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ABSTRACT

Risks irrespective of its kind pose a serious threat to the banking business. The problem is
more pronounced among commercia banks because it encompasses deposits and asset linked
products as well as other financia services offered to numerous persona banking customers
and small business men. Inconsistent findings of risk factors linking financia performance of
commercial banks prompted the introduction of loan loss provison as a moderator variable.
The basic objective of this study is to examine the moderating role of loan loss provison on
the relationship between risk factors and financia performance of commerciad banks (CBs)
in Nigeria for a period ranging from 2007 - 2018. The population of the study is fifteen (15)
listed commercia banks in the Nigeria Stock Exchange as at 319 December 2018. The study
used a sample of twelve (12) listed commerciad banks in the Nigerian Stock Exchange. The
independent variables are risk factors such as Capitd Adequacy Risk, Liquidity Risk,
Solvency Risk, Market Risk, and Operationd Risk which is moderated by Loan Loss
Provison (LLP). The dependent variable is financiad performance as a measure of
profitability using accounting ratio of ROE. In achieving this objective, the study used Panel
Corrected Standard Errors (PCSE) model, this is used due to the presence of
heteroscedasticity in the modd where fixed effect is chosen using Hausman test based on the
multiple regression technique where test of hypothesis is conducted and the study draw
conclusions based on the findings of the study. The results of regression output shows that
capita adequacy risk, solvency risk and operationd risk have sgnificant effect on ROE.
While liquidity risk and market risk have insgnificant effect on ROE. From the result loan
loss provison has moderating role on the relationship between capita adequacy risk,
solvency risk, operationa risk and ROE. The study concludes that loan loss provison has no
moderating role on the relationship between liquidity risk and market risk and financia
performance of commercia banks in Nigeria. The study recommends that CBs should evolve
policy measures aimed at optimizing their funding requirements under various financial
stress conditions. These policy measures can be employed as road map for banks to meet
their funding requirement in long term and short term.

XiX



CHAPTER ONE
INTRODUCTION

1.1  Background of the Study

The financial performance of banks is a function on varying factors at firm, industry, macro
and international levels, which is could be influenced by variations in risk and uncertainty in
their operating environment. The complexity of banks operation has exposed their financial
performance to risk sternming from varying factors in their operating environments. Bank
performance is gauged by both financial and non-financial performance, were financial
performance is bank profitability measured by Net Interest Margin (NIM), Return on Assets
(ROA), Profit after Taxes (PAT), Return on Equity {ROE}, Total Asset Value (TAV), Return
on Capital Employed (ROCE) and Earning per Share (EPS) (Le & Phan, 2017; Nguyen &
Nguyen, 2020; Dinh & Pham, 2020; Al-Homaidi, Tabash & Ahmad, 2020a,; Ullah, Pinglu,
Ullah, Zaman & Hashmi, 2020; Senan, Anagreh, Al-Dalaien, Almugari, Khaled, & Al-
Homaidi, 2021a). However, non-financial performance on the other hand, is secn in terms of
number of branch networks, number of employees, number of Automated Teller Machine
{ATM) installation in service centres and others. Financial performance that represents study
response variable is represented by commercial banks profitability, which may be influenced
by different forms of risks like capital adequacy, liquidity, solvency, market, operational and
credit risks (Horobet, Radulescu, Belascu, & Dita, 2021). Among the risk factors mentioned,
loan loss provision is used as moderating variable betwcen the varying risk factors and

commercial banks financial performance in Nigeria.

In the process of selecting the measurement for performance therefore, ROA and ROE were
identified as the key aspects of performance in commercial banks sector. In addition, the
measures depict some consistencies and inconsistencies over time as in the case of ROA and

ROE respectively which attract the attention of this study, hence, ROA and ROE were

1



considered as the measurements of performance due to their behaviours as shown in figure 1.1

below.

§

COMMERCIAL BANKS

ML a4 NG aoné WL7 2018

Years e R i

Figure 1.1: ROA and ROE Trends from 2007 i0 2018 Authors Cdrhputation using Excel,

As seen in Figure 1.1, ROA is more consistent as compared to ROE where the ROE started
dropping from 2007 however, it goes up from 2009 to 2010 where it sharply falls below
expectation (negative} from 2010 to 2011 and goes up in the year 2012, In the case of ROE as
earlier stated, there is a slight inconsistency from 2007 to 2012. Irrespective of the
measurement used, the performance could be influenced by explanatory variables of the
study, which include risk factors such as liquidity. capital adequacy. market, solvency,

operational and loan loss provision.

Financial system comprises of Bank Financial Institutions (BFIs),such as commercial banks,
and Non-Bank Financial Institutions (NBFIs) like pension funds administrators, insurance

companies, mutual funds, stock exchanges, finance houses and so on. The key role of BFls is



to mobilize savings for productive investments to facilitate capital inflows towards various
sectors of the economy. Such role is performed by the commercial banks to mobilize savings

deposit from surplus units of the economy to deficit units of the economy.

In Nigerian banking industry, major banks that accept deposits and issue loans to customers
in need are commercial banks sometimes known as Deposit Money Banks-DMBs (CBN,
2015; Nigeria Galleria, 2015). Thesec banks include Microfinance Banks (MIBs),
Development Banks, Primary Mortgage Banks, Non-interest (or interest free) banks such as
Taj Bank PLC and Jaiz Bank PLC and Commercial Banks like First Bank of Nigeria LTD,
Guaranty Trust Bank PLC, Zenith Bank PLC, United Bank of Africa PLC, and so on (CBN,
2020). Commercial banks are established to maximize wealth for its shareholders and in the
process; they contribute to economic growth of a nation. It is worthy of note that banks in
many economies globally are mainly concerned with providing loans and related financial
services compared $o any other financial institution. Therefore, a key attribute of banks is to
provide liquidity for its customers who may be interested in cash withdrawal and lending
money to borrowers. In this process, it is pertinent for commetcial banks to evaluate the risk
they face daily while lending. Financial risk entails the chance of losses or gains that emanate
from failure or successes of people, systems and internal processes, as well as losses or gains
from external events. However, risk management is a mixture of coordinated tasks aimed at
controlling and directing risks factors organizations face through incorporation of varying
risk management measures and processes that are related organizational objectives
(Nikolaidou & Vogiazas, 2014). Risks irrespective of the type threatens the performance of

banks.

The risk presence associated to financial sector could be attributed to products offered by the

sectors. The financial institution more especially the banking sector, measuring their

3



performance is a task that involves a lot of dimensions that are hinged on sharcholder’s
return maximization. However, the stakcholders need to be satisficd also as they influence
banks as depositors. Thus, apart from banks profitability, the strengths of the financial
system is attributed to the exposure of the banks to variety of risks, which should be
considered in relation to performance (Al-Yatama, Al Ali, Al Awadhi, & Al Shamali, 2020).
In terms of international activities through the banking operations could result in many
inequalities which could lead to risk where market and liquidity risk are all involved among
others. Unequivocally, the variety of risk that a bank goes through is attributed to
management strategy by the bank which will have a direct bearing on the profitability as wel}

as share value of the bank (Zaman & Hashmi, 2020; Nguyen & Nguyen, 2020).

Capital adequacy risk is an important variable in determination of bank profitability, and an
optimally capitalized bank could provide an insight to the market that an above avcrage
financial performance should be expected (Mendoza & Rivera, 2017). Capital adequacy risk
is a banks face when they do not meet minimum capital requirements to attain level of
soundness and safety as stipulated in the banking supervision and regulatory law (CBN,
2020). Capital is very essential to a bank that is why CBN continuously change banks

minimum capital requirement when the apex bank realizes that banks capital base is low.

Before the establishment of the CBN in 1958, the minimum capital requirements for banks
incorporated in Nigeria were expressed in British pound sterling (£) as Naira (N} was not the
Nigeria currency then. This is because the country was under British colonial rule. When
CBN was established in 1958 and started banking business in 1959, the minimum capital
requirements were 1,500,000 Naira for foreign ownership banks and 600,000 Naira for

Nigerian ownership banks. Between 1979 and 1987, minimum capital requirements were



1,500,000 Naira for foreign ownership bank, 600,000 Naira for Nigerian ownership banks

and 2,000,000 Naira for Merchant banks (CBN, 2009, 2012, 2019).

In February, 1988, the minimum capital requirements were N 5,000,000 for commercial
banks and ™ 3,000,000 for Merchant banks. In October, 1988, the minimum capital
requirements were 2 10,000,000 for commercial banks and & 6,000,000 for merchant banks.
Between 1989 and 1990, the minimum capital requirements were ™ 20,000,000 for
commercial banks and »12,000,000 for merchant banks. Beside this, between 1991 and
1996, the minimum capital requirements increased 10 M50, 000,000 for commercial banks
and 40,000,000 for merchant banks. Between (997 and 2002, the minimum capital
requirement was 500,000,000 for both commercial and merchant banks. Alse, minimum
capital requirement of banks between the period 2003 to 2004 was M2,000,000,000 for
universal banking. Moreover, in July, 2004, there was increment in minimum capital
requirement from ™2,000,000,000 to 25,000,000,000. This increment was on till 2011
when dichotomous minimum capital requirements were introduced again into Nigeria
banking system (CBN, 2020). Presently, the minimum capital requirement for DMBs is 10 -
billion Naira for banks licensed to operate regionally; 25 billion Naira for banks licensed to
operate nationally and 50 billion Naira for bank licensed to operate internationally (CBN
Regulation, 2019). Hence, changes in the capital adequacy by CBN from peried to period
can pose a risk to commercial banks by not meeting the minimum capital requirements. This
is because banks that failed to meet minimum capital requirements can be declared bankrupt
and operating licenses revoked. Banks minimum capital requirements trend in Nigeria is
necessary to enable the readers undersiand the risk of recapitalization that commercial banks

went through over years.



The liquidity risk is the next predictor that may influence banks financial performance in
Nigeria. Liquidity risk is a risk that results in inability of bank to meet short term obligations
like money and easily convertible assets such as marketable securities on demand. Liquidity
represents a pivotal measure of banks risk as that result from unexpected increase deposit
withdrawals by depositors, which may cause banks liquidation (Saundcrs & Cornctt, 2007).
Liquidity risk in banks may occur as a result of varying factors such as significant increase in
sudden demand of deposit by account holders and an inadequate market disruption or market

depth (Basel Committee, 2008).

Poor risk management may also cause liquidity risk which is associated with insolvency of
the commercial banks. Lack of enough fiquidity or iiliquidity pose a threat to commercial
banks because they cannot meet up with both short term payment of bills and supplies as
well as long term services of loans and debentures obligations that may affect future

profitability of the commercial banks in Nigeria (Basel Committee, 20G8).

Solvency risk (leverage risk) is risk of inability of banks to cover the long-term obligation
{Dahiyat, 2016). This type of risk may arise when a bank experience financial losses from its
assets as a result of loans, financial securities or other bank activities write-offs {Dahiyat,
2016). It means banks capital base do not sufficiently cover the losses. Therefore, inability of
bank to meet its financial obligations will result in default. To hedge against such risk, banks
must ensure it keeps an optimal capital buffer in order to reduce capital accordingly and
remain solvent (Raja, Sami & Alessandro, 2015). Solvency risk may be measured by
financial leverage such as debt to equity ratio, debt to total asset ratio and so on {Dahiyat,

2016).



Market risk (interest rate risk) represents risk factors that cause fluctuation in banks earnings.
Market risk is the risk that emanate from any adverse change in interest rates. This s because
interest rate is the price of money paid for deposit or loan (credit) expressed in percentages
usuaily per annum. In Nigeria, interest rate was 14% Monetary Policy Rate (MPR) in 2017,
which was the same within the last quarter of 2016 (CBN, 2017). Thus, MPR is the rate that
commercial banks borrow from the Central Bank fo meet immediate cash shortfall or
illiquidity. This is because high interest rate improves banks profitability than low interest

rate if all things being equal.

Operational risk came up as a result of operational errors and it may affect the performance
of banks (Gadzo, Kportorgbi & Gatsi, 2019}, Operational risk is risk that involves direct or
indirect losses experienced by banks as a result of deficiency or failure in systems, people
and internal processes or from external environmental factors (Gadzo, Kportorgbi & Gatsi,
2019). Operational risks include external fraud; internal fraud; employment practices and
workplace safety; damage to physical assets; clients, products and business practices;
execution, delivery and process management failure; business disruption and system failures
(El Adlouni, Ezzahid, & Mouatassim, 2011). Bank internal fraud is a conduct that is intended
to defraud, avoid regulations, misappropriate property, law or company policy, excluding
diversity or discrimination events that involves at least one internal party (Ei Adlouni,
Ezzahid, & Mouatassim, 2011). Sudden failure of banking internal activities as a result of
network failure, employees’ attitude, political violation, insurgency, artificial and natural
disasters, industrial unrest and so on may disturb the profitability of commercial banks in
Nigeria. This is because the banks will suffer losses due to halt in its internal operations.
External fraud is an act of a type intended to defraud, misappropriate property or circumvent

the law, by an external party (Eladlount, Ezzahid, & Mouatassim, 2011),



Loan loss provision is a risk factor used as both explanatory and moderating variables in this
study. [.oan loss provision is provision made against future defaulted loans (Isa, Choong, Fie
& Rashid, 2018). Managers use Loan loss provision to direct the banks’ performance as a
mechanism of signaling view to investors, shareholders and users of financial statements
(Isa, Choong, Fie & Rashid, 2018}. Managers also employ Loan loss provision to achicve
certain objectives that would provide the required signals ahead of crisis. As a measure of
credit quality, higher loss provisions is better for commercial banks (Karimiyan, Nasserinia
& Shafiee, 2013). Apart from loan loss provision influence on commercial banks, it also
moderates the relationships between bank capital adequacy risk and financiat performance;
liquidity risk of banks and financial performance; solvency risk and financial performance;
market risk and financial performance as well as operational risk and financial performance.
Karimiyan, Nasserinia, and Shafiee (2013) observe the influence of loan loss provision and
banks future earnings. Also, Kportorgbi and Gatsi (2019) found moderating role of risk
factors such as operational risk on banks financial performance. Therefore, this study
attlempts to examine the extent loan loss provisicn moderate the impact of financial risks

factors on banks financial performance in Nigeria for the perfod 2607 to 2018.

1.2 Statement of the Problem

Nigeria banking industry has experienced varying reforms that has resulted in intensive
competition in the industry that has culminated into improved innovations and financial
performance. Consequently, the operations of the commercial banks have been exposed to
risks due to internal and external factors. Internal risk are within the confine of commercial
banks control, while external risk factors are beyond banks control. The financial risk factors
that are likely to disrupt the attainment of commercial banks profit and wealth maximization
include capital adequacy, liquidity, solvency, market and operational risks, which is

moderated with change in foan [oss provision (Le & Phan, 2017; Dinh & Pham, 2020;



Nguyen & Nguyen, 2020; Ullah, Pinglu, Ullah, Zaman & Hashmi, 2020; Al-Homaidi,
Tabash & Ahmad, 2020a; Senan, Anagreh, Al-Dalaien, Almugari, Khaled, & Al-Homaidi,
2021a). Capital is very essential in both profit and non-profit oriented organizations, Capita!
is needed either to start new business, to acquire/merge with another business or to increase
the existing production capacity in order to boost banks’ activitics and profitability. This is
because capital fo any business organization such as bank cannot be over emphasized.
Change in banks capital adequacy ratio driven by the apex bank of Nigeria overtime is a
problem to commercial banks. This is because many banks were declared bankrupt and
operating licenses revoked as a result of the banks inability to comply with minimum capital
requirements. This can be seen in percentage changes of capital adequacy risks of the
commercial banks such as Access Bank. The percentage changes of capital adequacy of
Access Bank in the data set was 22,9%,; - 53.74%,; 64.77%; 11.46% and 154.79% for year
2014, 2015, 2016, 2017 and 2018 respectively. Besides, there are academic debates on the
influence capital adequacy risk on banks performance, which is a risk to commercial banks.
The outcome of the arguments among academic researchers produced mixed findings. Some
scholars argue in their studies that capital adequacy risk influence bank performance but .
other scholars have contrary findings. Such studies from researchers include the studies of

Purnamawati and MSi (2014); Lenee and Sulaiman (2016); and Mendoza and Rivera (2017).

Purnamawati and MSi (2014) found that the capital adequacy and liquidity risks have a
positive and significant effect on profitability of conventional rural bank in Indonesia. Since
the study focused on Indonesia, the findings could not be employed to make generalization
for other economies especially developed economies due to geographical and time variation
of the study. Lenee and Sulaiman (2016) observe that capital adequacy ratio strongly and
actively stimulates and improves the financial performance of banks in Nigeria from 2008 to

2012, But the study utilized time series data of five years which is not enough. Mendoza and
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Rivera (2017) indicate that capital adequacy risk has no significant impdct on the
profitability. On the other hand, liquidity risk has a negative significant impact on the
profitability of rural banks in the Philippines from 2009 to 2013. It should be noted that the
study was conducted on rural banks in Philippines and the present study is on commercial

banks in Nigeria with operational coverage in both rural and urban areas.

The second risk factor is liquidity, Bank liquidity determines the volume of credits supply to
interested customers. Therefore, illiquidity is a problem to commercial banks because of their
inability to meet up with short term obligations which may affect earning power of the banks
in Nigeria. For example, the percentage changes of liquidity risk in the data set of Guaranty
Trust Bank was 20.68%; 0.36%; 12.68%; -2.52% and -17.15% for year 2014, 2015, 2016,

2017 and 2018 respectively.

In addition, previous studies linking liquidity risk and financial performance include studies
of Olarewaju and Adeyemi (2015), Lartey, Antwi and Boadi (2013) indicate that there is a
very weak positive relationship between liquidity ratio and profitabilily of seven sampled
listed banks on the Ghana Stock Exchange from 2005 to 2010. However, the study instead of
u.;,ing sample of seven banks out of nine listed banks in Ghana Stock Exchange should have
used all the listed banks. Ly (2015) found a negative and statistically significant relationship
between liquidity risk and bank performance across 27 European Union (EU) countries from
2001 to 2011. But the study was conducted in European Union (EU) countries while Nigeria
is 2 member of Africa Union (AU). Olarewaju and Adeyemi (2015) show that there is no
causal relationship (both unidirectional and bidirectional) between total loan and advances to
total deposit (a proxy for liquidity ratio) and profitability (ROE) of 15 sampled commereial

banks in Nigeria from 2004 to 2013,
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However, the study made use of ROE as a measure of performance. This study uses both
ROE and ROA which is a measure of return on investment that are mostly uscd by scholars
(Dinh & Pham, 2020; Ullah, Pinglu, Ullah, Zaman & Hashmi, 2020; Nguyen & Nguyen,
2020). The RCA shows bank management ability to generate income through efficient
utilization of available bank assets. Additionally, bank ROA shows how efficient banks
management is effectively utilising assets to generate income. The ROE shows the extent
banks management effectively utilize sharcholders’ capital to achieve it set objective of
profit maximisation. This is because previous studies such as (l.e & Phan, 2017; Dinh &
Pham, 2020; Nguyen & Nguyen, 2020; Ullah, Pinglu, Ullah, Zaman & Hashmi, 2020; Al-
Homaidi, Tabash & Ahmad, 2020b, Senan, Anagrch, Al-Dalaicn, Almugari, Khaled, & Al-
Homaidi, 2021b) support their claim on the use of either ROE or ROA on the majority of
researchers’ view however, no statistical justification as 1o the reason for the selection of

either one of the measurements which this study addressed.

Solvency risk relates to how long term obligation can influence bank profitability. 1n a
situation where a bank becomes insolvent, creditors face problem of losing a portion of
principal and interest payments, and equity investors face challenge of potentially losing
their investment. Long term obligations are financial leverages that include term loans,
debentures and bonds. Some of the debt instruments are cheaper and difficuit to obtain while
some are expensive and easy to acquire. The costs of acquiring long term debt obligations as
a measure of solvency risk may affect banks profitability in Nigeria due to changes. For
example, the percentage changes of solvency risk in the data set of First Bank of Nigeria was
0.13%; - 879.31%; 1.59%, - 876.91% and — 153.48% for year 2014, 2015, 2016, 2017 and
2018 respectively. Again, empirical studies of academic researchers that produced different
findings about solvency risk and banks performance comprise the study of Hailu (2015) and

Dahiyat (2016). Hailu (2015) observed that solvency risk has negative significant effect on
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profitability of banks in Ethiopia from 2012 to 2013. A sample of eight banks may not be
adequate to make statistical inferences for other banking jurisdictions using the result
derived. Dahiyat (2016} indicates that liquidity risk has negative significant effect on banks
profitability, while solvency risk has no significant effect on profitability of listed banks in
Jordan from 2012 to 2014. But the study was conducted in Jordan using four-years panel and
time series data that is grossly inadequate. Also, the study utilized time series data of five

years.

The next risk variable is market risk known as interest rate risk. The fluctuation and stability
of market that determined interest rates may pose a threat to earning power of banks in
Nigeria. This is because interest rate fluctuations cause a problem to commercial banks in
making a reasonable profit. For instance, the percentage changes in market risk data set of
First City Monument Bank (FCMB) of Nigeria was —1.0 %; 1.0%; 1.0%; 4.0% and - 4.0%
for year 2014, 2015, 2016, 2017 and 2018 respectively. Furthermore, empirical studies that
supported market risk and profitability of commercial banks include studies of Sattar (2014);

Obidike, Ejeh, Ugochukwu (2014); and Wambari and Mwangi (2017).

Sattar (2014) shows that there is significant positive relationship between interest rate and
banks profitability in Pakistan from 2008 to 2012. However, the study sampled only four
banks. Obidike ef af. (2014) observe that interest rate spread has negative significant effect
on banks long-run performance. In addition, the short-run result indicates that interest rate
spread has insignificant effect on bank performance in Nigeria. However, the findings show
inverse relationship. Wambari and Mwangi (2017) indicate that lending rate ratio has
positive significant effect on banks financial performance. On another hand, deposit interest

ratio has negative significant effect on financial performance banks in Kenya from 2002 to
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2014. 1t should be noted that the study used time series data that were not subjected to unit

root test (stationarity test) to strengthen the validity and reliability of the results derived.

Operational risk measures direct or indirect loss arising from inadequacy or failure of
internal processes such as error, internal fraud, etc (Lyambiko, 2015). Unexpected failure of
banking internal processes such as network failure is a problem to the commercial banks in
Nigeria. This is because the banks will suffer losses due to break down in their internal
operations that may affect the profitability. This can be seen in the percentage changes in the
data of banks. For example, the percentage changes in operational risk data set of Zenith
Bank of Nigeria was  0.61%; 2.86%; 9.12%; 2.25% and 57.89% for year 2014, 2015, 2016,
2017 and 2018 respectively. More so, previous studies that relate operational risk that may

hinder success of banks include studies of Lyambiko (2015); Ferrcuhi (2014); Olweny and

Shipho (2011).

Olweny and Shipho (2011) found that profitability of banks in Kenya from 2002 to 2008
could be attributed to improved capital bases, improve assets quality by reducing the rate of
non-performing loans, reduce operational costs, employ revenue diversification strategies in
contrast with focused strategies and maintaining an optimal amount of liquid assets. But the
research was conducted in Kenya. Ferrouhi's (2014) result of empirical analysis indicates
that performance of banks in Morocco is largely influenced by size of banks, liquidity ratio,
logarithm of the total assets squared, share of own bank’s capital of the bank’s total assets,
external funding to total liabilities, unemployment rate, foreign direct investments and
realization of the financial crists variable. However, the findings cannot be generalized due
to limited scope. Lyambiko {2015) found that operational risk management has positive

significant effect on financial performance of banks in Tanzania. However, the findings of



the study may not be used for generalization in wider perspective due to place and different

study variables.

Loan loss provision is moderating factor among the study variables. This is because it
modcrates the relationships between capital adequacy, liquidity, solvency, market,
operational risks and financial performance. One of the policies set by the banks to absorb
possible credit losses is Loan loss provision. There are few literatures using loan loss
provision as moderating variable to the best of my knowledge. Prominent among the studies
is the research works of Karimiyan, Nasserinia and Shafiee (2013); Otieno, Nyagol and
Onditi (2016) and Isa, Choong and Rashid (2018). Karimiyan et «/. (2013) found that there is
significant positive relationship between loan loss provision and future earning, and change
in return in Commercial Banks of Malaysia. Otieno et al. (2016) show that liquidity risk
management, loan loss provision coverage ratio and portfolio at risk have strong negative
relationship with microfinance banks performance (ROA and ROE) in Kenya. [sa, ef al.
(2018) indicate that credit risk management significantly moderate relationship between non-
performing loan, net profit, interest income, loans and advances and Gross Domestic Product
on bank loan loss provision in Malaysia. However, there seems to be paucity of study in
Nigeria and the findings cannot be used in wider perspectives. Thus, it this present study
seeks to fill this obvious empirical gap by studying the moderating role of loan loss provision

on relationship between financial risk and performance in Nigeria.

Furthermore, the review of previous literaturc enables the present study to identify
inconsistencies, Thus, the gaps identified are scope, conceptualization and methodology and
finding gaps. Conceptualization gap covers the definitions of the study variables which is
used as the one defined by varying scholars. Also, the design of both schematic and
mathematic models by various past studies is diverse. Methodological gap is seen in terms of

modeiling and measurement of the swdy variables that differentiate this study from the
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earlier studies. Finding gap is seen in terms of significance and non-significance of some
results in many countries including few studies in Nigeria. For instance, the findings of
studies conducted outside Nigeria in places like Tanzania, Kenya, Pakistan, Philippines,
Jordan and so on may not be applicable in Nigeria. Morcover, few studies conducted in
Nigeria up till year 2016 such as Obidike et al.. (2014), Uwalomwa et ai., (2015), Lence and
Sulaiman (2016) failed to include all the study variables of this study in their model
specifications. In addition, the method used in thc measurement of the study variables is
different from many studies conducted within and outside Nigeria. This is because some
studies such as Muriithi, Muturi and Waweru (2016) measured financial performance as
profitability using Return on Equity (ROE) while this study uses Return on Asset (ROA). So,

these are the weaknesses observed in the empirical studies reviewed which are research gaps,

This study intends to improve on weaknesses of studies reviewed which form the basis of
research problems. Thus, this study wants to advance frontiers of knowledge by assessing
moderating role of loan loss provision on the relationship between risks and banks financial
performance in Nigeria. This is because risk factors constitute a threat to profitability
objective of banks. Also, the performance of banks is mostly gauged by profitability, The
present study adapts modified statistical estimation model employed by Muriithi et «f.,
(2016) for analysis, The model of Muriithi et al., (2016) used profitability (ROE) to measure
financial performance, while this study used both ROE and ROA. Additionally, the study
used predictors like capital adequacy; market; operational and liquidity risks using bank size
as control variable, Also, the study was conducted in Kenya and utilized 10-year time series
data that ended 2014. The modifications affect the scope and methodology of Muriithi ¢/ ¢l.,

{2016) research work,

Apart from empirical review of literature to identify research gaps which arc research

problems, the practical problem is that commercial banks are mandated to maintain certain
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ratios, percentages or keep certain percentage of their deposit liabilitics with CBN to avoid
the problem of capital; liquidity and solvency risks; and market risk (CBN, 2019), But some
commercial banks were not able to meet up with the apex bank’s requirements which
resulted in mergers and acquisitions of banks as well as bankruptcy (Sanusi, 2010). Section
%1, 2 & 3) as amended states that CBN shall from time to time determine the minimum
paid-up share capital requirements of each category of banks licensed under this decrec. Any
failure to comply with the provisions of the decree within such period as may be determined
by the apex bank from time to time shall be a ground for the revocation of any license issued.
More 50, Section 13(2b) of BOFID (1991) as amended states that a bank will be prohibited if
it fails in granting credit and making investment. Also, Section 15(1) and Section 16 (1) of
BOTID {1991) as amended states that banks are mandated to keep cash or its equivalents
portion of their customers’ deposit liabilities (as statutory reserve) with CBN which will be
determined from time to time. Again, Section 9(1) that every bank shall display at its offices
its lending and deposit interest rates which may be specified by the apex bank from time to

time.

1.3 Research Questions

The research questions that guide the present study are presented to ascertain:

i.  To what extent does capital adequacy risk affect financial performance of commercial
Banks in Nigeria?

ii.  To what level does liquidity risk influgnce financial performance of Commercial Banks
in Nigeria?

iii. To what degree does solvency risk affect financial performance of Commercial Banks
in Nigeria?

iv, To what extent does market risk affect financial performance of the Commercial Banks

in Nigeria?
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vi.

vii.

1.4

To what extent does coperational risk influence financial performance of Commercial
Banks in Nigeria?

To what extent does loan loss provision determine financial performance of
Commercial Banks in Nigeria?

To what extent does loan loss provision moderate the relationships among capital
adequacy risk, liquidity risk, solvency risk, market risk, operational risk and financial

performance of Commercial Banks in Nigeria?

Research Objectives

The basic objective of the study is to examine the moderating role of loan loss provision on

the relationship between risks and the financial performance of Commercial Banks in

Nigeria. Specifically, the study seeks:

iii.

v,

vi.

To tnvestigate  the effect of capital adequacy risk on the financial performance of
commercial banks in Nigeria;

To determine the effect of liquidity risk on financial performance of Commercial
Banks in Nigeria;

To examine the effect of solvency risk on financial performance of Commercial Banks
in Nigeria;

To investigate the effect of market risk on financial performance of Commercial Banks
in Nigeria;

To determine the effect of operational risk on financial performance of Commercial
Banks in Nigeria;

To examine the effect of loan loss provision on financial performance of Commercial

Banks in Nigeria,
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vii. To investigate if loan loss provision moderates the relationships among capital
adequacy risk, liquidity risk, solvency risk, market risk, operational risk and financial

performance of Commercial Banks in Nigeria.

1.5  Research Hypotheses

In order to achieve the above specific objectives, eleven (11) null hypotheses are developed

for testing as follow:

Hor  Capital adequacy risk has no significant effect financial performance of Commercial
Banks in Nigeria.

Ho:  Liquidity risk has no significant effect financial performance of Commercial Banks in
Nigeria.

Hos  Solvency risk has no significant effect financial performance of Commercial Banks in
Nigeria.

Hos  Market risk has no significant effect financial performance of financial performance
of Commercial Banks in Nigeria.

Hos  Operational risk has no significant effect financial performance of Commercial Banks
in Nigeria.

Hos  Loan loss provision has no significant effect financial performance of Commercial
Banks in Nigeria.

Hor  Loan loss provision has no moderating effect on the relationship between capital
adequacy risk and financial performance of Commercial Banks in Nigeria.

Hos Loan loss provision has no moderating effect on the relationship between liquidity
risk and financial performance of Commercial Banks in Nigeria.

Hos  Loan loss provision has no moderating effect on the relationship between solvency

risk and financial performance of Commercial Banks in Nigerta.



How Loan loss provision has no moderating effect on the relationship between market
risk and financial performance of Commercial Banks in Nigeria.
Hoir  Loan loss provision has no moderating effect on the relationship between operational

risk and financial performance of Commercial Banks in Nigeria.

1.6 Significance of the Study

The findings of the study is expected to contribute to literature and provide insights into
future researches in the area where were hitherto characterized by inadequate empirical
studies on the relationship between financial risk factors and banks financial performance.
Therefore, the main contributions of this study inctude moderating role of loan loss provision
on the relationship between financial risks and banks financial performance in Nigeria.
Generally, the study established the existence of the moderating role of loan loss provision
on the relationship between capital adequacy, liquidity, solvency, market and operational on
profitability on commercial Banks in Nigeria, Generally, the study established the existence
of the moderating role of loan loss provision on capital adequacy risk, solvency tisk and
operational risk on return on equality. Specifically, the significance of this study is

highlighted below,

Firstly, previous studies on bank performance focused mostly on corporate governance.
Moreover, previous studies did not investigate the effects of risk factors on performance
using a moderator. Sccondly the presence study use panel regression and Panel Correction
Standard Errors (PCSE) is used due to existence of heteroscedasticity in the model. The third
significance is that the findings of this study are generally relevant to policy makers,
practitioners, investors on onc side, and the academia on the other side. Specially the

significance of the study policy makers and practitioners is in the following ways:
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First, the findings is expected to help management and banking industry regulators, through
providing a mirror view of the effect of varying risk factors on the performance of the
industry players. This is expected to guide them in devising frameworks and mechanizing for
optimal or minimal level of risk banks should be exposed to the policy makers include
Central Bank of Nigeria (CBN) that regulates and supervises banking industry in Nigeria.
This study would help the apex bank in formulating policies relating to risks in the banking
sector. Also, it would give guide to (CBN) decisions concerning financial performance of
(CBs) in Nigeria. Secondly would be interested in proxies that really affect financial
performance of banks and economy. The study would be beneficial to them by providing
information needed before taking decision relating to risk factors such as capital adequacy
risk, liquidity risk, market risk, solvency risk and operational risk to financial performance of
return on equity of banks. The third significance of this study would provide information
about the contribution of an empirical insight of risks effect direction on financial
performance that’s it provides the basis for making an informed investment decision for

optimum return and minimum risk level.

Finally, this study would help students and potential academic researchers in area of banking
and finance by providing them with theoretical knowledge on variable that significantly
contribute to commercial banks financial performance in Nigerta. This study fills the gap that
has been identified in previous studies and also serve as a foundation on which students and

academic researchers may depend on for further studies.

1.7  Scope of the Study
This study empirically examines moderating role of loan loss provision on the relationship

between financial risks and financial performance of commercial banks in Nigeria (See
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appendix II) for the period of twelve (12) years from 2007 to 2018 using accounting ratios of
profitability for financial performance measurements. The data of the study was collected in
year 2019 when the data was readily available. The study focused on the Nigerian banking
sector. The choice of this duration for the study is because it was within this period that
banks faced various risks due to increase in capital requirements which resulted in merger
and acquisition of banks. Therefore, picking this period is important to commercial banks in
handling risk for better financial performance (Somoye, 2008; Akinlo & Owoyemi, 2012),
Apart from the period of the study, the independent variables used to mcasure various risk
factors are capital adequacy, liquidity, solvency, market and opcrational risk, which are
moderated by loan loss provision. On the other hand, dependent variable represented by
financial performance is measured by profitability with Return on Asset (ROA) and Return
on Fquity (ROE) employed as proxies. The two variables are a measure of return on
investment. ROA is used mostly by many previous research scholars such as Ndichu (2014);
Idowu (2014); El- Massah and Al-Sayed (2015); Lenee and Sulaiman (2016); Dahiyat(2016);
Wambari and Mwangi (2017). This study also uses ROA only because it measures the
returns on total investment as indicator of profitability which is commercial banks financial
performance. But the research of Muriithi et al., (2016) that is adopted was conducted in

Kenya, making use of 10-year time series data that ended 2014 and ROE is used as a

measure of profitability.
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CHAPTER TWO
LITERATURE REVIEW AND THEORETICAL FRAMEWORK

2.1 Introduction

Literatures related to key elements and concepts of research works that are pertinent to the
study were reviewed in this chapter. Literatures are reviewed on determinant of risk factors
of banks that are studied to ascertain divergent scholarly opinions. The determinants of banks
financial performance are also reviewed with a view at taking an empirically verified stand
on influence of risk exposure on commercial banks performance. Finally, theoretical
framework underpinning the effect of banks risk exposure and financial performance is

identified, stated and explained.

2.2  An Overview of Banking System in Nigeria

Banking activities commenced in Nigeria in 1892 with opening of African Banking
Corporation in Lagos. As expected the bank experienced some teething problems so, in 1893
the bank transferred it interest and sharcholding to Elder Dempster and Co. This resulted in
the establishment of British Bank of West Africa (BBWA) in 1893, Barclays Bank in 1917
and British and French Bank in 1949 which are currently known as United Bank for Africa,
First Bank Nigeria and Union Bank of Nigeria respectively. These foreign banks came
mainly to render services that are related to international trade, and transact mostly with
emphasis on foreign companies and Nigeria government. The expatriate banks have a major

control of about 90% of the total bank deposits as at then, yet they ignored the indigenous

businesses (NOU, 2012; Akinle & Owovemi, 2012).

Conversely, these foreign owned banks paid little or no attention to local entreprencurs’
development in Nigeria. But, rather repatriated profits earned from host country to home

countries, where their headquarters are domiciled. Beginning between the periods from 1917
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to early 1930s, numerous unfruitful efforts to break foreign monopoly of banks were made
through setting up banks, The unsuccessful efforts were largely fuelled by weak indigenous
banks with low capitalization, management inadequacy and absence of local government
backed financial regulatory agency in Nigeria. Thus, indigenous banks faced survival
challenges in an operating environment that was characterized by hostility and unfair
competition from foreign owned banks. Therefore, by 1954 the number of failed and self-
liquidated indigenous banks was 21 out of 25 established by indigenous entrepreneurs.
Banking regulatory and supervisory functions were carried out by the former West Africa
Currency Board (WACB) in this era. The board was in charge of regulatory and supervisory
functions of West African British colonies, which include Nigeria, Ghana, Gambia and
Sierra Leone, until between 1957 to 1964 when Central Banks were established by these

countries (Akinlo & Owoyemi, 2012; NQU, 2012; Sayedi, 2017).

The persistent incidences of indigenous banks failure resulted in cnactment of Banking
Ordinance of 1952 as a regulatory framework to regulate banks operation, prior to the
establishment of CBN in 1957. The CBN was saddled with the responsibilities of ensuring
monetary and price stability; maintaining external reserves of the country; issuance of legal
tender, safeguarding currency international value; promoting sound financial system; serve
as government and banks banker, giving financial and economic direction to Federal
Government of Nigeria (CBN, 2013). The period preceding CBN establishment and post
independence in 1960, heralded strengthening regulatory capabilities of the CBN with the
enactment of the Banking Act of 1969 in Nigeria. The indigenization poficy that was
anchored on decree promulgated in the 1970s saw to nationalization of foreign owned banks
through significant ownership stake of banks by the federal government of Nigeria. A further
legislation led to empowerment of commercial and merchant banks resulted to take deposits

from companies and individuals, and also carry out general banking business. Despite the
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enforcement of indigenization decree the problem of bank distress syndrome persisted in

Nigeria, which was largely attributed to management problems (CBN, 2013),

The introduction of Structural Adjustment Programme (SAP) by federal government in 1986
resulted in migration from regime of strict direct monetary control to indirect monetary
control and selective credit allocation policy elimination in the early 1990s. The privatization
and commercialization programmes that were initiated in the 1990s resulted in Government
disinvestment of its holdings in several banks. In addition, new banks were issued
operational licenses. This resulted in upshot of operational banks in Nigeria from 58 in 1990
to 90 in 2001 (CBN, 2013). To advance the scope of financial inclusion dragnet, community
banks were introduced in December 1990, many of them became distressed that was fuelled
by inability of regulatory capacity to properly monitor banking sector expansion. The
persistence of banking sub-sector, distress resulted in introduction of varying policy reforms
to stem the tides. A major policy reform that was introduced in 2004 by the CBN was
directive that required DMDBs operating in Nigeria 1o recapitalize by December 2005 1o
minimum capital base of }25,000,000,000. This consequently resulied in revoking licenses
of 14 banks and decrease of banks from 89 to 25 (CBN, 2015). Despite recapitalization
banks in Nigeria are still below internaticnal threshold to compete globally in terms of credit
disbursement to customers. This could be attributed to lack of competitive interest rate to

sectors such as Agriculture and Manufacturing (Sayedi, 2017).

The Nigeria banking sector comprise of 793 Microfinance Banks (MFBs); 2 Merchant Banks
(Rand Merchant Bank Nigeria Limited and FSDH Merchant Bank Ltd ) licensed by CBN in
2012; five Development Banks or Development Financial Institutions {which comprises of
Bank of Industry, Bank of Agriculture (BOA), Nigeria Export Import Bank, Federal
Mortgage Bank of Nigeria and Infrastructure Bank). The Nigerian banking industry also

consist of 40 Primary Mortgage Banks (PMDBs); 21 Deposit Money Banks and one Non-
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Interest Bank (Jaiz Bank PLC) as at August 26]9. The DMBs are Access Bank Plc, Citibank
Nigeria Plc, EcoBank Nigeria Ltd, Enterprise Bank Ltd, Fidelity Bank Plc, First Bank of
Nigeria Plc, First City Monument Bank Ple, FSDH Merchant Bank Ltd, Guaranty Trust Bank
Plc, Heritage Banking Company Ltd, Keystone Bank Ltd, Mainstrcet Bank Ltd, Stanbic
IBTC Bank Plc, Standard Chartered Bank Plc, Sterling Bank Plc, Union Bank of Nigeria Ple,
United Bank for Africa Plc, Unity Bank Plc, Wema Bank Pic and Zenith Bank Plc (CBN,

2019).

2.3  Banking Sector Reforms in Nigeria

Banking seclor reforms in Nigeria could be classified into fie periods. These include periods
of free rein, strict regulation, deregulation, universal banking and banking consolidation
(Chiejine, 2010; NOU, 2012). The period of free reign (1930 - 1960) was characterized by
control of banking operations in Nigeria by former West Africa Currency Board (WACB).
The period was also characterized by weak and slack regulatory restrictions for new entrants,
which resulted in establishing over 100 banks, were established. To stem the tides, the first

1952 Banking Ordinance as amended in 1958 was enacted.

This led to outline of conditions for both indigenous and foreign banks licensing as stipulated
in the Banking Ordinance such as fulfilling statutory minimum capital requirement for both
indigenous and expatriate banks, which was pegged at £12,500' and £200,000 respectively.
Also, banks were required to maintain special liquidity and cash ratio level to meet
customers cash needs at any given period; and it also imposed lending limits on banks to
checkmate excess, unauthorized and uncontrolled lending to mitigate credit risk exposures
and loan losses (Adekanye,1986 cited in Ojong, Ekpuk, Ogar & Emori, 2014). Enactment of
banking ordinance of 1952 as amended in 1958 aimed at protecting indigenous local banks

from failure could not hedge from the stiff competition from foreign banks (Sayedi, 2017).
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The second period of banking sector reform heralded strict banking regulation (1960 - 1985).
This era was characterized by establishment of CBN in 1958 and commenced operations in
July, 1959 to serve as regulatory and supervisory agency of Nigeria banking system. This era
experience the introduction of money market instruments such as money fund, treasury bills,
treasury certificate, commercial bills, eligible loan stock and certificate of deposits. The
period also saw in 1962, the adjustment of Ordinance to review minimum paid up capital for
indigenous banks to £25000. Also, the 1969 Banking Act reviewed indigenous and
expatriate banks capital rcquirement (minimum paid-up capital) to £300,000 and £750,000
respectively. The period also experienced the regulation of banking sector through
Indigenization decree of 1971, which categorized share capital in favor of indigenous banks.
Banks share capital was reviewed to N600,000 for indigenous Nigerian and N1,500,000 for
Foreign owned banks respectively. The share capilal of Merchant bank share capital was
pegged at N2,000,000. Again, despite the introduetion of dichotomous share capital in favour
indigenous banks; they were characterized by corruption and mismanagement, which
impeded the operation and competitiveness of indigenous banks and were outperformed by

foreign banks.

The third period of banking reform was typified by deregulation (1986 - 1999), This period
was characterized by Federal Government of Nigeria introduction of Structural Adjustment
Programme (SAP). The SAP was aimed at attaining a viable balance of payment in both
short and medium terms, with the view of ensuring a sustainable economic environment that
is characterized by sustainable non-inflationary growth and improved public and private
sector efficiency. To achieve the desired economic position, some policy measures were
adopted such as establishment of Second-tier Foreign Exchange Market (SFEM); abolition of

price controls, appropriatc monctary and fiscal policies adoption, exchange and trade
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regulattons. Others include tariff structures review, petroleum subsidy removal, public
corporations commercialization and privatization, restructuring of administrative system.
During this era CBN Decree No 24 of 1991 (as amended) was promulgated, which was
subscquently enacted into Banks and Other Financial Institutions Decree (BOFIA) No 25 of
1991. This was to ensure effective regulation and supervision of the banking industry for
attainment of stable banking system. Also, Nigerian Deposit Insurance Corporation (NDIC)
Decree Ne 22 of 1988 was also passed with the aimed of insuring licensed banks deposit
tiabilities, provide complimentary technical and financial support to banks and Central Bank

of Nigeria (Sayedi, 2017).

Another major reform measure was the removal of healthy banks credit ceilings by CBN in
1992, A healthy bank is so classified it met some specified CBN guidelines over a period of
three months. These specified guidelines include: liquidity ratio, cash reserve, prudential
guidelines, capital adequacy ratio, sound management and statutory minimum paid-up
capital, The application of these guidelines to classify a bank as healthy or not resulted in
declaration of 80 banks as hcalthy and were exempted from imposition of credit ceilings.
Furthermare, free entry of new banks led to increase in the number of banks from 28 in 1985
to 121 banks (66 commercial and 55 merchant banks) in 1992. Despite the policy measures
aimed at determining the health status of banks before removal of credit ceilings, banking
system still witnessed banks distress in later part of these period. Such that by 1995 out of
120 licensed banks, 55 banks were distressed. To stem the tides of banks failure and its
multiplier effects, failed Banks-Recovery of Debts and Financial Malpractices Decree of
1994 was promulgated to with the view of restoring sanity to Nigetia banking system
(Ofanson er al., 2010; Mbat 20t1 cited in Ojong ef al, 2014). The period was also
characterized by upward review of banks minimum capital requirement. in October, 1988,

CBN reviewed banks minimum capital requirements with commercial and merchant banks
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amount reviewed by N10 million and Né million respectively. Furthermore, by 1991 banks
minimum capital requirements was further reviewed with amount of commercial and
merchant banks increased to N40 million and N50 million respectively. Also, on 31%
December, 1998, banks minimum capital requirements was again reviewed for both
commercial and merchant banks, which rose to N500 million(Iganiga, 2010). Though, the
third reform regime is the era of banking boom due to deregulation of banking industry, it

also witnessed distress of many banks in Nigeria.

The fourth banking reform era was about universal banking (2001-2004). Universal banking
is a banking model that permits banks to diversify into non-bank financial services. Single
banking license was issued by CBN to banks to conduct perform conventional and non-
conventional activities stipulated in the banking supervision and regulatory law. According
to CBN (2000) banks apart from performing their conventional functions such as deposit
acceptance, cheque payment or collection drawn by or paid in by customers and credit
facilities, banks also carryout one, or a combination of the following non-banking activities.
They include capital market activities (underwriting/issuing house), clearing house activities
and insurance services. These non-banking activities were also supervised by CBN, and
banks most make periodic financial reports. Banks minimum paid up capital was reviewed to
N2 billion to enable them have financial capacity for universal banking model. The adoption
of universal banking distracted banks from carrying out their core role of banking such as
deposit taking, lending and bill payment. The deviation of banks to other non-banking
businesses culminated in distress of some banks and consequently their liquidation (Somoye,

2008).

The fifth banking reform era (2004 - 2005) witnessed banking sector recapitalization and

consolidation anchored on thirteen-point agenda of the CBN. Soludo (2004) rolled out key
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reforms measures to improve sustainability of the banking sector, these reform agenda
include: increasing banks minimum capitalization to ™25 biilion with full compliance date of
31% December, 2005; phased public sector funds withdrawal from banks effective July, 2004;
banks consolidation through voluntary mergers and acquisitions. Some other reform
measures also include adoption of regulatory framework that is risk focused and rule based;
adoption of zero tolerance regulatory framework, especially on issue relating to
data/information rendition and reporting; automation of banks and other financial institutions
returns rendition process using the electronic Financial Analysis Surveillance System (e-
FASS); establishing a hotline and , confidential email address (governor@cenbank.org) for
sharing of any confidential information regarding banks and other financial institution with
Central Bank governor, strict systematic banking distress contingency planning framework
enforcement; establishing an Asset Management Company for distress loan resolution.
Additional reform measures include promoting dormant laws enforcement, especially law
that affect dud cheques issuance and the vicarious liabilities of the Board members of banks
of distressed banks; review and updating relevant laws, and drafting of new law to ensure
effective banking system operations; improved collaboration between CBN and the
Economic and Financial Crimes Commission (EFCC) to establish Financial Intelligence Unit
(FIU), and anti-money laundering laws enforcement and economic crime laws; and
rehabilitation and effective management printing and minting company of Nigeria. However,
the fifth banking reform agenda especially the recapitalization policy resulted in serious
uncertainty and frustration on the parts of other varying stakeholder, Thus, banks that could
not raise the new capital requirement were encouraged to consider mergers and acquisitions

as a survival strategy {Sayedi, 2017).
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2.4  Drawbacks of Banking Sector Reforms in Nigeria

Banks as financial institutions accept deposits from customer into varying accounts through
cash, cheque and other instruments payments; issue credits facilities and serve as custodians
of valuables for safe keeping. As stipulated in Section 61 of BOFID (1991) bank are defined
as the business of receiving deposits on current account, saving account or similar account,
paying or collecting cheques drawn by or paid in by customer, provision of finance or such
other business as the Governor may order, publish in gazette, designate as banking business.
In the course of carrying out financial intermediation function, banks are bedeviled by

varying challenges (Sayedi, 2017).

The banking reform of 2004 and other subsequent reforms carried out by CBN though were
Jargely successful; they were also not devoid of challenges. Firstly, misconception and
misrepresentation of reforms intents, example is the introduction of interest free banking that
was aimed at broadening the scope banks financial services, which was given religious
connotation. This could serve as disincentive to potential investors that see investment
potential of the policy. Furthermore, the significant growth that has been experience for some
years in varying financial and economic indicators has not translated intc sustainable
development for the country. This has led to increased levels of unemployment and poverty,
which has culminated in low banking habit in the country. Another vital challenge is low
manpower quality in the banking sector. Thus, real strategic and sustainable changes can
only be experienced if there is competent and committed workforce, which are constantly
exposed to international standard training and development. The competitive financial sector
requires a highly skilled manpower with ability to effectively add value within financial
system. Previously, recruitment of staff was seen as a measure to comply with rcgulatory
requircments, conversely employee training and development was seen as a costly and

unnecessary non-revenue function (Sanusi, 2010).
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Secondly, the resistant of Nigerians to changes in dynamism in global financial system.
Empirical evidence has shown that excessive liquidity in banking system as represented by
narrow money (MI), broad money (M2) and currency in circulation influence high cash
transactions for economic activities, which has affected efforts by economy managers in
achieving price stability. Additionally, despite the potentials of cashless policy in influencing
economic growth and development, global trend in usage of e-payments it has been resisted
by some stakcholders. Also, the cost of doing business in Nigeria has been noted to be
relatively high compared with some developed cconomies, emerging or developing countries

due to poor state of infrastructure.

2.5  Review and Conceptualization of Study Variables

There are some concepts that are pivotal to the study, thus this section provides a detailed
explanation for clarity and understanding. This is necessitated by the fact that there are
varying opinions on the context of the concept. Therefore, the multitudes of views on the

concepts are explained below.

2.5.1 Financial Performance

Financial performance has generic definition. Sattar {2014} and Ndubuaku, Ozioma, Chiaka,
Samuel (2017) see financial performance as a change in asset value of bank. Agbeja ef al.
(2015); Mendoza and Rivera (2017) opine that financial performance is the value of net
profit after taxes. El-Massah and Al-Sayed (2015); Lenee and Sulaiman (2016);
Dahivat(2016) and Wambari and Mwangi (2017) asserted that banks financial performance
could be represented by profitability proxy of Return on Assets (ROA). Mathuva (2013);
Muriithi, Muturi, Waweru (2016) declared that financial performance is the bank
profitability represented by both ROE and ROA. Profitability is measure by ROE and ROA,

which is the construct for banks financial performance in the study. In addition, profitability
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which is one of the reasons why banks are established, shareholders of the bank primary
objective is the return expected from their shareholdings (ROE) which is also means equity
and that translate to the performance of the bank as well. Also, ROA is very important
because it measures profit after taxes in relation to bank total assets. Again, it mecasures
returns on total investment as indicator of profitability which is commercial banks financial

performance.

2.5.2 Capital Adequacy Risk

Capital is venturec money used to start or improve bank business and it is determined by apex
bank of a nation. Nzioki (201 1) defines capital adequacy requirements as minimum amount
of capital required for achieving a safe and sound bank, and also achieve desired level of
customers trust and confidence. Capital adequacy measures bank capacity to meet time
liabilities and other risks such as operational risk among others. It also assists banks in
hedging against threat of potential losses, which is expected to protect bank’s depositors and
other lenders interest. Adequate capital requirements is aimed as lessening bank probability
of banks becoming insolvent as a result of sudden shocks. Capital adequacy is determined by

the use of Capital Adequacy Ratio (CAR).

Ayu, Purnamawati and Si (2014) sec capital adequacy as a ratio that indicate level of bank
total assets that is prone to risks (investments, credit, securities, other banks bills) that are
financed from bank capital and funds from external sources. Agbcja, Adelakun and Olufemi
(2015) stated that bank capital adequacy represents amount of equity capital and other
securities that banks hold as reserve to hedge against risky assets as a hedge against the
probability of bank fatlure. Lenee and Sulaiman (2016) operationally defincs capital
adequacy risk as risk of banks not meeting minimum capital requirements to ensure safe and

sound banking operations as stipulated by banking supervision and regulatory law. It is
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measured by division of total number of sharcholders’ equity to total asset. The high ratio of
capital adequacy is more desirable for banks. This means the commercial banks have enough

capital to overcome risk of changes of capital adequacy ratio by the apex bank of Nigeria.

2,53 Liquidity Risk

Fayyaz (2006) opined that liquidity risk could trigger varying forms of financial risks that
include market, credit, interest rate and strategic risks. Saunders and Cornett (2008) assert
that liquidity risk arise due to unexpected increase in deposit withdrawals by customers,
which could result in banks liquidating their assets within a short period. The liquidity risk
may be prompted as a result of varying factors such as significant increase in financial
demand of depositors and inadequacy of market disruption or market depth (Basel
Committee, 2008). Yuqi (2008) defines liquidity risk as a risk that arises due to insufficient
current assets such as short term saleable securities and cash to meet immediate depositors’

obligations.

Again, Adeusi, Akeke, Obawale and Oladunjoye (2013) stated that liquidity risk is seen
as the risk of funding crisis, such as unexpected event in the form of loss of confidence, large
charge off or a crisis of national proportion. Risk management in this case focus on portfolio
structure and liquidity facilities. Recognizing bank liquidity risk could influence banks
decision to recognize liquidity as an asset, and portfolio design in situation of illiquidity
concerns as a challenge. Raja, Sami and Alessandro (2015) stated that liquidity risk could be
seen as the risk bank face when they are not able to fulfill its short-term payment obligations
to depositor. This may be due to its inability to mobilize adequate funding of it wholesale
market (funding liquidity), as its securities or investments cannot be easily liquidated at the
right market price (market liquidity). Thus the study operationally defines liquidity risk as

the inability of banks to provide short term obligations (money and easily convertible assets
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such as marketable securities) on demand. It should be noted that a high liquidity ratio is
more desirable to banks. This is because commercial banks in Nigeria will be able to achicve

payment of short term obligations at right time.

Imbierowicz and Rauch (2014) assess the effect of liquidity and credit risk on conventional
banks. The study found that liquidity and credit risk have significant effect on default
probability of banks. The study concluded that even though there is no direct relationship
between liquidity and credit risk, the relationship between the the two types of risk increases

the bank default probability.

Eneyew (2013) assessed relationship between financial risks and commercial banks
profitability in Ethiopia. The study found that liquidity risk, inflation and interest risk were
also the major factors that adversely affect commercial banks profitability in Ethiopia, The
study concluded that inflation was not a major factor that determines the profitability of

Ethiopian banks.

2.5.4 Solvency Risk

Raja, Sami and Alessandro (2015) define banks solvency risk as risk of bank inability to
meet maturing obligations due to negative net worth. That is, the value of bank assets is less
than its liabilities. This could be attributed to a situation where a bank suffers losses from its
assets as a result of write-offs on loans, securitics or other bank activities. But the bank
capital base is grossly inadequate to cover the losses incurred. In such circumstance, the bank
is unable to meet its obligations defaults and loses its franchise value. To hedge against such
risk, banks must ensure an adequate buffer of capital, such that when it record losses, the
bank can decrease it capital and still maintain it solvency. Dahiyat (2016) define solvency as

ability of the banks to cover the long term obligation. The study operationally explains
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solvency risk as the inability of banks to cover the long term obligation. The lower the ratio
the better for the banks. This is because commercial banks in Nigeria will have low debt

instrument in their capital structure couple with low payment of interest rate to debt holders.

2.5.5 Market Risk

Market risks are the risks created by any adverse change in exchange rates, interest rates,
commodity prices and share prices. Market risk could arise when banks accept as loan
collateral financial instruments that are prone to market price volatility (Worzala, 1995). This
risk is linked to variation in assets value as a result of systematic factors. The market risk in
banks emerges from varying sources such as instruments, securities portfolios and equities or
in form of foreign exchange or interest rate risk (Ishfag, 2006). For instance, this risk is
associated with the unfavourable variations in market value of trading portfolio, caused by
market movements, ovet the transactions liquidation period (Bessis, 2002; Saunders and

Cornett, 2008; Adeusi, et al., 2013).

Zahangiralam and Masukujjaman, (2011) state that market risk in the bank is associated with
the exposure used in determining volatility of underlying bank risk measures and bank’s
portfolic sensitivity to the movements in risk factors, Sattar (2014) defines interest rate as a
certain sum of money paid on deposit or received on loan. Ndichu (2014) states that interest
rate is the annual price charged by a banker (lender) to a customer (borrower) in order for the
customer to acquire a credit which is expressed in a percentage. Obidike, Ejeh, Ugochukwu
(2014) see interest rate as the price which borrowers (customers) pay for the use of money
they lend from a lender or a bank. Wambari and Mwangi (2017) stated that interest rates are

expressed in percentages and represent the interest charged/paid over a specified time period.



Fluctuation in interest rates has the potentials to influence banks and their competitors’
margin of revenues over costs. For instance, rising interest rates of banks could result in
lowering banks profit margin if the structure of a financial institution’s assets and liabilities
is exemplificd by interest expenses on money borrowed increase geometrically than loans
interest revenues and security investments. The effect of a varying interest rates on banks
margin of profit is referred to as interest rate risk (Panzaru, 2011). This study operationally
defines market risk as a risk that involves changes in interest rate. This is because interest
rate is the price of money paid for deposit or loan (credit) expressed in percentages usually

PEr annuim.

2.5.6 QOperational Risk

Operating risk is total operating expenses in relation to net interest income or net interest
margin, Basel Accord (2007} holds that operational risk is that type of risk of direct or
indirect loss that could be attributed to inadequate or failed people, internal processes and
systems or from external environment. Malfunctions of banks reporting systems, information
systems, internal monitoring rules and procedures fashioned in such a way that it could affect
timely corrective actions, or ensure compliance with internal risk policy that could result in

operational risks (Bessis, 2010).

Operational risk includes events such as clients, products and business practice; business
disruption and system failures, employment practice and workplace safety; damage to
physical assets; external fraud; execution delivery and process; internal fraud. Furthermore,
operational risk entails direct or indirect losses experienced by a banking institution as a
result of deficient systems, internal processes and people or from external environmental
factors. Operational risk also relates to the possibility of inverse effects on financial

performance as and bank capital as a result of employees negligence, inefficient management
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information systems, insufficient internal processes and unpredictable or undesirable external
events (Kanchu and Kumar, 2013). Banks evolve measurcs to control and mitigate
operational risk through introduction of training and development programmes for
employees; investing in advanced technology (systems capacity building); and developing

systems backup and contingency plans (Saunders & Cornett, 2008).

The Commonwealth Bank of Australia (1999) defines operational risk as risks that could
lead to volatility expenses, reserves and value of the business. Bonson, Escobar and Flores,
(2007) opined that diversification potential effects between businesses is not considered
through aggregation of capital. The Basel Committee on Banking Supervision (BCBS) noted
that financial effect of a loss event comprises of all out-of-pocket costs but excludes

opportunity costs and foregone revenues.

Operational risk is the risk that arises from operational loss that could consequentiy arise
from firm operational errors. That is, operational risk deals with factors that are likely to
have negative effect on bank performance as a result bank management rather than bank
financing. Consequently, when operational risk is not handled systematically there is
tendency that it could lead to performance and earning inconsistency shock to stakeholders.

Therefore, level of bank operational risk exposures could affect revenues and net worth.

According to Onwe, (2013), the failure of investment banks in the 1990s emanated from
risks that could be attributed to operational risk rather than core or regular banking risks that
were not promptly controlled. These risks include legal risk but exclude reputational,
systematic and strategic risks. This shows level of operational risk complexity of that could
be attributed to its types and causes. The BCBS Basel II noted seven forms of banks

operational risks. Firstly, internal fraud risk is a risk factor that is attributed to an act intended
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to defraud, misappropriate property, avoid regulations, law or company policy, or excluding
diversity/discrimination events, which involve at least one internal party. Secondly, external
fraud is an act intended to defraud misappropriate property or circumvent the law by an
external party. Thirdly, employment practices and workplace safety is an act inconsistent
with employment, health or safety laws or agreements, from payment of personal grievance
claims, or from diversity/discrimination events. Fourthly, are clients, products and business
practices that is an unintentional or negligent breakdown to meet a professional obligation to
specific clients including fiduciary and suitability requirements), or from the nature or design
of a product. Fifthly, are damages to physical assets, in form of a loss or damage (o physical
assets from natural disaster or other events. Sixthly, is business disruption and system
failures, which may be in form of disruption of business or system failures. Lastly,
execution, delivery and process management that entails a failed transaction processing or
process management, from relations with trade counter partics and vendors (Eladlouni,

Ezzahid, & Mouatassim, 2011).

According to Njogo (2012) operational risk is the potential financial loss that could be
attributed to breakdown in daily operational processes. This risk could also emanate from
due to failure to comply with laws, regulations and policies governing fraud or forgery. This
constitutes direct and indirect laws as a result of inadequate or failed internal processes,
systems and people, or from external event. Banks intermediation function could lead to
varying forms of loan mismatches that could culminate in market risk to liquidity risk. This
study operationally defines operational risk as risk that result in involves direct or indirect
losses banks face as a result of deficient or abortive internal processes, people and systems,

or emanate from factor that are external to their operating environment.
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Muriithi and Muigai (2017) analyzed the impact of banks operational risk and profitability in
Kenya for the period 2005 to 2014, Bank operational risk is measured by cost income ratio,
while profitability is measured by return on equity. The study used random effects estimation
and Generalized Method of Moments (GMM) for data analysis. The study found that bank
cost to income has negative effect on bank profitability in long run and short run. Macha
(2010) assessed operational risk management in Tanzania, the study established that there are
varying forms of cash operation risks faced by banks, which include lack of integrity among

bank stafT and the nature banks customer cash opetation.

John, Simamora and Oswari (2019) determined the effects of operational and liquidity risks
on listed banks financial performance in Indonesia for the period 2009 to 2017 using multiple
linear regression. The study found that operational and liquidity risks negatively significantly

affected banks financial performance.

2.5.,7 Loan Loss Provision

Karimiyan, Nasserinia and Shafiee (2013) affirm that loan loss provision is an expense for
the banks to account for their future losses, and it is reserved for their loan defaults. Otieno,
Nyagol and Onditi (2016} view loan loss provision as a balance sheet account that measure
bank's optimal estimate of future loan losses. Bank loan loss coverage ratio is an indicator of
bank level of protection against future losses. A high provision ratio indicates the bank can
optimally withstand future losses, including unexpected losses that could exceed loan loss
provision. The loan loss provision coverage r is measured pre-tax income + loan loss
provision divided by net charge - offs (Giulio, 2014 in Otieno, Nyagol & Onditi, 2016).
Banks employ loan loss provisions to build reserves to hedge against expected losscs
embedded in their loan portfolios (Muriithi, 2016). Isa, Choong, Fie and Rashid (2018) see

loan loss provision as provision made against future defaulted loans. Since LLP is scen as an
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expense for the banks to account for their future losses, and it is reserved for banks loan
defaults as argued by Karimiyan, Nasscrinia and Shafiee (2013) therefore, this could have
influence on the any risk associated with the performance of the banks thus, it could
moderate the relationship between risk and performance of the banks. Thus, the study

variables are conceptualized in Figure 2.1 betow:

2.6  Research Framework of the Study
Research framework is a skeleton that shows the focus of the study where all the variables
including their roles must be clearly presented provided the framework is adequate. Thus,

Figure 2.1 below is the framework for this study as seen below:

Independent Variables

Capital Adequacy
Risk Dependent Variable

L J

T

4

Liquidity Risk

Financial
Performance

L 4

Solvency Risk v

L J

Opcrational Risk

Market Risk

Loan Loss
Provision

Moderating Variable

Figure 2.1: Research Conceptual Framework
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From figure 2.1 above, there are five independent variables which include capital adequacy,
liquidity, solvency, operational and market risks. As seen in research framework, change in
loan loss provision serves as moderator and the study dependent variable as seen in the

framewaork is banks performance which could be measured in either ROA or ROE.

The framework clearly shows the direct relationships that exist between each independent
variable, which include capital adequacy, solvency, liquidity, operational and market risks,
while the dependent variable is measured by financial performance. In addition, the frame
also shows that loan loss provision moderates the relationship between capital adequacy,

liquidity, solvency, operational and market risks, and the performance of dependent variable.

2.7  Review of Empirical Literature
Financial performance is an indicator for banks performance which is quantified by total

bank assets and profitability measured by PAT, ROA, ROE, NIM, ROCOE and EPS. The

empirical Jiterature of risk factors affecting financial performance ol banks are as follows.

2.7.1 Capital Adequacy Risk and Financial Performance of Banks.

Bank with high capital adequacy ratio is capable of increasing its profit, investments and vice
versa. Mathuva (2009) assessed the influence of bank capital adequacy, cost income ratio on
profitability of commercial banks in Kenya from 1998 to 2007. The secondary data were
analyzed and interpreted using varying financial ratios and statistical analytical techniques
such as descriptive statistics, trend analysis, regression and correlation. The study reveals
that the cost-income ratic is negative and strongly significant with profitability measured by
ROA and ROEL. The study concludes that an increase in capital may raise expected earnings
by reducing the expected costs of financial distress. However, the study was conducted in

Kenya and time series data of 10 years ended year 2007,
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Antonina (201 1) investigated the determinant of profitability on samples of largest 10 banks
(Domestic and foreign ownership) profitability from 2005 to 2009 in Ukraine. The study
used panel data estimation with the aid of STATA statistical package. The econometric
results reveal that capital adequacy has significant positive effects on bank profitability.
Credit risk, has significant negative effects on banks profitability while administrative
expenses, liquidity and GDP have insignificant negative effects on the profitability of banks
in Ukraine. However, the findings cannot be generalized in wider perspective due to limited
scope. Nzioki (2011) studied the impact of capital adequacy on the financial performance of
commercial banks quoted at the Nairobi Stock Exchange from 2004 to 2009, The resuit
regression result shows that capital adequacy contributes positively to the profitability of
commercial banks. Therefore, it is paramount for banks to have a sound capital base in order
to remain competitive and maintain the confidence of its customers. However, the study used
time series data of eight years which is grossly inadequate. The ongoing study uses time
series data of 30 years. Ali, Akhtar and Ahmed (20]11) studied bank specific and
macroeconomic indicators that determine commercial banks profitability in Pakistan from
2006 to 2009. The Return on Assets (ROA} and Return on Equity (ROE) are used as a
measure of profitability. The regression result indicates that capital and credit risk have
significant negative effect on banks profitability measured by ROA, But the study failed

include other risk factors such market risk among its model.

Mathuva (2013) examined capital adequacy, cost income ratioc and performance of
commercial Banks in Kenya from 1998-2007. The regression result shows that bank risk
based capital has positive relation with bank profitability. On the other hand, cost-income
ratio has negative relationship with bank profitability. However, the study reports correlation

relationship and not causality relationship among the study variables which is better. Asikhia
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and Sokefun, (2013) studied capital adequacy and banks profitability in Nigeria from 2006 to
2010. The findings of regression statistic show capital adequacy has positive and significant
relationship with profitability of banks. But the study made use of time series data of 5 years.
Ikpefan (2013) revealed that capital adequacy risk has negative impact on profitability of
banks measured be ROA. But the time series data ended in year 2006. John and Oke (2013)
investigated the impact of capital adequacy on the performance of the Nigerians Banks from
2003 to 2007. The study result shows that capital adequacy has influence on bank
petformance. The study recommends that the CBN should lay emphasis on banks’

capitalization as a determinant of banks performance. However, the study made use of time

series data of 5 years.

Aremu, Ekpo and Mustapha (2013) studied determinant of banks’ profitability in Nigeria
from 1980 to 2010. Data were collected from First Bank of Nigeria Plc and regression
statistics tool for analysis. The results reveal that cost efficiency did not significantly
determine bank profitability in Nigeria. However, credit risk (loan loss provision/total asscts)
and capital adequacy (equity/total Assets) significantly determine bank profitability both in
the long run and short run respectively. Also, liquidity has significantly effect on bank
profitability in the run. However, the study sampied only a bank for investigation and the

results cannot be generalized on other banks in Nigeria and beyond.

Ayu, Purnamawati and Si (2014) examined the effect of capital and liquidity risk to
profitability on conventional rural banks in Indonesia from 1980 to 2013 (33 years). The
regression results show that the risk capital ratio and liquidity ratio have a positive and
significant effect on profitabitity (ROA) of conventional rural banks in Indonesia. But, the

findings of this study may not be applicable to other nations due to limited scope.
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Jabbar (2014) examined the determinants of banks profitability among 3! sampled
commercial banks operating in Pakistan from 2009 to 2012. The analysis was conducted
using panel data estimation technique of common, fixed, random effect model. The results of
the study reveal that capital and large size have significant positive effect on banks
profitability. Loan loss provision, deposit growth and interest expense have insignificant
negative effect on banks profitability in Pakistan. However, the study was carried out in
Pakistan and failed to examine other risk factors such as operational risks that may determine

bank profitability,

Agbeja et al., (2015) studied capital adequacy ratio and bank profitability in Nigeria from
2010 to 2014. The regression result indicates that capital adequacy has significant positive
influcnce on bank profitability. But the study failed to consider other risk factors that may
affect profitability of banks in Nigeria. Lenee and Sulaiman (2016) investigate the capital
adequacy measures and bank financial performance in Nigeria from 2008 to 2012. The result
shows that capital adequacy strongly and actively stimulates and improves the financial
performance of banks in Nigeria. The study recommends that bank managers should improve
on the management of bank deposits and assets, introduce adequate short-term investment
into the portfolio of banks in order to improve the financial performance of the banks. But
the study utilized time series data of § years. Mendoza and Rivera (2017) investigated the
effect of credit risk and capital adequacy on the profitability of sampled 567 registered rural
banks in the Philippines. The regression result shows that capital adequacy has no significant
impact on the profitability. On the other and, credit risk has a negative significant impact on
the profitability of rural banks in the Philippines, However, the study is on rural banks in

Philippines and the present study is on commercial banks in Nigeria.
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2.7.2 Liquidity Risk and Financial Performance

Ahmed and Nauman (2012) studied effect of liquidity risk on performancc of banking
system in Pakistan banks from 2004 to 2009. The regression results indicate liquidity risk has
negative and significant effect on bank performance measured by profitability. The study
recommends that economic factors contributing to liquidity risk should be considered for
{urther studies. However, the research was conducted in Pakistan and the findings cannot be
generalized in wider perspectives. Siaw (2013) examined the effect of liquidity risk and its
effect on the profitability of 22 banks in Ghana from 2002 to 2011. The study used
unbalanced data set and random effects GLS regression based on the Hausman test. The
regression result shows that liquidity risk (total loan/total asset) has significant positive effect
on Return on Asset (ROA) as a measure of bank profitability in Ghana. The study suggests
that banks should institute strategies that provide effective diversification in the sources of
funding as they are mobilizing deposits liabilitics. However, the study was conducted in
Ghana and findings may not be applicable in wider perspective, Maaka (2013) assessed the
relationship between liquidity risk and financial performance of 33 commercial banks in
Kenya from 2008 to 2012. Result of multiple regressions result shows that liquidity risk has
negative and significant effect on profitability of the commercial bank in Kenya. But the
study sampled 33 commercial banks in Kenya and result cannot be generalized to other
nations. Sushil and Bivab (2013) examined the determinants of liquidity and their impact on
financial performance in Nepalese commercial banks. Multivariate lincar regression model is
used to include Liquid Assets to Total Assets Ratio, Loan to Deposit & Short Term
Financing and Return on Assets for the data of six commercial banks in the sample covering
the period from 2002/03 to 2011/12. The result shows liquidity premium paid by borrowers
had positive and insignificant impact on financial performance of Nepalese commercial

banks. But the research sampled only six selected Nepalese commercial banks.
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Wambu (2013) investigated relationship between profitability and liquidity of commercial
banks in Kenya. Data were collected from 40 commercial banks in Kenya for period of 2008
to 2012. The estimated regression result found that liquidity ratio has positive and
insignificant influence on ROA as a measure of profitability of commercial banks in Kenya.
The study failed to report causality relationship among the study variables. However, the
data of study ended in year 2013 and it was conducted in Kenya and not in Nigeria. Ibe
(2013) investigated the impact of liquidity management on the profitability of banks in
Nigeria. Data were collected from randomly selected three (3) banks from the industry for
the period 1995 to 2010. The result of the simple regression shows liquidity (cash and short
term fund, bank balance, treasury bills and treasury bills certificates) has relative strong
relationship with banks profitability as the lowest R square is 0.41 and highest is 0.97. The
study therefore recommends that banks should engage competent and qualified personnel in
order to ensure that right decisions are adopted especially with the optimal level of liquidity
and still maximize profit. But the study sampled only 3 banks using simple regression as a
tool for analysis instead of multiple regression. Lartey, Antwi and Boadi (2013) assessed the
relationship between liquidity and profitability of listed banks in Ghana. The study sampled
seven out of eleven banks listed on the Ghana Stock Exchange from 2005 to 2010. The result
of simple regression shows a very weak positive relationship between the liquidity and the
profitability of the listed banks in Ghana. However, the study sampled seven banks out of

nine listed banks in Ghana Stock Exchange which is inadequate.

Ali {2015} examined the effect of the liquidity management on profitability in the Jordanian
commercial banks. The study used panel data of 13 Jordanian Banks from 2005 to 2012. The
empirical results show that capital and liquidity have significant effect on banks profitability.
It was recommended that there is a need for an optimum utilization of the available liquidity

should be emphasized. But the study used only 13 sampled banks in Jordan and the outcome
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cannot be used for generalization even in the country of study. Azureen & Saeed (2015)
empirically analyzed the effect of liquidity risk on the performance of Malaysia banks from
2005 to 2013. The research sampled twenty-one (21) out of twenty-seven (27) commercial
banks in Malaysia after applying data filtering criteria. The multiple regression result shows
that liquidity (loan to total asset) and capital (total equity to total assets) have significant
effect on banks performance measured by profitability (ROA and ROE) in Malaysia. But, the

study was carried out in Malaysia and findings cannot be generalized in wider perspectivc.

Olarewaju and Adeyemi (2015) examined causality relationship between liquidity and
profitability of 15 sampled DMBs in Nigeria from 2004 to 2013. The finding shows that
there is no causal relationship (both unidirectional and bidirectional) between total loan and
advances to total deposit (a proxy for liquidity) and ROE (profitability measure) for banks.
However, the study made use of ROE as a measure of performance. The ongoing study shall

use ROA because it is used mostly by the previous academic scholars as return on

investment.

Ly (2015) empirically investigated the impact of liquidity, reguiation, and supervision on the
performance of banks in 27 European Union (EU) countries. Panel data were drawn from
4,114 banks for the period ranging 2001 to 201 1. Regression output result indicates negative
and statistically significant relationship between liquidity risk and bank performance in EU
countries, But the study was conducted in European Union (EU) countries which Nigeria is

excluded.

2.7.3 Solvency Risk and Financial Performance
Solvency risk known as leverage risk involves the use of debts or borrowed funds to finance

the operations of banks for profitability purpose. Ezeji (2012) empirically analyzed the effect
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of financing leverage on performance of six .sampled banks in Nigeria from 2005 1o 2009,
The regression resuit shows leverage financing (debt/equity ratio) has mixed effects on bank
performance (EPS) among the sampled DMBs in Nigeria. But study sampled only six
DMBs. Muchugia (2013) studied the effect of debt financing on profitability of commercial
banks in Kenya from 2008 to 2012. The findings show that there is positive relationship
between short term debt and profitability. On the other hand, there is negative relationship
between long term debt and profitability in banks in Kenya. The study recommends that
owing to the less cost incurred in obtaining short term loans than long term ones, banks

should go for short term loans. However, the study made use of time scrics data of five years,

Abubakar (2015) empirically studied the relationship between financial leverage and
financial performance of eleven DMBs from 2005 to 2013. The findings indicate that there is
no significant relationship between debt ratio and financial performance measured by
profitability. But the study sampled eleven banks to make generalization of findings. Edson
(2015) investigated the effect of financial leverage on commercial banks’ profitability in
Tanzania. The finding shows that debt financing has negative effect on profitability

measured by average ROA. But research was conducted in Tanzania and not in Nigeria.

Julius, Barine and Oluwatosin (20135) studied capital structure and financial performance of
10 quoted banks in Nigeria from 2005 to 2012, The correlation result shows debt has
significant relation with significant positive relationship with the financial performance of

Nigeria quoted banks. However, the study utilized time series data of 10 years.

Shaba, Yaaba and Abubakar (2015) examined capital structure and profitability of 13
sampled DMBs in Nigeria from 2005 to 2014, The result shows that there is relationship

between borrowed funds on profitability of the banks in Nigeria. But the study made use of
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only 13 sampled banks. Kumari (2015} investigated the effect of capital structure on
profitability of Portugal and Spain from 2003 to 2013. The regression result indicates that
there is negative and significant impact of leverage ratios on profitability ratio. [However, the
tindings cannot be generalized in wider perspective due to limited scope. Hailu (2015)
studied the impact of capital structure on profitability of eight sampled commercial banks in
Ethiopia from 2012 to 2013. The findings revecal that debt to asset ratio has negative and
significant impact on profitability of commercial banks. The research recommends assessing
the overall performance of banks by regulatory agencies. But the research made use of only

gight sampled banks.

Dahiyat (2016) examined how liquidity and solvency affect profitability in Jordan from 2012
to 2014. The regression results show liquidity has a negative (inverse) significant impact on
profitability and solvency has a no significant impact on profitability. However, the study
was conducted in Jordan using 4 years of panel and time series data that is grossly

inadequate.

Sadiq, Kachollom, Dasuki and Yusuf (2017) examined effect of capital structure on the
performance of four sampled DMBs. The result indicates that debt to equity ratic has
significant effect on the financial performance of listed deposit money banks in Nigeria. But

the study sampled four DMBs which is small.

Eniola, Adewunmi and Akinselure (2017) empirically assessed the impact of capital structure
on the profitability of selccted five quoted banks in Nigeria from 2004 to 2015. The result of
the analysis reveals that there is positive and significant relationship between debt financing
and bank performance. However, the study randomly selected five banks for investigation.

Siddik, Kabiraj and Joghee (2017) investigated impacts of capital structure on performance
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of 22 sampled banks in Bangladesh from 2005 to 2014. The results of the Pooled Ordinary
Least Square Analysis show that short term debt financing and long term debt financing has
negative and significant effects on bank performance measured by ROA. But the study was

done in Bangladesh and findings cannot be generalized in wider perspectives.

2.7.4 Market Risk and Financial Performance

The fluctuation and stability of market determined interest rates affect the financial
performance of DMBs. Okoye and Richard (2013) examined how bank lending rate affects
the performance of Nigeria deposit money banks for the period 2000 to 2010. The study used
secondary data and regression result shows that the lending rate has significant and positive
effects on the performance of Nigerian banks. But the study only considered market risk
measured by bank lending and neglected other risk factors such capital, credit, liquidity and

solvency risk.

Qdeke and Odonge (2014} investigated the relationship between Intcrest rate risk exposure
and financial performance of commercial banks in Uganda from 2009 to 2014. The
regression result indicates that interest rate risk exposure has positive relationship with bank
performance in Uganda. However, the scope is limited to Uganda. Ndichu (2014}
investigated effect of interest rate spread on financial performance of sampled 4
Microfinance banks in Kenya from 2010 to 2013. The study reveals that interest rates spread
negatively affect the financial performance of deposit taking in microfinance banks.
However, the research made use of microfinance banks and the present study utilizes

commercial banks or DMBs.

Malik, Khanl, Khan2, Khan3 (2014) studied interest rates and its effect on bank’s

profitability from 2008 to 2012 in Pakistan. The results show that the interest rate has more
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effects on bank profitability measured by ROA and ROE in private and public sector banks

of Pakistan. However, the study used time series data of 4 years which is inadequate.

Sattar (2014) studied impact of interest rate changes on the profitability of four major
commercial banks in Pakistan from 2008 to 2012. The result of Pearson Correlation indicates
that there is strong and positive correlation between interest rate and commercial banks
profitability. It means if the value of interest rate increases/decreases as a result, value of
banks’ profitabiltty also increases/decreases. However, the study sampled only four banks

which may be inadequate.

Obidike, Ejeh, Ugochukwu (2014) assessed the impact of interest ratc spread on the
performance of Nigerian banking industry for the period of 1986 to 2012. The result shows
that interest rate spread negatively, significantly impact on bank performance in the long-run.
Moreover, at the short-run, interest rate spread also negatively but insignificantly affect bank
performance in Nigeria. The study recommends that banks should not rely only on interest
income if they must continue in business. But the utilized interest spread is difference

between deposits and lending rate.

Fapetu and Kolapo (2015) studied influence of interest rate risk on the performance of
Deposit Money Banks (DMBs) in Nigeria from 2002 to 2011. The regression result shows
interest rate risk is found to have insignificant effect on bank pertormance. However, the
study made use of times data of 10 years that ended in year 201 1. Maigua and Mouni (2016)
studied influence of interest rates determinants on the performance of commercial banks in
Kenya. The study sampled 26 out of 43 commercial banks operating in Kenya. The
regression result indicates that interest rate (discount rates or monetary policy rates) have

positive influence on performance of commercial banks. The study recommends that the
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commercial banks management should strategize on the best way to set up discounts rates for
their banks as this will go a long way in dictating the borrowing and lending culture of the
commercial banks in Kenya and in return enhance their performance. But the research did

not indicate the period the data were collected.

Wambari and Mwangi (2017) investigated effect of intercst rates on the financial
performance of 43 sampled commercial banks in Kenya from 2002 to 2014, The study shows
that lending rate ratio has positive and significant effect on financial performance of
commercial banks. On the other hand, deposit interest ratio has negative and significant
effect on performance of commercial banks. However, the study uses time series that were
not subjected to stationarity test. Ndubuaku, Ozioma, Chiaka, Samuel (2017) examined
impact of monetary policy (interest rate) regimes on the performance of the banking sector in
Nigeria from 1986 to 1999, The result of t- test statistic shows that monctary policy rate did
not have significant impact on the performance of banks measured by total assets value.

However, the study used total asset value as a measure of performance.

2.7.5 Operational Risk and Financial Performance

Operational risk generates operational losses and the losses generated are a cost to the bank.
Krakah and Ameyaw (2010) investigated determinants of bank’s profitability in Ghana. The
study sampled two banks namely, Merchant Bank (MBG) and Ghana Commercial Bank
(GCB) from 1990 to 2009. The resuit shows that interest-free income, interest-frec expenses
and capital strength are significant key drivers of the banks’ profitability. Besides, provisions
for bad debt do not have significant impact on the banks financial performance in Ghana,
However, only two banks were sampled and the findings cannot be generalized even in

Ghana.
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Olweny and Shipho (2011) cvaluated the effects of banking sectoral-factors on the
profitability of 38 sampled commercial banks in Kenya from 2002 to 2008. The results of the
study reveal that profitable commercial banks are those that strive to improve their capital
bases, reduce operational costs, improve assets quality by reducing the rate of non-
performing loans, employ revenue diversification strategies as opposed to focused strategies

and keep the right amount of liquid assets. But the research was conducted in Kenya.

Ali, Akhtar and Ahmed (2011) studied bank specific and macroeconomic indicators that
determine commercial banks profitability in Pakistan in from 2006 to 2009. The Return on
Assets (ROA) and Return on Equity (ROE) are used as a measure of profitability. The
regression result reveal that operating efficiency has negative effect on banks profitability in

Pakistan. But the study was conducted in Pakistan and time series data ended in 2009.

Ferrouhi (2014) analyzed the relationship between liquidity risk and financial performance of
Moroccan banks from 2001-2012. The regression results indicate that banks liquidity
significantly determined the performance of Moroccan banks. But the study failed to
investigate other predictors like capital adequacy risk, solvency risk and market risk that may
influence bank profitability. Lyambiko (2013) assessed the effect of operational risk on the
financial performance of commercial banks in Tanzania, using 36 commercial banks from
2008 to 2013. It was revealed that operations uncertainty has positive and insignificant effect
on financial performance of commercial banks in Tanzania. However, the study finding is

limited to Tanzania,

2.7.6 Loan Loss Provision and Financial Performance
Karimiyan, Nasserinia and Shafiee (2013) observed the relationship between loan loss

provision and future earning among 12 commercial banks in Malaysia for the period of 2004-
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2011, Otieno, Nyagol and Onditi (2016) examined the relationship between credit risk
management and financial performance of 6 sampled microfinance banks in Kenya from
2011 to 2015, The result of GMM technique of estimated multiple regression shows that loan
loss provision coverage ratio has significant positive effect on ROA but significant negative

effect on ROE as a measure of banks performance.

2.7.7 Moderating Role of Loan Loss Provision and Financial Performance

Empirical literature concerning modcrating effect of loan loss provision on the relationship
between risks and the financial performance of commercial banks are refatively few.
Karimiyan er al. (2013) studied the relationship between loan loss provision and future
eaming, return and cash flow in Commercial Banks of Malaysia from 2004 to 2011. There is
statistically significant positive relationship between the loan loss provision and future
carning and change in return. However, there is positive relationship between loan loss

provision and future cash flow in Commercial Banks of Malaysia.

Otienc ef al., (2016) studied relationship between credit risk management and financial
performance of 6 sampled microfinance banks in Kenya from 2011 to 2015. The result of
GMM technique of estimated muitiple regression shows that credit risk management with
portfolio at risk and loan loss provision coverage ratio have strong negative relationship with
microfinance banks performance (ROA and ROE). The study recommended that credit
managers should operate under a sound credit granting process with well-defined credit-
granting criteria detailing the microfinance banks’ target market. However, the study
sampled microfinance banks and not commercial banks that have large credit risk
management. Again, bank size was used as moderating variable. Isa, ef al., (2018) assessed
determinants of loan loss provisions among 12 commercial banks in Malaysia from 1997 to

2014. The result revealed that credit risk management has strengthen moderating rclationship
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on the effect of non-performing loan, interest income, net profit, loans and advances and
Gross Domestic Product on loan loss provision. However, the sampled 12 commeircial banks

in Malaysia. This study sampled 15 commercial banks in Nigeria.

(Gadzo, Kportorgbi and Gatsi (2019) investigated credit risk and operational risk on financial
performance among 24 universal banks in Ghana from 2007 to 2016. The study found that
moderating variables (asset quality, bank leverage, cost to income ratio and liquidity)
significantly influence credit risk, operational risk as well as the financial performance of the
universal banks positively. The study recommends that banks be encouraged to cut-down
their lending rates in order to decrease credit risk and subsequently boost profitability. The
study was conducted in Ghana using credit risk and operational risk. This research is
conducted in Nigeria utilizing five risk factors and loan loss provision as moderating variable

linking profitability of commercial banks.

Johnson (1997) uses loss provisions to proxy reputation in bank monitoring abilities, arguing

that a change in loan loss provisions indicates a change in management’s assessment of loan

portfolio quality and/or a change in monitoring and screening abilities.

2.8  Theoretical Framework

This study used Apgency theory to underpin the response variable which is financial
performance of the commercial banks. The financial performance of the commercial banks is
measured by profitability which depends on risk factors being managed by the managers who
are the employees. This is because the activities of the managers who are agents of the
commercial banks have linkage with the profitability. If the banks are well managed by the

agents, the profitability may increase and vice versa. The agents who are the managers of the
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banks act on behalf of the owners who are the sharcholders. At times, the decisions and

actions of the managers may affect the profitability of the banks.

The Agency theory suggests that a firm can be viewed as a nexus of contract between the
ownership and control (Jensen & Meckling, 1976; Pervan & Visic, 2012). An agency
rclationship arises whenever one or more persons called principal (shareholders) hire one or
persons called agents (emplovees). The primary relationship is between the shareholders and
the managers but the relationship may be between sharcholders and debt-holder(s) in the
event of the firm's bankruptcy. The owners (sharcholders) perform some services and
delegate decision making authority to the agents that may affect the profitbility of the
commercial banks. The relationship is not harmonious because of agency conflicts or
conflicts of interest that may arise between the agent and the principal. First, the principa! as
well as agent pursue to maximize their own interest. Second, the interest of the agent (such as
prestige, better pay and allowances) may diverge from the interest of the principal which is
profit maximization, This is because the agent is not likely to perform in the best interest of -
the principal (Jensen & Meckling, [976; Adebayo & Oluwaremi, 2017). When agency
conflicts occur, it tends to increase agency costs. Agency costs are expenses incurred to
sustain an affective relationship such as offering performance bonuses to encourage
managers to act in the best interest of shareholders. The Agency theory assumes the
separation of ownership from control. The ownership of the company is the sharcholders
while the business is managed or controlled by the mangers. Hence, a conflict of interests

may emerge between the principal and the agent.

The causes of agency conflicts are limited carnings as managers are concerned for their
compensation while creditors look for the interest amount only. Two, information asymmetry

as managers look for information while owners rely on manager’s information, which may

56



not reach in, exact way. Third, managers work in good faith and they are not aware of risks
attached to investment decision by the owners. Lastly, the major shareholders take decision
on retain earning which is part or whole of the profit of the organization. This is done with
the intention not to risk future profitability as against payment of dividends to shareholders.
Managers may not like it as payment of dividend determines the value of the firms to

investors (Panda & Leepsa, 2017).

One bencfit of adopting and applying this Agency theory in the commercial banks is to
maximize the potentials of the agents in the banks. To maximize the abilities of the agents,
they should be motivated to perform or even go beyond their managerial roles. The ultimate
benefit of the motivation is being experienced through the maximization of shareholder’s
wealth that leads to high profitability. The second benefit of adopting the Agency theory is
that shareholders try to minimize agency costs as it has direct relationship with the financial
performance of the commercial banks. Lastly, the application of the Agency theory is useful
in the concept of utility maximization. This is because the theory is used to maximize skills

and potentials of agents that work for the profitability of the banks.

The criticisms of Agency theory among others are that the positivist researcher only
concentrate on agent side of problem neglecting the principal problem. This iled to the
discovery of Behavioural Agency. The Behavioural Agency theorists argued that standard
agency theory only emphasises on the principal and agent conflict as well as agency cost. But
the Behavioural Agency theory realign both parties’ interest to minimize the agency problem
that may affect the organization’s performance (Panda & Leepsa, 2017). Therefore, the |
Agency theory is applicable to banking business because the financial performance of banks

is measured by profitability, which is determined by the decistons and actions of the agents
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and principal. Scholars such as Pervan & Visic,( 2012); Adebayo and Oluwaremi (2017);

Darayseh and Chazi (2018) applied the Agency theory in their various research works.

29 Sammary
This chapter discusscd the relevant literature in respect of capital adequacy risk, liquidity
risk, solvency risk, market risk as well as operational risk as explanatory variables of the
study, Meanwhile, loan [oss provision is alse discussed as moderating variable. This is in

addition to the performance measured as ROA and ROE as the dependent variables of the

study.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction
This section presents the methodology that was used for the study by considering
specifically, the research design, population, sample size and sampling technique, sources
and instrument of data collection, data amalysis technique, measurement of the study

variables and model specification for the study.

3.2  Research Design

This study is quantitative in nature using ex post factor research design. The said relationship
explains the influence of independents variables on the dependent variable. This design is
also used to describe the statistical relationship between two or more variables. It is
considered more appropriate because it allows for testing the expected relationships between
the explanatory variables and response variable of the performance of listed commercial
banks in Nigeria. The explanatory variables are capital adequacy risk, liquidity risk, solvency
risk, market risk and operational risk which are moderated with loan loss provision. On the
other hand, response variable is financial performance as measure by profitability using
accounting ratio of ROA and ROE. This is because the ROA and ROE are measures of return

on investment,

3.3  Population, Sample Size and Sampling Technique

The population of this study is fifteen (15} listed commercial banks in the Nigerian Stock
Exchange as at 31st December, 2018. lowever, the study employed two data filtering
criteria to arrive at the population of this study. The first one expects the bank to be listed on
the Nigerian Stock Exchange and have a data for the study period ranging from 2007 to

2018. The choice of this duration for the study is because it was the period of mixed
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regulations that pose serious risks to banking sector in Nigeria. This is because it was within
this period that banks faced various risks due to increase in capital requirements which
resulted in merger and acquisition of banks. This period is also post banking consolidation
era (Somoye, 2008). Year 2007 was chosen as base year of the study because it was the
beginning of full banks consolidation period in Nigeria. Also, year 2018 was chosen as the
end period of the study to ensure that there is availability of published financial statements

for the sampled banks.

The second filter was to ensure that the commercial banks must be listed on the Nigerian
Stock Exchange and the banks must not be delisted throughout the period ranging from 2007
to 2018. The working population of this study becomes twelve (12) commercial in Nigeria
{See appendix 1). This is because their data are readily available from the published financial
report of the company, and the Nigerian Stock Exchange fact book for the year under study.
Therefore, this study use census population of twelve commercial banks which constitutes
the sample frame. Two listed banks Heritage and Jaiz banks were listed post consolidation

while Unity Bank had incomplete bank statement for the period of the study.

34 Sources and Methods of Data Collection

The data for this study were obtained from secondary source. Secondary data were extracted
from the Nigerian Stock Exchange fact book. The data of the study variables were extracted
from the Nigerian Stock Exchange fact book. The study variables are financial performance,
capital adequacy risk, liquidity risk, solvency risk, market risk and operational risk which are
modetrated with loan loss provision. The data of the study variables are time series elements
which were subjected to stationarity test using unit root test to avoid false regression results.

This is because time series data have problem of autocorrelation over time.



3.5  Technique for Data Analysis

This study used Panel Corrected Standard Error Model, this is due to the presence of
heteroscedasticity in the mode! where fixed effect is chosen using Hausman test based on the
Multiple Regression technique where a test of hypothescs is conducted and the study draw
conclusions based on the findings of the study. The choice of the multiple regression
technique was because the data of the study variables are panel and time series in nature. The
balance panel data method is used as it has the feature of both time series and cross-sectional.
The time series feature is as a result of the data extracted from twelve listed banks on Nigeria

Stock Exchange for period ranging from 2007 to 2018.

Some important statistical diagnostic tests were conducted before running the data in STATA
version 13 to produce regression output. The regression output which is the multiple
regression results are analyzed and hypotheses tested. Decision rule is that the research
rejects the null hypotheses if the results of this study are significant at 1% (0.000 — 0.009);
5% (0.010~ 0.049) and 10% (0.050 - 0.099). Otherwise, the rescarch fails to reject the null

hypotheses because no sufficient reasons for rejection.

3.6  Justification of the Technique for Data Analysis

This study is a guantitative research that requires the use of secondary data which were
extracted from the Nigerian Stock Exchange fact book. The secondary data was subjected to
unit root test to ascertain whether the study variables are stationary at levels. Stationarity test
is requirement for time series data. Data of this nature are better analysed using regression to
draw conclusion after testing the hypotheses. This is consistent with the research works of
Ndichu (2014); idowu (2014); Ayu et al, (2014), El-Massah and Al-Sayed (2015); Lenee

and Sulaiman (2016); Dahiyat (2016); and Wambari and Mwangi (2017).
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3.7  Model Specification and Measurements of the Study Variables

This study employed multiple regression and the model consists of seven study variables that
include financial performance, capital adequacy risk, liquidity risk, solvency risk, market risk
and operational risk which are moderated with loan loss provision. The model was adopted
from the study of Muriithi ef al. (2016) conducted in Kenya. This is because the study used
ROE as the response variable while this study uses both ROA and ROE. Again, the study
made use of explanatory variables like credit risk (Asset Quality Ratio-AQR); market risk
(Degree of Financial Leverage-DFL), operational risk {Cost Income Ratio-CIR) and liquidity
risk (Net Stable Funding-NSFR) as well as control variable bank size (See the Muriithi ef al.
(2016) model: ROE = i + B1AQR + P2DFL + B3CIR + l4NSFR + 5SI1ZE + e).

Thus, the model of this study is shown below after the modifications:

FP =By + B,CAR; + B:LR; + B3 SRyp + BMRy + Bs O 4 BollPe & iiiiiniiiiinniiiiiinnn (1)
The loan loss provision is used as moderating variable between independent variables with

dependent variable as shown below:

FPy = fp + #,CAR;y, + B, LRit + B, SRit + S MRit + fO0Rit + B LLP; + B.CARy » LLB + Pl Ry X LLP; +

BoSRi % LLFy + BypyMRyy X LLPy + ByORie X LLPy € i it einnen (2)
Where:

FP = Financial Performance measured by profitability using Return on
Asset = (ROA) and Return on Equity (ROE).

CAR = Capital Adequacy Risk

LR = Liquidity Risk

SR = Solvency Risk

MR = Market Risk

OR = Operational Risk

LLP = Change in Loan Loss Provision

CARxLLP = The Interaction between CAR and LLP
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CRxLLP = The Interaction between CR and LLP

LRxLLP = The Interaction between LR and LLP

SRxLLP = The Interaction between SR and LLP
ORxLLP = The Interaction between OR and LLP
MRxLLP = The Interaction between MR and LLP

e = Error term

it = Panel Indicator

Bo = Constant (interceptor)

B1-Be = Beta cocfficients of the Independent Variables.

B2.pn = Beta coefticients of the Moderating Variables.
FFrom the model, it becomes necessary to estimate for both fixed and random effect. [n

addition, the following diagnostics test were conducted.

Normality tests were used to test whether the data is normally distributed for both the
independent and dependent variables. Therefore, the normality of the data of study variables
was conducted using skewness, kurtosis and Shapiro-Wilk statistical tests as well as

histogram (Kiswara, 2010).

Multicollinearity tests was carried out to determine whether in the regression model there is a
multicollinearity among the explanatory variables, This can be detected based on Tolerance

Value (TV) and Variance Inflation Factor (VIF) (Ghozalim, 2007).

In addition, heteroscedasticity shall be carried out in order to find out whether there is
residual inequality in the regression model from one observation to another. If the residual
are similar from one observation to the other, it is called Homoscedasticity and if different, it

is called Heteroscedasticity (Ghozalim, 2007).
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The next test is Autocorrelation concerning time scries data. Autocorrelation test enables the
study to find out whether there is Autocorrelation in the time series data of the study
variables. Autocorrelation arises due to successive observations over time related to each
other or due o residuals that are not independent from one observation to another (Gujarati,

2003).

Hausman specification test was conducted to decide between the fixed and random effect
mode! output. The Hausman (1978) usually form the bases for reliability to the researchers. It
was designed o detect the violation of the assumption that the independent variables are
orthogonal in each unit. 1t also gives information on the time ordering that allows for control

of separate unobserved heterogeneity.

Table 3.1: Definitions and Measurements of the Study Variables

Code Definition Type Mecasurement Authors/Studies
FP Returnon  Dependent Profit Before It is a measure for ROA. The
Assets Variable Taxes/Total Assets higher the ratio, the better the
(ROA) (Financial performance and assets utilization
performance of the banks. This is in line with
measured by the rescarch warks of Ndichu
profitability) {2014); Idowu (2014); Ayu et a!,

(2014); El-Massah and Al-Sayed
(2015); Lenee and Sulaiman
{2016}); Dahiyat (2016); Wambari
and Mwangi (2017) that measured
profitability using ROA.

Returnon Dependent  Profit Before It is a measure for ROE. The

Equily Variable Taxes/Shareholders’  higher the ratio, the better the

(ROE) (Financial Equity performance because it is a
performance measure of investment. This is in
measured by line with the research works of Ali,
profitability) Akhtar and Ahmed (2011); Abiola

and Olausi (2014); Alshatti (2015);
Olarewaju and Adeyemi (2015);
Otieno et al. (2016) and Muriithi et
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al. (2016) that measured
profitability using RQE,

CAR  Capital

Adcequacy
Risk

Independent
Variable

Total Shareholders’
Equity/Total Assets

Higher equity to assct ratio results
in lesser need for external funding
and therefore higher profitability.
It expresses banks’ financial
strength in terms of owners” funds
to total assets of banks. This is in
agreement with the studies of
Nzioki (2011), Ikpefan (2013);
Ayu, Purnamawati and Si (2014);
Agbeja et al. (2015); Lenee and
Sulaiman (2016);Mendoza and
Rivera (2017} that measured CAR
using total shareholders’ equity/
total assets.

LR

Liquidity
Risk

Independent
Variable

Total Loan/Total
Deposits Liabilities

Higher ratio indicates that DMBs
have less liquidity and more
financial stress (risk). This is in
line with resgarch of Ayu et af,
(2014); El-Massah and Al-Sayed
{2015) that gauged liquidity risk
using total loan to deposit

SR

Solvency
Risk

Independent
Variable

Total Debt/Total
Assets or Long Term
Borrowings/ Total
assets

A bank with lower debt to asset
ratio is considered less risky than a
bank with higher ratic. This is in
line with the study of Hatlu (2015)
that measured leverage using debt
to total asset,

MR

Markct
risk

Independent
Variable

Interest Rate in
maximum lending
rate as against
minimum lending
rate.

This study measures intercst rate
using maximum landing rates. This
is in line with research of Malik et
al. (2014) made us of market
determined interest rate. Sattar
(2014) used changes in inlcrest
rate.




OR  Operational Independent  Operating [t measures costs in relation with
risk Variable Expenses/Net Income net income. A reduction in costs

for a given level of income will
increased profits and vice versa.
This is in line with research of
Mathuva (2013); Muriithi et al,
{2016) that measured operating
risk using cost income ratio,

LLP Loss Independent It is the provision It is measured as change in loan
Provision  and made against future  loss provision (Isa, Choong and
moderating  defauited loans. Rashid, 201 8), Johnson (1997).

variable.

In measuring the study variables, the dependent variable for this study is firm performance,
That is, net income divided by book value of total assets would be used as the proxy for firm
performance (see Table 3.1). This is because of its relevance in explaining the performance
of the company to stakeholders and other prospective investors that need information

concerning the firms.

The study also employed seven study variables namely, financial performance, capital
adequacy risk, liquidity risk, solvency risk, market risk and operational risk which are

moderated with loan loss provision (see Table 3.1).

38 Summary

The chapter discussed the relevant methodology used in the study such as research design,
population of the study, sample size and sampling technique, sources and instrument of data
collection, data analysis technique, measurement of the study variables, and model
specification for the study. The research design adopted for this study is ex post factor

research design using causality relationship. The causality relationship explains the extent at
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which independents variables affect dependent variable. This design is also used to describe

the statistical relationship between two or more variables.

The population of this study is fifteen (15) listed commercial banks in the Nigerian Stock
Exchange as at 31st December 2018. However, the study employed two data filtering criteria
to arrive at the working population of this study. The first one expects the bank to be listed
on the Nigerian Stock Exchange and will have a data for the study period ranging from 2007
to 2018. The choice of this duration for the study is because it was the period of mixed
regulations that pose serious risks to banking sector in Nigeria. This is because it was within
this period that banks faced various risks due to increase in capital requirements which

resulted in merger and acquisition of banks.

The data for this study [financial performance (ROA & ROE), capitali adequacy risk,
liquidity risk, solvency risk, market risk, operational risk and loan loss provision] were
obtained from secondary source. Secondary data were extracted from the Nigerian Stock
Exchange fact book. The data of the study variables are time series elements which were
subjected to Stationarity test using Unit Root test to avoid false regression results. This is
because time series data have problem of autocorrelation over time. This study employs
multiple regression and the framework consists of seven study variables that include
financial performance, capital adequacy risk, liquidity risk, solvency risk, market risk and
operational risk which are moderated with loan loss provision. The framework was adopted
from the study of Muriithi et «!., (2016) conducted in Kenya. This is because the scholar

used ROE as the response variable while this study uses both ROA and ROE.

Normality tests were conducted to test whether the data is normally distributed for both the

independent and dependent variables in the model. Therefore, the normality of the data of the
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study variables were conducted using Skewness, Kurtosis and Shapiro-Wilk statistical tests,
Multicollinearity tests, Heteroscedasticity test, Autocorrelation test and Hausman

specification test.

After the important normality tests were conducted, the data were run in STATA version 13
to produce regression output. The regression output which is the multiple regression results
are analyzed and hypotheses tested. Decision rule is that the research rejects the null
hypotheses if the results of this study are significant at 1% (0.000 — 0.009); 5% (0.010 -
0.049) and 10% (0.050 — 0.099). Otherwise, the research fails to reject the null hypotheses

because no sufficient reasons for rejection.



CHAPTER FOUR
DATA PRESENTATION AND ANALYSIS

4.1 Introduction

The chapter discussed the descriptive statistics of the variables which includes firm
performance measured as ROA and ROE in addition to the corporate risk’s variables. The
corporate risk is composed of capital adequacy risk, liquidity risk, solvency risk, market risk
operational risk and loan loss provision. In addition, the moderating variable Loan Loss
Provision is also discussed. This is followed by the presentation and analysis of the
descriptive statistics in which minimum, maximum, corrclation matrix, presentation and
discussion of multicollinearity and the post estimation tests of the study were all discussed.
In addition, the results of the model estimations and the inferences drawn from the tests of

the hypotheses are also discussed.

4.2 Descriptive Statistics
The following Table 4.1 presents the descriptive statistics where the minimum, the maximum
the mean, the standard deviation, the skewness and the kurtosis of the data for the variables

used in the study are described.

Table 4.1: Descriptive Statistics

Variable Min Max Mecan SD  Skewness Kurtosis
ROA -0.5313 0.0701 0.0125 0.0587 -6.9199 58.942
ROE -3.8662 2.0997 0.1327 0.4360 -4.1306 55.747
CAR -5.8629 192.21 8.4629 16238  10.289 115.79
[.LR 0.2728 1.1596 0.6505 0.1212  0.2315 2.4262
SR -0.7892 1.3187 0.7379 03973  -2.76%4 0.5433
MR 27171 2.9440 2.8265 0.0520  0.1657 3.9966
OR -4.6255  820.64 22.937 95489  5.5887 39.781
LLP -6.6673  4.9986 0.0295 1.3841  -2.3491] 14.275

Source: Stata Output, 2013



Table 4.1 reports the descriptive statistics for the dependent, independent as well as the
moderating variables, While the dependent variable’s performance is measured as retutn on
assets and return on equity, therefore, the independent variables include; Capital Adequacy
Risk, Liquidity Risk, Solvency Risk, Market Risk and Operational Risk as well as the
moderating variable which is Loan Loss Provision. The result shows that the return on assets
and return on equity of Banks in Nigeria has a mean value of 0.0125 and 0.1327 respectively.

This implies that return on equity as performance measurement gives better chance for the
firms to generate more profit than return on assets. In addition, the standard deviation for
ROA and ROE are 0.0587 and 0.4360 respectively. This implies that, the variation among
the data in the variables is not much since all the values of the standard deviation are closer
to their mean values. Also, considering the minimum and maximum values of return on
assets of - 0.5313 and 0.070! respectively implies that the higher the minimum value is the
higher than the minimum value of return on equity since the minimum value of ROE is -
3.8662. Meanwhile ROE maximum value is higher than the maximum value of ROA as seen
in Table 4.1. Also, the peakness known as the kurtosis for both Return on Assets (ROA) and
Return on Equity (ROE) are 58.942 and 55.747 respectively, suggesting that the values are
not within the range of kurtosis assumption. Even though the data of the explained variables
seems to be kurtosis, it therefore, is still subject to further analysis such as normality
distribution of the model of the study. To consider normality further, the coefficient of
skewness is considered for ROA and ROE which are -6.9199 and -4.1306 respectively and
this implies that the data is moderately not skewed for all the measurement since the highest
is less than -4.92 for ROA. Even though all the variables seem to be negatively skewed

which is an indication of the left hand side of the normal curve; thus, the data is said to meet |
the symmetrical distribution assumption thus, indicating normality on skewness. The table
also indicates that the Banks in Nigeria have average value of 8.4629 Capital Adequacy Risk

with the minimum and maximum values of -5.8629 and 192.21 respectively. This implics
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that banks in Nigeria can adequately absorb reasonable amount of loss in line with statutory
capital requirements even though the minimum shows otherwise. Meanwhile the peakness of
the data is indicated by the kurtosis value of 115.79 which is relatively high suggesting that
the coefficient of kurtosis could be abnormal in the distribution of the data. Furthermore, the
coefficient of Skewness of 10.289 implies that the data is positively skewed (that is, the data
are on the right side of the normal curve), even though the data is skewed, it is still close to

zero which implies that the data mect the symmetrical distribution assumption.

In addition, Table 4.1 indicates that Liquidity Risk shows an average of 0.6505 with
minimum and maximum values of 0.2728 and [.1596 respectively. This implies that an
average of 65% of Liquidity Risk for Nigerian’s Banks are liquid asset while the remaining
35% is non liguid assets. Going by the coefficient of kurtosis value of 2.4262 suggesting that
most of the values are higher than mean, and the data meet a normal distribution assumption
while the skewness value of 0.2313 implies that the data is not skewed which indicates most
of the data are normal although close to zero thus, implying that the data meet the

symmetrical distribution assumption.

Table 4.1 also shows the mean value of solvency risk as 0.7379 with minimum and
maximum values of -0.7892 and 1.3187 respectively. This implies that on the average 74%
of banks are solvent to meet their maturing obligation. Considering the kurtosis value of
Solvency Risk of 9.5433 therefore, the data is said to be normal since by virtue of the
Kurtosis assumptions this study can conclude that the data of the Solvency Risk is normal,
Just like the Kurtosis, the Skewness of the Solvency Risk is said 1o be normal since it is close
to zero as the value is - 2.7694 as seen in Table 4.1. This implies that the Skewness of the
data is normal even though it looks negatively skewed. Therefore, this study found Solvency

Risk to meet the symmetrical distribution assumption of skewness.
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Furthermore, Table 4.1 indicates an average value of market risk of 2.8265 with a minimum
and maximum values of 2.7171 and 2.9440 respectively. In terms of normality therefore, the
Kurtosis value of market risk is 3.9966 indicates normality as the value is close to zero which
means that the data meet Kurtosis assumption. In addition, the skewness of the data is almost
normally distributed as value of 0.1657 is close to zero which implies that the data is
normally skewed even though it locks positively skewed which is an indication that most of
the data are on the right-hand side of the normal curve. Yet, the data is said to meet the

symmetrical distribution assumption of the skewness.

Lastly, Table 4.1 shows a mean value of Operational Risk and Loan Loss Provision of
22.937 and 0.0295 respectively with minimum and maximum values of -4.6255 and 820.64
respectively in the case of Operational Risk and minimum and maximum values of -6.6673
and 4.9986 respectively in the case of loan loss provision. The kurtosis values of operational
risk and loan loss provision are 39.781 and 14.275 respectively which means that the data do
not meet kurtosis assumption since they are far away from zero value. In addition, the
skewness values of 5.5887 and -2.3491 for the Operational Risk and Loan Loss Provision
respectively implies that the data are normally distributed even though one tend to be
negatively skewed and the other tend to be positively skewed, therefore, the data meet the

symmetrical distribution assumption.

4.3  Correlation Matrix
The following Table 4.2 presents the correlation matrix where the correlation between the
dependent variable and independent variables including the correlation between the

independent variables are analyzed.
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Table 4.2: Correlation Matrix

ROA ROE CAR LR SR MR OR CLLP

ROA  1.0006

ROE -0.2473 1.0000

CAR  0.0281 -0.7050 1.0000

LR 41911 0.0007 -0.1164 1.0000

SR -0.1791  0.0061 -0.0471 -0.0326 1.0000

MR -00203 -0.0891 -0.0393 01773 0.0078 1.0000

OR 00314 00190  -0.0410 0.0313 0.0429 -0.1079 I.0000

LLP  -0.0445 06558 -0.0935 0.1544 D.1047 0.0827 D.0408 1.0000

The correlation measured the degree of association between risk variables which include
Capital Adequacy Risk, Liquidity Risk, Solvency Risk, Market Risk and Operational Risk
and fimm performance measured as ROA and ROE. The results in Table 4.2 show the degree
of association between firm performance and all pairs of independent variables individuaily
between themselves and cumulatively with the dependent variable (firm performance) of the
study in the Banks in Nigeria.

The correlation result shows that Capital Adequacy Risk, Liquidity Risk and Operational
Risk have positive and weak association with ROA. However, Solvency Risk, Market Risk
and Loan Loss Provision have negative and weak association with ROA since they are all
less than +0.3 (Vargha, Bergman, & Delaney, 2013). This implies that a study can be
conducted in the area since a correlation exist between the ROA and the explanatory

variables,

The ROE also is negatively correlated with individual explanatory variables with the

exception of Capital Adequacy Risk, and Operational Risk which are all individually
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positively correlated to the ROE even though some of the correlations are weak and some are
strong as their values are not up to £0.5 and greater £0.5 respectively. Overall, there is
evidence that a study can be conducted in that area since performance measured as ROA and
ROE dependent variable is correlated with independent variable individually either

negatively or positively.

Meanwhile, the correlation between the explanatory variables themselves are also important
to ascertain if multicollinearity exists among the variables which could hinder the application
of the regression analysis. Therefore, this study found that the correlation between Capital
Adequacy Risk and the following explanatory variables, Liquidity Risk, Solvency Risk,
Market Risk and Operational Risk to be weakly negatively correlated individually with the
highest correlation co-efficient of -0.1164 between Capital Adequacy Risk and Liquidity
Risk and the lowest is Capital Adequacy Risk and Market Risk with the correlation value of -
0.0393. This implies that, the above independent variables seem to be multicollinearity free
since none of their correlation co-efficient is up to 0.5 as they have weak correlation co-

efficient.

In addition, the correlation beiween the Liquidity Risk and the rest of the explanatoty
variables which include Solvency Risk, Market Risk, Operational Risk and Loan Loss
Provision are said to be weakly positively correlated individually with the exception of
Solvency Risk which has weak and negative correlation since the value is -0.0326 and the
highest correlation co-efficient among the positive ones is 0.1775 between the Liquidity Risk
and Market Risk and the lowest is Liquidity Risk and Operational Risk with the correlation
value of 0.0409. This implies that, the above independent variables seem 1o be
multicollinearity free since none of their correlation co-efficient is up to £0.5 as they have

weak correlation co-efficient.
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Furthermore, the correlation between Solvency Risk and the rest of the explanatory variables,
Market Risk, Operational Risk and Loan Loss Provision are all positively weak with highest
positive correlation to be on Solvency Risk and Loan Loss Provision which has a positive co-
efficient value of 0.0827 and the lowest positive correlation valug is 0.0078 on Solvency
Risk and Market Risk. This is also an indication that, the variables tend to be free from

multicollinearity.

In other to consider the remaining variables correlations, this study considered all the
correlation among the variables which are between the Market Risk, the rest of the
explanatory variables, Operational Risk and Loan Loss Provision. While that of Market Risk
and Operational Risk is weakly and positively correlated with a value of 0.0429, the
correlation between the Market Risk and Loan Loss Provision is negatively weak with
correlation co-efficient of -0.0408. This implies that, the above independent variables seem
to be multicollinearity free since none of their correlation co-efficient is up to 0.5 as they

have weak correlation co-efficient.

Based on the correlation revealed in Table 4.2 therefore, this study expects no
multicollinearity among the independent variables. Since none of the correlation among the
remaining explanatory variables be it positive or negative is more than 70% thus, a clear
indication of multicollinearity free (Gujurati, 2013). Consequently, this study can proceed to
confirm the claim by looking at the Variance Inflation Factor (VIF) of each variable which is

presented in Table 4.3 below with their explanations.

4.4  Maulticollinearity Test Using Variance Inflation Factor (VIF)
This test was carried out to check whether there is high correlation between and among the

independent variables. High correlation between explanatory variables normally indicates
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either wrong selection or redundancy of some independent variables relative to the dependent
variable. It is also an indication of multicollinearity. From the correlation matrix in Table 4.2
earlier stated, none of the correlation coefficient between explanatory variables is greater
than either negative or positive 0.70. In addition, the low magnitude of the correlations
amongst the exogenous variables indicates that multicollinearity should not pose a threat for
the sample of the study. To formaily substantiate the absence of multicollinearity between
the independent variables, collinearity diagnostics are observed and that the variance
inflation factors indicate no multicollinearity in the data. This could be seen in Table 4.3

below.

Table 4.3: Multi-collinearity Test Results

Variable VIF 1/VIF
CAR 48.42 0.020653
LR 1.61 0.622194
SR 1.07 0.937970
MR 1.05 0948393
OR 1.02 0.979955
LLP 1.08 0.921842
Mean VIF 14.57

Source: Computed using STATA 13 software

The variance inflation factor and the inverse of the VIF are two advanced measures of
assessing multicollinearity between the independent variables. Using STATA 13 version, the
variance inflation factors and tolerance values are computed and almost all the variables
(Neter, Kutner, Nachtasheim, & Wasserman, [996) and (Cassey & Anderson, 1999). In
addition, the tolerance values are greater than 50%, thus which further substantiates the fact
that there is no multicollinearity between independent variables which includes Liquidity
Risk, Solvency Risk, Market Risk and Operational Risk (Tobachnick & Fidell, 1996). Also,
the mean of the VIF said a lot since the mean value is 14.57 an indication that

multicollinearity is present among some of the explanatory variables,
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To be consistent with the proponents of regression analysis therefore, there is need to further
conduct other analysis such as heteroscedasticity which is one of the assumptions that
invalidates parameters thus, misleading the findings of the study. This is indicated below as

in Table 4.4 and 4.5.

4.5  Heteroscedasticity Test

This test was conducted to check whether the variability of the error terms is constant or not.
I heteroscedasticity is present in our model Ordinary Least Square (OLS) and panel
regression may not be suitable for the analysis and could be considered insufficient to be the
minimum variance estimator. This means that, values for the true parameters are likely to be
misleading (with overestimaticn as likely as underestimation since the expected parameters
are biased). heteroscedasticity causes biasness in the standard error valucs of the model
coefficients due to unreliable hypothesis testing from biased t-scores. In addition, the
presence of heteroscedasticity signifies that the variation of the residuals or error term is not
constant which affects the inferences in respect of the parameters coefiicient, coefficient of
determination (R?) and F-statistics of the study. Going by the mode! of one of the studies
which is ROA model as presented in Table 4.4 below, there is clear presence of

heteroscedasticity in the model.

Table 4.4: Heteroscedasticity on ROA Model

Madified Wald test for group wise heteroscedasticity in fixed effect regression model

Ho: sigma(i)*2 = sigma”2 for all i
Variables: fitted values of ROA
chi2(12) = 3902326

Prob > chi2 = 0.0000

Source: Computed using STATA 13 software
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The result of the test on ROA model reveals that there is a presence of heteroscedasticity
because the probability of the chi square is statistically significant at 1% indicating that the
model is not homoscedastic. This suggests that the original which ever model is chosen by
Hausman Test be it Fixed Effect or Random Effect regression will not be suitable for this

study.,

To overcome the shortcomings of either Fixed Effect or Random Effect in the presence of
heteroscedasticity therefore, this study used Panel Corrected Standard Error (PCSE) or

Generalize Least Square (GLS) model for Fixed Effect and Random Effect respectively.

In the case of the ROE model, the result seems to be the same as seen in Tabie 4.5 below.
The result also is significant at 1% which is a clear indication of the presence of

heteroscedasticity in the ROE model,

Table 4.5; Heteroscedasticity on ROE Model

Modified Wald test for groupwise heteroscedasticity in fixed effect regression model

Ho: sigma(i)*2 = sigma”2 for all i

Variables: fitted values of ROE

chi2(12) 25599.10

Prob > chi2 = 0.0000

Source: Computed using STATA 13 software

The result on the ROE model shows the presence of heteroscedasticity becausc the
probability of the chi square is less than 1% which is significant at 1% indicating that the

model is not homoscedastic. This suggests that Fixed Effect or Random Effect model may
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not be suitable for this study. To be consistent with the first model therefore, this study
employed either Panel Corrected Standard Error {(PCSE) or Generalize Least Square {(GLS)
model for Fixed Effect and Random Effect respectively which is more suitable to

heteroscedastic model.

4.6  Fixed Effect and Random Effect Regression Model Using Hausman Test

After due consideration of the above models, the selection of the model is followed by the
Hausman’s test where the study proposed random effect on ROA and ROE. The result of the
Hausman’ test is represented in Table 4.6 and Table 4.7 for ROA and ROE model
respectively. This is done to determine which model among ROA and ROE is appropriate. It
is important to note that, the explanation of the models presented in Table 4.8 above depends
on the selection of the appropriate model based on Hausman’s test presented in Table 4.6 and

Table 4.7 for ROA and ROE model respectively as seen below.

Table 4.6: Hausman’s Test on ROA Model

Coefficients
Variables ®) (B) Standard
Fixed Random Error

Test: Ho: difference in coefficients not systematic
chi2(11) = 18.470

Prob > chi2 = 0.0712
Source: Stata 13 Output

As seen from the Table 4.6., the chi-square value is 18.47 and its corresponding probability
value is 0.071. This implies that, there is sufficient evidence to reject the null hypothesis
which said that the random effect model is appropriate since is statistically significant at 5%

as the probability value is less than the level of significance. Like any other hypothesis
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testing, when the null hypothesis is rejected that signifies the alternate hypothesis is true

therefore, the fixed effect ROA model is supported.

Table 4.7: Hausman’s Test on ROE Model

Coefficients
Varigbles (b) (B) Standard

Fixed Random Error

Test: Ho: difference in coetficients not systematic
chi2(11) = -1902.43
Source: Stata 13 Output

In the case of the ROE model however, the chi-square is even negative and very huge with a
value of -1902.43 as seen in Table 4.7, since the chi-square negative therefore failed to meet
the asymptotic assumption of the Hausman test, hence, fixed effect is favoured in this
condition since the corresponding probability value could not be ascertain. Thus, this study

considered the fixed effect ROE model pending the condition from heteroscedasticity.

In a nutshell, fixed effect ROA and ROE models are to be considered based on the
Hausman’s test. This is done in the absence of heteroscedasticity. However, all the ROA and
ROE models are heteroscedastic thus, the fixed effect models could no longer be considered,
therefore, the model that can address the heteroscedasticity in fixed effect mode! is Panel
Corrected Standard Error (PCSE) model. Thus, this study ran the PCSE model based on the

recomimendation of Gujurati (2017) and finally, the PSCE model is hereby presented and

discussed next,
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4.7 Presentation, Analysis and Discussion of Regression Results

This section presents the regression result of the dependent variable (firm performance which
is measured in terms of return on assets and return on equily) and all the independent
variables of the study which include Capital Adequacy Risk, Liquidity Risk, Solvency Risk,
Market Risk and Qperational Risk as well as the moderating variable Loan Loss Provision.
The study presents the result of two models as in ROA and ROE model. Based on the
models, the study fellows with the analysis of the relationship between dependent variable
and each independent variable. The summary of the PCSE regression results obtained from

the ROA and ROE models of the study are presented in Table 4.8 below:

Table 4.8: Panel Corrected Standard Error Model Regression Result for ROA and ROE

Variables ) (2)
ROA ROE
CAR 0.001994 | *** -0.008453G **x*
(0.0008957) (0.0049618)
LR 0.0589872%* -0.0972738
(0.0230588) (0.109285}
SR -0.0150303* 0.0368307+**
{0.012983) (0.0480179)
OR 0.00002]12%*+* -0.0002422 *+*
(0.0000227) (0.0000846)
MR -0.0179409* -1.004409
(0.0922139) (0.2910427)
LLP 0.1399397 -1.393013
(0.1664856) (0.7697689)
Variables (1) 2)
ROA ROE
CARLLP 0.0016048**+ 0.009179 1 ¥+*
{0.0008132) (0.0046143)
LRLLP 0.0149852** -0.1852673
{0.0296734) (0.142196)
SRLLP 0.0038686%** 0.0723203*
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(0.0075865) (0.0415388)
ORLLP -9.10e-06*** 0.0001133***

(0.0000232) (0.0001033)
MRLLP 0-.0572357+* 0.4904909

(0.0587501) {0.2714655)
Constant 0.0212885 3.104894

(0.257779) (0.8143307)

R-Square 0.1195 0.5450
wald chi2(11) 21.01 49.72
Prob 0.0333 0.000

Significance Level: 1% (***); 5% (**) and 10% (*)
Source: Stata 13 Ourput

The regression result is shown on Table 4.8. where the result is derived from the equation
formulated and employed based on ROA and ROE model as performance measurement
while Capital Adequacy Risk, Liquidity Risk, Solvency Risk, Market Risk and Operational
Risk are the explanatory variables as seen in the equation which also is the model of the
study. Also, Loan Loss Provision is the moderating variable where it moderates the
relationship between the explanatory variables and the explained variable, In order to
proceed with the model’s explanation therefore, there is a need io ascertain the appropriate
model which implies that an additional analysis is to be considered to select the best model
among the ROQA and ROE model using Akaike's Information Criterion {(AIC) and Bayesian
Information Criterion (BIC) so that the study can proceed for the analysis based on the model

selected.

4.8  Selection between ROA and ROE Model Using AIC and BIC Criteria
Among the criteria to select the best model is Akaike's Information Criterion (AIC) and

Bayesian Information Criterion (BIC) (Fabozzi, Focardi, Rachev, & Arshanapalli, 2014)
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where the higher the AIC and BIC the better the model as suggested by the authors. In the
case of this study the AIC and BIC criteria is employed to select the best model among the
ROA and ROE model presented in Table 4.8 above. Therefore, AIC and BIC result is run

and the result is presented in Table 4.9 and 4.10 for ROA and ROE model respectively.

Table 4.9: Akaike's information criterion and Bayesian information criterion for ROA

model

Model Obs  li{null) i{mode)  df  AIC BIC

ROA 144 218.2982 226.531 12 -429.0619 -393.4242

Source: Stata 13 Quipur

Table 4.9 presents the Akaike's information criterion and Bayesian information criterion for
ROA model where the AIC value is -429.0619 and that of BIC value as presented in the
result is -393.4242 which are all negative values, therefore, if the Akaike's information
criterion and Bayesian information criterion for ROE model turn out to be positive, then the
ROE model is said 1o be the best model however, if the Akaike's information criterion and
Bayesian information criterion for ROE model turn out to be negative and less than that of
the ROA model therefore, the ROA model could be the best model based on the AIC and

BIC criteria.
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Table 4.10: Akaike's information criterion and Bayesian information criterion for ROE

model
Model Obs ll(null)  llimodel) Df AIC BIC
ROE 144 -82.68337 -17.82214 12 59.64428 95.28204

Source: Stfara 13 Qutput

The Table 4.10 above is the Akaike's information criterion and Bayesian information
criterion for ROE model where the AIC value is $9.64428 and that of BIC value as presented
in the result is 95.28204 which are all positive values. Based on the criteria set earlicr
therefore, ROE turn out to be the best model. Since ROE model is the best as indicated by
the AIC and BIC criteria therefore, this study will interpret the ROE result as the best result

among the two results presented in Table 4.8 above hence, the study regression result.

4.8.1 Capital Adequacy Risk and Banks’ Performance

One of the major factors to consider on banks is the Capital Adequacy Risk (CAR) which
measures the bank capital in relation to its weighted risk asset which is expected to promote
financial stability that could result to economic efficiency. Thus, section 13(1) of BOFID
(1991) states that banks shall maintain, at all times, capital funds unimpaired by losses, in
such ratio to all or any assets or to aii or any liabifities or to both such assets and [iabilities of
the bank and all its offices in and outside Nigeria. This is because, the capital adequacy could
result to failure of the banks due to some factors which include financial crisis. The said
CAR could improve performance which in the case of this study is ROE. Therefore, the first
variable presented in the result of the ROE model is capital adequacy risk. Recall that,
hypothesis formulated was in chapter one in respect of Capital Adequacy Risk and the
performance. Thus, this study argues in chapter one based on agency theory coupled with

many researchers view (Karimiyan et af., 2013) that there is a relationship between Capital
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Adequacy Risk and bank performance which is measured as ROE (see, for example,
Garanina & Kaikova, 2016; Toumi ef af., 2016; Afrifa & Tauringana, 2015; Estapé-Dubreuil
& Torreguitart-Mirada, 2015; Vintil et al, 2015; Ammari et al, 2014; Mouselli &

Hussainey, 2014),

From the regression result obtained from Table 4.8, in respect of Capital Adequacy Risk and
firm performance for thc ROE model shows that Capital Adequacy Risk has a beta
coefficient of -0.0085. This is a clear indication that, Capital Adequacy Risk has negative
relation with ROE since the parameter is negative, The said relationship between Capital
Adequacy Risk and ROE is significant at 1% level of significance (0.000-0.009) in
explaining firm performance of Commercial Banks in Nigeria. This is because, the p-value
of the Capital Adequacy Risk in respect of the ROE is 0.005. This implies that there is
sufficient evidence to suggest that Capital Adequacy Risk has a negative relationship with
performance measured as ROE since the relationship is significant. Therefore, the hypothesis
formulated on Capital Adequacy Risk and ROE is said to be rejected. Meanwhile, the said
relationship 1s negative since the parameter is negative as seen in ROE mode] resuit in Table

4.8 above.

As the relationship between Capital Adequacy Risk and performance is negative, it implies
that when there is an increase in the ratio of capttal adequacy in relation to its weighted risk
asset by one, the firm performance measures will decrease by the parameters found in the
result which in the case of the ROE model, the performance will decrease by 0.0084539 with
econometric assumption of other things being equal. This could be against the argument put
forward that Capital Adequacy Risk could address any financial stability and economic
cfficiency challenges that could result to the banks backwardness which in turn could have a

positive impact on the firm performance. Though, the result reveals negative relationship in
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the ROE model, there is need to compare the result with that of the moderating result so as to
find if the moderator really plays its rale by strengthening the said relationship in line with

either theory or the expectations of this study.

4.8.2 Liquidity Risk and Bank’s Performance

Another important factor to consider on banks performance is the liquidity risk which
measures how easily bank’s asset or its security can be converted to cash which is expected
to affect the funding of liabilities of the banks and many scholars argue that, liquidity risk
could have influence on performance. Thus, Section 15(1) of BOFID (1991) states that every
bank shall maintain with the Bank cash reserves, and special deposits and hold specified
liquid assets or stabilization securities, as the case may be, not less in amount than as may,
from time to time, it is prescribed by the Bank by virtue of section 39 of the Central Bank of
Nigeria Decree 1991. This is because, the liquidity risk could result to failure of the banks to
meet their obligations due to lack of cash which could lead to poor performance of the banks.
Therefore, the second variable presented in the result of the ROE model is liquidity risk.
Recall that, hypothesis formulated in chapter one in respect of liquidity risk and the
performance. Thus, this study argues in chapter one based on agency theory coupled with
many researchers’ view that there is a relationship between liquidity risk and bank
performance which is measured as ROE (see, for example, Afrifa & Tauringana, 2015,

Estapé-Dubreuil & Torreguitart-Mirada, 2015).

From the regression result obtained from Table 4.8, in respect of liquidity risk and firm
performance for the ROE model shows that liquidity risk has a beta coefficient of -
0.0972738. This is a clear indication that, liquidity risk has negative relation with ROE since
the parameter is negative. The said relationship between the liquidity risk and ROE is

insignificant in explaining firm performance of Banks in Nigeria. This is because, the p-
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value of the liquidity risk in respect of the ROE is 0.109. This implies that there is no
sufficient evidence to suggest that liquidity risk has a relationship with performance
measured as ROE since the relationship is insignificant, Therefore, the hypothesis formulated
on liquidity risk and ROE could not be rejected. Even though, the said relationship scems to
be negative since the parameter looks negative as seen in ROE model result in Table 4.8
above, therefore, this study found out the result happened by chance thus, the study ignores
the negativity of the parameter. Based on the result found thus, this study concludes that
there is no relationship between liquidity risk and banks performance in Nigeria since the
result in respect of the said relationship is insignificant as the p-value of the said relationship

is greater than 10%.,

4.8.3 Solvency Risk and Banks’ Performance

Among the risk associated with banks’ performance which is vital to consider is the solvency
risk which measures how easily banks can meet their maturing obligations as they appear as
a result of full value despite the fact that the banks can settle some at unspecified time in the
future even after the disposal of the bank’s assets which is expected to affect the settlements
of the obligation of the banks and many scholars argue that, solvency risk could have
influence on performance. Thus, section 15(2) of BOFID (1991) states that where both assets
and liabilities are due from and to other banks, they shall be offset accordingly, and any
surplus of assets or liabilities shall be included or deducted. This is because, the solvency
risk could result to failure of the banks to meet their obligations which could lead to poor
performance of the banks. The higher the solvency risk, the better the performance which in
the case of this study is ROE. Therefore, the next variable presented in the result of the ROE
model is solvency risk. Recall the hypothesis formulated in chapter one in respect of
solvency risk and the performance. Thus, this study argues in chapter one based on agency

theory coupled with many researchers’ views that there is a relationship between solvency
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risk and bank performance which is measured as ROE (sece, for example, Afrifa &

Tauringana, 2015; Estapé-Dubreuil & Torreguitart-Mirada, 2015).

From the regression result obtained from Table 4.8, in respect of solvency risk and firm
performance for the ROE model shows that solvency risk has a beta coefficient of
0.0368307. This is a clear indication that, solvency risk has positive relationship with ROE
since the parameter is positive. The said relationship between the solvency risk and ROE is
significant at 5% level of significance (0.010-0.049) in explaining firm performance of
Commercial Banks in Nigeria. This is because, the p-value of the solvency risk in respect of
the ROE is greater than 10%. This implies that there is no sufficient evidence to suggest that
solvency risk has a relationship with performance measured as ROE since the relationship is
insignificant. Therefore, the hypothesis formulated on solvency risk and ROE could not be
rejected. Even though, the said relationship seems to be positive since the parameter looks
positive as seen in ROE model result in Table 8 above, therefore, this study found out the

result happened by chance thus, the study ignores the positivity of the parameter.

The said relationship could be as a result of the need for moderation, thus, if the moderation
turns out to be significant therefore, the problem is said to be addressed. Thus, this study
considered the moderating result for more reason to agree with any insignificant result
provided is direct. Based on the result found thus, this study concludes that there is no
relationship between solvency risk and banks performance in Nigeria since the result in
respect of the said relationship is insignificant as the p-value of the said relationship is

greater than 10%.



4.8.4 Operational Risk and Banks’ Performance

Among the risk associated with banks’ performance which is vital to consider is the
operational risk which generates operational losses and the losses generated are a cost to the
bank and scholars argue that, operational risk could have influence on performance. Thus,
section 24 of BOFID (1991) states that banks shall keep book of accounts where all
transactions including expenses are recorded and bank will bear the cost of preparation. This
is because, the operational risk could result to more performance of the banks. The higher the
operational risk the better the performance which in the case of this study is ROE. Therefore,
the next variable presented in the result of the ROE model is operational risk. Recall that,
hypothesis is formulated in chapter one in respect of operational risk and the performance,
Thus, this study argues in chapter one based on agency theory coupled with many
researchers’ views that there is a relationship between operational risk and bank performance
which is measured as ROE (see, for example, Afrifa & Tauringana, 2015; Estapé-Dubreuil &

Torreguitart-Mirada, 2015),

From the regression result obtained from Table 4.8, in respect of operational risk and firm
performance for the ROE model shows that operational risk has a beta coefficient of -
0.0002422. This is a clear indication that, operational risk has negative relationship with
ROE since the parameter is negative. The said relationship between the operational risk and
ROE is significant at 1% level of significance (0.000-0.009) in explaining firm performance
of Commercial Banks in Nigeria. This is because, the p-value of the operational risk in
respect of the ROE is 0.000. This implies that there is sufficient evidence to suggest that
operational risk has a relationship with performance measured as ROE since the relationship
is significant. Therefore, the hypothesis formulated on operational risk and ROE could not be
rejected. Even though, the said relationship seems to be negative since the parameter looks

negative as seen in ROE model result in Table 8 above, therefore, this study found out the
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result could be against the theory which needs further analysis such as moderator due to the
inconsistencies found in the result thus, the study ignores the negativity of the parametct. The
said relationship could be as a result of the need for moderation, thus, if the moderation turns
out to be significant therefore, the problem is said to be addressed. Thus, this study
considered the moderating result for more reason to agree with any insignificant result
provided is direct. Based on the result found thus, this study concludes that there is
relationship between operational risk and banks performance in Nigeria since the result in

respect of the said relationship is signiftcant at 5%.

4.8.5 Market Risk and Banks’ Performance

Another vital risk to consider is the market risk which deals with the fluctuation and stability
of market as determined by the interest rates which could affect the financial performance of
DMBs. Scholars argue that, market risk could have influence on performance. Thus, section
23 (1) of BOFID (1991) states that every bank shall display at its offices its lending and
deposit interest rates and shall render to the Bank information on such rates as may be
specified, from time to time, by the bank. This is because, the market risk (interest rate risk)
could improve performance of the banks. The expectation is that the higher market risk
(lending rate) the better the performance which in the case of this study is ROE. Therefore,
the next variable presented in the result of the ROE model is market risk. Recall that,
hypothesis is formulated in chapter one in respect of market risk and the performance. Thus,
this study argues in chapter one based on agency theory coupled with many researchers’
view that there is a relationship between market risk and bank performance which is

measured as ROE (see, for example, Afrifa & Tauringana, 2015; Estapé-Dubreutl &

Torreguitart-Mirada, 2015).
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From the regression result obtained from Table 4.8, in respect of market risk and firm
performance for the ROE model shows that market risk has a beta coefficient of -1.004409,
This is a clear indication that, market risk has negative relationship with ROE since the
parameter is negative. The said relationship between the market risk and ROE is insignificant
in explaining firm performance of Coramercial Banks in Nigeria. This is because, the p-value
of the market risk in respect of the ROE is 0.291. This implies that there is sufficient
evidence to suggest that market risk has a relationship with performance measured as ROE
since the relationship is significant. Therefore, the hypothesis formulated on market risk and
ROE could not be rejected. Even though, the said relationship seems to be negative since the
parameter looks negative as seen in ROE model result in Table 8 above, therefore, this study
found out the result could be against the theory which necd further analysis such as
moderator due to the inconststencies found in the result thus, the study ignores the negativity

of the parameter.

Based on the result found thus, this study concludes that there is relationship between market
risk and banks performance in Nigeria since the result in respect of the said relationship is

significant at 5%.

4.8.6 Capital Adequacy Risk and Loan Loss Provision on Banks’ Performance

Due to inconsistencies in the result as earlier stated which calls for the moderating effect
which could strengthen the relationship therefore, this study moderates the relationship
between Capital Adequacy Risk (CAR) and banks’ performance using loan loss provision.
This is because, the loan loss provision could serve as a safety point to augment any loss that
could result to failure to meet some of the obligations of the banks which could in turn
influence the performance of the said banks and the capital adequacy could result to failure

of the banks due to some factors which include financial crisis as stated earlier. The said
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CAR could improve performance which in the case of this study is ROE. Therefore, the first
moderating variable presented in the result of the ROE model is capital adequacy risk and
loan loss provision. Recall that, hypothesis is formulated in chapter one in respect of capital
adequacy risk and loan loss provision on performance. Thus, this study argues in chapter
one, based on Agency theory coupled with many researchers view (Karimiyan ef gl., 2013)
that loan loss provision moderates the relationship between capital adequacy risk and bank
performance which is measured as ROE (see, for example, Garanina & Kaikova, 2016;
Toumi et al., 2016; Afrifa & Tauringana, 2015; Estapé-Dubreuil & Torreguitatt-Mirada,

2015;Vintil et al., 2015;Ammari ¢f al., 2014; Mouselli & Hussainey, 2014).

From the regression result obtained from Table 4.8, in respect of loan loss provision and
capital adequacy risk on banks performance for the ROE model shows that the interaction of
loan loss provision and capital adequacy risk has a beta coefficient of 0.009(791, This is a
clear indication that, the interaction of loan loss provision and capital adequacy risk has
positive relation with ROE since the parameter is positive. The said relationship between the
interactton of loan loss provision and capital adequacy risk on ROE is significant at 1% level
of significance (0.000-0.009) in explaining performance of Commercial Banks in Nigeria.
This is because, the p-value of the interaction of toan loss provision and capnal adequacy risk
in respect of the ROE is 0.005. This implies that there is sufficient evidence to suggest that
the interaction of loan loss provision and capital adequacy risk has a positive relationship
with performance measured as ROE since the relationship is significant. Therefore, the
hypothesis formulated on the interaction of loan loss provision and capital adequacy risk on
ROE is said to be rejected. Meanwhile, the said relationship is moderated since the parameter

is in line with theory as seen in ROE model result in Table 8 above.
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As the relationship between the interaction of loan loss provision and capital adequacy risk
on performance is positive, it implies that when there is an increase in the interaction of loan
loss provision and ratio of capital adequacy in relation to its weighted risk asset by one, the
Commercial Banks performance measures will increase by the parameters found in the result
which in the case of the ROE model, the performance will increase by 0.0091761 with
econometric assumption of other things being equal. This could be in line with the argument
put forward that, in the presence of loan loss provision, capital adequacy risk could address
any financial stability and economic efficiency challenges that could result to the banks

backwardness which in turn could have a positive impact on the firm performance.

4.8.7 Liquidity Risk and Loan Loss Provision on Banks’ Performance

Another important factor to consider on banks performance which needs to be moderated is
the liquidity risk which measures how easily bank’s asset or its security can be converted to
cash which is expected to affect the funding of liabilities of the banks. This is because, the
liquidity risk could result to failure of the banks to meet their obligations due to lack of cash
which could lead to poor performance of the banks. Recall the hypotheses formulated in
chapter one in respect of liquidity risk and loan loss provision on Commercial Banks
performance where the study argues that loan loss provision moderates the relationship

between liquidity risk and bank performance which is measured as ROE.

From the regression result obtained from Table 4.8, in respect of loan loss provision and
liquidity risk on banks’ performance for the ROE model shows that loan loss provision does
not moderate the relationship between the liquidity risk and ROE of Banks in Nigeria since
the result is insignificant, This is because, the p-value of the loan loss provision and liquidity
risk in respect of the ROE is 0.142 with negative coefficient value of -0.1852673. This

implies that there is no sufficient evidence to suggest that loan loss provision moderates the
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relationship between liquidity risk and Commercial Banks performance measured as ROE
since the relationship is insignificant. Therefore, the hypothesis formulated on liquidity risk
and loan loss provision on ROE could not be rejected even though, the said relationship
seems to be negative since the parameter looks negative as seen in ROE model result in
Table 4.8 above, therefore, this study found out the result happened by chance thus, the study

ignores the negativity of the parameter.

Based on the result found thus, this study concludes that loan loss provision does not
moderate the relationship between liquidity risk and banks performance in Nigeria since the
result in respect of the said relationship is insignificant as the p-value of the said relationship

is greater than 10%.

4.8.8 Solvency Risk and Banks® Performance on Banks® Performance

Solvency risk also face the problem of inconsistent result which needs moderator as earlier
argued in the literature and the result is presented in Table 4.8 thus, loan loss provision
moederates the relationship between solvency risk and banks’ performance since the solvency
risk measures how easily banks can meet their maturing obligations as they appear as a result
of full value despite the fact that the banks can settle some at unspecified time in the future
¢ven after the disposal of the bank assets which is expected to affect the settlements of the

obligaticn of the banks.

Previously, the direct relationship on solvency risk shows no relationship since the parameter
is insignificant which call for the moderating relationship and the regression result is
presented in Table 4.8 which in respect of the loan loss provision and solvency risk on firm
performance for the ROE model shows the parameter of 0.0723203. This is a clear indication

that, loan loss provision moderates the relationship between solvency and ROE which is
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significant at 10% level of significance (0.010-0.099} in explaining performance of
Commercial Banks in Nigeria. This is because the said relationship is significant. This is
because, the p-value of the loan loss provision and solvency risk in respect of the ROE is
0.042. This implies that there is sufficient evidence to suggest that loan loss provision
moderates the relationship between solvency risk and performance measured as ROE since
the relationship is significant. Therefore, the hypothesis formulated on loan loss provision

and solvency risk on ROE is rejected.

Based on the result found thus, this study concludes that loan loss provision moderates the
relationship between solvency risk and banks performance in Nigeria since the result in
respect of the said relationship is significant as the p-value of the said relationship is less than

10%.

4.8.9 Operational Risk and Loan Loss Provision on Banks’ Performance
This study also argues on the moderating role of loan loss provision on the relationship
between operational risk and banks’ performance as the operational risk generates

operational losses and the losses generated is the cost to the bank.

The regression result obtained from Table 4.8, in respect of loan loss provision and
operational risk on banks performance for the ROE model shows that operational risk has a
beta coefficient of 0.0001133. This shows that, loan loss provision moderates the relationship
between operational risk and ROE positively since the parameter is positive however the said
relationship is significant at 1% level of significance (0.000-0.009) in explaining
performance of Commercial Banks in Nigeria. This is because, the p-value is 0.000. This
implies that there is no sufficient evidence to suggest that loan loss provision moderates the

relationship between operational risk and banks’ performance measured as ROE since the
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relationship is insignificant. Therefore, the hypothesis formulated on operational risk and
loan loss provision on ROE could not be rejected. Even though, the said relationship seems
to be positive since the parameter is positive as seen in ROE model result in Table 8 above,

Therefore, this study concludes that the result happened by chance.

Based on the result found thus, this study concludes that loan loss provision does not
moderate the relationship between operational risk and banks performance in Nigeria since

the result in respect of the said relationship is insignificant.

4.8.10 Market Risk and Loan Loss Provision on Banks’ Ferformance

Another vital moderation is the market risk which deals with the fluctuation and stability of
market as determined by the interest rates which could affect the financial performance of
DMBs. Since the parameter of the market risk ts negative in the direct relationship however,
there is need to moderate so as to establish a positive parameter as the earlier parameter is
against the theory. Thus, loan loss provision is projected to moderate the relationship
between market risk and banks’ performance. Therefore, the next variable presented in the

result of the ROE model is loan loss provision and market risk.

From the regression result obtained from Table 4.8, in respect of loan loss provision and
market risk on firm performance for the ROE model, it shows that market risk has a beta
coefficient of 0.4904909. This indicates that, loan loss provision moderates the relationship
between market risk and ROE since the parameter is positive. The said relationship is
insignificant in explaining performance of Commercial Banks tn Nigeria. This is because, the
p-value of the market risk in respect of the ROE is 0.27]. This implies that there is
insufficient evidence to suggest that loan loss provision moderates the relationship between

market risk and performance measured as ROE since the relationship is insignificant.
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Therefore, the hypothesis formulated on market risk and loan loss provision on ROE is not

rejected thus, the result of the study is not in line with the theory.

Based on the result found thus, this study concludes that loan loss provision do not moderate
the relationship between liquidity risk, market risk and banks performance in Nigeria since

the result in respect of the said relationship is insignificant,

49  Summary

The summary results of regression output shows that capital adequacy risk and liquidity risk
have significant effect on ROA while solvency risk, market risk, operational risk and loan
loss provision have significant effect on ROA. Capital adequacy risk, market risk,
operational risk and Joan loss provision have significant effect on ROE while solvency risk,
liquidity risk have insignificant effect on ROE. Looking at the results of moderating effect of
loan loss provision on the other study variables. Loan loss provision has significant
moderating effect on the relationship between capital adequacy risk and RCA. But loan loss
provision has insignificant moderating effect on the relationship between liquidity risk,
solvency risk, market risk, operational risk and ROA. Again, loan loss provision has
significant moderating effect on the relationship between capital adequacy risk, solvency
risk, market risk and ROE. However, loan loss provision has insignificant moderating effect
on the relationship between liquidity risk, operational risk and ROE. In conclusion loan loss
provision has moderating role on the relationship between risk factors and financial

performance of commercial banks in Nigeria.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS
5.1 Introduction
This chapter discussed about the summary and conclusicn of the study where it started with
the overview of the study, summary of the findings, research implications and

recommendations of the findings and the conclusion of the findings.

52  Summary

This study was carried out to examine the moderating role of loan loss provision on the
relationship between risks factors and financial performance of commercial banks in Nigeria
for a period ranging from 2007 to 2018. In conducting the research, seven study variables
were subjected to normality tests such as descriptive statistic test, correlation test,
multicollinearity test heteroscedasticity test and Hausman’s test. The seven study variables
are financia! performance, capital adequacy risk, liquidity risk, solvency risk, operational
risk, market risk which are moderated with loan loss provision of the commereial banks in
Nigeria. The results of regression output shows that capital adequacy risk, liquidity risk have
significant effect on ROA while solvency risk, market risk, operational risk and loan loss
provision have significant effect on ROA. Capital adequacy risk, solvency risk, operational
risk and loan loss provision have significant effect on ROE while market risk, tiquidity risk
have insignificant effect on ROE. Looking at the results of moderating effect of loan loss
provision on the other study variables. Loan loss provision has significant moderating effect
on the relationship between capital adequacy risk and ROA. But loan loss provision has
insignificant moderating effect on the relationship between liquidity risk, solvency risk,
market risk, operational risk and ROA. Again, loan loss provision has significant moderating

effect on the relationship between capital adequacy risk, solvency risk, operational risk and
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ROE. However, loan loss provision has insignificant moderating effect on the relationship

between liquidity risk, market risk and ROE.

5.3  Conclusion

The reviewed literatures show inconsistency of results of risk factors and financial
performance, This study examines the moderating role of loan loss provision on the
relationship between risks factors and financial performance of commercial banks in Nigeria
for a period ranging from 2007 to 2018. The result of the study conducted shows that loan
loss provision has significant moderating effect on the relationship between capital adequacy
risk and ROA. But loan loss provision has insignificant moderating effect on the relationship
between liquidity risk, solvency risk, market risk, operational risk and ROA. Again, loan loss
provision has significant moderating effect on the relationship between capital adequacy risk,
solvency risk, market risk and ROE. However, loan loss provision has insignificant
moderating effect on the relationship between liquidity risk, operational risk and ROE. .
Thus, the result provides that loan loss provision has significant moderating effect on the
relationship between capital adequacy risk, solvency risk, market risk and financial
performance. Based on the findings from the analysis carried out, the study concludes that
loan loss provision has moderating role on the relationship between risk factors and financial

performance of commercial banks in Nigeria.

54  Recommendations

In line with the findings of this study, the following recommendations were made to ensure
optimal financial stability and performance of banks. They are stated thus: the study
recommends that commercial Bank (CBs) should evolve policy measures aimed at
optimizing their funding requirements under various financial stress conditions. These policy

measures can be employed as a road map for banks to meet their funding requirement in long
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and short term. Additionally, based on set statutory limits on liquid assets and cash reserve
requirements, bankers should periodically set internal threshold on the type and amount of
liquidity risk that is optimal for the banks. Additionally, banks should put on ground
mechanisms that will ascertain the credit worthiness of borrowers, viability of their business
credit documentation, monitoring and maintaining credit files, collateral and scourity
documents, and efficiency of monitoring ioan management process of the bank to mitigate
the level of Non-performing loans (NPLs), which may consequently result in buildup of LLP
that is, bank management should strengthen loan monitoring measures 1o reduce incidences
of loan default and lower loan loss provision, it can be achieved through customers’
transaction accounts monitoring, by ensuring that the borrowers comply with loan

agreements and loan covenants.

Additionally, the CBN and general accounting procedures of loan loss provision should
always be abided by in term of percentages (%) and periods as at when due. Banks should
pay more attention to loan loss provision as this could address capital adequacy risk in
relation to ROE among others. This is because changes in capital requirement of banks by

regulatory bodies like CBN pose a threat to financial performance of commercial banks.

Furthermore, to mitigate the level of market and operational exposure it is recommended that
in order to identify measure, monitor and control market risk, should put in place a set of

systems and procedures appropriaie to the size and complexity of its operations.

Additionally, that CBs should be able to estimate the likelihood of an operational loss event
occurring and its potential impact on bank financial performance, as well as put in place
effective intermal reporting practices and systems that are consistent with the scope of

operational risk defined by supervisors and the banking industry as a whole.
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Lastly, the CBN as the apex regulatory and supervisory bank should evaluate the banks risk
factors for proper regulation as well as determinants for financial performance of banks
Central Bank of Nigeria should strengthen its banking supervision roles. The cuiture of
unscheduled of examination of bank’s financial statement should be developed, which CBN

access to banks undiluted records.

55  Contributions of the Study

i, Policy implication contribution

The findings of the study allow for a holistic tests of risk factors. It will help in identifying
key vulnerabilities and formulation of policies that would strengthen financial stability of
commercial bank against risk factors. The bank regulators and banks management can
incorporate risk factors in their loan loss provision and loan monitoring. However, this study
has made policy recommendations to the policy makers which will help reguiators and bank
management and practitioners in achieving financial stability.

Ii. Theoretical contribution

Most of the previous studies on risks such as such as those of Murtithi et al (2016) Mendoza
et al (2017) and Lenee et al (2016) focused on establishing direct relationship between risks
and financial performance of commercial banks devoid of the consideration of banks
monitoring activities play in intermediation functions of CBs. But this establish the effect of
loan loss provision or the relationship between risk factors of CBs.

fii. Methodological Contribution

Unlike previous studies, the study applied panel regression and panel corrected standard
Error (PSCE). Also in determining the criterion of selecting between ROA and ROL, used

Akaike information criterion and Bayesian information criterion respectively.

101



iv. Literature Contribution

In previous literature on the subject matter of this study that focused on different periods of
gconomic conditions, the study combines varying periods of economic and financial
conditions, variation such as periods of banking reforms. Financial crisis, recovery and
economic recession (2007 — 2018).

V. Practical contribution

From the practical fronts, the findings of this study provide insights decision making and
policy formulation to financial policy makers regulatory bodies, investors and other industry
practitioners on the significant role loan loss provision plays in bank financial intermediation

functions.

5.6  Limitations of the Study

The study made efforts to ensure a wider usage of variables to be employed for wider

generalization of conclusions drawn; it could not be without some limitations, Not

necessarily in order of gravity some of the limitations encountered are highlighted thus:

a.  The study initially sought to employ quarterly data to ensure more robust empirical
data due to high frequency. It was observed that there are inconsistency and variations
between quacterly data with annual data.

b. Additionally, though the study period comprises of data for pre and post global
financial crisis periods, the study failed to control for domestic economic and financial
crisis such as economic recession that was experienced in Nigeria in 2016 and 2020.
To contro! for economic recession, it requires using quarterly data rather than annual
data used in the stuc.:ly.

¢.  Furthermore, banks risk exposures are not only functions of economic and financial
factors, controlling for institutional factors such as level of country crimes, control of

corruption (CCRP), Government Effectiveness (GOVE), Political stability and
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Absence of violence (PSAV), Regulatory Quality (REGQ), Rule of Law (RLAW),
Voice and Accountability (VACC). This could not be achieved due to lack of data for
some years used in the study.

d. In addition, though the study initially proposed to apply Autoregressive Distributed
Lag(ARDL) model and Generalized methods of moments(GMM) to conduct
confirmatory tests of results obtained, the statistical distributional properties of the data

used failed its requirements for applying such methods.

5.7  Further Areas of Rescarch

The study examines the moderating role of loan loss provision on the relationship between
risks factors and financial performance of commercial banks in Nigeria for period ranging
from 2007 to 2018. Further studies should put more risk factors like currency risk, foreign
exchange risk, investment risk, business risk and other dependent variables like Tobin’s Q,
Earnings per share and Net interest margin. The use of more years like twenty years of study

in order to increase the frontiers of knowledge.
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APPENDIX I

RESEARCH OUTPUT
Descriptive Statistics

varisblae min max me an sd sXewness Jurtosis
RO - B312542 001227 . D125363 2 OBEELEE4 ~6.91%8%8 5B 54218
RGE ~3 BE£6189 2 099736 1326773 4360421 -4 130545 455 14747
CAR -% 962929 192 . 2096 8. 46285% 16 237668 10 28899 115 7943
CR -1.483819 57 68974 3 459481 4. 989643 9.24755 99.1055%2
LA . 2728267 1.1%59%593% 6505141 .1912233 ,2315B3%6 2.426188
SR -. 7891492 1.316653 .7370693 3972831 -2.769394 9 .543278
MR 2.7L7106% 2 .9439%8 2 . 026503 0520336 . 16%6973 3.99657¢
(2)] -4.62%%3% @20.6363 22,.9%3707 55.4853% 3.588727 35.78102
CLLP -6. 667333 4,99%68616 .029%5032 1. 3840690 -2.349103% 14 27494
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Correlation Matrix

ROM ROX CAR =] LR 55 HR oR CLLP
ROA 1.0000
ROE “0.2473 1.0000
CAR 0.0291 -0.7050 1.90000
A 0.050% -0.6929 0.9822 1.0001
LD 0.1%11 a.200% -0.1164 0. 0029 1.0000
SR -0.1791 0.0061 «0.C473 -0.0791 -0.032& 1.0000
HR -0.0203 -0.089%L -0.0393 -0, 0086 a.17758 0.0078@ 1.404000
oR 0.0MM4 -0.0190 ~C. 0410 -0.040% a.0313 0.042% -0.1079 1.a000
CLLP =0.0443 0.0558 =-0.0333 -~D.DB16 0.1544 D.3047 0.0827 -0.0408 1.0000
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Multicllinearity VIF

Variable VIF 1/VIF
CAR 48 . 42 0.020853
CR 47.77 0.020933
R 1.61 0.6221%4
CLLP 1.08 0.9%21842
Sl 1.07 0.937970
HR 1.05 0. 9483%3
QR 1.02 0. 379950
Mean VIF 14.57
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Fixed Effect Result on ROA Model

Fixsd-affacts {(within) regresssion Nunbwer of chks 144
Group variablas: ID Funber of groups 12
#-sq: within 0.31090 Che pay group: aln 12
batwesn 0_0D&86 avg 12 .0
Sverall 0.1lo08 mnax iz
Fi1i,121) t.33

coareju_i, ¥b) =™ -0.0216 BProb = F 6.2147
ROA Coaf. Sed. Err, T P>iv) [954% Conf. Interval)

Chy .BD230% . 000954 2.42 Q.017 0004207 . 0041576

LR Q341112 .0307221 1.11 0.269 - 0267114 .094%338

SR -. 0122362 .0133147 -0.92 0.3&C -, 0385561 .0141238

OR .000ase4 .0001221 0. .48 0.633 ~.0001833 .0po3

MR -.000%639 .09%047% -0.01 0.9952 -.1491364 .1872085%

CLLP -1163717 .1534581 0.€60 0.549 -.2666297 . 4993732
CARCLLP .0D18985 .0D07TE%RS 2.09 0.03% . Q000822 .0031149
LRCLLP .BASTFTOI . 0254878 0.62 $.537 -. 0346856 .D662301
SACLLER 001676 .01003¢ a.17 0.868 - 0161929 .021544%
ORCLLP 5. 51le-06 .0000654 o.08 0.%33 -.0001235 .DE01349
MRCLLP -.0483736 . 06385563 -0.70 D.488 - .1860787 -0B893314

cons -~ . 0160056 .2665347 -0.06 0.552 -.54360914 5116702

121



Random Effect Result on ROA Model

Randopr-affects GLE regewesion Hpetar of obe 144
Group varieble: ID Momber of groups a2
R=peg: within = 0.0%23 O per growgy: min 12
batusen = 0 28320 g 1z2.9
ovezall ~ 0,1158 - 12

_ ¥ald chidisls 17 32

corriu_1, X3} = 0 {assumedi Prohd - chiz 0.583
ACA Cont. std. Err. 3 Frigs {9%% Cont. Intesvall

CAR .DO1I%4L .DOOY0E2 2.0 g.oc2e 0002181 Q0IT¥2

18 . DSASRT2 0245403 X 22 0.82¢ .NOEY5AY S115013%9

... -, 0150303 014314 -1.12 0. 264 0413944 011333%

ﬂ 0000212 . p0D0DELS 4.38 0.7 0000934 . OQUGLALYS

‘ = 0173409 0N -0.18 0. 856 2110945 1740147

CLLP . 15993497 3973454 a.7m 0.478 2069264 5268158
CARCLLP S01ED4R 000727 2.20 o.029 ao017T57? [ E Lk EL ]
LRCLLY QLeMES52 QI5734 a.38 D. 560 . 0354604 . ORY430%
SRCLLE .ORradac  pOYe41T 0.3 0.6% 0154200 D23ILBe
CacLLE -%. 10e-D& . O000%36 -Q.17 D.ven 0001142 . QDBL0E
HRCLLP = . ETZISY L0707} “0.#1 0.420 19636 .00le%ee

[ F] R-F3%] 0] .2THLEAY .08 0._53% .BIIN0LE B 1YLT}YY
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Hausman Test for Fixed Effect and Random Effect Selection of the ROA Model

havsman Cixed

Coafficients
ib) {B} {b—-B} sqgrt (diagiV_bk-V_B))
21ixed £andom Diffareanca 5.E.

CAR . 002309 .0019541 0003149 0002983
LR .0341112 _OB9SE7T2 -~ . 024876 N AR 2Y1.19
SR -.0122362 ~. Q150303 .QO27542 .
OoR .00DO%A4 .oopp212 70000371 00010584

MR ~.000963% -.017%409 016977
CLLP .1163717 1399397 -~ . 023568 .
CARCLLP .0015988 0016040 -&.30e-04% .0DCc234%
LRCLEP .D15%57703 . 0149882 000783 .
SACLLP 001676 .0038686 -.002192& 0019652
CRCLLP 5 51e-06 -8 10=~086 .goglds 0000374

MACLLP -, 0483738 -. 05723587 .popas&21

b = consistent undsr Ho and Ha: obtained from xtreg
B = inconsistent under Ha, sffirient under Ho; obtained from xtreg

Test: Ho: differsnce in coefficients not systamatic
chi2{i1) = (b-B}'[{V_b-V_B})~(-1}] {b-8)
- 18 47

Probrchil = o.07i2
{V.b-V_ B is net positive dafinics)
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Fixed Effect Result on ROFE Model

Pixed-affacts (within} regressiom Huxbex of obs - 144
Group variskle: IO Nurbar of Jgroups b 12
R-5q: wichin = 0.35938 Obs par group: min = 12
betuveen = 0. 03587 avg = 12.0
ovarall = 0,53424 max = 12
Fi11,124) - 16.08

corriu_i, Xkl = -0,251% Prob > F = 0.0000
ROE Coet. Sed. Rxr. 1 Privi 145y Conf. Intervall

CAR -.0075106 . 0052059 -1.44 0. 151 -.017828 .00z787TE

iR -.1504704 . 1676503 -0.90 0.37 - 4823784 1814377

SR .DIIIHLE .O0T26581 0. 46 0.547 =-.1104992 L1771923

CR =-. 0000243 .QODE6AL -0.04 0.973 ~. 0013425 0012544

MR -.9956423 . 8196752 -1.92 0.0%7 -2 022457 .0%1212

CLLP -1 B&E1727 1.05569%8 -1.48 0.142 -3.65176 .52830867
CARCLLFP .D113657 .BDALTIE z.12 0.DoR .eD3091 . 0196404
LaCLLP -.1622372 .1390887 -1.17 0.248 - . 4375599 1131218
SACLLP .0888033 .D547663 1.57 0.120 - 0226212 1942277
CRCLLP _JapzZoss .00p3587 0.58 0.%65 - . Q005005 .0009118
HACLLP .9360104 a6 1.41 0.160 -~ 214644 1.20B268

_sohs 3.107228 1.454476 2.14 0.035 2277085 5_ 986744




Random Effect Result on ROE Model

Random-affatts GLS regrasssion thunbar of obs = 144
Group variable: ID Number of groups - 12
R~sg: within = 00,5921 Obs per group: min = 12
batween = 0. .DBES avg = 12.0
overall = 0.%45%0 M - 12

Wald chi2 {11} = 1588 .12

eorriu i, X} = 0 {assumec) Prob » chi2 =" 0. 0ooo
ROE Cont. Std. Exr. 5 P x| [95% Conf. Intervall

CAR -. 0084539 .OD&0415 -1.75% 0.oe1 -. 0179431 .DO10A53

- ~ . 0972738 .1418312 ~0.69 0.493 - . 3752579 1807102

SR . 0368307 .071%7 0.51 0.608 -.1040319 S1TTE923

oR - qog2422 00032898 -0.74 0.461 - . 0008887 .Oo04023

MR ~1.00440% . 5207303 -1.90 Q.0487 -2 . 040702 .0318831

CLLP -1.393013 1.05463% ~1.32 o.187 -3.460068 6740413

CARCLLR .0g%1791 .OD3E95T 2.36 g.Q18 0015437 . 0168146
LRCLLP ~ 1832673 L1378167 -1.3% 0,178 -.§547951 .DB4260%
SRCLLF .0723203 .052%03¢ 1.38 0.1689 -.0347418 1753923
ORCLLY .0001133 .O0028E4 a.40 0.692 - . gQg448 _OD0ET46
HRCLLP . 4904509 .3A7T92793 1.2% 0.1596 -.252882% 1.233865
_cons a.104894 1.486217 2.09% G.037 .19198621 &.017826
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Hauman Test for Fixed Effect and Random Effect Selection of the ROE Model

hauwmen {ixed

e CoRPREICLUNES -

-1 3 -3} sqrs idisgtV b~V B
fixned rendan Diffetence 5.5,

CAR - pO7818¢ - 009433% .ADON) 5D o01%13)
ia ~ 3304704 - G973738 - . 9531%¢é GR23859
BR ik k1) 1] 3368307 -~ 0GI4942 CLOETZ4
oR - gaonI43 ~ QO03422 Qop2179 0o0579%2

m - 3356429 ~3 . 004409 1087663
TLLF =1 5$1727 -1 3%013 - 1587134 i i3 58
CARCLLF 0113457 aDy1ITeL 21044 GoaIstd2
LACLLP - 3622572 ~ 1853423 Q230301 g200307
SRCLLP o#54033 $723203 .GLI483 CL53073
ORCLLE oU0205e Go01133 Be00323 BO02127
HRlLLP .B3IN104 . 43043%0% 463195 Q14790

b = consistent under He snd Ha: obtained from steeg
B = incvnshetans under Ha, efficlent undes Ho; obteined from wteeg
Teat: He: gifferente in cosfficiencs At systemetis
chil (11) & b-8) "IV _bV_B) " (10 ] (T}
a ~19%032 .43 ehid-i( = mooel fitted on these

data Fails O meer The asympitivic
assumptions of the Hauvsman tess,
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Panel Heteroskedasticity Test for ROA Model

., xttastl

Mcdified Wald tast for groupwise heteroskedasticity
in fixed effsct rsgressicn model

HO: sigmaii)*2 = sigma~2 for all §

chi2 {12) =  35023.26
Probrchil = 0.0000Q
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Panel Heteroskedasticity Test for ROE Model

. xttastd

Hodified Wald test for groupwise heteroskedascticicy
tn fixed effect regression model

HO: aigmal{i)"2 = sigma*2 for all i

chi2 (12) = 2535%.10
Prob>chi2 = 0.0000
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Panel Corrected Standard Ervor PCSE Regression for ROA Model

Linear regrassion, correlated panels corrected standard artors (PCSEs)

Geoup variable: D Nucher of obs = 144

Tirw wvarisble: YEAR Humber 4f groups - 12

Panels: corenlated (balanced) Ot par group: min = 12

Autocfrrelation: no autocorcelation avg = 12

max = 12

tatimated coverisnces - 78 R-squared = 0.31198

Estimated autocorrelations = a Wald chili{ll) - 21.401

Latimsted confficliancs - 12 Prob » chil - g4 .0333
Fanel-corcracted

ROA Coaf. Std. Erx. z FEIE 1 {988 Contf. Intexvall

CAR .0aL9941 alile]:§ 1 .22 ¢.026 .aoo23e6 . 0837497

LY .0589972 .QZ230%08 2.56 g.011 . 0137927 104186

j-4-8 -.41503403 .g129483 -1 .1& 0.247 -. 0404786 .Q1041eé

o .gaogziz .Qgag2z7 Q.94 o.350 -. 0000233 Q000687

HR - .0L79409 Q822139 -0.19 C.84¢6 -.19867&9 .16279%

CLLE 1399397 _1E84856 a. g4 0.401 =.1B83&E 4662495

CARCLLE .0a1e04¢ .qoaalaz L.97 g.040 .anoonigs .00313987

LRCLLE .Q149a8h82 0296734 .51 0.614 - .043173& Q731441

SRCLLP .Qo3eé8e .Q0TSaes 0.51 g.610 -.0110Q06 0187378

ORCLLY ~9.10a-06 .00002232 -0.33 0.69% ~ . Q000548 Q600363

MACLLY - 0572387 -G587501 ~0 . 57 Q.33 -.17T23838 0579124

_cons .0212085 .e8TTTS 0.08 0.934 —. 4838949 5265259
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Panel Corrected Standard Error PCSE Regression for ROE Model

Linear ragression, correlated panels corcected standaxd erzors {(PCSEs)

_eons

Group variable: ID Number of obs = 144

Tims variable: YEAR Hunbaer of groups - 12

Panels: correlated {balanced} Cbs per group: min = 12

Autocorrelation: ne mutocorrelation avyg * 12

mAX = 12

Estimated covariances - Ta R-aquarced = 0.5480

fscimaced autocorrelations = a Hald chiZ (11) = 49 .72

Extimated coefficients = i2 Prok » chil - 0.0000
Pansl-correacted

ROE Coaf. Stcd, Erxr. z Pz [95% Conf. Intervall

CAR ~-.Doe4539 0049618 -1.7D 0.0BS -.0161789 .p012711

LR -,0972738 .159288 -0.89 0.373 -.,311468% .116%208

SR .D3gR30QT7 048017 0.7 D. 443 - ON72825 .130944

OR ~ 0002422 . 0000946 -2.98 D.504 -.000447% 0000764

u ~1.00440% S 2310427 -3 .45 0.001 ~1.574042 4339761

CLLP -1.3%3013 .T69T689 -1.81 o.070 -2.901732 .11570€62

CARCLLEP .0Q9179L .0Q46143 1.99 0.047 .Q0G13%4 .0182229

LRCLLY ~.1882673 S14219¢& ~1.30 0.1%3 -.4639683 .0%34518

SRCLLP .0723203 . 0418388 1.74 0.082 ~. 0090942 .1537347

CRCLLP . 0001133 000133 1.10 0.273 - .0opoas2 .fo03188

MaCcLLP . 4504909 S2714688 1.81 0.071 -, 0415717 1. 1122554

3. 104894 . 8143307 381 g.o000 1.50849158 4.900953




Akaike's Information Criterion (AIC) and Bayesian Information Criterion(BIC) for

ROA Model

Akaike's infarmation criterion and Bayesian information ceiterion

Hedal, Cbs 1limall} 1l {model) daf AIC 21c

- 144 218 2982 226.531 12 ~429 . 061% =393 . 4242

Note: N=Obs used in calculating BIC, see [R) BIC notas
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Akaike's Information Criterion (AIC) and Bayesian Information Criterion(BIC) for

ROE Meodel

Akaike's information critérion and Bayesian information critarion

Hodel Obs ili{null) 13 {modal) af AIC b

144 -B2_ 68337 =17 .82214 12 59 64428 5. 28204

Nota: HN=Ubs used ino calculating BIC; ses [R] BIC note
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APPENDIX IT

POFULATION OF THE STUDY

S/No BANK
i Access Bank Plc,
2 §:coBank Nigeria Ltd.
F} Fidelity Bank Plc,
First Bank of Nigeria Plc
5 First City Monument Bank Plc.
6 Guaranty Trust Bank Plc.
7 Stanbic IBTC Bank Plc.
8 Sierling Bank Ple.
9 Union Bank of Nigeria Ple.
10 nited Bank for Africa Plc.
L1 'Wema Bank Plc.
12 Zenith Bank Plc
13 Heritage Bank Plc
14 Jaiz Bank Plec.
15 Unity Bank Plc.

Source: CBN Website, 2018
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