value of common equity shares 

outstanding, which pay a variable return depending on whether the 

bank’s board of directors votes to pay a dividend. 

 

2 Preferred stock: 

 Measured by the par value of any shares outstanding that promise to 

pay a fixed rate of return (dividend rate); preferred stock may be 

perpetual or have only limited life. 

 

3 Surplus:  

 Representing the excess amount above each share of stock’s par 

value paid in by the bank’s shareholders. 

 

4 Undivided profits: 

 Representing the net earnings of the bank that have been retained in 

the business rather than being paid out as dividends. 
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5 Equity reserves:  

 Representing funds set aside for contingencies such as legal action 

against the bank, as well as providing a reserve for dividends 

expected to be paid out not yet declared and a sinking fund to retire 

stock or debt in the future. 

 

6 Subordinated debentures: 

 Representing long-term debt capital contributed by outside investors, 

whose claims against the bank legally follow (i.e. are subordinated to) 

the claims of depositors, these debt securities may carry a 

convertibility feature, permitting their future exchange for shares of 

bank stock. 

 

7 The bank’s minority interest in consolidated subsidiaries, where 

the bank holds ownership shares in other businesses. 

 

8 Equity commitment notes, which are debt securities repayable 

only from the sale of stock. 

 

2.5.2   MEASURING THE SIZE OF BANK CAPITAL 

Before deciding how much capital a bank should have, we must know how 

a bank’s capital is measured.  There are, unfortunately, several different 

capital measured in use today, and the messages they send to the public 

and the regulatory community frequently conflict. 
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Book or GAAP Capital. For example, bank capital may be measured by 

book value (in accounting terminology, by GAAP (Generally Accepted 

Accounting Principles). Most bank assets and liabilities are recorded at the 

value they contained on the day they were acquired or issued and posted 

on the bank’s books. Over time, as interest rates and liabilities will diverge 

from their original book values. Nevertheless, to many bank managers 

book value, not market value is the proper measuring rod to use. In this 

case; 

 

Book value   Book value   Book value 

of bank  = of bank  - of bank 

Capital (GAAP)   assets   liabilities 

   

 

      

Undivided 

           

     Par value   profits (or                     Reserves for 

=  of equity    + Surplus + retained     +           losses on loans  

    capital    earnings)                  and leases. 

 

In periods when banks’ loans and securities are plummeting in value, book 

value capital is a poor indicator of whether a bank has enough capital to 

deal with its current exposure to risk. 
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RAP Capital. An alternative measure of bank capital, no better than book 

value, is regulatory capital as spelled out by RAP (regulatory accounting 

principles). For many years, in an effort to make banks appear to be safe-

indeed, safer than they really were – some bank regulatory agencies came 

to define bank capital as: 

    

 

 

 

 

 

 

 

 + + 

      stock  

 

Market Value Capital.  Of far greater relevance for both students of the 

banking system and investors (including depositors) who buy bank IOUs 

today is market value capital.(MVC) 

 

 - 

 

 

 

RAP 
Bank 
capital 

Stockholders’ equity 
(i.e., 

Common stock 
= retained earnings 
and equity reserves 

Perpetual 
+ referred 

stock 

Bad-debt 
Reserve 

+ for losses on 
loans and leases. 

Subordinated 
debenture that 

are 
 Mandatory 
convertible 

into common 
stock 

Miscellaneous 
items (such as 

minority 
interest is 

subsidiaries 
and net worth 
certificates) 

Market 
value of 
bank 
capital 
(MVC) 

Market value of 
banks assets 

=      (MVA) 

Market value of 
bank 

-     liabilities                   
         (MVL) 
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A banker can obtain a quick approximation of a bank’s market value capital 

each day by calculating: 

 

MVC =  

X 

 

 

Obviously, the MVC approach to measuring the amount of bank capital 

results in a highly volatile capital figure, one that changes daily for large 

banks whose stock is actively traded. MVC is difficult to measure for small 

banks because their stock usually is not actively traded enough to establish 

a market value. This limits the usefulness of MVC for the smallest banks in 

the industry. Yet the market value of capital is a reflection of the amount 

of the real protection each bank has against the risk of failure. If a bank’s 

assets and liabilities were valued at their true market value, depositors 

would be better able to gauge whether their bank held enough salable 

collateral to back their deposits and, therefore, could make a more rational 

decision on which banking institution should receive their deposit business. 

 

2.5.3 REGULATORY APPROACH TO EVALUATING CAPITAL 

NEEDS 

 Reasons behind Capital Regulation  

The capital position of banks has been closely regulated for decades. 

Banks must meet minimum capital requirements before they can be 

chartered, and they must hold at least the minimum required level of 

Current 
market price 
per share of 
stock 
outstanding 

Number of 
equity shares 

issued and 
outstanding 
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capital throughout their corporate life. Regulatory agencies also indicate 

the forms of capital that are acceptable. As Wall (1985:9) notes, the 

fundamental purposes of regulating bank capital are threefold: 

1. To limit the risk of bank failures 

2. To preserve public confidence in banks. 

3. To limit losses to the federal government arising from deposit 

insurance claims. 

 

There is an underlying assumption that the private marketplace cannot 

accomplish all three of these objectives simultaneously, because the 

market does not correctly price the impact of bank failures on the banking 

system’s stability nor is the market likely to accurately price the cost of 

bank failure to the deposit insurance fund. 

 

Banks are unique in that they hold short-term liabilities (especially demand 

deposits) that can be withdrawn immediately when public confidence falls. 

Few banks are in a position to liquidate their loan portfolios immediately 

when threatened with massive deposit withdrawals. Moreover, the 

managers of individual banks do not consider the possible external effects 

of their risk taking on other banks, which may be dragged down by the 

collapse of neighboring institutions. 

Large bank failures are a special problem as Wall (1985:14) observes. The 

failure of a big bank attracts significant media attention, causing 

depositors to raise questions about the soundness of their banks. 

Moreover, the largest banking organizations generally have a high 
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proportion of non-deposit liabilities and large denomination deposits that 

are not adequately covered by insurance. The failure of a large bank can 

have a greater impact on the government’s deposit insurance fund than 

the failure of considerable number of small banks. 

 

One of the damaging side effects of government-funded deposit insurance 

is that it lowers the normal level of vigilance among depositors over bank 

safety and risk taking. Feeling fully protected, most depositors do not 

monitor the risk of the banks they use, nor do they penalize those banks 

that take on excessive risk by moving their funds to lower-risk banks. This 

“moral hazard” feature of government sponsored insurance plans 

encourages banks to drive their capital to deposit ratios lower, thus 

exposing government insurance funds to even greater risk of loss. 

 

Research Evidence. Considerable research has been conducted in recent 

years on the issue of whether the private marketplace or government 

regulatory agencies exert a bigger effect on bank risk taking and on bank 

capital decisions. The results of these studies are varied, but most find 

that the private marketplace is probably more important than government 

regulation in the long run in determining the amount and type of capital 

banks must hold. However, government regulations appear to have 

become at least as important as the private market place in the 1980s and 

1990s, with the tightening of capital regulations and the imposition of 

minimum capital requirements. 
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The financial markets do seem to react to the differential risk positions of 

banks by downgrading the debt and equity securities offered by riskier 

banking companies. However, according to Eisenbeis and Gilbert 

(1985:19) discovered that we are not at all sure market discipline works as 

well for small and medium size banks, whose securities (in the form of 

lower prices and higher interest rates) are really large enough to discipline 

bank risk taking. Also, while the market may make efficient use of all the 

information it possesses, some of the most pertinent information needed 

to assess a bank’s true level of risk exposure is hidden from the market 

and is known only to bank examiners. 

  

Is a bank’s capital to assets ratio significantly related to its probability of 

failure? Most research studies find little connection between capital ratios 

and the incidence of bank failure. For example, according to Santomero 

and Vinso(1977:190) found that increased capital does not materially 

lower a bank’s failure risk. Many banks would still fail even if their capital 

were doubled or tripled – a conclusion backed up by a recent study in New 

England by Peek and Rosengren (1997:40) which found that four-fifths of 

bank’s failing there in the 1980s and early 1990s were classified by 

examiners as “well capitalized” before they failed. It is by no means certain 

that imposing higher capital requirements will reduce banking risk. As Wall 

(1997:17) observes, banks faced with tougher capital standards may take 

on more risk in other aspects of their operations in order to keep from 

earning lower returns. 
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Alternative Policy Strategies for Regulating Capital.  

Regulation of bank capital today is in a state of transition as regulators 

move further into a new system that covers all banks in the world’s leading 

industrialized nations and stipulates a minimum level below which bank 

capital, as a percentage of a bank’s assets, is not supposed to fall. 

 

The idea of imposing minimum levels of capital on all banks actually began 

in the United States in December 1981. Prior to that date, federal and 

state regulatory authorities used a subjective approach that relied on peer 

group comparisons to decide if a bank had enough capital. Selected capital 

ratios were used to measure capital adequacy.  

Total capital: total deposits 

Total capital: total assets 

Total capital: total risk assets 

Where risk assets include all the bank’s assets except cash and U.S 

government securities (viewed as essentially risk less in quality). Each 

regulatory agency used both cross section analysis, comparing each bank’s 

capital ratios with the same ratios for comparable banks at a given 

moment in time, and time series analysis, tracking changes in a bank 

capital ratios over time to determine if capital adequacy appeared to be 

rising or falling. The problem with comparing the capital ratios of one bank 

against those of its peers is that if the peers’ capital ratios are also 

deteriorating, the result can be growing capital adequacy for the whole 

industry. In fact, the capital ratios of US banks fell almost continuously 

from the 1930s to the 1980s, in part due to the federal government’s 
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providing deposit insurance, weakening the willingness of private investors 

to monitor and control bank risk taking.  

  

A sharp contrast to the above scenario is the Nigerian Banking Industry. 

The rapid rate of financial distress and subsequent failure in Nigeria led to 

the first effort directed at regulating the banking system, thus the 

establishment of the 1952 Banking Ordinance. The Ordinance provided for 

licensing procedures, standards and conducts for banking businesses. 

Following the introduction of the Structural Adjustment Programme in 

1986 which was characterized by financial deregulation, the whole 

financial system experienced radical structural changes which resulted in 

the liberalization of banking license, which subsequently led to the rapid 

rise in the number of banks in Nigeria in that era. However, the re-

introduction of the deregulation policy in 1994, marked the beginning of 

the second era of massive bank failure in Nigeria. 

 

Most of the banks were characterized by inability to meet their 

capitalization requirement, weak deposit base, inability to meet maturity 

obligation, high rate of bankruptcy and mismanagement. The Nigeria 

economy therefore was highly characterized by financial distress in the 

banking sector. It is therefore not out of place to conclude that because of 

the high rate of bank failure in the economy the Government has of recent 

raised the bar for banks to recapitalize from two billion naira (US $15.5 

Million) to N25 Million (US $194 Million) 
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Certainly the latest strategy, imposing one minimum capital standard on all 

banks is easier for regulators to enforce and avoids the pitfall of peer 

group comparisons in not letting all capital ratios drift too low over time – 

provided, of course, that regulators stick to the capital minimums 

established. However, there are some potential problems with this simple 

approach to capital adequacy. For one thing, a system of capital minimums 

may precipitate bank runs by the public, even though the banks losing 

their deposits may, in fact, be sound. How could this happen? When the 

public see a bank’s capital ratio dropping below the minimum required, the 

bank’s largest uninsured depositors may start a run on the bank even if it 

still has adequate capitalization from a market perspective. 

 

Another problem is the difficulty faced by the public in trying to determine 

what a particular capital ratio for a particular bank really means. For 

example, if all banks holds at least the minimum required amount of 

capital, this may suggest that all banks are equally safe – which is 

obviously untrue. Moreover, how are we to fit into a minimum capital 

standard the fact that a bank’s ratio of capital to total assets seems to 

depend heavily upon the size of the bank, with smaller banks generally 

reporting larger capital –asset ratios than larger banks report. Does this 

mean that the largest banks are not adequately capitalized, or that smaller 

are overcapitalized? Are small banks a lot safer than large bank? 

Obviously, we cannot say for sure without considering other facts 

pertaining to conditions in each bank’s market area, whether strong and 

robust or weak and declining. 
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The Judgment Approach  

Because the imposition of minimum capital ratios on all banks can be 

misleading, the regulatory agencies have also applied the yardstick of 

regulatory judgment in assessing the adequacy of a bank’s capital position. 

This requires viewing each bank within the context of its own market 

environment and looking at several different dimensions of internal and 

external conditions surrounding the bank. The judgment method for 

assessing the adequacy of a bank’s capital looks at the following. 

1. Management quality 

2. Asset liquidity 

3. Earnings history 

4. Quality of ownership 

5. Occupancy costs 

6. Quality of operating procedures 

7. Deposit volatility 

8. Local Market conditions 

 

Even those banks that meet minimum capital requirements may be judged 

capital deficit if they operate within a market environment that appears to 

require more capital on if have they internal weaknesses. Such banks 

would be asked to develop a plan for strengthening their capital positions 

above the minimum required for other banks. 
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2.5.4   CURRENT PRESSURE TO RAISE MORE CAPITAL 

Rose (1997:497), Banks around the world have been under intense 

pressure in recent years to raise more capital to support their growth and 

reduce risk to their depositors. A number of factors have contributed to 

this pressure, which has come from both the regulatory community and 

the financial marketplace. Inflation has been an important factor spurring 

on the pressure for more capital, because inflation increases a bank’s 

assets and liabilities but tends to squeeze its net worth. The more volatile 

economy of recent years also calls for more capital, because it leads to a 

more risky banks earnings stream. State and federal lending limits require 

a bank’s capital to grow in order to be able to accommodate the need for 

loans on the part of its largest and fastest growing customers. Rising 

operating costs, especially the cost of land, equipment, and skilled bank 

personnel, have tended to squeeze the earnings of many banks – the 

prime source of year-to-year capital growth. Finally, many capital markets 

investors today see banks as more risky due to the effects of deregulation, 

intense competition between bank and non Bank financial institutions and 

volatile economic conditions. Capital market investors appear to be 

demanding that banks pay more attention to the strength of their capital 

and seen reluctant to buy the securities or deposits of weakly capitalized 

banks. 

  

Inside the United States, bank regulatory agencies have recently stressed 

the need for stronger bank capital positions before they will approve the 

offering of new services or the establishment or acquisition of new offices 
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or subsidiary firms. Strongly capitalized banks will be allowed to venture 

into new fields and expand across state lines. Banks with weak capital will 

face more regulatory pressure and will be severely restricted in their 

activities until they improve their capital positions. The underlying rationale 

for “capital-based supervision” is that banks will be less likely to fail or take 

on excessive risk if their owners are forced to place more of their own 

money at risk. In effect, the more capital backing a bank’s activities, the 

more its stockholders will likely exercise quality control over the bank’s 

operations. However, there are limits on how much capital regulators can 

demand from banks. Demanding too much capital throttles back a bank’s 

ability to lend funds profitably in order to support economic growth and 

other factors held equal, tends to lower the bank’s overall return on equity 

(ROE), making it less attractive to capital market investors and making it 

also more difficult for the bank to raise new capital in the future. 

 

The 2003 Annual Report of the Central Bank of Nigeria (CBN) published on 

the apex bank’s website shows that nine operating banks were “unsound”, 

53 “satisfactory”, 14 “marginal” and only eleven “good” during the year 

under review. Using the Capital Adequacy, Asset Base, Management, 

Equity and Liability criteria otherwise called CAMEL parameters, the report 

further revealed that the banks as at end-December 2003 over-relied on 

inter-bank funds market. It said that between 40 to 45 per cent of the 

banks were net takers of funds from the banking system during the period 

under review. 
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The report further noted a number of lapses in various banks examined 

during the year by the apex bank, including poor management, week 

internal control systems, under-capitalization, inadequate collaterization of 

granted facilities as well as violation of single obligor limit. 

 

Without doubt, this state of affairs has posed serious challenges to the 

financial regulators and particularly the CBN, prompting in recent times, 

the trenchant calls for increase in the capital base of banks via Mergers 

and Acquisitions. The new CBN Governor has in many for a made a strong 

case for the small case for the small, weak banks to explore the options of 

absorption or other combination arrangements with the bigger and more 

stable ones. 

 

The attitude of most directors and owners of these weak banks also leave 

much to be desired because of their refusal to admit new investors or 

owners, even when such financial institutions are faced with impending 

collapse. 

 

2.5.5      PLANNING TO MEET A BANK’S CAPITAL NEEDS 

Facing growing pressures to strengthen their capital positions and maintain 

adequate capital, commercial banks are increasingly recognizing the need 

to plan for their long range capital needs. While a variety of different 

planning systems are in use, the majority seems to focus on four key 

components or phases. 
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Phase 1:  

Develop an Overall Financial Plan for the Bank.  Management and 

the board of directors must decide what kind of bank they want to have. 

This involves such key questions as: How large should the bank be? What 

mix of services should the bank offer? How profitable will the bank need to 

be in the long run?  

 

Increasingly, banks have to tie capital planning to the question of what 

kinds of services they must offer in the future. Deregulation of banking in 

Nigeria and in many foreign nations as well has ushered in new service 

possibilities in security, trading, insurance and other fields. Management 

must decide which of these new services would increase the bank’s risk 

exposure, especially exposure to risk of earnings fluctuations and the risk 

of failure. Some new services could actually reduce those risks, thus calling 

for less bank capital, while others could increase risk, leading to the need 

for more capital. Of course, the quality of bank management is crucial to 

determining whether banks really can reduce their risk exposure by 

offering new services and therefore gets by with less capital. 

 

Phase one of planning for bank capital needs also involves developing pro 

forma financial statements, performing a sensitivity analysis of possible 

outcomes, and developing baseline projections of capital needs, assuming 

that no changes are made in the bank’s procedures or polices. It is 

essential that management be prepared for a wide range of future 

outcomes, because long term capital is the most costly of all bank sources 
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of funds. Moreover, no bank enjoys being pressured by its principal 

regulatory supervisor to strengthen its capital position. 

 

Phase 2:  

Determine the Amount of Capital that is appropriate for the Bank 

Given its goals, Planned Service, Acceptable Risk Exposure and 

State and Federal Regulation.  

Management must recognize that it faces two capital requirements, one 

set by bank regulatory authorities and a second standard set by investors 

in the capital market. Too much equity capital, as viewed by the financial 

marketplace, reduces the leveraging effect of borrowing and profitably 

investing borrowed funds, giving the bank, less The bank’s stock price will 

tend to fall and depositors and other earnings potential and lowering the 

price of its stock as investors come to expect lower bank earnings in the 

future. Too little equity capital relative to a bank’s risk exposure may 

create an impression among capital market investors that the bank’s 

earnings will become more volatile and that its largest depositors (who 

benefit very little from deposit insurance) are in danger of losing their 

funds. The bank’s stock price will tend to fall, and depositors and other 

creditors will demand higher yields for the loan of their funds to a bank. 
 

Phase 3:  

Determine How Much Capital Can Be Generated internally 

through Profits Retained in the Business.  

Management must decide what proportion of current earnings it will pay 

out as stockholder dividends and how much must be retained inside the 

bank to support future growth in loans and meet regulatory capital 
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requirements. it must forecast the growth of the bank’s earnings to see if 

earnings growth is likely to provide all or at least a significant portion of 

total capital needs. 

 

Phase 4:  

Evaluate and Choose That Source of Capital Best Suited to the 

Bank’s Need and Gain.  

The choice of a “best” source of capital includes several factors: market 

conditions if stock or debt must be issued, the rights and interest of 

current shareholders, and the confidence bank management has in its 

earnings forecasts. Most banks today have available a number of ways to 

raise long-term capital, such as selling stock, offering capital notes, selling 

assets, leasing their headquarters, or accelerating the growth of earnings.  

 

2.5.6 WHY DO REGULATORS REQUIRE FINANCIAL 

INSTITUTIONS TO HOLD CAPITAL? 

In this section, we examined why capital ratios matter to bank regulators. 

As in the market capital “requirement” section above, we take as given the 

safety net of government guarantee and regulations that protect the 

safety and soundness of banks. 

 

Regulators require capital for almost all the same reasons that other 

uninsured creditors of banks “require” capital – to protect themselves 

against the costs of financial distress, agency problems and the reduction 

in market discipline caused by the safety net. The NDIC is effectively the 
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largest uninsured creditor of most banks in Nigeria because in the event of 

bank failure, it pays off the insured depositors and stands in their place for 

a share of the failed bank’s assets along with other uninsured creditors. 

The NDIC also bears many of the administrative costs when a bank fails. 

Other aspects of the safety net – such as the CBN discount window 

lending and unconditional guarantees on payments – create additional 

uninsured risk for the government. Regulators, as representative of the 

NDIC, the Federal Reserve, and the taxpayers who stand behind them, are 

vulnerable to the same costs of financial distress and expropriation of 

value as other creditors. 

 

Regulators also respond to other externalities associated with financial 

intermediaries on behalf of the rest of society. The principal concern is 

systemic risk. The failure of a large number of banks or the failure of a 

small number of large banks could set off a chain reaction that may 

undermine the stability of the financial system. Public information about 

the condition of individual banks is highly imperfect and so when a number 

of banks fail, it may be difficult to tell whether the cause is idiosyncratic 

shocks to individual banks or a more wide spread shock that jeopardizes 

many other banks. Thus, the news that some banks failed may create 

destructive “panic” runs on other solvent, but illiquid banks by uninsured 

creditors who are unsure whether the shock may affect their banks 

(Bhattacharya and Thakor, 1993). Interbank markets may be another 

channel through which the problems of one bank are transmitted rapidly to 
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other banks since Interbank transaction are large, variable and difficult for 

outsiders to monitor (Guttentag and Herring 1987) 

 

These systemic problem can inflict heavy social costs. Banks build up 

private information on informationally opaque loan customers through 

screening, contracting and monitoring over the course of bank-borrower 

relationships. When a number of solvent but illiquid banks fail, the value of 

this information and the relationships themselves may be lost, making it 

difficult for some borrowers to continue financing investments. In turn, this 

reduction in credit extended may exacerbate regional or macroeconomic 

difficulties (Bernanke, 1983). Significant bank failures may also threaten 

the integrity of the payments system making it difficult for financial 

resources to flow to where their returns are highest. Moreover, widespread 

bank failures could undermine the effectiveness of monetary policy. 

According to the “lending view”, monetary policy operates largely through 

changing the quality of bank loans, which would be difficult to control 

costs from a systemic crisis may lead regulators to attempt to achieve a 

higher degree of safety for banks by requiring higher capital ratios than if 

they were acting solely to protect the government’s position as uninsured 

creditor. Note that concern about systemic risk is not only motivation for 

regulatory capital requirements, but is also a major motivation behind the 

safety net itself. 

 

Not all observers agree that systemic risk is an important issue (eg 

Benston and Kaufmam, 1995). In the absence of systemic risk or other 
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significant negative externalities from bank failures, the government 

should behave, in principle, like a private-sector uninsured creditor. The 

government should price risk through deposit insurance premiums and set 

capital standards and closure rules similar to covenants contained in 

standard debt contracts? (eg Black et at, 1978; Acharya and Dreyfus, 

1989). 

 

Despite the fact that the government is the largest uninsured creditor of 

banks it does not exercise market discipline and “require” capital in the 

same way that other uninsured creditors do. First. It relies very little on 

explicit risk pricing NDIC insurance premiums were not tied to risk until 

recently, and the current differential for risk is very small. As of 1994, 

banks with the best examination ratings (composite CAMEL ratings of 1 or 

2) that were also well capitalized (at  least 10% total risk based capital 

ratio. 6% Tier 1 ratio, and 5% Tier 1 leverage ratio) paid 23 basis points 

of total deposits (23 cents per $100 of deposits.) . in contrast; banks with 

the worst examination ratings (CAMEL 4 or 5) that were undercapitalized 

(less than 8% total ratio, 4% Tier 1 ratio or 4% Tier  1 leverage ratio) paid 

31 basis points. The maximum price difference of 8 basis points for risk is 

far below the differential that would be charged in the debt markets for 

such large differences in risk (e.g. the differential between B-rated and 

AAA-rated bonds is typically well over 100 basis points). 

 

The 8 basis-point differential is also far less than the differences in 

actuarially fair insurance premiums estimated from option pricing models. 
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For example, Kuester and O’Brien (1990) estimated that fair premiums for 

most firms would be very low, less than 1 basis point, while this approach 

requires a number of simplifying assumptions, the result that most banks 

are very safe and a few banks are extremely risky is consistent with the 

rest of this literature (eg Ronn and Verma, 1986), and suggests that he 8-

basis-point maximum NDIC differential does not capture the existing risk 

difference. Moreover, it is not clear that this s\mall price differential would 

by itself be a critical factor in deterring banks from holding low capital 

ratios. Since the NDIC does so little pricing of risk, it must rely more on 

capital requirements than the private sector. 

 

2.6.6.1 HOW SHOULD THE CAPITAL RATIO DENOMINATOR BE 

MEASURED? 

The measurement of capital for the numerator of the capital ratios is only 

half of the problem, indeed, perhaps the easier half. Capital adequacy 

depends on the ratio of capital to the risk it should be prepared to absorb. 

Thus, the denominator of a regulatory risk-based capital ratio should 

measure the bank’s risk exposure of the variability of a bank’s net worth. 

There is disagreement over which measure of net worth is appropriate, but 

we prefer the “regulatory value of equity” measure described above – the 

market values of all assets less the values of liabilities adjusted for limited 

liability. The greater the variability, the higher capital must be to protect 

against the social cost of bankruptcy. 
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In practice, however, it is difficult to develop an accurate measure of risk 

exposure that is reasonably simple and can be uniformly applied across 

banks. The Basle Accord’s risk weighted assets denominator (RWA) 

focuses on credit risk, reflecting the perception that credit risk poses the 

most serious threat to bank solvency. Other types of risk are to be 

incorporated later. All assets and off-balance sheet instruments are 

assigned risk weights of 0%, 20%, 50% or 100%, depending on the group 

to which the obligor belongs and the type of financial instrument. The risk 

weights do not reflect some obvious determinants of credit risk, such as 

differences in credit quality across commercial loans (all of which are in 

the 100% category) concentrations of risk in a specific asset category or to 

a particular obligor, industry, or region and covariance among the values 

of financial instruments. 

 

2.6.6.2 ARE REGULATORY CAPITAL REQUIREMENT BINDING 

Regulatory capital requirements matter only to the extent that they 

effectively constrain a significant portion of the banks, raising capital or 

otherwise affecting the behaviour of these banks beyond market capital 

“requirement”. Here we make precise what we mean by “binding” 

regulatory capital requirements and discuss some empirical research on 

this topic. 

 

Recall that we defined a bank’s market capital “requirement” as the capital 

ratio that maximizes the value of the bank in the absence of regulatory 

capital requirements (and the mechanisms used to enforce them), but in 
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the presence of regulatory capital requirements – the effective” regulatory 

capital requirement – is greater than the bank’s market capital 

“requirement” 

  

The “effective” regulatory capital requirement is difficult to measure 

because it may include a buffer above the regulatory capital minimum to 

allow the bank to exploit unexpected profitable investment opportunities 

and to cushion the effects of unexpected negative shocks as in the 

discussion of financial slack above. The buffer may be substantial if the 

regulatory penalties for falling below the minimum are very costly and if 

the transactions cost of raising capital quickly are very high. 

It is difficult to determine empirically whether capital requirements are 

binding in this sense, but a number of studies have attempted to show 

whether regulatory capital requirements raised the amount of capital held. 

The studies of the capital-to-asset requirements of the 1980s generally 

suggested that these standards were effective in raising capital-to-asset 

ratios (e.g. Wall and Peterson 1987). Wall and Peterson (1995) addresses 

the question of whether RBC and other regulatory changes in the early 

1990s affected large bank holding companies (BHCs). Their method 

involves estimating disequilibrium models for each year. Each BHC is 

assigned a probability as to whether the regulatory regime or the market 

regime is dominant in determining its capital ratio. They find that the 

regulatory regime is dominant in most cases, suggesting that regulatory 

capital requirements often were binding. 
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2.7 SERVICES BANKS HAVE DEVELOPED MORE RECENTLY 

According to Rose (1997:12) classified the following as services banks 

have developed recently. 

 

Granting Consumer Loans:  

Historically, most banks did not actively pursue loan accounts from 

individual and families, believing that the relatively small size of most 

consumer loans and their relatively high default rate would make such 

lending unprofitable. Early in this century, however, bankers began to rely 

more heavily on consumers for deposits to help fund their large corporate 

loans. Then, too, heavy competition for business deposits and loans 

caused bankers increasly to turn to the consumer as a potentially more 

loyal customer. By the 1920s and 1930s several major banks led by one of 

the forerunners of New York Citicorp and by the bank of America, had 

established strong consumer loan departments. Following World War II, 

consumer loans were among the fastest growing forms of bank credit. 

Their rate of growth has slowed recently, though as banks have run into 

stiff competition for consumer credit accounts and the economy has 

slowed. However, consumers continue to be the principal source of bank 

funds and one of the most important sources of bank revenue today. 

 

Financial Advising:  

Bankers have long been asked for financial advice by their customers, 

particularly when it comes to the use of credit and the saving or investing 

of funds. Many banks today offer a wide range of financial advisory 
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services, from helping to prepare tax returns and financial plans for 

individuals to consulting about marketing opportunities at home and 

abroad for their business customers. 

 

Cash Management:  

Over the years banks have found that some of the services they provide 

for themselves are also valuable for their customers. One of the most 

prominent examples is Cash Management Services, in which a bank agrees 

to handle cash collection and disbursement for a business firm and to 

invest any temporary cash surpluses in short-term interest-bearing 

securities and loans until the cash is needed to pay bills. 

While banks tend to specialize mainly in business cash management 

services, there is a growing trend today toward offering similar services for 

consumers. This trend arose largely because of competition from 

brokerage companies and other financial conglomerates that offer 

consumers special brokerage accounts with a wide array of associated 

financial services. A well known example is Merrill Lynch’s Cash 

Management Account, which allows its consumers to buy and sell 

securities, move funds around among a variety of mutual funds, write 

cheques, and use credit cards for instant loans. 

 

Offering Equipment Leasing:  

Many banks have moved aggressively to offer their business customers the 

option to purchase needed equipment through a lease arrangement in 

which the bank buys the equipment and rents it to the customer. 
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Regulations originally required customers using equipment-leasing services 

to make lease payments that would eventually cover the full cost of 

purchasing the rented equipment and to be responsible for any repairs and 

taxes incurred. In 1987, however, the U.S Congress voted to allow national 

banks to keep possession of at least some assets leased by their 

customers after the leases expire. This arrangement benefits banks as well 

as customers because, as the real owner of the leased equipment, the 

bank can depreciate it for additional tax benefits. 

 

Making Venture Capital Loans.  

Increasingly, banks have become active in financing the start-up costs of 

new companies, particularly in high-tech industries. Because of the added 

risk involved in such loans, this is generally done through a venture capital 

firm that is a subsidiary of a bank holding company and other investors are 

often brought in to share the risk. Prominent examples of bank-affiliated 

venture capital firms include Bankers Trust Venture capital and Citicorp 

Venture Inc. 

 

Selling Insurance Services:   

For many years, banks have sold credit life insurance to customers 

receiving loans, thus guaranteeing repayment of the loan if the customer 

dies or becomes disabled. While regulations in the United States prohibit 

commercial banks from direct selling and underwriting of many insurance 

services, many banks hope to be able to offer regular life insurance 

policies and property casually policy, such as auto or home owners’ 
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insurance, in the future. Banks that now make insurance policies available 

to their customers usually do so through joint ventures or franchise 

arrangements, where an insurance company agrees to set up a booth in 

the bank’s lobby and the bank receives a share of the proceeds from any 

policies sold there. Some states, such as Delaware and South Dakota, 

already permit their banks to offer selected insurance nationwide. 

Federally, chartered banks in the United States with regulatory approval 

can offer insurance products through a separate subsidiary, but their 

investments must be limited to 10percent of their capital. Recently Citicorp 

announced plans to merge with Travelers Insurance in an effort to offer an 

expanded range of insurance service. 

 

Selling Retirement Plans.   

Bank trust departments are active in managing the retirement plans that 

most businesses make available to their employees, investing incoming 

funds and dispensing payments to qualified recipients who have reached 

retirement or become disabled. Banks also sell deposit retirement plans 

(known as to individuals holding these deposits until the funds are needed 

for income by the individual owning the plan. 

 

Offering Security Brokerage Investment Services. 

In today’s financial market place many banks are striving to become true 

“financial department stores” – offering a sufficiently wide array of 
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financial services to permit customers to meet all of their financial needs at 

one location. This is one of the main reasons banks have begun to market 

security brokerage services, offering their customers the opportunity to 

buy individual stocks, bonds and other securities without having to go to a 

security dealer. In some cases, banks have purchased an existing 

brokerage company (e.g. Bank of America’s acquisition of Robertson 

Stephens Co.) or created a jointed venture with an established brokerage 

firm. 

 

2.8 NIGERIAN BANKS AND GLOBALISATION 

This greatest innovation that has taken place in the twentieth century is in 

the realm of information technology. The introduction of computers and 

the advances in information Technology have transformed the global 

economic landscape and have particularly put the banking industry on an 

accelerated pace of development. The information revolution has led to 

the convergence of the computing and telecommunication technologies, 

creating a new order electronic telecommunication network, covering the 

world through cable and satellite information super high ways. Global 

networks have dismantled national boundaries and barriers and created a 

global village where one can access information from any part of the 

universe by the more touch of a button. 

 

The banking industry today appears to be truly at cross roads. With the 

new technology aiding globalization and integration of the world’s financial 

markets, there has been quantum jump in the expectation of customers 
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for newer products and alternative delivery channels. Consequently, banks 

are under increasing pressure to offer today what customers would be 

expecting tomorrow. 

 

For the individual, the information revolution has created greater choice, 

flexibility both at home and in the workplace and has improved his 

communication and access to goods and services globally. This has 

affected his level of sophistication. 

The consequence is a new paradigm for service delivery recognizing 

changing customers needs, increasing customers sophistication, new and 

non-traditional competition, challenge to traditional markets and increasing 

pressure as a result of the follow-up deregulation process. These have 

established the need to develop new electronic delivery channels for the 

banking industry. 

 

Information Technology has become an enabler of greater convenience, 

allowing companies to view their bank statements on PC screens in the 

comfort of their offices and process transactions from there. The advent of 

real-time on line banking means that customers can be confident that their 

accounts reflect all transactions up to the moment, no matter where such 

transactions have taken place within the country. 

 

Information Technology has therefore reduced the world to a global village 

where one can access any part of the world from his office. 
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The world is today moving in a very fast pace on the technological high 

way and the fall – outs of this global innovation has enabled the banking 

system to achieve enhanced level of productivity and handle a volume of 

transactions which would have been impossible without the use of 

computers. 

 

Talking of internet a couple of years ago would have sounded like a fairy 

tale, but today that information super-highway has blazed the world 

bringing it together into a real village. 

 

Traditional boundaries and barriers have been broken by the internet and 

it is now possible for individuals and small organizations to conduct 

commercial and banking activities electronically, whilst the global space of 

electronic business is also expanding within and outside the developed 

economies of the world. 

 

Nigerian banks must join the global trend if they will remain relevant in the 

next millennium. They should be able to join the new class of an on-line 

financial service providers and be able to offer cross-border and web-

based loan, investment and transaction products. 

 

Hurdles that must be crossed before joining the global village include 

improving certain socio-economic infrastructures such as power supply and 

telephone system, automation in bank service delivery and manpower 

development in the area of computer literacy. These are part of the basic 
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fundamentals that will create an enabling environment for Nigerian banks 

to effectively join the global village. This is inevitable. 

 

2.8.1 CONSEQUENCES OF GLOBALISATION ON THE NIGERIAN 

BANKING INDUSTRY 

Globalization may be referred to as the interplay, co-operation and 

integration of the various financial systems of the world via International 

Trade, Investment and distribution of vital information aimed towards the 

creation of synergy in the world markets, production processes and 

general economic development. 

 

The concept of unified world economic order has its main vehicle in 

international trade finance of which the key facilitators are banks and 

other financial institutions. 

 

Since the end of the 1990s governments have privatized state owned 

enterprises; put public services to tender, deregulation utilities and other 

industries reduced bureaucracies and sought to limit participation and 

interference in the interplay of economic units within their borders in the 

international scene, we have witnessed the creation of the World Trade 

Organization, (WTO), South-South Economic Cooperation, the European 

Economic Countries ,EEC, and recently the emergency of the 

Eurocurrency. 
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Rapid development in hi-tech has made the restriction of capital flows 

almost impossible while networked multinationals re creating a borderless 

economic world such that it has become difficult for any nation to pursue 

its own economic policies without recourse to the trend of the global 

financial system. 

 

Political Stability  

This is one condition, which must, as a matter of necessity precede or 

accompany globalization. International acceptance is absolutely necessary 

for individual nation seeking to partake in the international financial 

community. The troubled states of the third world have experienced 

difficulty in getting acceptance from the global social community. In Africa 

– Congo, Sierra Leone, Liberia are some examples. This acceptance is 

primary to participation in the globalization financial system of the world. 

 

Liberalization. 

An open economy in each country is also precedent to the interaction of 

the economic units and financial systems of that country with the world 

economy. Liberalization of a home country’s economy in the following 

areas will enhance the necessary and congenial environment for capital 

flows: 

a. Reduction/Abolishing credit control. 

b. Deregulation of interest rates. 

c. Allowing market forces to determine exchange rates. 
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d. Allowing free entry into the banking or more generally, into the 

financial services industry. 

e. Increasing the autonomy of supervisory organs and reduction in 

direct interference by government. 

f. Removing regulatory restrictions to free flow of capital into and 

out of the country for investment purposes. 

 

In respect of legal and regulatory restrictions, it is note worthy that the 

government in Nigeria has made much progress in this area through the 

Nigerian Investment Promotion Council, the Companies and Allied Matters 

Decree (CAMD) 1992, which allowed for 100% foreign interest in 

incorporated companies and increased powers granted the Security and 

Exchange Commission, SEC. though the level of autonomy granted the 

Central Bank of Nigeria, CBN is to be  commended, same needs to be 

improved upon until virtual autonomy is achieved. 

 

Infrastructural/Technological Development 

When developed and functional, these reduced the cost of production, 

thereby attracting capital inflows. Indeed, we can only contemplate a 

reasonable impact of globalization on the economy within the background 

of necessary infrastructure and a congenial operating environment for 

foreign investors. 
 

Entry of foreign Banks And its Implications. 

Commenting on the state of the banking industry in the past decade, the 

Managing Director of FSB International Bank Plc, Mr. M Hayyatudeen 
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stated that “the banking sector did not develop that level of sophistication 

that would enable it perform optimally within the national economy. The 

factors that contributed to non-optimal performance were inadequate 

capital base, inappropriate lending policies and practices which resulted in 

large amounts of doubtful debts, concentration on short term lending and 

shortage of technically qualified manpower which was a major cause of 

poor quality of financial services’. Only with the exception of short term 

lending, the banks appear liable on all the other counts. 

 

However, this is not to relegate the growing contributions of the banking 

sector to national development. Nonetheless, the state of efficiency 

attained so far and the level of contributions being made requires a great 

deal of improvement if we are to withstand the increased competition that 

will be created by new entrants into the banking industry from abroad. 
 

New entrants in the banking competition in the industry in the following 

areas industry are mostly likely to increase  
 

a. Quality of Services 

These new entrants will surely bring to the market better/improved 

systems of banking operations, better work culture by employees and 

consequently better quality of end product. 
 

b. Wider Product Range. 

The foreign affiliation of the new entrants will ease their ability to offer a 

wider range of efficiently delivered products especially in the area of 

international trade transaction. 
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c. Better Franchise. 

The standing of most entrants especially those from Europe and American 

may be such that will give them an advantage in terms of larger balance 

sheet and wider network across the globe. Their stability, as viewed by the 

banking public is likely to generate more goodwill than that of the home 

grown. 

 

d. Edge in Information. 

The more developed countries have banking technology organizations that 

are advantaged by sophisticated information technology when operating in 

the third world such as the Nigerian setting. 

For the National economy, entry by more efficient parties will compel 

improvement in the role of the banks as a medium of exchange and 

facilitators of trade and protection processes through the mobilization and 

channeling of funds. 

 

2.9.9.1 MANAGEMENT OF FINANCIAL DISTRESS IN NIGERIAN 

BANKS 

Usually the broad approaches to financial distress management include 

diagnostic or getting out of dark, damage (image) control loss allocation 

and rebuilding profitability. The diagnosis of distress situation in banks 

involves an examination of the accounting records and system to 

determine loan classification, income accrual on non performing loans, 

rescheduling guidelines, disclosure requirement, etc and the assessment of 

the overall financial condition of the entity through off-site surveillance, 
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on-site examination, use of external auditors and portfolio audits (Agene 

1995; 332) 

 

In practice, the current procedure for handling financial distress in banks 

was carefully outlined by Boisseau (1991) thus; 

 

The first is the development of an early warning system through critical 

analysis of data in periodic returns received from banks using a weighting 

system. It is easy to detect system of financial distress even in their early 

stages. Where the supervisor has any doubts about the accuracy 

prudential returns by a particular bank necessary questions are asked 

and/or the bank’s books may be examined to clear such doubts. 

After ascertaining the level and character of financial distress through 

special inspection/examination of the institution concerned, the next step 

of the supervisory authorities is to act promptly (in order) to mitigate or 

rather prevent further damage. For example, sharing of asset extension of 

unauthorized loans. This would amount to control of costs or applying cost 

control measures. Again, where financial distress is mild, self-restructuring 

by banks own management is usually prescribed in a bid to cut costs but 

in an extreme case, the supervisory agencies will impose holding action on 

the delinquent institution in order to arrest further deterioration in its 

financial condition. Thus, a holding action means the imposition of 

appropriate sanctions which will induce the shareholders and management 

boards of such banks to implement turn-around strategies to reverse their 

declining fortunes. 
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Usually ceases and desist orders in the form of holding actions cover a 

wide range of banking activities, include the following: 

1. direct the affected bank to embark on recapitalization aggressive 

loan recoveries, staff rationalization, protection of existing fixed 

assets and perfection of collateral securities. 

2. prohibition from further credit expansion beyond the level of 

recovery from existing non-performing loans, that is to say, 

affected banks may only engage in zero growth lending. 

3. withdrawal of certain privileges, e.g. branch expansion, building 

in the interbank foreign exchange market (IFEM) and in extreme 

cases prohibition from attending the bankers clearing for 

commercial banks. 

4. exclusion from investing in stabilization securities. 

5. submission of turn-round (revitalization) plan within a stipulated 

time frame. 

 

As it were where holding actions and self restructuring efforts materially 

reversed the insolvent status of the problem bank or the financial condition 

of the institution had. In fact, further deteriorated, appropriate regulatory 

sanctions against the miscreant bank follows such rehabilitation measures 

may take the form of either the assumption of control take over) for 

purposes of restructuring efforts have revocation of the license of the 

affected bank, where all restructuring efforts failed to achieve the desired 

results. In such a situation, the Central Bank of Nigeria (CBN) could 

proceed to acquire all or any of failed banks. For the purpose of 
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restructuring and subsequent sale or make an order revoking the banks 

license and requiring its business to be wound-up. 

  

Again the scope of the restructuring exercise essentially includes extensive 

rationalization of assets branches and staff. The joint CBN/NDIC executive 

committee on problem banks (JCPB) supports the exercise through both 

financial support and regulatory forbearance, exemption from compliance 

with minimum-capital requirement and liquidity ration and so on. The JCPB 

appoints an interim management board (IMB) for each of the insolvent 

banks. The IMBs are mandated to exercise powers normally vested in the 

board of directors of the bank, until the restoration of normalcy or viability. 

Specifically, they are required to prepare a cost effective turn-around plan, 

vigorously implement the holding actions already prescribed for each ailing 

bank and to restore stability and viability to the affected banks. 

  

From the above discussions, it rightly follows that the take over of problem 

of banks by the supervisory agency may result in one of the under-listed 

options. 

1. restructuring and sale to members of the public leading to 

revocation of old license and change in name, forming what 

Agene (1995;334) called a bride bank. That is necessary in order 

to remould the ailing bank’s image. 

2. merger with another sound bank that is willingly to acquire it, 

and 
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3. outright liquidation (in addition to an earlier liquidation carried 

out in 1995/96 period, a number of 26 banks were equally 

declared liquidated.  

However, the option eventually selected depend on cost consideration, 

public policy and the state of the financial condition of the affected bank, 

but the overriding factor is the need to obtain the consent of the running 

authority in support to take over and the assumption of control over the 

bank. As it resulted, between 1992 and 1993 the Central Bank of Nigeria 

assumed the control of seven banks. Following this, the financial condition 

of six out of seven banks was found to have deteriorated irretrievably 

while the case of the seventh, a special investigative report on the board 

management crises showed that the erstwhile management could no 

longer provide the required leadership to revitalize the bank. In this last 

case, the ineffective board management was resolved and the bank 

handed over to the shareholders (Agene 1995; 334). As seen above, it was 

the government of General Sani Abacha that took the bull by the horn by 

allowing ailing banks to go into full liquidation and through a failed bank 

tribunal has been trying and meting appropriate punishment to all 

individuals and bankers who played away with the depositor’s funds of 

such failed banks. And the achievements made so far via NDIC the sole 

government agency, responsible for executing the dealings have been 

commendable. As such some measure of confidence has been returned to 

the Nigerian Banking industry that had almost collapsed. 
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2.9.9.2 ADDITIONAL MEASURES TOWARDS PREVENTING 

BANK DISTRESS 

Additionally, measures to solve problem of distress in Nigerian Banks are 

hereby discussed below. 

  

Firstly, ensuring capital adequacy in banks at matter of course, the Central 

Bank of Nigeria usually impose capital adequacy ratio (capital reserve 

ration, capital adequate ratio and liquidity or cash ratio) upon banks from 

time (year to time (year). 

  

Secondly, need for proper auditing of the accounts of banks. As such there 

should be timely and a detailed auditing of banks’ books. Also ensure 

disclosure of all material items and or compliance with applicable auditing 

standards and regulations. At present, declaring false audit reports attracts 

a serious penalty under NDIC Decree. 

  

Thirdly, there should be an effective banks examination by the CBN 

supervisors of bank inspectors. As at present, there exists a strict 

enforcement of provisions of the decree on failed banks (recover of debts) 

and financial malpractices in banks. Decree No 18 1994. As a matter of 

fact, the tribunals set up for this purpose are empowered to deal decisively 

with any matter brought before it. As well, CBN officials do conduct regular 

examinations on banks, and they are now adequately aware of the new 

challenges. 
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Fourthly, use of modern equipments or new technology in banks 

operations, factually, dearth of some useful modern equipments like 

computers in some banks, is a chief factor militating against a bank’s 

efficiency rate. Thus, gross inefficiency in operations led to less of 

customers and eventually collapse of some banks. 

  

Fifthly, creation of additional capital and or cash reserves by the banks in 

addition to the ones stipulated or required by law. This safety measure 

would shore up a bank tending towards distress in an ailing economy 

(Uremadu, 1997; 38-39) 

  

Sixthly, ensuring personnel efficiency among the bank staff. Recruiting well 

trained bankers and giving them constant training and retraining on the 

job would no doubt improve the efficiency of practicing bankers. 

Nowadays a number of trainings and workshops on computer handling, 

innovations in bank management and discoveries in financial 

managements are always available at home and abroad via organized 

short term courses. It is believed that if most of these suggested 

recommendations are adhered to bank/financial distress in Nigeria banks 

would be reduced.  

  

According to Huges et al, commercial banks leverage their equity capital 

with demandable debt that participates in the economy’s payment system. 

The distinctive nature of this debt generates an unusual degree of liquidity 

risk that can, at times, threaten the payments system. To reduce this 
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threat, insurance protects deposits; and to reduce the moral hazard 

problems of the debt contract and deposit insurance, bank regulation 

constrains risk-taking and defines standards of capital adequacy. The 

inherent liquidity risk of demandable debt as well as potential regulatory 

penalties for poor financial performance creates the potential for costly 

episodes of financial distress that effects banks’ employment of capital,; 

the existence of financial distress costs implies that many banks are likely 

to take actions, such as holding additional capital, that increase bank 

safety at the expense of short run returns while such a strategy may 

reduce average returns in the short run, it may maximize the market value 

of the bank by protecting charter value and protecting against regulatory 

interventions. On the other hand, some banks whose charter values are 

low may have an incentive to follow a higher risk strategy, one that 

increases average return at the expense of greater risk of financial distress 

and regulatory intervention.; This paper examines how banks’ employment 

of capital in their production plans affects their “market value” efficiency. 

The authors develop a market-based measure of production efficiency and 

implement it on a simple of publicly traded bank holding companies. Our 

evidence indicates that banks’ efficiency and, hence the market value of 

their assets are influenced by the level and allocation of capital. However, 

even controlling for the effect of size, we find that the influence of equity 

capital differs markedly between banks with higher capital to assets ratios 

and those with lower ratios. For inefficient banks with higher capital to 

assets ratios, marginal increases in capitalization and asset quality boost 



 67

their market value efficiency. For inefficient banks with lower levels of 

capitalization, the signs of these effects are reversed. Controlling for asset 

size. it appears that less capitalized banks cannot afford to mimic the 

investment strategy of more capitalized banks, which may be using this 

greater capitalization to signal their safety to financial markets. 

 

2.9.9.3 CONSOLIDATION OF BANKS: ITS IMPACT ON 

RECAPITALISATION: FINANCIAL RISK AND 

MONETARY POLICY IN NIGERIA 

Globally, consolidation has been a prominent feature of the economic 

landscape in the last decade. Mergers and Acquisition is now a global 

phenomenon, prompted mainly on shareholders investments. Realizing 

that marginal or fringe players have no place in the on-going 

internalization process, firms in both financial and real sectors across the 

world have over the last decade pursued consolidation with greater vigour. 

Asia is consolidating, Europe is consolidating. In America and South 

America the situation is the same. In Africa, South Africa is in the 

forefront. 

In the past few years, the literature on banking has paid increased 

attention to mergers and acquisitions and the financial sector as a whole 

has participated actively in this development. Empirical evidence on this 

development is unfortunately dominated by the experiences of the 

developed countries. There is, at the moment, inadequate empirical 

evidence on bank consolidation in Africa/developing economics partly 
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because the development is relatively new in those economies. Analyses of 

its potential implications in a country like Nigeria must therefore rely on 

theory and lessons from the more develop countries. 

 

Nevertheless, distinction must be made between voluntary/market induced 

consolidation as in Europe and the USA and policy induced/forced 

consolidation as describes the situation in the Nigerian banking sub-sector 

currently following the N25 Billion capitalization requirement. Such a 

distinction is necessary because, often, private sector response to changes 

in market fundamentals and the effect of such response may not always 

be the same as would be in the case with forced adjustment, even if the 

underlying principle of the latter is market. 

 

2.9.9.4 CONSOLIDATION 

Consolidation in banking is distinct from convergence. Bank consolidation 

refers to “Mergers and Acquisitions of banks by banks. Convergence refers 

to the mixing of banking and other types of financial services like securities 

and insurance, through acquisition or other means. (Fred 1998). To Taiwo 

(19960 Merger simply is the fusing together of two or more companies, 

while acquisition involved a process of buying major shareholding of an 

institution that has become insolvent. 

 

In a payment systems context, consolidation includes various 

developments in the financial sector whose common element is that they 

result in a higher degree of concentration of payment flows. In this sense, 
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consolidation relates not only to institutional aspects (mergers and 

acquisitions) but also to re-organizational measures within individual 

financial institutions, specialization and outsourcing processes. 

 

An early view of consolidation in banking according to Taiwo (1996) was 

that it makes more cost efficient because larger banks can eliminate 

excess capacity in area like data processing, marketing or overlapping 

branch networks. Though studies on efficiency in banking raised doubts 

about the extent of over capacity, they did point out considerable potential 

for improvement in cost efficiency through merger (Fred, 1998) 

 

However, the potential researchers so far on the effects of bank mergers 

have not found strong evidence that, on balance, merger banks improve 

cost efficiency relative to other banks (Roger 2002). This does not mean 

that many mergers including those of some banks have failed to lead to 

significant gains in cost efficiency. It just means that the outcomes for 

those banks tend to be off set by problems encountered in other mergers 

and that many banks have improved cost efficiency without merging. In 

his own view, Fred (1998) opined that consolidation is not just a process 

for adjusting costs in banking, but also an avenue for enhancing revenue. 

According to him, bank mergers are associated with improved 

performance. 

 

On the other hand, it is argued that consolidation could potentially 

increase bank returns, through revenue and cost efficiency gains, and that 
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consolidation may reduce industry risks through the elimination of weak 

banks (especially after a banking crises and better diversification 

opportunities open to  the remaining larger banks. (Berger, 2002) 

 

2.9.9.5 FACILITATING FACTORS OF BANK CONSOLIDATION 

IN NIGERIA 

The banking sector consolidation in Nigeria, a personal theme of the 

economic reform agenda of the Obasanjo government, has gained 

topicality with CBN and bank owners advocating mergers between banks 

as a means to speed-up the banking sector in Nigeria. The government is 

to play only “a facilitating” role, with the decision to merger left to the 

boards of the relevant banks. 

 

It is clear that in a market economy, consolidation processes are ultimately 

aimed at reducing cost and/or increasing the revenue of the banks 

concerned. While profit motive is the main driving force, the form and 

pace of bank consolidation are determined by several factors. 

Improvement in Information Technology, financial deregulation, 

globalization of financial and non-financial markets, and increase in 

shareholders’ pressure for financial performance. (Berger et al  1999) 

 

2.9.9.6 DEMAND – FOLLOWING FINANCE: 

The Nigerian Banking system strongly supports the view of the demand-

following finance in the process of development. Modeled after the British 

Banking System, which is often cited as a typical case of demand-following 
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finance, the Nigerian banking system still adheres to the form of banking 

that prevailed during the industrialization of Britain in the Eighteenth and 

early nineteenth centuries, which was essentially “commercial` with the 

accent on short-term credit to trade and industry, the underlying principle 

being that credit should be self-liquidating. (Agu C.C. 1988). The corollary 

of this policy is that banks should refrain from deliberately financing fixed 

capital formation because it would lock up their funds contrary to the 

tenets of `sound` commercial banking and also because it is said to 

reduce the borrower’s interest in the prosperity of his enterprise. These 

reasons cannot be accepted, at least in the case of Nigeria. 

 

According to (Agu, C.C  1988) an examination of the deposit structure of 

the Nigerian Banking System reveals that a large percentage of bank 

deposits usually considered of a short-term nature may be used for longer-

term lending without endangering the liquidity of the bank. This assertion 

is disputable given that the modus operandi of Nigeria’s banking business 

makes it safer for banks to borrow short and lend short. These have 

resulted in bank’s preference for Trade Financing, Foreign Exchange 

Transactions and other related business where conversion cycle is short at 

high returns. The transformation of short-term liabilities into medium-term 

and long-term financial assets is indeed one of the most useful functions 

of a financial intermediary. In the savings – investment process (Ojo, 

1976). A comparatively early example of this was the adoption of what 

(Khatkhate and Riechel 1980) referred to as “Sedimentary Theory of 
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banking” in Germany which is based on the assumption that a certain core 

of funds always remain with banks over a longer period of time. 

 

2.9.9.7 INADEQUATE CAPITAL 

Nigerian Banks generally are under-capitalized. The level of capitalization 

of some of the distressed banks was grossly insufficient to contend with 

the dynamic nature of banking operations: the nature of risk assets, they 

are carrying; the competitive environment both domestically and 

internationally, and also the recent changes in the technological and 

telecommunications arena. (Nzotta S. M. 2004) When a bank is under-

capitalized, it must discontinue with its magnitude of operations prior to 

the depletion of capital (Ogubunka, Uju M). If it does without the 

introduction of increased capital, distress could ensue. 

 

2.9.9.8 UNHEALTHY COMPETITION 

The reforms in the banking industry resulted in an increase in the number 

of banks in the system. (Nzotta S. M. 2004) opined that an increased 

number of banks operating in an economic structure that was rather 

receding (low or negative growth over the years) rather than expanding 

meant that competition for deposits would be acute and often times 

destructive. As noted by Adeyemi (1997) in a competitive environment, 

however, allocative and operational efficiencies require that inefficient and 

marginal firms be crowded out and allowed to fail in accordance with the 

law of free market enterprise. 
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CHAPTER THREE 

 

RESEARCH METHODOLOGY 

3.1 INTRODUCTION 

The prime objective of this chapter is to explain the methodology used by 

the researcher to gather data for the presentation and analysis. 

 

3.2 RESEARCH DESIGN 

We have adopted a survey approach to the study. This is justifiable 

because it allows us to categorize the banks into three discernable groups. 

Besides, the approach ensured that every bank in all the three groups is 

given an equal chance of being selected through simple random sampling. 

 

3.3 CHARACTERISTICS OF THE STUDY POPULATION 

 According to the CBN Quarterly Journal of Dec, 2004, the Nigerian 

banking system is made up of the CBN – The apex bank, eighty-nine (89) 

main stream Deposit Money Banks (DMBs) with 3, 348 branches spread 

across the country as at June, 2004. In addition, there are 774 community 

banks, eighty-one (81) primary mortgage institutions and six (6) 

Development Banks to take care of small depositors and special interests. 

Hence because of the heterogeneous nature of the population, the study is 

stratified as captured under section 3.4 below. 
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3.4 SAMPLING DESIGN AND PROCEDURE 

The stratified sampling method was adopted in order that the sample be 

representative of the parent population. Again, to enable every bank have 

equal chance of being selected, from the stratified groups, one bank was 

then selected through simple random sampling technique as follows: 

i. First Generation 

- First Bank of Nigeria Plc 

 

ii. Second Generation 

Afribank of Nigeria Plc 

 

iii. Third Generation 

- Trade Bank of Nigeria Plc 

 

3.5 DATA COLLECTION 

Secondary data constituted the main data for the study. Therefore, the 

financial reports of the various banks for the period 1993 – 2004 

represented the sources of data for the study. 

 

3.6 DATA ANALYSIS TECHNIQUE 

We employed the Ordinary Least Square Regression Model for the 

analysis. In the first two hypotheses, of seeking to establish the nature of 

relationship between bank capital and bank performance and between 

bank credit and bank performance respectively, we adopted the simple 

regression model. However, in order to test the joint effect of these 
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independent variables (Capital and Credit) on the performance of banks, 

the multiple regression model was adopted. 

 

3.6.1  MODEL SPECIFICATION 

The variables used for the study were derived as follows: 

Share CAPt  = Volume of Bank Capital in Year t 

Loanst  = Volume of Bank Credit in Year t 

EATt   = Bank Profit After Tax in Year t. 
 

From the above, while the explanatory variables were represented by 

share capital (Share CAPt) and Volume of bank credit (Loanst), the 

dependent variable was given as profit after tax, EATt 

 

3.6.2  SIMPLE REGRESSION 

The simple regression analysis involves only two variables as in the case of 

bank capital and bank performance or bank credit and bank performance, 

as we have it in this study. This model helps to establish the nature of 

relationship between the explanatory variables and the dependent variable 

(bank performance) 

 

However, the simple regression analysis determines in a qualitative 

manner how well a given line or curve describes the relationship between 

variables by direct observation of the scatter diagram (Speigel, 1992). 

Thus, it describes the relationship between variables X & Y for a given set 

of data. The simple regression is given as. 

  y = a + bx 
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Where,  

  y = the predicted value of y for a given x  

  when ‘a’ and ‘b’ are determined. The simple regression 

analysis is used in the study to evaluate the impact of the independent 

variable (x) on the dependent variable (y). For the purpose of this 

research the following equations shall be established: 

  

Eatt  = qo  +  b1SHARECAPt  +  ut  

Eatt  = qo  +  b2LOANCAPt  +  ut  

Eatt  = qo  +  b1ShareCapt  +  b2Loant  +  ut  

  

3.7 ANALYSIS OF VARIANCE (ANOVA) 

This is summarized in the table below: 

Source of   Sum of   Degree of  Mean              Variance 

Variance  squares (ss)             freedom (df)  squares MS               Ration(l) 

 

Regression  SSR=∑Y2R2  K  MSR = SSR/K            MSR/MSE 

 

Error   SSE = ∑Y2(1 – R2) n – k – 1 MSE=SSE/ n – k – 1 

 

Total   SST = ∑Y2   n – 1 

 

Where,  

SSR = Sum of Regression 

SSE = Sum of Squares of Error 

SST = Sum of Squares of Total Variance 
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K      = Number of independent Variables. 

N = Number of Observations. 

 

DECISION RULE 

The stated hypothesis will be accepted or rejected based on the following 

decision rule. 

Accept Null hypothesis if *F < f, at α; n – k – 1 degree of freedom, 

otherwise the Null hypothesis is rejected. 

 

3.8 ASSUMPTIONS OF THE LINEAR STOCHASTIC REGRESSION 

MODEL  

In choosing the above model, we make the following principal assumptions 

about our population disturbance term µt. These assumptions about the 

distribution of the values of ‘µt’ are very crucial for the estimates of the 

regression. These include the following: 

 

a. Assumption of Randomness: The value ‘µt’ may assume in 

any given period depends on chance ‘µt’ being a random real 

variable may be positive, zero or negative, each with a certain 

probability of occurrence for a particular period. 

 

b. Assumption of Zero Mean: The mean value of ‘µt’ in any 

particular period is zero. This being the case, the expected 
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value,(ε(µt), of ‘µt’ for all observations, t = 1, 2, 3….n, is equal to 

zero. 

c.  Constant Variance Assumption: The variance, ð2µt, is constant 

in each period, that is, the variance of ‘µt’ for each explanatory 

variable is constant. This being the case, ‘µt’ will show the same 

dispersion for all values of the explanatory variables ,(ε(µ2
t)     =

 ð2. This is called the assumption of HOMOSCEDASTICITY. If 

this assumption does not apply, then the condition of 

HETROSCEDASTICITY obtains under which condition, therefore, it 

would be difficult for us to construct confidence intervals on the 

regression estimates. These test, therefore, become inapplicable. 

 

d. Normally Assumption: The variable ‘µt’ has a Normal 

distribution that is, the values of ‘µt’ (for each explanatory variables) 

have a bell shaped symmetrical distribution. The above four principal 

assumptions are symbolically represented as; µt ~ N (O, ð µt), that 

is, µt is a random variable, with a normal distribution, zero mean and 

a constant variance. 

 

e. Other Assumptions of the Model 

i Cov (µiµj) = O (there is no covariance between the 

disturbance terms of different observations. 

ii Cov (Xi’sµi) =  O (No covariance between the disturbance) 

term and the explanatory variables) 
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iii Cov  (XiS)    =  0 ( No Covariance between the explanatory 

variable (i.e. No multicollinearity exists). 

iv The relationship is IDENTIFIED  - that is the model has a 

unique mathematical form. Its explanatory variables are not 

found in any other mathematical equation) related to 

phenomena being studied. 

v It is also assumed that the model is correctly SPECIFIED 

mathematically. 
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CHAPTER FOUR 

 

DATA PRESENTATION AND ANALYSIS 

4.1 INTRODUCTION 

This chapter focuses on the presentation and analysis of data. The 

emphasis here is to estimate, analyze and interpret the model already 

formulated in chapter three. Moreover, those hypotheses formulated in 

chapter one are also tested in this chapter as a means of drawing policy 

implication. The dual purpose of this chapter – presentation and analysis 

of data are concluded in this chapter. 

 

4.2 PRESENTATION OF DATA 

This section concentrates on the presentation of the data for the 

estimation of the model and other analysis as enumerated in chapter 

three. As pointed out in chapter three, this study relied solely on 

secondary data. The data for this study originated from the Fact -books, 

various years, of the Nigerian Stock Exchange. The researcher’s 

prerogative is to identify and present only the requisite data for the 

selected banks for the relevant years (1993 - 2004) 

 

Tables 4.1 through 4.3 present the data set on bank capital, loans and 

advances and profit after tax for Afribank Plc, First Bank Plc and Trade 

Bank Plc, respectively for the period under investigation, 1993 – 2004 
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BANK CAPITAL, LOANS & ADVANCES, AND PROFIT AFTER TAX 

FOR AFRIBANK PLC 

 

TABLES 1: AFRIBANK OF NIGERIA PLC 

 YEAR   CRt   CAPt  PATt 

 1993   2024   364  305 

 1994   2658   408  262 

 1995   6143   1478  639 

 1996   9927   1295  63 

 1997   13602   1484  313 

 1998   14282   1558  329 

 1999   15969   3213  117 

 2000   14249   3791  597 

 2001   17559   4878  1180 

 2002   25929   6611  1801 

 2003   25220   7383  988 

 2004   26481   7752  1037 

 

Source:   Annual Report/NSE Fact Book (Various Years) 
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BANK CAPITAL, LOANS & ADVANCES, AND PROFIT AFTER TAX 

FOR FIRST BANK OF NIGERIA PLC. 

 

TABLES 2: FIRST BANK OF NIGERIA PLC 

 YEAR   CRt   CAPt   PATt 

 1993   3235   1713   741 

 1994   6164   2210   756 

 1995   12666   6264   1009 

 1996   17108   7018   1202 

 1997   28430   10462   2027 

 1998   29832   10985   2128 

 1999   31344   11534   2335 

 2000   36360   16016   4739 

 2001   50170   18932   5066 

 2002   66384   20202   4776 

 2003   60439   27880   11010 

 2004   83500   42311   11483 

 

Source:   Annual Report/NSE Fact Book (Various Years) 
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BANK CAPITAL, LOANS & ADVANCES, AND PROFIT AFTER TAX 

FOR TRADE BANK OF NIGERIA PLC. 

 

TABLES 3: TRADE BANK OF NIGERIA PLC 

 YEAR   CRt   CAPt   PATt 

 1993   402982  92644   26883 

 1994   424192  97520   28300 

 1995   676237  183988  36233 

 1996   913516  215639  31650 

 1997   1007032  599743  20060 

 1998   1788135  635410  86800 

 1999   1877342  667181  91140 

 2000   2701542  698085  62675 

 2001   3391495  774390  178305 

 2002   3560978  1665730  410977 

 2003   4756278  2065559  433479 

 2004   4994092  2168837  455133 

 

Source:   Annual Report/NSE Fact Book (Various Years) 
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4.3           HYPOTHESES TESTING 

4.3.1  Hyposthesis One:  Influence of Credit on Bank  

                  Performance. 

Ho 1:   There is no significant relationship between bank credit and 

bank performance. 

 

Table 4.4:    Summary of Test Statistics for Hypothesis One (1) 

 

BANK\STATISTICS R R2 Adj. R2  f cal t - cal Model 

Significance 

AFRIBANK 70.7% 50% 45.1% 10.020 3.165 xxx 

FIRST BANK 89% 79.2% 77.2% 38.192 6.180 xxxx 

TRADE BANK 91.7% 84% 82.5% 52.679 7.258 xxxx 

 

Source: Regression Output     spss130 

NB:   xxxx = significant at 0.05%; xxx = significant at 1%; xx = significant 

at 5%; NS = Not significant; F-tabulated df (1,10); 1% = 10.04; 5% = 

4.96, t-tabulated t(df=10); 1% = 2.764; 5% = 1.8125. 

 

4.3.1.1 DECISION RULE 

a. If F-cal > ftab, reject Ho and accept Ha at specified df and 

b. Also, if t-cal > t-tab, reject Ho and accept Ha at specified 

degree of freedom and alpha level. 
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Estimated Regression Models: 

AFRIBANK: PATt   =   4.456       +      0.44LAt   ………4.1 

FIRST BANK: PATt   =   781.040   +      0.133LAt  ………4.2 

TRADE BANK: PATt   =  -57733.51  +     0.096LAt   ………4.3 

(See ANOVA table and regression output in appendix 1 for hyposthesis 1 

results) 

 

For all the banks, since F-calculated is greater that f-tabulated we reject 

Ho, and accept Ha to conclude that a significant relationship exists 

between credit and bank profitability. While Trade Bank and First Bank 

turned significant at 0.05%, Afribank proved significant at 1%. All told, the 

results of this hypothesis 1 were quite impressive, as can be seen from 

table 4.4.  

 

For instance, the least relationship was shown between bank credit and 

profitability under Afribank with an R of 70.7%. Others showed increases 

in level of relationship with 89% R for First Bank and 91.7% for Trade 

Bank Plc. 

 

4.3.2 Hypothesis Two:  Influence of Capital on Bank Performance 

Ho2: There is no significant relationship between Capital and Bank 

Performance 
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Table 4.5: Summary of Test Statistics for Hypothesis Two (2) 

BANK\STATISTICS R R2 Adj. R2  f cal t - cal Model 

Significance 

AFRIBANK 79.1% 62.5% 58.8% 16.690 4.085 Xxx 

FIRST BANK 95.6% 91.4% 90.5% 105.638 10.278 xxxx 

TRADE BANK 96.6% 93.4% 92.7% 141.641 11.901 xxxxx 

 

Source:  Regression Output   SPSS 13.0 

NB:  xxxx = significant at 0%; xxx = significant at 1%; xx = significant at 

5%; f – tabulated df (1, 10); 1% = 10.04; 5% = 4.96; t-tabulated 

t(df=10); 1% = 2.764; 5% = 1.8125  (See ANOVA table and regression 

output in appendix 2 for hypothesis 2 results) 

 

4.3.2.1 DECISION RULE: 

a. If Fcal >  f = tabulated, reject Ho and accept Ha at the 

specified degree of freedom and alpha level. 

b. If t – cal >  t – tabulated, reject Ho and accept Ha at the 

specified degree of freedom and alpha level. 

 

Estimated Regression Models: 

AFRIBANK:      PATt   = 126.598      +    0.152 CAPt    …..  4.4 

FIRST BANK: PATt   =      -587.899    +    0.310 CAPt    …..  4.5 

TRADE BANK:     PATt   =     -30996.57   +    0.226 CAPt    …..  4.6 
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Again, as can be seen in table 4.5, the model showed a significant 

relationship between bank Capital and bank Profitability. The pattern in 

table 4.4 was again repeated for all the banks in table 4.5 for instance, 

both First Bank and Trade Bank were significant at 0% level of significance 

while Afribank turned significant at 1%. The contribution of bank capital to 

profitability equally proved to be significant in the same order as the model 

significance for all the banks. 

 

4.3.3 Influence of Credit and Capital on Bank Performance  

Ho3: There is no significant relationship between Credit, Capital and Bank 

Performance. 

 

Table 4.6 

SUMMARY OF TEST STATISTICS FOR HYPOTHESIS 3 

BANK\STATISTICS R R2 Adj. R2  f cal t - LAt t- CAPt Model 

Significance 

AFRIBANK 79.7% 63.5% 55.4% 7.839 NS 

-0.496 

1.824 xx 

FIRST BANK 95.9% 92% 90.2% 51.789 NS 

-0.858 

3.789 xxx 

TRADE BANK 96.6% 93.4% 91.9% 63.779 NS 

0.073 

3.576 xxxx 

Source:  Regression Output   SPSS 13.0 

NB:   xxxx  =  significant at 0%;  xxx =  significant at 1%; xx significant at 

5%; NS = Not Signification; f- tabulated df (2,9) 1% = 8.02; 5% = 4.26; 
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t-tabulated t(df = 9), 1% = 2.821; 5% = 1.8331 (See ANOVA table and 

regression output for appendix 3 for hypothesis 3 results) 
 

ESTIMATED REGRESSION MODEL 

AFRIBANK:  PATt  =  209.812  - 0.018LAt   +  0.204CAPt …..4.7 

FIRST BANK: PATt  = -374.421 – 0.041LAt  +  0.395 CAPt …4.8 

TRADE BANK: PATt  = -31966.99  -  0.002LAt  +  0.222CAPt ..4.9 

 

TABLE 4.6 again seems to be replaying the scenario for hypothesis 1 and 2 

above. The remarkable difference however, lies in the fact that none of the 

explanatory variables turned significant even at 5% level of significance in 

terms of individual contribution to profitability of banks. 

 

However, viewed In terms of model significance while Trade Bank again 

maintained its lead position, (being significant at 0%, First Bank lost a step 

to be significant at 1% while AfriBank lost two steps to be significant at 

only 5%. 

 

4.4 RESULT DISCUSSION 

The results of the three hypotheses have infact, being quite impressing. 

Ranging from the strength of relationship (R ), extent of explanation of the 

total variation in bank profitability (R2) to test of model significance F-test, 

the results recorded high performances. 

In hypothesis 1, the R for the respective banks were 70.7%, 89% and 

91.7% for Afribank, First Bank and Trade Bank, while the R2 was 50%, 

7902% and 84% respectively. (Table 4.4 )   
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Hypothesis two, equally displayed a somewhat similar pattern with 

Afribank showing R 79.1%, First Bank 95.6% and 96.6% for Trade Bank 

as against 62.5% R2 for Afribank, 91.4% for First Bank and 93.4% for 

Trade Bank (See Table 4.5) 

 

Finally, for hypothesis 3, the scenario is Afribank R, 79.7%, First Bank 

95.9% and 96.6% for Trade Bank. In terms of R2, Afribank showed 

63.5%, 92% for First Bank and 93.4% for Trade Bank. 

 

A closer look at the estimated models in hypothesis three shows that only 

bank capital makes a significant contribution to bank profitability. And this 

may be why the monetary authorities have continued to increase the 

capital base culminating in the N25 Billion pronouncement on July 6th, 

2004. 

 

Another striking revelation from Model 4.7, is that a unit increase in bank 

credit will decrease bank profitability by 0.204 while if bank capital 

increases by just one unit, bank profitability will increase by 0.395. Other 

models (4.8 and 4.9) equally follow this pattern of increases in bank credit 

resulting in decreases in bank profitability and increases in bank capital 

bringing abut increases in profitability. 
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CHAPTER FIVE 

 

5.1 SUMMARY OF FINDINGS 

This study on the impact of bank capital on bank performance, 

investigated three hypothesis all stated in their Null form. The results 

showed that: 

1. There is a significant relationship between bank capital and bank 

performance. 

2. Bank capital is significantly related to bank credit granted. 

3. Though, bank credit may in some banks contribute significantly 

to performance, on a wholistic view it is not a significant 

contributor to bank performance. 

Based on the above findings, we therefore conclude as follows: 

 

5.2 CONCLUSION 

1. Adequate Capital base is a sine-qua-non for the growth of any 

bank. This has been vindicated by the results of our 

hypothesis 1 and 2 and even hypothesis 3. Therefore, 

adequate attention must be paid to bank capital base. 

2 Although adequate capital base is a necessity for a bank to 

enjoy much latitude in terms of extending credit facilities 

cushioning the effect of any resulting losses etc. we must 

caution that the task is not just with having sufficient capital 
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base that can accommodate granting of loan, rather much 

prudence must be shown with such credit administration. 

3. Akin to influence of capital on bank credit, is the issue of the 

effect such credit has on bank performance. What is striking is 

the insignificant nature of the contribution of bank credit to 

bank performance. Invariably, this is in line with the 

indiscriminate nature of granting loans in most of the banks, 

with the result that there is a high level of non-performing 

loans in the banking industry. Hence we offer the following 

recommendations. 

 

 RECOMMENDATIONS 

1. We recommend that the CBN should always encourage a high 

capital base in banks. This, beside its positive effect on banks 

confers the added advantage of giving a wider latitude for 

banks to operate. Even, when losses are suffered, the volume 

is such that will not impact significantly on the operational 

ability of the affected bank, once there is a sound and solid 

capital base. 

2. Also, the CBN, as the apex bank and main regulatory agency, 

should always ensure that banks adhere strictly to regulations. 

This is even more pronounced when one considers the volume 

of non-performing loans in the system. However, if the CBN 
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insists on banks playing to the rules the problem of poor 

credit administration will be reduced. 

3. Lastly, we recommend that banks should take a second look 

at the caliber of staff they parade. High quality of 

management and staff is no doubt the greatest asset that can 

uplift an organization. In essence, no matter the size of capital 

base a bank may posses, with poor management and staff, 

the performance of such an organization would also be poor. 
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