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ABSTRACT

This study is an attempt at studying the general framework put in
place to check financial irregularities within the industry. In the
course of this exercise, the causes and implications of banks
failure were identified, discussed and failure resolution

recommended.

Based on the works of Doguwa (1997) on an early warning model,
the thesis made use of the logit - analytic technique which derived
its data from financial ratios the licensed banks render to both the
Central Bank of Nigeria (CBN) and Nigerian Deposit Insurance
Corporation (NDIC). The analysis was carried out using the data
from bank financial ratio of December 1993 and 1994. The result
of the study was found to be consistent with our earlier prediction.
For policy illustration, the analysis of the banks financial position
was carried out using data for December, 1999 and January, 2000
for merchant and commercial banks respectively to determine

distress or sound banks.
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CHAPTER ONE
INTRODUCTION

The financial system of any economy especially the banking sub-
sector plays an important role in promoting and supporting
economic growth and development. It is against this background
that an efficient financial system is necessary for the grothh and

development of a nation’s economy.

The establishment of Modern Banking dates back to colonial era,
when the African Banking Corporation (A.B.C.) was established in
1882 to distribute currency notes of the Bank of England for the
British Treasury. Subsequent developments were encouraged by
the colonial entrepreneurs who needed banking institutions to
back-up colonial trade.

In its bid to address the credit needs of indigenous entrepreneurs,
Nigerians later ventured into the banking industry, initially through
private initiative and later through deliberate government policy
with the establishment of the Central Bank of Nigeria in 1958.

The introduction of the Structural Adjustment Programme (S.A.P.)
in 1986 changed tremendously the Nigerian financial landscape.
With respect to the banking sector, one of the major developments
was the liberalization of entry conditions leading to the growth in
number of banks from 40 in 1986 to. about 120 in 1993 (NDIC
1993).



The other institutional developments included the establishment of
the Nigerian Deposit Insurance Corporation ( NDIC), specialized
banks such as Nigerian Export and Import B'ank (NEXIM), People
Bank, Community Banks and Mortgage Banks. Subsequently, the
development of financial instruments followed to cope with the
expansion in the industry.

The Challenges posed by their developments, no doubt shook the
fabrics of the Nigerian financial system and heightened
competition among banks. These Financial problems manifested in
distress within the Banking Industry.

The issue of distress in the Nigerian economy, including outright
banking failure has been observed in Nigeria as far back as 1830
when the first banking failure was reported. Indeed between 1930
and 1958 when the Central Bank of Nigeria (CBN) was
established, over 21 bank failure were recorded.

However, the degree of intensity and scope of distress has never
been as serious as had been observed since June 1988,' when the
Federal Government of Nigeria introduced a policy shock,
instructing commercial banks to lodge Naira backing for foreign

exchange request with Central Bank of Nigeria (CBN).

This was followed in 1989 by another directive requiring that public
sector deposits be transferred to the Central Bank of Nigeria.
These two policies exposed the precarious tiqUidity positions of
some banks and the distress they had'-subterraneously haboured.
What was then thought to be temporary liquidity problem for a few
banks soon caught up with a iot more banks.
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This development spurred the supervisory bodies to move
rigorously and examine the safety and soundness of the banks by
assessing the extent and depth of distress.

With the implementation of prudential guidelines, the number of
distressed banks that stood at nine in 1990 soon rose to 16 in
1992, and 45 by the third quarter of 1995 (NDIC quarterly). The
implication of this to the Nigerian economy has been delimitating
not only on the institution but also on the overall economy. This
was manifested in the deposit base of the banks, which led to a
reduction in the inflow of investible resources that could be
channeled to the most competitive investment outlets.

Ordinarily, the failure of one bank is difficult to contain within a
vibrant economy, let alone when many banks tumble almost

simultaneously.

FINANCIAL DISTRESS AND BANK DISTRESS

Professor Herbert (1997) defined financial distress as a major
disruption in the financial market characterized by sharp decline in
assets prices and failures of many financial 'and non-ﬁ'nancial
institutions. He described it as a derivative condition of
organizational failure caused by the joining of severe liquidity
problem and or insolvency with depositors’ fear of loosing their
deposits. He concludes that it is these depositors’ uncertainty that
prospectively leads to bank runs.



Alice (1993) defined distress as a complete cessation of
independent operation by affected bank or continuance of normal
operation with the assistance of the regulatory body. On a broader
scale, Benson et al (1986) defined banking distress as the
manifestation of severe financial, operational and managerial
weakness on the part of the concerned bank.

While Schwartz (1985) and Mishkin (1996) in discussing demand
for money described bank distress as demand for reserve money
so intense that the demand could not satisfy all the parties
simultaneously in the short run.

Bringing these views together Ebhodaghe (1996) defined
distressed bank as one with persistent severe financial,
operational and managerial weakness with low or negative
network and requiring assistance (technical and/or financial) from
the supervisory authorities. He further added that such banks will
not only default on prudential standard set by supérvisory
authorities but would also be unable td discharge their obligations
to depositors and other creditors. ' |

With the benefit of hindsight, Glaesner and Mas (1991) observed
that distress in any financial setting is often technically used to
describe two distinct, but closely related states/conditions of an
institution namely insolvency and illiquidity. The illiquidity position
indicates the banks’ inability to meet its maturing short-term
obligations especially to depositors. | |



On the other hand, insolvency relates to net position of the
(market) values of total assets and total liabilities where the latter
exceed the former. This in essence is the shareholder residual
interest in the business. In a similar way the Federal Reserve Bank
of San Francisco (1985) described distress as a sharp reduction in
the value of financial institutions’ asséts resulting in apparent or
real insolvency of many financial institutions accompanied by
some runs and possibly the collapse of some institutions.

STATEMENT OF THE PROBLEM

The increased risk assumed by banks, poor quality of loans and
advances, mismanagement, fraud, local and national economic
trends, amongst other things, have led to an increase in the
number of banks' problems in Nigeria since the early 1990s.

Earlier when banks were relatively fewer in number, banks hardly
become distressed. The continuous increase in the number of
distressed banks in Nigeria has captured our aftention in this
research, to seriously view and identify problem banks, and be
able to predict failures with sufficient lead time for regulators and
managers to institute remedial action to prevent them from going
into insolvency. |

OBJECTIVES OF THE STUDY

The primary objective of this research is to provide us with a model
that can assist the regulatory bodies in identifying potential
problem banks. However the specific objectives of the study are:



1. Examine the causes of the current banking sector distress in
the Nigerian banking industry. '

2. Evaluate the economic implications of the existence of
distressed banks to the economy.

3. Provide an assessment of the banking industry using the
CAMEL rating index and also an overview of the regulatory
framework put in place to ensure financial stability in the
banking industry.

4.  Empirically, test a model developed by Doguwa (1996) which
is an early warning model used in identifying potential
problem banks.

5.  On the basis of our findings, propose.a comprehensive and
effective policy package that would ensure the resolution of
distress in the Nigerian banking industry.

SCOPE AND LIMITATIONS

This study covers a wide spread of banking activities including the
regulatory framework and economic implication of the existence of
distressed banks in the Nigerian economy. For the achievement of
a desired result and the importance of the banking industry to the
economy, this study is limited to the banks alone leaving the other
sectors of the economy. This is based on the premise that bank
constitute the largest percentage of the economic environment,
therefore can be a good representation. |



HYPOTHESIS

In the course of this study, the analysis will test the null hypothesis.
Ho: that the higher the overall scores, the more vulnerable the
banks financial condition and its existence is threatened.

Against the alternative hypothesis

Hi: Banks overall score has no significant impact on its condition
and therefore its existence is not threatened.

METHODOLOGY

The methodology adopted in this work is both theoretically and
empirically based. In the evaluation of the mechanisms that are
behind problem banks, data will be soﬁrced based on the monthly
returns banks render to both the Central Bank of Nigeria and
Nigerian Deposit Insurance Corporation.

There are varieties of multivariate statistical techniques that can be
used to predict a binary dependent variable — a problem
(vulnerable, weak or distress) or non-problem bank from a set of
discriminatory independent variables. One maximum likelihood
estimation technique that is appropriate for binary choice
problems, such as classifying banks and non-problem groups is
the logit model.

Our objective in the choice of a logit model is to determine the
conditional probability that a certain bank will fail, given a set of
derived balance sheet ratio for that bank. In view of the operational



uniqueness such as retail and wholesale banking and the fact that
merchant banks are prohibited from carrying out certain functions
performed by commercial banks, this study separate' both the
merchant and commercial banks using 1993 data to capture
varying operational characteristics.

STRUCTURE OF THE RESEARCH STUDY

The study is structured into six chapters, beginning with general
introduction. Chapter two review relevant literature on distressed
banks based on some theoretical reviews such as causes,
measures, resolution options and experience of some countries.
Chapter three is concerned with the regulafory framework put in
place. The assessment of the industry using CAMEL rating index
and implication of the existence of distressed banks to an
economy is in Chapter Four. Chapter five deals with data analysis
based on the methodology and hypothesis. stated .In conclusion,
Chapter six summarizes by evaluating major findings and

concludes by making some policy recommendation.



CHAPTER TWO

LITERATURE REVIEW

2.1 INTRODUCTION

This chapter reviews some reievant literature on theoretical and
empirical studies, which would provide us with a framework for the
study of distress in the Nigerian banking industry.

~ Sanusi (1995) tracing the genesis of banking failure in Nigeria prior
to the era of dereguiation described them as mostly indigenous
one with low capital and strong foreign bank domination. Banking
services were then tailored to the needs of expatriate. . |

~ He concluded by describing the widesbread incidence of distress
infesting the banking industry today as traceable to the sharp
increase in the number of banks. Also, the introduction. of the
Structural Adjustment Programme in 1986 and the subsequent rise
~ in the Non-financial institutions that cater for high nominal interest
rate expectations .With the lapses in regulation and supervision of
the financial institution, the presence of_ distress did not come as a
surpriSe_. '

Ebhodaghe (1996) while looking at the Implication of the existence
of distressed banks to the Nigerian ecdnomy described the

phenomenon as that of recent origin. The manifestation became



discernible with some policy shocks starting in 1983 with the
Central Bank of Nigeria’'s directive to banks that Naira backing for
foreign exchange applications be lodged with the Central Bank,
followed by another requiring public sector deposit to be
transferred to the Central Bank. He added that these two directives
exposed the precarious liquidity positions of some banks and the
distress they had subterenously haboured.

2.2 EXTENT AND DEPTH OF DISTRESS

Sundanarajan and Balino (1991) in their work on the banking crisis
of some developing countries based the .extent and depth of
financial system distress either to be generalized or systematic in
nature.

Explaining further, generalized banking system distress is said to
exist when a significant proportion of these institutions have
liabilities in excess of market value of their assets leading to runs
and portfolio shifts, collapse of such distressed banks/or requiring
monetary authorities intervention. In other words, there exists a
generalized solvency problem leading to liquidation, mergers or
other forms of restructuring affecting a sizeable proportion of
banks.

While it becomes, systematic in dimension when in addition o the
features of the generalized case, the crisis has triggered a run on
all banks regardless of their individual soundness. In other words,
public confidence in the banking system has been lost such that it
is seen as being incapable of performing its basic role of savings

mobilization, credit allocation and facilitating payment.
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‘Balino (1991), analyzing the collapse of the banking sector in
Argentina gave a comprehensive distinction between the two
sayings that generalized distress exists when its occurrence is
spreading and cuts across all the sub-sectors of the industry. But
its depth in terms of the ratio of total deposits to total deposits in
" the industry, the ratio of total assets of distressed institutions to
total assets of industry; and the ratio of total branches of
distressed banks to total institutional branches of the industry;
among others, have not adversely affected the confidence of the
public in the financial system.

The problem becomes systemic and of serious concern to 'the'
relevant authorities and depositors when its prevalenf:e and
contagious effect becomes endemic and threatens the stability of
the entire system with its attendant negétive effects on the nation’s
payment system, savings mobilization, financial intermediation
processes and depositors confidence. | - 4 74 " 41

An international monetary fund (IMF — 1991) working pap'er shows
 that the level at which the system will get to before it triggers off
runs on the entire system varies from. country to country,
depending on the level of awareness in a country, the existence of
or otherwise of an e;-iplicit deposit insurance scheme which
. normally contains contagious effect, ahd the level of alertness of
the regulatory authority in swiftly taking corrective actions‘.

However, Kunt and Detragiache (1997) disagreed that explicit
deposit insurance would reduce bank fragility. In a recent study,

- & . i
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using regression analysis, they found that deposit insurance
makes bank unsoundness more likely. The evidence shows that, in
the period under consideration (1980 — 1994), moral hazard played
a significant role in bringing about systemic banking problems. In
the case of Nigeria, Ebodaghe (1996) using economi¢ data,
indicates that the number of distressed banks has reached 57 out
of 115 banks as at the end of 1995. These distressed banks had
15 %, 18.5% and 27.3% of the total assets of all banks in 1992,
1994 and 1995 respectively. The figure obtained in 1995
represents a staggering N 68 million while the total deposit of the
distressed banks stood at N 47.9 million or 28% (i.e. more than
one quarter) which rose from 20% and 26% both in 1992 and
1993 respectively.

The adjusted shareholders fund for the distressed banks indicated
in them that the equity investment in them had not only been lost
totally but also funds from creditors including depositors had been
lost to the tune of N 4.6 Billion in 1994. The amount required for re-
capitalizing the distressed banks to meet the minimum prudential
level stood at N 24.3 Billion as at September, 1995. He added that
the prospect of reviving them is gloomy in view of the current
economic condition, however gave the authdrities a pass mark for
curtailing the distress, not reaching the systemic level.

2.3 MEASURES OF DISTRESS

Work by West — 1984, Platt & Platt - 1990, Crouchy & Galai
(1991) and Espahbodi (1991) has been undertaken as early
warning models. While Kaminsky and Reinhart (1996) examines

12



the behavior of a number of macro-economic variables' in the
- months before and after a banking crisis. In a sah'\ple of 20
~countries using the methodology developed for predicting the
turning points of business cycles, they identified variables that act
as early signals for crises. | |
Gonzalezeltermosi, ilo et al (1997) used an econometric model to
predict bank failures using Mexican data for 1991 — 1995. Most of
these works have not only become pophlar tools for detecting early
warning signals for crisis but have also been useful in analyzing
distress in the financial system.

In Nigeria, the works of Jimoh (1€93) and Nyong (1994) could be
~ described as having established an empirical framewbrk in the
categorization of any financial institution as a sound or weak bank
based on the CAMEL rating system (an acronym for capital

adequacy, asset quantity, management, earnings and liquidity).

The authorities assess a bank’s performahce in the five areas
mentioned. Based on these parameters, appropriate financial
ratios are developed to indicate the condition of the financial
institution under consideration. As observed by Ebodaghe (1996) a
bank in distress is usually the one that depicts pbor condition in all
or most of the five performance areas as follows:

(@) Gross under-capitalization in relation to the level of
operation. o -

(b) High level of classified loans and advances.

13



(c) lliquidity reflected in the inability to meet customer’s cash
withdrawalis. | '

- (d) Low earnings resulting from huge"bperatioha\ losses.

(e} Weak management as reflected by poor credit quality,
inadequate intefnal controls, high.rate of fraud and forgeries,
labour turnover etc. .

He further explained that using these parameters, a bank’s
condition is assessed against some standard benchmark like -
minimumm capital adequacy ratio, liquidity ratio and the ratio of non-
performing credit to shareholder funds among others, to0 make a
~ statement about the health status of the-institution. |

When these parameters deviate negatively form the predetermined
critical level set by the relevant authorities, the institution is
classified as exhibiting symptoms of distress. In a joint survey
carried out by a team from Central Bank of Nigeria (CBN) and
Nigeria Deposit Insurance Corporation (NDIC) in 1996 confirmed
the existence of distress among a significant proportion of virtually
all categories of operators in the Nigeria Financié! service industry.

The survey using the famous CAMEL rating system i’ntroduced
definite criteria for measuring bank distress and has established
causality between factors that affects the odds of a bank being
~ distressed. It also proposed a composite rating index (that would
Categorize a bank as being distressed or not) which was tested
using banks secondary data and was able to successfuily identify
the current operational status of sample banks. ts advantage is

14



that it could be used as an early warning signal to assist the
operators in the identification of likely distressed banks for

- appropriate remedial action, provided the bank reports reflect their
actual performance.
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However, it was discovered that the use of such ratios may not
permit the determination of different thresholds that would describe
the level of distress. As a result of this, to make for a more
effective measure of distress through the establishment of a
threshold, efforts are being intensiﬁed'by some operators in the
system to develop composite measures based on CAMEL
parameters that will enable supervisors to determine on a uniform
platform the extent of distress in each of the banks and by
extension in the entire financial system as a whole.

Such composite measures take cognizance of both quantitative
and qualitative indicators of performance including compliance with
existing directives. It provides a bank with a rating grid graduating
from very sound, satisfactory, marginal to unsound. From such a
rating system, it is obvious that there is a range of performance
scores that would qualify a bank for distress classification.

In line with this model, a private firm Augusto and Co (1994) made
the first commendable private initiative at developing bank-rating
system. It essentially follows the same general pattern using a
group of financial ratios to measure a bank's performance in
respect of certain factors, weighing these score to rate banks.
There is therefore strong merit in adopting the Augusto model for
weighing of the associated factors.

The resulting composite score and the rating should yield a more
objective and acceptable measure of the extent of distress at both
macro and micro levels. The major defects to this model is that
data cannot be sourced easily as some banks will not be willing to

ll"l



release information and the rating is more. subjective to various

operators within the system that's not having a standard
benchmark. '

2.3 THEORETICAL FRAMEWORK FOR BANK DISTRESS

A number of theoretical explanations have been offered in recent

times for cause of distress among financial institutions. Among

them are:

(i)

Business Cycle Theory:

This holds that financial environment reéponds
endogenously to the state of the business cycle or some
displacement that opens up opportunities for profit. This
means that financial institutions or businesses are generally
more vulnerable to economic shocks during periods of
expansion. This does not mean that financial crises occurs at
the peak of the business cycle, but rather crises result from
systemic focus that develops near the peak.

Credit Market Conditions Approach:

The basic argument here is that since the demand for credit
is interest inelastic and supply of credit is interest elastic, at
the peak of business cycle, any interruption of the supply of
credit would trigger a business down fall. In Nigeria, the high
rate on lending rate on bank credit created debt servicing
problem and resulted in the accumulation of bad debts by
banks thereby rendering some banks distressed.



(iii)

(iv)

Monetary Approaclh:

Based on this approach advocated by Friedmann — 1 963,
financial crisis need not occur at any particular stage of the
business cycle but could develop whenever the Central
Banks control for money supply Or reserve money is erratic
and results in excessive monetary tightening. As in 1989
when the Federal Government, instructed Parastatals and
Ministries to withdraw their funds from commercial and
merchant banks to the Central Bank of Nigeria. 'Banks were
suddenly forced to sell assets in order to obtain needed
reserves. This forced sales of assets, threatened bank
solvency and reduces confidence. The erratic monetary
policies of the Central Bank such as the frequent use of
stabilization securities might have contributed significantly to
the recent distress experienced in'the financial sector.

Kurt and Datragiache (1997) - The Determinént of
banking Crisis: -

This model studies the features of the economic environment
that tend to breed banking sector fragility and ultimately lead
to systemic banking crisis. Rather than focusing on the
be_haviour of high frequency scores around the time of the
crisis, the model studies the determinant of the probability of
banking crisis in a multivariate Idgic form specification with
annual data using a panel including all likely macro economic
variables for which data were available. The explénatory
variable captures some of the maéro economic features. This
approach will assist in identifying a number of interesting
correlations. The macro economic variables among others

18



include gross domestic products, inflation rate, foreign
exchange depreciation, real interest rate etc.

(v) Doguwa (1996) — Early Warning Model:

This is an alternative early warning model use in identifying
problem banks. The model relies on the logic analytic
technigue and the use of financial ratios derived from
monthly returns licensed banks render to the Central Bank
and deposit insurance. The model is separated into two each
developed for commercial and merchant bank is more
efficient in that it drastically reduced the misclassification
errors inherent in other failure prediction models developed
in the past. Apart from identifying all banks that were already
known to be distressed by the regulatory authorities, the
model will also reveal banks that require urgent attention in
order to prevent them from becoming distressed.

2.5 CAUSES OF DISTRESS

The issue of the causes of distress in the financial system is an
empirical one. As observed by Balino (1987) while writing on the
banking crisis in Argentina, Chile, Malaysia, the Philippines, Spain,
Thailand and Uruguay, the diversity of experience with distress
owing to cross country differences in micro economic conditions,
the regulatory framework, the intensity of crisis and the
approaches used to deal with it, makes it difficult to generalize and
develop stylized descriptions or prescriptions.



Ebhodaghe (1996) in an attempt to conceptualize causes of
distress in some developing economies, regarded banking distress
as arising from the failure on the part of an individual bank timely
resolve a complex set of inter-related problems that affect
operational efficiency and their solvency in good time.

These problems are precipitated by factors. within the concerned
banks and beyond. They identified the internal factors comprising
of management, ownership structure, capital adequacy and fraud,
while macro economic policies and shocks, socio-political
instability as well as regulatory regime are the principal external
factors capable of generating distress problem for banks.

The International Monetary Fund (IMF) institute (1991) discovered
in some countries in South America and Asia the crisis periods
were closely associate with periods of strong real output, downturn
in investment, adverse external shocks and balance of payment
difficulties. While the effect of the overall macro economic
problems on financial distress is of varying degrees however what
has been established is that it is difficult to separate distress in the
financial service industry of a country from the severity of
recessions witnessed by the economy.

A weak macro economic environment was found by Kunt and
Detragieche (1997) to be the real factor behind systemic banking
sector problems. Structural characteristics of the sector and the
economic environment in general also play a role. The test they
carried out shows that vulnerability of the system to sudden capital
outflows increases the probability of a banking crisis. They also

20



found evidence that crises in the industry is most likely where a
large share of credit goes to the private sector, with a possible
indication of a connection between the"emergence from a state of
financial repression and banking sector distress.

It also confirmed that low gross domesfic product (GDP) growth is
clearly associated with a higher probability of a banking crisis,
showing that low development in the real side of the economy has
been a major source of systemic banking sector problems of the
sampled economies in the 1980's and 1990’'s. Also, a decline in
the terms of trade appears to worsen banking sector unsoundness.

Other factors that were found by Kunt and Detragiache (1997) to
be significant in determining banking sector distress include real
interest rate and inflation. This confirmed the well-known
vulnerability of the banking system to nominal and real interests
rate shocks. As predicted by the theory, the values of “law and
order” index, which should proxy more opportunities to loot and or
lower ability to carry out effective prudential supervision, are
associated with as higher likelihood of a crisis.

Kaminsky and Reinhart (1996), examined monthly data around the
time of a banking crisis and found that the decline in G.D.P. growth
to precede the onset of the banking distress by about eight
months. The Fund (IMF) confirmed that it is only a resilient
economy that can provide the primary guarantee for the stability in
the financial system. Balino (1987) corroborated this position while
analyzing the banking crisis in South America. He observed that
the main cause of distress was the deterioration of the loan
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portfolic — a deterioration that stemmed in the part from
development in the general economic environment and their effect
on business condition.

Contrary to this, De Juan (1988) and Long (1983), looking at the
financial sector reforms and distress of some developing countries
realized the difficulty in establishing causality between the two. In
Argentina and Uruguay financial reforms took place between mid
and late 1970’s, distress on the other hand took place in early
1980, while in the Philippines distress set-in immediately after
deregulation of its financial sector in 1981. In the case of Spain, its
banking crisis occurred right within the period of its financial reform
l.e. between 1977 and 1987. In many other cases, the weaknesses
of problem institutions might have well started before the
regulatory authority noticed these, as it is common for banks to
conceal relevant information about their true financial condition
especially when it is negative.

On the effect of deregulation Fernande (1983) opined that it is
always accompanied by rapid expansion of financial institutions
such that most of them are manned by inexperienced personnel.
This situation could cause or aggravate banking crisis, which may
eventually lead to distress.

Looking beyond that, Balino (1987) observed that deregulation
often changes the structure of the financial system, with the
emerging structure of the financial system, with the emerging
structure depicting concentration of power in the financial system
with interlocking ownership and lendihg patterns. He described
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such an environment as one that is particularly susceptible to
failures. This he discovered while looking at the Chilean crisis,
where large shares of credit to related firms were discovered.
Banco Central de la Republic Argentina (1980) in its report on
distress were of the opinion that deregulation may also lead to
institutions with vulnerable liability structure to engage in distress
borrowing and this may lead to serious liquidity problems for the
individual banking institution, thereby instigating banking crisis in
the system as was the case in Argentina.

Added to this, banks regarded that the sequencing of financial
reforms does not recognize the existence of an appropriate macro
economic environment and regulatory apparatus to match the
likely development in the system after deregulation.

The distress in the Nigeria bankihg system according to
Ebhodaghe (1996) is a manifestation of a complex set of
interrelated problems, which emanate from a number of factors.
Although there seems to be an emerging worldwide consensus
that the quality of management makes the difference between
sound and unsound banks, he listed other factors to include
economic down tumn, inhibitive policy environment, inadequate
capital, deregulation and ownership structure. He classified them
into two endogenous and exogenous causes of banking sector
distress. |

Herbert (1997) emphasized that it is not uncertainty or insolvency
individually or together that occasions organizational failure in the
banking industry but it is rather the alignment of factors with
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bounded rationality on one hand, and the joining of others that give
rise to distress syndrome.

in conclusion, there is generally no consensus as to the effect of
the regulatory factors. Comos (1994) is of the opinion that since
the primary responsibility of ensuring a stable and healthy financial
system is vested on the Central Bank of Nigeria by the CBN
decree 24 of 1991, then by this decree the bank has legal right to
discharge its responsibility. Therefore he concluded that the
effectiveness of Central Bank in the discharge of this responsibility
can be assessed vis — a — vis the prevailing-financial condition of
the operators in the system. in addition BOFID were promulgated
to permit the Central Bank to take prompt actions with respect to
problem banks.

However, the Central Bank has absolved itself of any blame,
insisting that the affected banks were victims of institutional factors
such as inept management, bbardr_oom quarrels and

unprofessional practices.



CHAPTER THREE

3.0 REGULATORY FRAMEWORK FOR ENSURING BANKING
CONFIDENCE AND STABILITY:

INTRODUCTION:

Worldwide, the banking is regulated and supervised. This is
because of the pivotal role the banking industry plays in most
economies. An efficient banking system is widely accepted as a
“sine qui non” for an efficient functioning of nation’s economy.
Thus for the industry to be efficient, it must be regulated in view of
the failure of the market system to recognize social rationality and
the tendency for market participants to take undue risks which
could impair the stability and solvency the banking industry.

What happens in Nigeria does not differ widely from what happens
in other nations. Over the years, specifically since 1952 when the
first Banking ordinance was promulgated several other statues
have also been put in place to serve as legal backbone for the
actions of the monetary authorities in regulating the banking
industry.

Presently, the major relevant statues include Central Bank of
Nigeria Decree No. 24 of 1991, the Banks and other financial
Institution Decree (BOFID) No 25 of 1991, the Nigerian Deposit
Insurance Corporation (NDIC) Decree No. 22 1988, the company
and Allied Matters Decree No. 1 of 1990 and lately, the failed
Banks (Recovery of Debts and Financial Malpractice) Decree No.
18 of 1994.



3.1 BASIC GOALS OF REGULATION AND SUPERVISION
Financial institutions especially banks are expected to adhere
strictly to safe and sound practices, maintain adequate and
appropriate internal control systems to preveht incidence of frauds,
forgeries and other financial malpractice, to ensure stability and
engender public confidence in the financial system. The basic
goals for regulating are briefly discussed here.

3.1.1 PROTECTION OF DEPOSITORS

The most basic reason for financial regulation is depositors’
protection. Bank depositors have difficulty in protecting their
interest when compared to bank creditors and investors. Given the
increased number of banks in the system, a shift in government
support policy and the bitter experience of prior banking failure in
the country, the need for regulation to protect depositors becomes
rather imperative.

3.1.2 MONETARY STABILITY

Bank regulations promotes financial stability by encouraging a
flexible banking that can always meet the public transaction needs
and by discouraging banking practices that might disrupt the
payment system. In the way monetary stability could lessen or
prevent the occurrence of banking panics and their disruptive
effects on the economy and thus be linked with the goals of
depositors protection.

3.1.3 EFFICIENT AND COMPETITIVE BANKING SYSTEM
One aspect of good banking system is that bank customers are
provided quality services at competitive - prices. One of the
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purposes of bank regulations is to create a regulatory and
supervisory framework that encourages efficiency and competition.
Competition is a vehicle for achieving efficiency. Since in a
competitive banking environment, banks are forced to operate
efficiently if they are to keep their customers and remain in
business.

3.1.4 CONSUMER PROTECTION

Another important goal of supervision in the banking industry is to
protect the consumers’ interest in certain aspect of financial
relationship. Broadly interpreted, the objective could encompass
most financial regulations as well as legal protection generally
given to all customers. It could include regulations designed to
protect depositors. '

3.2 AN OVERVIEW OF THE REGULATORY INSTITUTION

The origin of regulation in the financial services in Nigeria
particularly bank dates back to the early 1950s following the tragic
failure suffered by the largely unregulated indigenous banks — a
phenomenon, which caused untold hardship for many bank

customers.

This incidence led to the enactment of the 1952 Banking
Ordinance amended in 1958 and 1962 and repealed in 1969,
followed by the birth of the 1969 Banking Decree (amended
several times) which was also repealed following the promulgation
of the Central Bank of Nigeria Decree No. 24, and Banks and other
Financial Institutions Decree (BOFID) No. 25 both of 1991, later
amended in 1997. The Decree updates the innovations in the
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banking system and they also now cover Non-Banking Financial
Institutions.

Like the practice in many other countries regulation and
supervision of the banking services industry in Nigeria is carried
out by government agencies. These agencies are discussed
below:

3.2.1 THE CENTRAL BANK OF NIGERIA

The promulgation of the 1952 Banking Ordinance and the need to
implement its provisions made it imperative and inevitable for the
establishment of a Central Bank in the country. The Central Bank
of Nigeria (CBN) was established in 1958 by an Act of Parliament.
The Bank commenced operation in July, 1959 and was charged
among other things with the responsibility of promoting monetary
stability and a sound Banking structure in the country.

3.2.2 FEDERAL MINISTRY OF FINANCE .

The Federal Ministry of Finance in addition to its numerous
responsibilities to government also oversees the regulatory
agencies. It regulates all financial services industry in Nigeria
directly. The Finance Ministry licenses and regulates the activities
of all participants in the industry.

3.2.3 FEDERAL MORTGAGE BANK OF NIGERIA

The bank was created by decree No 7 of 1977 to take-over the
assets and liabilities of the Nigerian Building Society which had
hitherto been performing mortgage administration businesses
since its incorporation in 1956. Following the promulgation of the
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decree No. 53 of 1989, the Bank became a regulatory and
supervisory body over all secondary mortgage institutions. The
bank is empowered by the Decree to license, regulate and
supervise all mortgage institutions in Nigeria.

3.2.4 NIGERIAN DEPOSIT INSURANCE CORPORATION (NDIC)
The Nigerian Deposit Insurance Corporation was established by
Decree No. 22 of 1988 and commenced operation in March, 1989.
The agency is an autonomous body i.e. an independent agency of
government which acts as an additional supervisory authority over
licensed banks and other deposit taking financial institutions. For
now NDIC insures only commercial and Merchant Banks, and
therefore limits its supervisory activities to them. The agency not
only provides financial guarantee to depositors in case of failures
but also ensures that banks comply with regulations and practices
which foster safety and soundness in the market place.

However, in a research carried out by Kunt and Detragiache
(1997), found that Deposit Insurance makes bank unsoundness
most likely as it creates incentives for excessive risk taking by
Bank Managers. |

3.3 POLICIES PUT IN PLACE TO PROTECT AND ENSURE
FINANCIAL STABILITY IN THE SYSTEM.

Ensuring good banking practices through protection of depositors

and enhancing the stability of the whole monetary system are the

two of the major goals of regulation.';Banking business being a

highly leveraged one, practically every aspect of it could .be, said to

have implications for depositors’ safety and by extension the whole
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financial system. Worldwide, regulators work tirelessly in
enhancing banking confidence through restricting bank risks to a
level that is generally acceptable to derbositors. Regulatory bodies
are assigned to protect depositors’ interest, the insurance of
deposits with a premium levy to cover depositors claims. While the
government assume the overall responsibility for monetary stability
and depositors protection. All work to guard against banking
failures.

The role bank regulators assume in the protection of depositors is
similar to the position any creditor or insurer takes in the protection
of his interest. Here we discuss briefly some of the policies.

3.3.1 LICENSING REGULATIONS

Since the establishment of the Central Bank in 1959, all
commercial and merchant banks are required to obtain a license to
conduct business. Bank chartering is adopted primarily to prevent
over banking and to keep dishonest or inexperienced peopie from
operating banks, either of which would lead to banks failure and
possible depositors losses and hence endanger confidence on the
entire system. |

Going by (BOFID) section 2 (1), no person is-permitted to carry on
banking business in Nigeria, except' if it is a company duly
incorporated in Nigeria under the company and Allied Matters
Decree of 1990 and in possession of valid banking license issued
under the BOFID.



In further pursuance of protecting bank cust‘omers, section 40 of
BOFID disallows any person(s) or corporate to solicit for any type
of deposit from the public except it is a duly licensed bank. This
provision is necessary to prevent exploitatioh of the general public
by just any body, thus causing financial instability in the economy.

3.3.2 MAINTENANCE OF ADEQUATE CAPITAL

A bank must have adequate capital to provide a cushion for
absorbing possible loan losses, fund its internal needs and
expansion. Therefore adequate capital provides added security for
depositors and the deposit insurance system.

Banks' regulators view capital as an importént element in holding
banking risks to an acceptable level. Worldwide the determination
of adequate capital for a bank has been a very knotty problem.
Until a decade ago when the Basle Committee (1988) came up
with a concept of risk-weighted assets in measuring capital
adequacy, regulators tried to promulgate laws covering the issue,
at the beginning, a minimum paid up share capital would be
specified for all licensed banks. According to BOFID such amount
can vary over time and between different types of banks. Failure to
comply with this provision can resuit in the revocation of a bank’s
license.

3.3.3 RESERVE REQUIREMENT

(Minimum holding of Cash Reserves, Specified Liquid Assets,
Special Deposits and Stabilization Securities). Both the Central
Bank and Nigerian Deposit Insurance have legal backing to the
minimum amount of cash reserves as well as amount and type of
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liquid assets to hold by ali licensed banks. Accordingly every bank

shall maintain with the apex bank cash reserves and special

deposits, and hold specified liquid assets or stabilization- securities

as the case may be prescribed by the apex bank. These assets

are mainly used by monetary authorities as instruments of policy.

In addition, the maintenance of these assets is also to cover

normal fluctuations in deposit that may be experienced by banks.

3.3.4 GENERAL LENDING AND INVESTMENT RESTRICTIONS

(@

General Loan Restriction:

As a general rule, the Central Bank of Nigeria is empowered
to fix ceiling on the volume of loans, advance and discount
that may be granted and or outstanding at any time. The
Bank is required by law, to submit all applications for loans to
the apex bank for approval and no such loans shall be made
without such approval. The apex bank fix a ceiling on the
volume of loans, advances and discount outstanding at each

bank and may also fix different ceilings.

The rationale behind this general rule is to guard against
over lending in general as well as monitor those that affect
specific sectors of the economy. In other words,
implementation of such rules guarantees monetary stability
since loans themselves and in whatever form constitute the
largest single group of assets of a bank as well as the
riskiest of all of them. Over-lending to any particular sector
can lead to a set of serious problems to the banks involved
as well as the economy.

—
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(b)

Limits on Loans to a Single Borrower:

Bank lending decisions are affected not only by general

credit limitation statues alone but also by severe specific
credit regulations. One such regulation limits the loans and
advances that can be made to a single borrower. For any
licensed Commercial Bank, the limit is pegged at 20% of
shareholders fund unimpaired by losses and in the case of
Merchant Banks not more than 20%. These limits include the
aggregate of all advances, loans or credit facilities extended
to any person or subsidiaries or associates of a c.orporate
body. Regulators usually consider excessive loans to a

single borrower as a serious matter requiring immediate

correction. Such loans do not provide adequate'
diversification and can leave a bank dependent on the
fortunes of a few borrowers. |
474741

Loans to Insider :

This is another credit restriction, which applies to bank
shareholders, directors, executives, officers and their
relations. Within the banking industry, worldwide insider
foans are considered as one of the main factors that
contribute to bank failures. Hence regulators try to put up
legislation that severely limits easy and improper access to
depositors fund by bank owners and employers or their
relations. A section of BOFID limits the ambunt of unsecured
loans and advances any licensed bank can grant to its
director(s) to Fifty Thousand Naira (N50,000.00) only. This
restriction also applies to a corporate body where a director
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(e)

nﬁaintains a shareholding of not less than.5% either directly
or indirectly. |

Restriction on Certain Banking Activities:

in order to guard against diversion of depositors funds to
other non-banking activities, however profitable it.-may be,
regulators have promulgated laws governing “no go” areas

- for licensed banks. The essence of such limitation is 1o

protect depositors’ fund from being put in risky ventures as
well as outright misuse by banks' officials. The rationale is
that such protection will minimize banks losses and thus

enhance banking confidence and -ﬁnanpial stability. -

BOFID forbids all licensed banks from éll forms of wholesale
or retail trade for profit either on its account or commission
basis without approval form the apex bank. Also banks are

- not allowed to purchase/sell acquisitional disposat or lease of

real estate for profit except where such real estate are used
for collateral for loans which have become due for payment.
All these regulations are aimed at protecting the industry. and
its participants from its fund being employed for speculative

or risky ventures. - 474 741

Disclose of interest by Director, Managers and Officers
Provisions concering the disclosure of interests are
included in the banks’ legislation in order to forestall against
undue influence by Bank Directors, Managers and Officers
over depositors’ funds and bank activities in general. The
belief is that a declaration of interest in any particular

34



(f)

advances or loans by these set of peopie would forewarn the
supervisors or inspectors. A section of the BOFID prevents

such a person from having interest in any loanfadvances

without declaring the nature of their interest. In addition they
are not expected to benefit materially from the granting of
such loans and advances, neither could they grant such
loans or any other form of créedit facility for that matter
without due regard to the rules and regulati'ons governing the
banks.

Prohibitions of Employment of Certain Persons, Inter-
Directorship and Disqualification and Exclusion of

~ Certain Individuals from Management of the Banks:

Management constitutes the key factor that determines the
success of any bank. The other factors all hang on good
management. The lack or ‘absence of good management
automaticaily spells doom for ény bank; It could.at the
extreme situation lead to bank failure, which jeopardizes
banking confidence. On the basis of that, bank regulators
critically monitor and approve those they want to own and
manage banks. |

No bank is permitted by the law to empioy or continue the
employment of any person who is or at anytime has been
adjudged bankrupt or has suspended payment to or has
compounded with his creditors or who is or has been
convicted by a court of faw for an offence involving fraud,
dishonesty or professional misconduct. .
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(9)

()

Information Disclosure: _

information disclosure by banks is basically designed to
ensure that depositors, investors and general public are
adequately informed of a bank’s performance or condition. It
is in this regard that every bank is expected to keep proper
books of account with respect to all its transaction. Proper
books of account are kept with respect to all transactions and
a fair view of the state of affairs of a bank are in compliance
with the accounting standard as may be prescribed for
banks.

Banks are also required to publish their annual statement of
accounts in the national dailies before hosting annual

general meetings.

3.3.5 SUPERVISORY COMPLIANCE PROCEDURES

The principal supervisory procedures used to check
compliance, falls under two categories: (i) Bank Examination
(il) Reporting Requirement
Bank Examination:
Bank examinations are used.to collect on the spot
information that will indicate the current financial condition of
a bank and its compliance with applicable laws and
regulations. All phases of bank’s operations are covered in
an examination, though they do not serve as audit.
Examiners confine themselves to evaluating only the
activities and bank records that are necessary to judge a
bank’s condition and regulatory compliance.
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(i)

An examination can be routine or‘speciai. In these two
cases, the paramount thing in the mind of examiners is the
protection of funds and stability. Bank examinations tend to
prevent a small problem from becoming a large one. It
reveals the lapses of management and supervisors tend to

proffer solutions to such problems and lapse.

Reporting Requirement:

In various forms, banks are required to file information as
may be required by the regulatory bodies for effective
monitoring of thei.r conditions with the utmost objective of
maintenance of confidence and financial stability. The
periodic information supplied by banks is used by
supervisors for off-site surveillance of the banks. Such
surveillance gives early warning signals of problems and
may be reasons for on-site examination on the affected
bank.

3.3.6 MANANAGEMENT OF FAILING OR FAILED BANK
Actions that are taken by regulatory bodies regarding
failing or failed banks may have significant positive or

" negative effect on banks’ depositors and the entire financial

system. In a banking system, where there is absence of
deposit insurance either in the implicit or explicit form, the
run that may be experienced when a bahk fails can ruin the
whole system. In most economies, the impact of liquidated
banks are minimized through strict and careful
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management of banks failure coupled with some extra-
ordinary legal provisions.

In Nigeria, specific provision in tﬁe statute books have
ensured no significant negative impact on bank failures. The
Central Bank is empowered by BOFID to take over any bank
perceived to be failing and subsequently apply appropriate
failure resolution options. In a case where the appropriate
resolution is restructuring the legal provisions give the
regulatory bodies power to merge, consolidate or convert
such banks.
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CHAPTER FOUR

4.1 AN OVERVIEW OF THE HEALTH OF NIGERIAN BANKS

The health of Nigerian banks could not be totally divorced from the
banks' antecedents. As it would be recalled, when banking
commenced in Nigeria in 1892, it was solely an industry for the
foreigners. Nigerian entrepreneurs who camé into banking ihdustry
from the late 1920s to early 1950s did so with the aim of meeting
the financial requirement of indigenous Nigerian businesses. Due
to problems such as inadequate capital, mismanagement, over-
trading, lack of regulation and unfair competition from the foreign
owned banks, 21 out of the 25 indigenous banks that came on
stream up to 1954 failed. The failure no doubt brought untold
hardship to depositors who lost their money and confidence in the

banking industry.

it was not until government started to regulate banking through the
Banking Ordinance of 1952 and the establishment of the Central
Bank of Nigeria in 1959 that banking started to thrive once again.
The oil boom of the 1970s and economic growth that followed
made banking a very lucrative business. The economic down turn
noticeable from the mid eighties brought strain to Nigerian
economy which soon became depressed. The financial condition
of economic agents worsened- firms and individual were unable to
honour their contractual obligations of loan repayment to banks
thus impairing bank portfolio quality. This economic predicament
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combined with other factors such as 'Ilmismanagement adversely

affected the health of some banks. o

For a more in-depth assessment of the financial condition of

Nigerian Banks, the usual parameters of Capitai Adequacy, Assets

- Quality, Management and Staff, Earnings and Profitability, and

 Liquidity and Fund Management, the CAMEL rating will be used.
These are examined below. | '

4.1.1 CAPITAL ADEQUACY |

~ The Capital adequacy of a Bank is geri'eraliy gauged by the e)dent
to which owners’ funds provide cover foi depositors in the event of
loans and advances going bad. Bank Supervisors have used the
- ratioc of capital to total risk weighted asséts to determine the
adequacy of a bank’s capital, and from there determine the surplus
or capital required for the bank’s level of operations. Using this
criterion, which is expected to be a minimum of 8% for any bank,
the extent of under capitalization of insured banks is determined
from 1991 to September 1994 in the table below.
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TABLE 4.1

UNDER CAPITALIZATION OF SELECTED INSURED BANKS

[~ !
Category | Number of banks and Capital surplus (required)’ m

1991 1992|1993 1994

State Government Controlled | 24 (2,233) | 25 (4,740) | 25 (4,953) ‘20 (8,826)
Commercial Bank !

| | —
Non-State Government 20 221 ' 41(283) [ 41(474) |45 227
Controlled Commercial Bank

Merchant Banks 46 95 54 (500) 54 (3,670) !51 (4,377)
- | |

All Banks 100 (1,917) | 120 (5,553) | 120 (9,097) | 116 (12,483)

Distressed Banks 8(2,354) | 16 (5,530) ° | 33 (13,578) |47 (17.469)

Source: NDIC 1995

NOTE: Those in brackets indicate shortfall in the capital
requirement. '

Table 4.1 shows that Commercial Banks controlled by state
governments required additional capital of N22 Billion in 1991.This
position deteriorated over the years tof-NB.BI Billion in September,
1994. The situation in non-state government controlled bank
shows that their capital position worsened to N 2.2. billion and

NO.4 bilion in 1992 and 1993 respectively. However by
September 1994, non-state government controlled commercial

41



banks had a capital surplus of NO.2 billion. The trend in the
merchant banks was similar to that of non-state government
controlled banks .For the industry as a whole, it was a sad story as
the capital shortfall rose sharply from N1.9 Billion in 1991 to

N12.5 Billion by September of 1994. '

As at the end of 1994, eight distressed banks (that is banks that
had negative networth) would require N 2.35 Billion capital for
revival. The number of distressed banks has been on the increase,
so also their capital shortfall, which rose over the period to about

& 17.5 Billion in September, 1994 for the 47 distressed banks.

4.1.2 ASSETS QUALITY

The quality of banks assets portfolio is generally defined in terms
of the ratio of classified portfolio to the total portfolio. A bank which
has very low ratio of classified loans and advances to total loans
and advances is presumed to have a high quality loan portfolio.
The assets quality of insured banks in table 4.2 are for the period
1989 to September, 1994. The assets quality of all banks is judged
by the proportion of the classified loan and advances.



' TABLE 3.2 |
ASSETS QUALITY OF INSURED BANKS

Years TLo_ans & Classified Loans | Portfolio of Classified Loans &

| - | Advances ('m) | & Advances (m) Advanc_es te the total (%)

1989 23125 | 9,427 40.8
T 26,952 mﬁ?{o? 44.1
I

1991 32,879 12,817 - 39.0

1992 41,436 18,816 | 45 4

1993 80,416 32,858 41.0

Sept. 1994 104,154 43,307 416

Sources: NDIC ,

Loan assets to total loan assets at 40.8% in 1989 detefiorated to
44.1% in 1990. The improvement witnessed in 1991 was most
likely due to the implementation of prudential guidelines of ticensed
banks which was issued in 1990, The portfolio quality of banks
worsened to 45.4% in 1992 before it improved stightly to 41.0%
and 41.6% in 1993 and 1994 respectively. A further interpretation
of the assets quality of Nigerian Banks is that for every One Naira
- (N 1) loans and advances about N 0.40k could be said to be non-

collectible between 1989 to 1994, | |

4.1.3 MANAGEMENT AND STAFF
 The upsurge in the number of financial institutions thinned the
executive capacity in the banking industry. This had an adverse
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