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ABSTRACT

The history of financial industry (banking) dates back to the colonia era
when the African Banking Corporation (ABC) was established in 1892, to distribute
currency notes of the Bank of England for the British treasury. The development of
this ABC or what was later on called British Bank for West Africa (BBWA) by
1894, later became Standard (SB) and subsequently First Bank of Nigeria (FBN) to
date, was informed by the colonial entrepreneurs who needed banking services to
back their trade transactions in Africa. And in the same vein, to address the credit
needs of antagonist, Nigerians later ventured into banking business initially through

private individua initiatives and later through government policy.

Problem of distress in the Nigerian financial industry (banking) as well as
outright bank failure dates back to 1930, when the first bank failure was reported.
Indeed between 1930 and 1958 when the Central Bank of Nigeria (CBN) was
established are twenty-one (21) bank faillures were reported or recorded. However
the degree of intensity and scope of the distress has never been as serious as has
been observed since June 1989 when government and other public sectors deposits
were withdrawn from commercial banks to Central Bank, in government's bid to
deregulate the economy under Structural Adjustment Programme (SAP). This
directive, exposed the weak financial conditions of most of these banks, thus
increasing the number of distressed banks, and the severity of the distressness. This
distressed condition has been traced to a wide range of causes some of which
include, macro-economic shocks/instability, effects of financial reforms, changes in
prudential regulations and how the authorities of the affected countries respond to

crises, as does Nigerian authorities.



Since 1987 when the then government initiated a wide range of reforms
amed at promoting efficiency in the Nigerian financial industry, various write-up by
the relevant supervisory and regulatory agencies (CBN/NDIC) were collected and
analysed for this study. That is both CBN/NDIC quarterly and economic review
publications, journals and some public dailies (newspapers) were the sources and
methods used in bringing out this study right from 1989 to date. All these materials

are what constitute secondary data that make possible the compilation.
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CHAPTER ONE

1.0 INTRODUCTION

The establishment of modern financial industry, (banking) in Nigeria dates back
to the colonial era when the African Banking Corporation (ABC) was formed in 1892
to distribute currency notes of the Bank of England for British Treasury. Colonial
entrepreneurs who needed banking institutions services to back up their trade encouraged
this development. Later, indigenous entrepreneurs ventured into the banking business,
initially through private individual initiative and later through deliberate government

policy.

1.1  STATEMENT OF THE PROBLEM

The problem of distress in the financial industry, (banks and other finance
institutions) including outright bank failure has been a general world-wide phenomenon.
In Spain, between 1979 and 1982, twelve (12) out of one hundred and ten (110) banks
were in crises. United States of America (USA) experienced savings and loans crises
in 1979 and banking crisis in 1982. That is between 1979 and 1982, 1,506 Thrift Banks
merged, 111 terminated and 65 liquidated. United Kingdom (UK), tasted these bank
crises between 1973 to 1976 when 18 “Fringe Banks” were reconstituted or merged into
other compa:ﬁés and 8 of the Banks were liquidated. Other countries that have
experienced distress in the financial industry and outright bank failures include,
Columbia, in which between 1982-1987, 6 out of 26 banks collapsed. Chile between

1985 and 1987, confirmed 13 out of 25 domestic banks failed. The story is not all that

smooth in Thai where 5 banks went under between 1983 and 1987. While Philippine

/ﬂ \.\%&,-ﬂ"““ \



second USA in the number of failed banks recording about 182 failed banks between
1981 and 1987. The story in Malaysia was that about 10.4% of the country’s total
deposit was affected in what could be termed loss beiween 1985 to 1988. Lastly in
foreign scene, Guinea, confirmed 6 government owned banks were closed down and
others like that.

In Nigeria the issue of failed banks dates back to 1930. Indeed between 1930
and 1958 when Central Bank of Nigeria (CBN)was established over 21 banks were
recorded failed. However, the degree, the intensity and the scope of the distress has not
been as serious as observed since June 1989. This could partly be due to the withdrawal
of Federal Government's deposit from commerciai banks to Central Bank. This indeed
exposes the weak financial positions of most of these. commercial banks and since then
the number of distressed banks (institutions) and severity of distress problems have

progressively increased.

12 THE OBJECTIVE OF THE STUDY

Since 1986 when the word distress raised its monster head amidst the players or
the operators in the Nigerian financial industry (l;axxks) various ad-hoc distress resolution
strategies have not been able to achieve significantly the desired objective, in terms of
safety, soundness and stability in the industry. It is however hoped that at the Cﬂd.:of
this thesis, one will be able to objectively determine the real causes of the current
distress in the financial industry, thereby reassessing vatious distress resolution strategies
already embarked upon, and try to develop a more comprehensive framework for prompt
and efficient resolution of the crisis. It is also aimed that the following specific

objectives would be addressed:-



) Undertake a comprehensive review of the developments in the industry,
particularly during the period 1986-1994 for necessary insights into the
operation of the industry.

ii)  Assess the extent and the depth of the distress situation in the industry.

iii)  Objectively determine the causes of the present distress condition in the
industry,

iv)  And based on findings attempt to propose a comprehensive and effective

policy package that would ensure a comiprehensive resolution of the

distress problems in the industry.

1.3 SCOPE OF THE STUDIY

For the purpose of this research studies, we by coverage, defined financial
industry to include all financial agents whose operations and or transactions determine
the financial flows (from savings surplus to savings deficit) of the economy. Or
operators at both the short-end (money) and long-end {capital)} segments of the financial
market. Speciﬁcally they include the banks (commercial, merchant, community and
People's Banks.of Nigeria) the non-bank financial institutions (ﬁnange houses, primary
mortgage institutions and insurance companies) and the capital market operators (stock
brokers, issuing houses and investment companies). The scope however is defined by

the issues examined, which are limited by the'overall objectives stated eatlier,

1.4  SIGNIFICANCE OF THE STUDY >
The distress in financial industry is a global phenomenon seen or witessed in

countries like USA, UK, Chile, Columbia, Malaysia and Philippines to mention but few.

3



the resolution and or rehabilitation strategies adopted by these countries that solved
distress problems are brought to ot#r finger tip with the aid of computer and even by
expertise and or even academic study groups, associations, or relationships.

The Niéerim financial industry distress is far from being resolved despite
relentiess efforts by both the government the supervisory and regulatory agencies
Nigerian Deposit Insurance Corporation (NDIC) and Central Bank of Nigeria (CBN)
respectively. Based on this problematic distress issues and the complexity of Nigerian
society I felt interested to significantly undertake this research work using the objective
of the study precisely to achieve or propound a further resolution and rehabilitation
strategies not only for the purpose of this academic environment but for further

ensuring, safety, soundness and stability in Nigerian eccnomy at large.

L5 RESEARCH METHODOLOGY

Since the study is empirical in nature, efforts would be made to provide a
comprehensive picture of the nature, causes, extent and depth of the distress condition
in the industry, using only secondary data due to the time constraints on this thesis.
Those secondary data include all categories of banking institutions, reports, their clients
both (corporate and individual and the governments) B:S well as their various supervisory
and regulatory agencies. that is basing the data on most articles, joumals, annual reports
and guarterly publications from the following authorities or institutions.

1) Central Bank of Nigeria (CBN) 3

2) Nigerian Deposit Insurance Corporation (NDIC)

3) Federal Mortgage Bank of Nigeria (FMBN)

4) Nétional Board for Community Bank (NBCB)

5 National Insurance Supervisory Board (NISB)

4



6) Securities and Exchange Commission (SEC)

7 Nigerian Stock Exchange (NSE)

In this wise, we will clearly and reasonably give a modest description of the
causes of distress, review some theoretical underpinning on measures and concepts of

distress in the financial system, generally peculiar to banks.

1.6 LLMITATIONS OF THE STUDY

Assessing this topic of study, (Distress in the Nigerian Financial Industry, An
Empirical Analysis) in its entirety it iooks global in nature. And to be able to
objectively address the issues involved considering various operators (banks/financial,
institutions) in this industry a pretty length of time, a huge amount of money and both
technical and or academic consultancies should be handy.

By limitations, this thesis is an academic exercise. That is time and cost are not
to the advantage of this research work, since the whole concept of this study is pegged
at one year. As such I will limit my research to various submissions by academicians,
professionals and consultants aimed at resolving this global issue of distress. Both
government and her agencies {NDIC and CBN) are not left out on their numerous
publications on the same subject of this discussion or write-up.

A further justice is hoped since the whole thesis, that is chapter one introduces
the topic in its entirély, chapter two reviews the literature on concepts, chapter three
gives a general overview of the industry, chapter four presents and analyses the data and

chapter five sumnarises the findings, recommends and conclude the study.

1



CHAPTER TWO
:
2.0 LITERATURE REVIEW ON CONCEPTS

21 INTRODUCTION

This chapter highlights some relevant theoretical and empirical studies aimed at
prtoviding an analytical framework for the study of distress in the financial industry.
Unlike issues as investment, interest rate, demand for credit and risk analysis, to
mention a few, that have received a great deal of attention from economic and financial
analysts world-wide, there is generally, a dearth of materials (theoretical or empirical)
for analysing distress, since most analysis of the performance of financial institutions
are dope on micro-basis, using optimization models in most cases. Recently studies by
West 1984, Platt and Plat 1990, Crouthy and Galari 1991, and Espahbodi 1991 on early
warning models for distinguishing between “hLealthy” and “unhealthy” financial
institutions, are also being used in analysing distress in the financial system. In Nigeria,
studies by Jimoh 1993 and Nyong 1994, have helped to establish formal empirical bases
for analysing distress. It is upon these studies this thesis wished to further develop an .
analytical framework capable of explaining the causes of distress. However, efforts will
be made to define distress, how it is measured and some available resolution strategies

and measures.

22 EVOLUTION OF FINANCIAL INDUSTRY

Going by existing literature, critical developments in the evolution of the
Nigerian financial industry (banking) could simply be classified into the following four

phases:



a) The Era of Free Banking 1892 - 1951:- Conunecrcial banks catne first on the

scene, thus making the early stages of Nigerian financial industry synonymous with
commercial banking, However, the added dimension in the Nigerian case was owing
to our colonial heritage, the pioneer commercial banks were not only foreign éﬁgin, but
the banking system was designed to facilitate colonial business int¢yests of commerce,
as against direct investment in productive activities. This period is usually referred to
as era of “free banking” or “banking boom” because, apart from the complete absence
of any laws gdverning the establishment and running of the banks, the setting up of
banks was not related to the capacity of the economy to effectively absorb the sharp
growth in financial assets. Most of the banks were hurriedly established and also went
into voluntary iiquidation or closed down by the police hurriedly.

As early as 1892, African Banking Corporation (ABC) was established. In 1894
ABC operations was taken over by British Bank for West Africa (BBWA) which later
became Standard Bank (SB) and subsequently First Bank of Nigeria (FBN). Later,
several other foreign and a host of indigenous banks were established. These indigenous
banks came up initially based on nationalistic consciousness rather than the existence
of relevant resources like skilled manpower and capital. Hence, these indigenous banks
collapsed in rapid succession due to inadequate capital, fraudulent practices and bad
management (Okigbo 1981). the few known non-bank financial intermediaries in
existence at that time included the Post Office Savings Bank, Lagos Building Society
(later known as Federal Mortgage Bank of Nigeria {BMBN}), Federal and Regional
Loans boards; Cooperative Societies and thrift institutions. Characteristic of this era is
the complete absence of any legislation to guide both the operations and orderly

developments of the financial industry,



b) Emergence of Banking Regulation 1952 -1958:- The rapid rate of bank
failure led to the first efforts directed at regulating the banking system, thus enabling
banking ordinance in 1952, which represent also the watershed between the era of
experimental and extreme laissez faire banking and that of mnodern banking. The
Ordinance provlided for licensing requitements as well as procedures and standards for
the conduct of banking business. It prescribed prudential requirements for capital and
reserves. the major success of this Ordinance were the limitation of banking business
to establishment holding valid licences, prevention of the establsshment of unviable
banks, and the introduction of more orderly commercial banking practices, even though
it did not prevent the collapse of badly managed barks.

c) Ema of Consolidated Growth following the Establishment of the Central

Bank of Nigeria 1959 - 1985:- The appreciation of the developmental role of a stable

and efficient financial industry was demonstrated by the concerted efforts to h_gve a
central bank despite the reluctance of the colonial authorities. The CBN Act was
enacted in 1958 and the bank started operations in July 1959. The CBN introduced
short-tetm government instruments (Treasury Bills) in 1960, aimed at ensuting an
orderly development of Nigerian economy, in addifion to its traditional role. This
treasury bills also supplement commercial papers already in the market thereby
encouraging the development of money market. Call money scheme introduced in 1962,
to aid banks, liquidity management, treasury certificates in 1968, certificate of deposit
in 1975 and bankers’ unit funds and stabilization securities in 1976.

On capital market, CBN plays a two-fold role, ensuring the mergence of thcr
securities market (primary and secondary markets) and promoting the establishment of |

development banks. In 1960 Lagos Stock Exchange was established, or constituted into

8



Nigenan Stock Exchange in 1977 with branches in tbadan, Kano, Kaduna, Port-Harcourt
and Onitsha, Trade in both government long term securities, shares and debentures of
public companies boosted. The other integral part of capital market was the
development of development institutions like Nigerian Industrial Development Bank
(NIDB) in 1964, Nigerian Bank for Commerce and Industry (NBCI), Nigerian
Agricultural and Cooperative Bank (NACB) both in 1975 and the Federal Morigage
Bank of Nigeria (FMBN) in 1977. Some regional companies like Northern Nigerian
lnvestment Limited, Fastern Nigerian Development Corporation and Odua Investment
Limited came into existence. Nonh-bank financial institutions seen in this era are
Nigerian Providént Fund (NPF) now Nigerian Social Insurance Trust Fund (NSITFE) in
1961. It should be noted that Banking Ordinance was reviewed in 1992 and this led to
enactinent of the 1969 Banking Act. And these together with Company Act 1968,
constituted the legal instruments guiding the banking system. It should be noted that the
1968 Companies Act was subsequently replaced in 1991 with Companies And Allied
Matters Decree after - carefully appraising the current trends in the corporate existence
of companies i;'l order to fit into international legal scene. Capital Issues Comunittee
was established in 1962, and latet became Commission in 1973 and Securities and
Exchange Commission (NSEC) in 1978. The SEC, served as the apex regulatory

institution for the capital market while Nigerian Stock Exchange (NSE) remained an

important, self-regulatory organ in the capital market.

The Nigerian financial industry retained these characteristics up till 1985 when
minor fine tuning was done in response to both domestic and international macro-

economic developments, like the indigenization of the Nigerian economy including the

9



financial sector. This however led to the demise of the purely foreign banks as well as
a new generation of private banks.

d} Era of Financial System Dcrgguiation 1986 to Date:- Following the

adoption of Structural Adjustment Programme (SAP) in 1986 some major structural
changes were witnessed in line with severe distortions that characterized Nigerian
economy since 1982, The central focus of this-economic teform programme was
dismantling of the controls in the economy including financial sector that will play a
pivotal role in .-the reform process. Most significant policy changes were witnessed apart
from the introduction of measures and instruments to deregulate baﬁking practices, the
techniques and. the range of products offered by the industry that also changed. The
major objective of deregulation of banking industry was to enhance, economic efficiency
and effective r{;source allocation through service-driven competition, improved quality
and spread of banking services, The key measures introduced include:

i)  Relaxation of the conditions for licensing new banks which led to
phenomenal growth from 41 in 1986 to 119 by 1991 and number of non-
banking institutions also increased; resulting in several chailenges thereby
forcing government to put embargo on licensing new banks in April,
1991.

i) The introduction of Inter-Bank Foreign Exchange Market (IFEM) and
Foreign Currency Domiciliary Accounts. It should be noted that large
exchange rate premium between the official and parallel markets

provided great incentive for the establishment of new banks. This made

many people who had no business in hanking to become bank owners

and directors.
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iii)  Interest rate dereguiation resulting in unprecedented rise in lending rates
which was a disincentive for long-terin investment but encourages
significant increase in savings mobilization.

iv)  The establistunent of the Nigerian Deposit Insurance Corporation (NDIC)
By Decree 22 of 1988, New CBN, Banks and other financial Institutions
(BOFI) Decrees2} and 24 of 1991 were welcome development. NDIC
was to safeguard customers deposit and promote banking stability, while
CBN was to promote banking stability, while CBN was to strengthen the
regulatory and supervisory capacity to banks. It is worthy of noting that
in April 1997, Central Securities Clearing Sys}em (CSCS) was
established as a settlement and custodian mechanism to enhance the
delivery and settlement period.

v) Licenﬂg of discount houses to enhance efficiency in money market
operations and reintroduction of stabilization securities as instruments for
checking excess bank liquidity were done, .

vi)  Open Market Operations (OMOQ) was introduced to influence level of
liquidity in economy in place of inefficient direct control through credit
ceiling. Also in place is inter-bank settlement system, to enhance market
transactions and efficiency in payments.

vii)  Finally, the Failed Banks (Recovery of Debts) and Financial Malpractice
in Banks Decree 18 .of 1994 was in place to sanitize the financial

services industry.
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Insolvency refers to a condition in which the sum of assets of an institution is
less than the sum of its liabilities, a situation which prevents it from honouring its
obligations to depusitors and other shareholders. Hliquidity, on the other hand describes
the problematic cash-flow position of & firm. It is important to note that a technically
insolvent bank could remain sufficiently liquid long after it became insolvent, especially
if it has a large and stable deposit base. A bank could run into liquidity problems as
a result of mismatch between the maturity profiles of its assets and liabilities. Hliquidity
if unassisted by monetary authorities, can turn into insolvency if the institution has to
sell its assets at distressed price or pay above market rates on deposits in a desperate
scramble for liclluidity, (Glaessner and Mas 1995),

Distress in the financial industry will occur when a fairly reasonable proportion
of financial institutions are unable to meet their obligations to their customers, owners
and the economy as a result of weakness in their financial, operational and managerial
conditions which rendered them either illiquid and or insolvent, Thus, financial industry
distress can be described as a situation in which a sizeable proportion of financial
institutions have liabilities exceeding the market value of their assets which may lead
to runs and other portfolio shifts and eventual collapse of some financial firms. Better
put, distress is a sharp reduction in thc valué of financial institutions’ assets, resulting
in apparent or real insolvency of many financial institutions accompq{aied by some runs
and possibly the collapse of some institutions (Federal Reserve Ban;c of San Francisco
1985).

24 THE CAUSES AND MEASURES OF DISTRESS

The Causes: The issue of the causes in the financial industry of an economy is

an empirical one. This was Balinio’s (1991) observation when discussing banking crises

L
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in Argentina, Chile, Malaysia, The Philippines,spain, Thailand and Uamguay. That “the
diversity of experiences with distress owing to cross-country differences ih macro-
economic conditions, the regutatory framework, the intensity of the crisis and the
approaches used to deal with it, makes it difficult to generalized and develop stylized
descriptions or standardized prescriptions”. However, available literature has identified
a long list of potential causes of distress to include; weak management, inadeqt:ate
capital base, fraudulent and corrupt practices of owners and managers, poor asset and
liability management, macro-economic instability, political and interference and
inadequate legal framework and structures. Others include delayed supervisory action
towards insolvent institutions economic recession and inadequacy of the regulatory
framework. Analyzing.distress in some developing countries, researchers identified
causes to include, macro-economic shocks, instability, effects of financial reforms,
changes in prudentiaf regulations and the authorities response to crises. For instance,
it was discovered that in Argentina, Chile Malaysia, Japan, Thailand and Uruguay, the
crisis periods were closely Iassociated with periods of strong reductions in real output,
down-turn in investment, adverse external shocks and balance of payments difficulties.
It should be appreciated that the effects of the overall macro-economic problems on
financial distress are of varying degrees, what is established is that it is difficult to
separate distress in the financial industry of a country from the severity of the recessions
witnessed by tllle economy (IMF 1991), because it is only resilient economy that can
provide the primary guarantee for stability in the financial system. This position was
corroborated by Balino (1991) while analysing Argentina banking crisis that the main
cause was the deterioration that stemmed in patt from developments in the general

economic environments and their effects on business conditions.
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On the issue of the financial sector reform and distress it is difficult to establish
causality between the two. Like in Argentina, Urugnay and Chile, their financial
industries reform was between mid and late 70s while distress in their financial
industries was'in early 1980s. In Spain, it was between 1977 and 83, Philippines it was
in 1981 immediately after the deregulation of the financial sector. This howaver shows
that the analysis of relaticnship between the refotm and distress reveals the u_nderlying
macro—economilc environment of an economy. That is, weaknesses of distress
institutions started well long before noticed by supervisory agencies as it was usual for
distress institutions to conceal relevant information about their true financial condition
(de Juan 1987 and Long 1988).

Deregulation lead institutions with vulnerable liability structures to engage in
distress borrowing which typically leads to serious difficulty problems of individual
institutions, aggravating the financial crises of the financial system. Hence, where the
sequencing of financial reform does not accord the required priority to the existence of
an appropriate macro-economic environment and supervisory and regulatory apparatus
to match the likely developments in the system after deregulation, distress may quickly
occur {Banco Central de la Republic Argentina 1380), World Bank 1993, Esi:abhodi
199, Ologun 1994, CBN 1993, Gomos 1994 Ebhodagbe 1993, and Nyong 1994 opined
detailed expositions on the causes of distress.

In Nigeria some of the above factors have been identified as possible causes of
distress in the system, however, no consensus on the effecl of the regulatory factor.
Gomos 1994 deduced that the primary responsibility of ensuring a stable and healthy
financial system is vested in the CBN and CBN Decree 24 of 1991. By this reasoning

the effectiveness of the CBN in the discharge of this responsibility can be assessed vis-
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a-vis the prevailing financial condition of the operators in the system. The CBN
however absolved itself of blame saying that the affected banks were victims of
institutional factors like inept management, board room infighting, guessed and
unprofessional practices. The 1991, BOFI decrees permits CBN to take prompt and
decisive actions and to provide clear guidelines for sound safe and efficient financial
system. Undue bureaucracy and political interference made timely intervention by the
apex institution very difficult, since the alternate decision on what and when to do it
with the distressed institutions rests with the president. This limited the effectiveness
of the provistons of the two decrees.

Thus, what constitute the matrix of factors that cause distress in the Nigeﬁa.n
Financial industry can only be empirically determined. This is so, since most early
work on, distress used cross-sectional data to analyze, the effects of many of the above
mentioned causes like regulatory, economic and political factors could not be directly
captured, but not that they (factors) infiuence the operational results of the banks on
which the performance ratios were computed. For a detailed policy oriented study of
distress it is necessary to complement the analysis based on the use of secondary data
with a survey ‘(’]f affected institutions to empirically establish causes of distress. It is
noted that the response of researchers faced with cross tabulated data is to ccgnpute chi-
squared test of independence for each sub-table. This procedurs is fraught with problem
and don’t normaily result in a systematic evaluation of the relationship among the
variables. The classical chi-squared also don't provide estimates of the effects of the
variables on each other, its application to tables with more than two variabies is
complicating. Regressicn analysis and analysis of variance (ANOVA) techniques also

don't help matters for categorical data where observations are not from population that
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are normally distributed with constant variance. A special statistical techniques called
long-linear model is formulated for the analysis of categorical data (Hubennzgn 1978 and
Bishop et al 1975). The models are useful for uncovering the potentially complex
telationships among the variables in a multi-way cross-tabulation.

The Measureg:- Sinkey 1980, West 1985, Egbhodaghe 1993 and Nyong 1991
all agreed that, the categorization of a financial organisation as a “problem” or
“distressed” institution is usually based on the CAMEL (Capital Adequacy, Asset
Quality, Management, Eamings and Liquidity) rating systemn. Under this the regulatory
and supervisory authorities assess a financial institution’s performance in the five above
mentioned areas, based on the development of appropriate financial ratios. According
to Ebhodaghe, 1993, a financial imstitutions in distress is usually one where the
evaluation depicts poor condition m all or tnost of the five following performatice
factors namely:-

a) Gross under-capitalization in relation to the level of operation

b) High level of classified loans and advances

c) IHiquidity reflected in the inability to meet customers cash withdrawals

d) Low earnings resulting from huge operational losses

e) Weak management as reflected by poor credit quality, inadequate internal

controls, high rate of frauds and forgeries, labour turnover etc.

In using these parameters, the financial institution is assessed against some
standard benchmarks like minimum capital inadequacy ratio and ratioc of non-
petformance credité 1o shareholders’ funds in order to be able to make proncuncement
about the health status of the institution when these ratios deviate negatively from the

predetermined critical level, the institution is said to exhibit symptoms of distress. It
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thresholds to describe the level of distress. For instance, institution that has not met the
minimuim capital adequacy ratio of 30% and liquidity ratio of J0% specified in 1999
budget, may have manifested some symptoms of distress without providing a good
measure of extent of distress. Consequently, to make for a more effective measure of
distress using CAMEL parameters a weighted“average approach is under developmental
consideration, in which the weighted parameters sum to unity or 100%. There exist
some reasonable degree of agreement on the critical indicators of good and bad banking
practices. That is the proportion of banks total assets that is income generating (eaming
assets) is universally accepted as an indicator of its asset quality. Although
complemented by an indicator of the proportion of deficient credits in the banks credit
portfolio which is a subset of the eaming assets, which constitute the single largest
chunk,

The measure of asset quality can be combined in a manner reflective of this
complementarily and bE; appropriately weighted. Thus the arbitrariness will be narrowed
reflecting predominant peculiarities of each country. ‘The general consideration in this
wise informed the weighting of CAMEL parameters and explains the variations observed
across countries using such rating. Recently CBN/NDIC jointly initiated rating systems
for banks in order to classify them as shown below, given their composite scores.

TABLE 1
CLASSIFICATION OF BANKS BASED ON THE PROPOSED RATING SYSTEM

CLASS COMPOSITE SCORE (PERCENT) RATING
A 86 - 100 Very sound
B 71 -85 Sound
C 56 -70 : Satisfactory
D 41 - 55 Marginal
E 0-40 Unsound

This table above shows the Tange of composite scores for each rating, and if a
threshold is agreed upon, it could enable the authorities determine those banks that
are distressed whether marginally or terminally. The details of weights and the
financial ratios used for assessing each CAMEL factor are shown in table 2 that

follows:
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TABLE 2 - [ — . R I_
T PROPOSED FACTOWCOMPONENT WEICHTS  —

Compuoncnt Total
Factor Componeni Weight-% Weipght %
Capital (a) Capital 1o Risk-
Weighted Asscis
Ratic 15
(b)  Adjusted Capilal
Ratio 5
(¢} Copital Growth
Rale 5 25
Asset {a)  Non-performing L
Quality Risk Asscis {0 . '
"~ Total Risk Assels 15
(L}  Reserve for Losses
(0 Non-performing : : A
Risk Assels 5 . i

(#) Non-performing Risk
' Assels to Capital and

Rescrves 5 25
Muanagement (3 CAEL/S 5
(b  Compliance with
Laws and '
Regulations . 10 15
Earnings ()  Profit Before Tax
to Total Asscts 5
: ' (b)  Total Expenses to
: Total Income -5
{c) Nl Interest {ucome
o Total Earning 3
Assels 5

(d) Mnierest Expenses
to Toial Taring
Assels 5 20

Liquidity (@) Liquidity Rago 1o

(L)  Net Luans and
Advances 1o Total
Depaosils ., 5 - 15

Total I 100 ?
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Table two is self-explanatory, except "management factor that is based on their
petformance in other factors. Management factor is the sum of weighted scores in other
factor divided by 85 showing a weight of 5, because, management quality is reflected
in the other factors and that the quantitative indicators of management performance can
fit into one or more of the other CAMEL factors. Augusto and Co has also shown
strong initiative in developing rating system, using a group of financial ratios to measure
banks performance in respect of certain factors, summing to 100% and using composite
score to rate banks, The main object of this is to assist bank counterparts and depositors
assess the risk involved in doing business witly these banks.

TABLE 3

AUGUSTO'S RATING SYSTEM IN CLASSIFYING BANKS

CLASS COMPOSITE SCORE RATING
(PERCENTAGE)

i. At least Superior risk

i, 70 - 79 Good risk

iii. 60 - 69 Acceptable risk

iv. 50 - 59 Deterioratingfweak risk -
v, Less than 50 Very weak risk

vi, - — | Unclassified

SOURCE: Augusto & Co. 1994/CBN-NDIC October, 1995.
Note that the unclassified risk is in respect of the banks on which timely or

adequate information could not be obtained, for meaningful analysis and rating.
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TABLE 4
AUGUSTO'S FACTORS & ASSIGNED WEIGHTS

COMMERCIAL MERCHANT

BANKS BANKS
Capital adequacy 10 15
Track Record & Profitability 10 ﬁj
Asset Quality 25 24
Liquidity/Liability
Generation - 15 15
Market share 10 . 5

SOURCE:  Augusto & Co. 1994,

Different factor weights are assigned to capital adequacy and market share for
commercial and merchant banks as shown above. The important points of departure in
these two initiative are in respect of:

i) The factors, their component ratios and weights

ii) The treatment of the main equipment factor.

As already mentioned, there exists a consensus on the critical factors to consider
and to a reasonable extent, on the relevant financial ratios. Disparities seen are in factor
weighting and component weighting. It should be kept in mind that the bases for
assessing and probably improving on these initiatives are:-

i)  How comprehensive these factors are in capturing good banking practices
ii)  The complementarily of the components in adequately assessing the
factors

iii)  The complementarily and analysis of the qualitative variables under the
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management factors.

Table four shows the Augusto’s model factors. The Regulatory Authority Rating
Model (RARM) uses CAMEL factors. This coincide with former except market share
that is more useful in macro-analysis of the market structure. This factor may teveal
the market resilience of individual bank and the extent to which a bank can take the
market for a ride”. In Nigeria it is believed that big anl clder banks are safer rightly
ot wrongly, and this make market share a critical factor for the Nigerian environment.

On point (ii) above, it appears the RARM proposal is superior to the Augusto
model and should be preferred. Also it is believed that the RARM %roposal for scoring
component factors reflect monetary authority’s opinion and ex;neriences of what
constitute good banking practices, with Nigerian peculiarities and global supervisory
standards. Lastly, management factor in private initiatives is very helpful in two ways.
First, use of questionnaire asking for information on some critical but qualitative aspect
of management, like in Malaysia that have adopted this approach for assessing
management. Such questionnaires are administered once or twice yearly to capture any
changes in the results during rating period. Second, by capturing relevant qualitative
management factors, it provides a more valid basis for the assignment of a higher
weight as done in Augusto Model, since management is universally accepted as critical
factor while difficulties associated with its assessment compelled a not-so-high weight
for it. There is sirong merit in adopting Augusto model. Furthermore, the various
financial ratios used in computing the composite score rating would be a veritable set

from which significant discriminating variables for more rigorous analysis of the distress

phenomenon could be selected.
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26 EARLY WARNING MODELS FOR IDENTIFYING POTENTIALITY
DISTRESSED BANKS

The achievement of are appropriate balance between risk taking and the
preservation of comforiable margins of safety with respect to earnings, capital and
liquidity is a goal, that bankers and regulatory authorities have a vital stake in pursuing.
From this point of view. it should be recognised that bank regulators wished to achieve
this balance through an off-site analysis programme and on-site examinations which
provide accurate insight into developing as well as actual problems in banks. It has
however been observed that financial deterioration typically does not occur overnight.
A decline in components of CAMEL as reflected in poor intemal control and auditing
procedures devé]op over a period of time. Regular schedule bank examinations by the
supervisory agencies would uncover these adverse development, since these agencies
depend in part on the results of on-site and the banking system as a whole. On-site
examinations are expensive, and scheduling is often difficult. Examining healthy or
sound banks frequently means wasting valuable resources and not examining problem
banks often enough possibility of failure #; may increase,

There are varieties of multivariate statistical techniques that can be used to
predict a binary dependent variable - a problem (vulnerable, weak and or distress) or
non-problem bank from a set of discriminatory independent variables. Multiple
regression dnalysxs and discriminant analysis are two related techniques in this regard,
but as noted by Altman et al (1991) and Eisenbeis (1577), these tdchniques pose the
following difficulties when the dependent variables follow a binary choice model:

i) If it can have only a binary choice, the assumptions necessary for

hypothesis testing in regression analysis are necessarily violated. For
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example it is unreasonable to assume that the distribulgon of error terms
is nommal.

ii)  Predicted values cannot be interpreted as probabilities, since they are not
cénstrained to fall in the inferval between O and 1.

'iii) Linear discriminant analysis does ailow direct prediction of group
membership, but assumptions of multivariate normality of the
independent variables as well as equal variance-covariance matrices in
the two groups, are required for the prediction rule to be optimal.

Traditionally, it should be heid that one maximum unlikelihood estimation

technique (MLE} that is appropriate for binary choice problems such as classifying
banks into problem and non-problem groups, is the logit model. This rhodel has been
tested extensively, by experts like Pastence and Rulamd (1986) Odedokun (1995} and
West (1985). l'l‘he objective of this logit model is to determine the conditional
probability that a bank will fail, given a set of derived balance sheet ratios if all or most

of the following signals exist:-

a) Negative or very low net interest margin

b) Inadequate cash reserves or readily mark:table assets to cover short terin
liabilities

c) Negative capital and or reserve balances

d) Abnormally high asset delinquencies (inctease or non-preferring loans)

¢}  Large volume of volatile deposits

f) Paying rates of interest on deposits or inter-bank takings are more than

peer group {distressed borrowing)

24



g) Negative Routine examination comments

h) Management disagreement with examiners finding always

i) High staff turnover

i Inadequate loan or credit policies.

As stated earlier, one objective of logit model is to determine the conditional
probability P; that the i" bank will fail given a set of K derived balance sheet ratios x;1,
X2 ... X;k for that bank. The model could be expressed thus:

Let Y;, Y; ... Y, be independent binary response variables whose probability
functions P, , P,.... P, satisfy the equation:

The equation:

Log _P =ao+i+ajxij .................. (0
1-P H

where i = 1, 2, .... n and P, is given by

1R I @)
1+C+P (-B)

. .
with B, definedas =d, + 2 ai Xij cevverrerenee. 3)

I

Kl

Note that the coefficient a, (j = 1, 2, ...n) measures the effects on the odds of
failure of a unit changes in corresponding independent variables. The logit model (2)
tends to be more preferred to a set of competing alternatives by researchers, especially
as a unhique maximum always exists for the logit model, and aitmost any non-linear
estimation routine will find the estimated parameters of the model. Specially,
parameters of equation (2) are estimated by maximizing over the as the log likelihood

functions.
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L=% Y,log ®+Z (1-Y) Log (1-P; ....... (4)
S ¥

Espabhodi 1991 developed and tested Logit models that could aid regulatory
agencies as well as bank examiners in identifying potential failures in the United States
banking industry. Recent studies in Nigeria, particularly by Jimoh 1993, and Nyong
1994, made use of the Logit model to investigate the predictability of bank failure using
publicly available data for commercial and merchant banks. Furthermore, Nyong 1994
combined commercial aﬁd merchant banks data in the estimation of the model
parameters. In view of the Banks' operational uniquzness, merchant banks, not aliowed
to catry out certain commetcial banks functions this study developed separate models
for the two types of banks using 1993 data to capture varying operational characteristic.

A bank may be classified as weak or sound based on its conditional probability
P, of failure, that is classified problem bauk for that baunk is greater than an optimal cut-
off point CCP V2 or .5 as used in this study, to report both the estimation and validation
Tesults.

CCP = R OES i (%)

For the purpose of utilizing the models, individual decision ma.kers should select
a cut-off point that is consistent with their decision.. It is also importaat to note that the
models don't intend to classify banks into those expected to fail or not, but to aid
regulatory authorities (CBN/NDIC) identifying potential problem barbks. The model may

be used to assign a probability of failure, and rank the banks in terms of their

probabilities of failure. Banks with the highest probabilities of failure can then be

accorded immediate attention or supervision by both CBN and NDIC.

»
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2.6.1 TECHNICAL CHARACTERISTICS OF DISTRESSED BANKS

Both CAMEL rating system and RARM mode! resolved that an attempt to
designate banﬁ as a “problem” and or "distressed” calls CAMEL and RARM component
testing. In addition RARM include market share in order to reveal the market resilience
of individual bank and the extent to which the bank can take the market for a ride as
stated earlier. Based on these parameters appropriate financial ratios are also developed
in order to accurately depict the condition of the bank under consideration. A bank in
chronic stage of distress is usually one that showed after evaluation all or most of the |
following symptoms:-

1) Gross uﬂder-capitalization in relation to the level of operation

2) High level of classified loans and advances
3) Iliguidity reflected in its inability to meet customers’ immediate or daily

cash withdrawals

4) Low eamings resulting from huge operational losses

35) Weak management as reflected by poor cradit quality, inadequate internal

control, high rate of frauds forgeries and labour turnover.

For example, using adjusted shareholders fund data, a bank whose ratio of the
adjusted shareholders funds to total assets is negative, may be declared technically
insolvent or distressed. If on the other hand the ratio r2mains negative for a period of
one year or extremely low, during the period under revizw, the distress may actually be
chronic, signifying the low or high degree of under-capitalization for the banks level of
aperation.

Other ratios used include, loans to deposit ratio (1.DR) liquidity, average liquidity

ratio (ALR) ratio, classified assets as a proportion of total loans and advances. It is
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important to n&c that while four of the CAMEL components were significant vatiables
in the case of commercial banks, only capital adequacy, asset qaality and liquidity
components of CAMEL were significant variables explaining distress in merchant banks.
Thus a bank is classified distressed where the ratios point to excessive assets problems,
~ unsatistactory 'performance in combination of other areas including net inter-bank
positions, overdrawn position with CBN, protracted management and boardroom
squabbles. ' : _ .

In conclusion, where these problems are so sevete, imtnediate corrective actions
by CBN/NDIC are necessary. We also noticed that only liquidity, capital adequacy and
asset quality components of CAMEL seem to be important determinants of merchant
banks financial conditions in Nigeria.

2.6.2 EFFECTS OF DISTRESS ON THE FINANCIAL SYSTEM AND THE

ECONOMY

An assessment of the effects or impact of distress (bank failure) on the Nigerian
economy is an'empirical iSsuc which should necessarily involve model specification,
estimation and stimulation using the Nigerian data. But for brevity reasons this issue
is approached by examining the theoretical implications of general bank failure in an
economy, and also by looking at some relevant financial and economic data in Nigeria.
The intermediating role of banks and their relevance both in the tratsmission of
monetary policies and in the payment system underscore their importance as well as the
problem that bank failure at the prevailing dimension in our economy could precipitate.
From their intermediation role banks generate financiil resources and put these at the
disposal of deficit economic units who use the resources to further the cause of

economic growth in the form of increased employment of otherwise idle resources and
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this in tum ieads to increased output. Hence, an indusiry-wide insolvency of banks, as
being expcrienéed in Nigeria do retard the economy’s rate of capital formation, reduce
level of employment and output and ultimately the: pace of economic growth.

When mobilizing financial surpluses, banks issue claims (securities) on
themselves to the fund owners. These securities becomes less attractive in the event of
wide-spread insolvency thereby increasing the holders risk exposure and also making
them loss confidence in the financial industry. This paralyses the development of a
good banking culture. It also cause the banks cost of intermediation to rise as they need
to pay higher returns to attract and retain deposits. There will be great and pervasive
uncertainty such that the perceived real returns on financial assets will be lowered.
Other indirect cost will also go up as in the case of more frequent intervention by the
regulatory authorities. In the worst circumstance, that is the banks become terminaily
distressed, depositors’ fund is lost unless there is an explicit and or implicit provision
for protecting depositors. |

There is also threat to the development of an efficient payment mechanism.
Settlement of transactions become predominantly cashi-based with its associated risks.
The effectiveness of monetary policies will be reduced in direct proportion to the extent
to loss of confidence in the banking system as reflected in the instability thaf ‘wi]l
characterize the demand for money and the proportion of money in circulation that will
be outside the banking system as banks no longer serve as safe depositories. It is
puzzling, that in Nigeria today, in spite of global trend towards credit based economies
and the growth of this culture in most emerging markets, most economic transactions

are carried out on a cash and carry basis. This phenonwenon accounts for the huge pool

of fund in the informal sector estimated at about 50% of the total money supply. That
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is a good proportion of this represents idle fund that could have been effectively utilized

in the productive sector, as loans and advances, if the banking system is stable, safe and

sound. Available statistics indicate that more than two-third (%) of the aggregate loans
and advances of distressed banks were non-performing with their aggregate adjusted
capital in the negative amounting to N19.2 billion in 1994. The éash based nature of
our economy not only chokes the development of the financial industry by hampering
efficient resource allocation and financial intermediation, but encourages distortion in
money supply and macro-economic manage;nent.

Another financial cost to be incurred by the economy in order to resolve distress
problem is borne by tax-payers at large. That is a more severe implication 5f0r a
depressed economy already on the path of declining growth. For example, the present
financial condi!.ion of the hard core distressed banks are tending towards irreversible
distress situation with the cost of recapitalizing them amounting to N36.6 billion while
that of liquidation stood at ™18 billion. If these funds have alternative uses their
multiplier effect on the economy will be felt, hence the loss to the economy as a result
of this magnitude of bank failure is better imagined than quantified and or even stopped.

It is also observed that in addition to the broad theoretical implications for an

economy, there exist specific impacts in the literature, of bank failures. These have
Y

been observed to operate through restriction on banks credits, accordingly, that the

expenditures of economic agents are constrained by the quantity of credits made

available to them. The classified loans and advances of technically insolvent banks

amounted to }¥11.9 billion 1990, #412.8 billion 1991, N18.8 billion 1992, N52.9 billion

1993, #46.9 billion in 1994 and N66.5 billion in 1995 which provides capital shortfall
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of #1.5 billion, #41.9 billion, #45.6 billion, #49.1 billion, 416.7 billion and NR21.4 billion
in 1990, 1991, 1992, 1993, 1994 and 1995 respectively. Developments that reduced the
total opelﬁtions of banks as intermediaries reduce spending and consequently affect
aggregate economic performance adversely (Gilbert and Kolhin 1994}, To the extent
that bank failures disrupt the process of {inancial intermed‘ation including credit granting
activities of b&nks aggregate econoimic activities may be adversely affected. Most
analysts used regressiori analysis results in investigating the effects of :distress and the
economy, but due to some unavoidable reasons or constraints, hence the choice of
observing the trend of net domestic credit to the economy and compare it with the trend
to key economic parameters like growth of real GDP, the rate of manufacturing,

capacity utilization and per capita income in Nigeria using the following four year trend «

of some selected macro-economic indicators.
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TABLE 5
SELECTED MACRO-ECONOMIC INDICATORS

1992 1993 1994 1995
Real (Growth Rate %) 3.0 4.3 1.4 2.47
Manufacturing Capacity utilization (%) 41.8 37.2 304 279
Inflation Rate (%) 44.6 57.2 57.0 72.8
Net Domestic Credit (%) 91.4 69.1 29.2 23.1
Narrow Money MI (%) 52.8 944 | 478 8.1
Broad money M2 (%) 492 49.8 39.1 10.3
Current Account Balance (% GDP) -0.9 24 5.4 -5.6
Overall Balance (% of GDP) 13.3 -5.1 4.7 3.1
External Reserves (US $ Million) 713 1330 1659 1441.

0
:

Overall Fiscal Balance (% of GDP) -10.2 -15.4 -7.9 0.6
Domestic Debt Stock (% of GDP) 31.5 31.9 38.1 24.6
External Dt-abt Stock (% of GDP) 98.9 79.0 72.3 73.9
GDP Per Capita () 1,066 1069 1069 1290
Population Growth Rate (%) 2.1 3.2 2.1 2.1
Life Expectancy at Birth (Yrs 51 52 52 52

——SOURCE: NDIC Quarterly MJJ 1996, p. 32.

-
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As evident in table 5 above, the change in net domestic credit fell from its level
of 91.4% in 1992 to 69.1% in 1993 and further fell to 29.2% and 23.1% in 1994 and
1995 respectively. As stated earlier, it can be observed that as the number of banks in
distress increased from 38 in 1993 to 60 in 1995 and the non-performing loans of these
distressed inétitutions increased from f413.1 billion in 1993 to ¥44.5 billion in 1995,
it is seen that the addition to total net domestic credit assumed a drawnward trend. This
observation corroborated the hypothesis that developments that disrupt the operations
of banks as financial intermediaries will adversely affect total quantity of bank credits.

It is seen that the rate of manufacturing capacity utilization of 41.8% in 1992 dropped
to 37.2% in 1993, 30.4% in 1994 before it further nose-dived to 27.9% in 1995. The
implication is that as liquidity constrained economic agents, the activities of the
manufacturing sector might have or have been hampered by the declining trend in bank
credits to the economy. The table shows a stable per capita income over the years, but
a conversion to foreign currency {e.g. US dollar) indicate that it was actually declining.
Given that all sectors of the economy are interrelated the overall impact of disruption
to banking activities can be captured by the rate of growth. of real GDP, declining
consistently until 1995 when it rose slightly from its all-time low figure of 1.38% in
1994 to 2.17% in 1995 and still below the rate of 2.3% in 1993. With several
intervening factors accounting for the deteriorating fortunes of the economy, the
situation cannot be completely explained away from the theoretical symbolic relationship
that exist between the banking sector that is currently in deep crisis and the real sector
of the economy. The debilitating effects of bank failure have under scored the need to
intensify efforts at sanitizing the system. Regulatory and supervisory authorities and*
governments have adopted some measures at addressing this menace, however, efforts
temain largely marginal owing to various constraints. Furthermore, reforms and
existence coupled with cooperation from all and sundry are needed to ensure total

success in distress eradication. - 4 74 ?6 5
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CHAPTER THREE

3.0 INTRODUCTION

An efficient financial system is widely accepted as a necessary condition for an
efficient functioning of a nation’s economy. For a finance industry to be efficient, it
must be regulated in view of the failure of the market system to recognise social
rationality and the tendency for market participants to take undue risks which could
impair their stability. It thetefore becomes necessary for every country to regulate its
financial industry, however the regulatory and or supervisory agencies may differ from
country to couniry but the geal of promoting and ensuring an efficient, safe and sound
financial industry is paramount and unique. In Nigeria (BN, NDIC, FMF, SEC and
FMBN handle the regulatory and or supervisory activities of this industry.

The concept of regulation here means a body of specific rules of agreed”
behaviour, either imposed by some government or other external agency or self-imposed
by explicit or .implicit agreement within the industry, that limits the activities and
business operations of financial institutions, Finance industry hold the bulk of the
money supply in an economy, creating money through loars and advances extends to
customers. Acts as the vehicle through which monetary policies are implemented just
as it intermediates between surplus and deficit units, These sensitive and essential
services of mobilizing funds and allocation of credits expcse the finance industry to
liquidity problems and risks that might arise from loss of public confidence. It thus
become imperative for government to regulate finance industry more than any other

sector of the economy.
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3.1 GENERAL OVERVIEW OF THE FINANCIAL INDUSTRY (BANKING)
IN NIGERIA

Over the years, the Nigerian financial industry has undergone a series of
structural and institutional changes. The industry has moved from an underdeveloped
financial market with few banks in the 1960s to a more diversified and sophisticated
computerized industry with many government financial institutions, made up of 66
commercial banks, 54 merchant banks, more than 35 usually known development banks
and numerous non-banking financial institutions, as at 1998 ending.

At the apex of the financial industry is the Ceptral Bank of Nigeria (CBN) which
is now autonomous and no longer under the direct supervision of the Federal Ministry
of Finance (FMF), that also play a vital role in the financial industry. Besides these two
institutions, there are other government financial agencies within t‘;e system. These
include NDIC, NSITF, NBCB, NERFUND, NEXIM, and SEC. With the promulgation
of the new CBN and BOFI decrees, 24/25 1991 the CBN now represents the monetary
authorities in the ﬁnanci.al industry. Otherm development seen are Peoples’ Bank,
Community Bank, finance and investment companies, brokerage firms, insurance and

mortgage institutions.

32 MAJOR DEVELOPMENTS IN THE INDUSTRY IN RECENT YEARS
The structure of the Nigerian financial industry has changed significantly, both
in size and complexity, from the pre-colonial eta through the 1980s and into the 1990s.
These changes are as a result of combination of factors, like:- |
i)  The changing policy environment

i)  Technological innovations
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iii)  The inter-relationship between the different units or groups of units in the
;ystem
iv)  And interplay of market forces and somie macro-econbmic variables
v}  Introduction of the legal and institutional framework for the supervision
and regulation of the financial institutions.

All thesé factors contributed greatly in changing the structure of the Nigerian
financial industry, coupled with some policy initiatives aimed at facilitating the
emergence of a more efficient system of financial intermediation within the Nigerian
~ economy. In area of ownership, there are different types of banking institutions in the
Nigerian financial industry, with the Central Bank of Nigeria (CBN) at the apex of the
system. Other institutions are the deposit and develcpment banks, the capital market
with the Securities and Exchange Commission as its apex institutions, and non-banking
financial institutions such as the insurance companies, primary mortgag.e firms, finance

houses and discount houses.

34 THE SUPERVISORY AND REGULATORY INSTITUTIONS
34.1 THE CENTRAL BANK OF NIGERIA (CBN) AND ITS ROLES
The Central Bank of Nigeria (CBN) was established as a wholly-owned Federal

Government institution by the CBN Act of 1958. The bank commenced business on st
July 1959 withl initial capital of N3 million. It is charged with the following main
functions:-
i)  Currency issues and distribution in its capacity as banker to banks
ii) Supervises and examines, clear cheques and lender of last resort
iii)  Banker to the government

iv)  Public debt management
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v)  Promotion of monetary stability through monetary/fiscal policies
vi)  Foreigh exchange management
vii)  Supervision of finance houses
viii)  Promotion of the development of the financial (money and capital)
matkets
ix) l;’romotion of special schemes and funds for industrial development.
The current legal backing for CBN operations rests mainly in the new CBN
Decree 24 of June 1991 and to further strengthen its supervisory capability, the Banks
and Other Financial Institutions (BOFI) Decree 24 of June 1991 was also promulgated.
It should be noted that this decree 24 of 1991 supersedes the Act of 1958 and all
subsequent amendment Acts, The promulgation of this decree marked an important
landmark in the history of banking and or financial industry development in Nigeria,

because it expanded powers conferred on the CBN to execute its prpmary functions.

3.4.2 THE NIGERIAN DEPOSIT INSURANCE CORPORATION {(NDIC) AND
ITS ROLES
The Nigerian Deposit Insurance Corporation (NDIC) was established by Decree
22 of 1988 and commenced operation in March 1985. NDIC is an independent
government agent (autonomous) and charged with supervisory function of all licensed

banks and other deposit taking financial institutions. At present NDIC insures only
commercial and merchant banks limiting its supervisoty activities to them. Provides

guarantee financially to depositors in case of bank failure and ensure that these banks
comply with regulations and practices that foster safety and soundness in the market

place.
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Section 5 of the NDIC Decree No. 22 of 1988 states the functions and or the

statutory roles of the corporation to include:

i)  Insuring the deposit liabilities of all the licensed banks

if)  Financial and technical assistance to the insured banks. This is done by,

a)
b}

c)

d)

e)

Grant loans .

Give guarantee for a loan taken by the insured banks

Accept an accommodation Bill with interest within (not
exceeding) 90 days matarity exclusive of days of grace subject to
renewals not more than four times

Subject to CBN approval, take over the management of problem
banks until its financial position substantially improves

Direct specific changes in the management of the problem bank,
arrange a merger or contract to have deposit liabilities assumed

by another bank.

iii)  Guaranteeing of payment to depositors in the event of insured bank

failing up to a maximum of #50,000=xx only to each depositor.

iv)  Assisting monetary authorities in the formulation and implementation of

banking policies to ensure sound banking practices and fair competition

v)  Watch monetary stability by encouraging a flexible banking system and

consumer protection for their deposits and better services.

3.43 THE CAPITAL MARKET SEGMENT AND OTHER INSTITUTIONS

The capital market is a network of specialized financial institutions that, in

various ways bring together suppliers and users of capital for raising long-term finance
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to assist governments and companies to execute their development projects. That is a
bridge between surplus savings bloc and deficit needing bloc. This trelates to the
insurance and ﬁlmkethlé of shares, bonds and debentures as main instruments (goods)
in the market using the services of Brokers, dealers and underwriters. Through its
pricing mechanisin, the capital market also provides industrial management with some
idea of the current cost of capital - this is an important puide for determining the level
and rate of investment. CBN, commercial and merchant banks are the key players in
the capital market in addition to securities and Exchange Commission (SEC), the
Nigerian Stock Exchange (NSE), The Central Securities Clearing System (CSCS), the

Stock-Broking Houses, the Registrar/Issuing Houses, companies and investors.

b) The Securities and Exchange Commission (SEC)

The Securities and Exchange Commission {SEC), is an apex regulatory authority
in the capital market and came into existence through the Securities and Exchange
Commission Decree and or Act 71 of 1979 which was laler repealed and replaced by
the new SEC Decree No. 29 of 1988. Prior to the recent financial sector reforms, the
functions of the SEC included valuation of all eli gible securities to determine the price,
amount and timing of all public offers of securities. That is full dis}losure by market
operators and users. Regulating securities trading through market surveillance,
tegistering securities and institutions in the capital market, creating the atmosphere
necessary for the orderly growth and development of the capital market and to protect

the investors as well as fostering the development of the Nigerian Capital Market.

39



b) The_Central Securities Clearing System {(CSCS)

Through a department within the (NSE), the (CSCS} came into existence in April
1997 in responding further to the needs of the Nigerian capital market. It is a settlement
and custodian mechanism that enhances the delivery and settlement period. It is also
a central depository for all other certificates of qﬁoted securities, doubles as a sub-
registry in coqjunction with registrars of quoted companies, provide clearing and
custodial services to local and foreign instrument. Settlement and delivery is not at
internationally recommended standard T+5, as the market joined fhe global making
markets and setting the stage for electronic trading on the market and ! .wafing Nigerian
capital matket more efficient, more investor-friendly and more responsive to the needs

of both local and foreign investors.

c) The_ Nigerian Stock Exchange (NSE)

Lagos Stock Exchange (LSE) was it until 1960 when section 21 incorporated
NSE as a limited liability company and a non-profit making organisation/limited by
guarantee to promote cominerce in Nigeria. The June 6th 1961 Act accorded LSE legal
recognition, the provisions of which were to regulate the business of stock-broking in
Nigeria. NSE is chargef;l with the responsibilities of providing facilities to the public
for purchase and sale of stocks and shares of any kind and the investment of money,
controlling the granting of quotation in the respect of shares and stocks under the listing
requirements ofl' the NSE. Listing simply means offer for sale of existing shares, offer
for subscription of new shares by a company requiring additional capital and by
introduction where a company seekiig quotation already has enough shares held by the

public ¢o satisfy listing requirements of the exchange.
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Aimed at reaching out to the grassroots and bring services of SE and those of
c#pital market nearer to investing public, the NSE by 1977 increased its bra:iches
(trading floors) to six namely, the Lagos floor 1961, Kaduna 1978, Port Harcourt 1985,
Kano 1989, Onitsha 1990, Ibadan 1990 and with the movement of Federal
administrative capital from Lagos to Abuja, the Abuja floor 1998.

The NSE introduced the second-tier securities market (SSM) to accord small and
medinm size enterprises quotation and listing in view or in the event that they cannot
meet the requirement of the main market, These small and medium size firms bring
contributions to the main and or overall industrial development of the country.
Stockbroking witnessed a significant growth rate from 20 in 1985 to 140 by December
1994 and still on the increase by December 1998 as a result of increase in the demand

for financial intermediation in filling the savings and investment gap of the economy.

d) Others

i) Stock Brokers - Act as issuing houses i some cases, and brokers to the issues
in all cases. Only brokers who are the dealing members may be appointed as the
sponsoring broker to any public issue. The only one authorised to buy/sell on behalf
of investors and also acts as an investment adviser and porfolio managers.

ii) Registrars & Issuing Houses; plays dn important though passive role.
Provides share registration to both listed company and private companies. Epsures
dividend paym‘ents process bonus issues and issuance of share certificates. Represent

;

public companies which retain them to carry out the above jobs.
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iit) Capital Market Investors; These are individuals, international investors,
trustee companies investment and or insurance companies. They represent companies
who seek additional capital for their business, with investors as ultimate target of all
activities. They are the group that actually invest, in the capital market either through

debt, or equity capital.

3.5 BANK REHABILITATION; THE NIGERIAN EXPERIENCE

The financial industry of any economy plays an important role in promoting and
or supporting economic growth and development. That is banks world-wide over,
oceupy a stratégic and leading position in the financial industry, and traditionally any
financial industry in distress cannot perform the above state role effectively.
Consequently financial industry regulators and supervisors pay great attention to the
banking industry. Prior to the regulation some distressed banks went into self
liquidation or self-rehabilitation. Since the commencement of regulation and the
establishment of the CBN in 1959, rehabilitation had been a favoured strategy for the
resolution of the problems of distressed banks. .

Evolutionally the Nigerian financial industry (banking) has come of age with the
following sigm:ﬁcant growth, since 1892, Up till 1900 this industty was solely
foreigners and this skewness in ownership structure was responsible for lack of credit
to indigenes (Rowan 1952, Rowan and Newlyn 1954). To unchain this some indigenous
banks came on stream in late 1920s and 1930s when the industry was unreguiated The

colonial authorities saw the need to regulate then commissioned G.P. Paton in 1948, to
study and determine the need for regulation. The Banking Ordinance of 1952 was bomn

following Paton's Commission  recommendation, seeing 16 indigenous bank failed.
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By 1954 21 out of 24 indigenous banks collapsed, making way for consensus for the
need for a central bank. And Loynes 1957 report supports the establishment of CBN
which was done in 1959 TBN Act of 1938,

To regulate and supervise this industry CBN and NDIC were agencies ch::rgcd
with these tasks. Holding firm since 1959 CBN with government through FMF bored
these task up til 1988 when the industry players went out of proix»rtion both in
members and or structural sizes, That is the growth witnessed between 1986 to date in
the industry exposes Nigeria not to be ready in both expertise and technelogy to make
the financial industry successful. Hence the imminent large number of banks going
distressed simply because of; the inhibitive policy environment, capital inadequacy,
management problems, widespread structure, political interference in the banks

management atid governiments siedge hammer of 1986 deregulation exercise.

3.5.1 BANK REHBABILITATION OPTIONS IN NIGERIA

Distress in the financial industry do precipitate other crises necessitating the
regulatory and or supervisory authorities taking a series of actions and interventions,
aimed often depend not only on financial factors but on social, economic and political
factor. Not to protect the interest of bank managers, owners or even preserve a
particular bank as an institution but rathet to protect depositors, and safegvard the
stability of the financial system. Problem (illiquidfinsolvent) banks rehabilitation has
been the major processfor step in the series of intervention, since they are usually coped
with by using some form of rehabilitation options rather than allowing them to fail. The

rehabilitation options are usually well packaged, intensive-care programmes designed to

ensure that the financial conditions of the affected institutions stop deteriorating, move
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to the path of full recovery and financial soundness and strong capital base. These

rehabilitation plans include:

a)  Direct Financial Support by Govemment:- Since the emergence of

indigenous banks in early 1950s and failed with the same rapidity Federal Government
has adopted the policy of direct financial assistance to stop the Nigerian banking public
being exposed to the hazard of bank failures. Government being aware that bank
fajlures would induce runs and losses, demonstrates. its commitment to the preservation
of the institutions to extent possible.

Most State Government or regional banks presently in existence have benefited.
Notable among them are National Bank of Nigeria (NBN}), Africa% Continental Bank
(ACB) and Wema Bank (WB). Mare money is injected into these banks in form of

capital to enable them compete favourably in the market.

»

b) Liquidity Support Loan; CBN as a lender of last resort, initiated series of

measures to solve the problem of some banks in distress and avert banking panics.
Since the establishment of CBN in 1959, it has been versed in providing liquidity
suppott loan to the financial system to pacify the severity of the liquidity problems
arising from the various causes of financial distress enumerated above. Also this has
addressed problems of policy-induced stocks, mismanagement (assetfliability maturity

mismatch) and stemming incipient runs on banks.

c) Technical Assistauce: Management quality becomes crucial since they

formulate strategy and business plans aimed to achieve the laudable objectives (reducing

bank’s financial and technical problems) puiting the plans into effect. Both CBN/NDIC
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have significantly acted in these directions to appoint in most cases professionals either
from public or private to assist with the management and improve the internal control
system of these banks. Several provisions from BOFI Decree 24 of 1991 takes explicit

care of this issue.

d) Mergers/Acquisitions & Management Take-over; Section 34 of BOFI decree

states that CBN can take over any bank with immediate effect the control and
management of some bank. Section 23(3) of NDIC also strengthen this takeover until

its financial position has substantially improved.

3.6 THE FAILED BANKS (RECOVERY OF DEBTS) AND FINANCIAL

MALPRACTICES (DECREE NO. 18 OF 1994) IN BANKS

The issue of failed banks dates back to the early 1950s, sequel to the tragic
failure suffered by the largely unregulated indigenous banks. These failures brought
untold hardship to customers forcing the government to enact the 1952 Banking
Ordinance, amended in 1958, 1962 and finally re;;ealcd in 1969 when 1969 Banking
Decree was enacted. The 1958 CBN Act and 1969 Banking Decree were also replaced
by new CBN and BOFI Decrees 24 and 25 of 1991.

But from 1950s when the first incident of bank failures was ivitnessed it was to
recur in 1998 following in 1986 when the Federal Government embarked on the
Structural Adjustment Programme (SAP) aimed at deregulating the economy in the
direction of market-determined pricing. The deregulation started with the banking sector
such that depésit and lending rates were no longer fixed by the CBN. Other
deregulation features include, systematic removal of regulatory controls, structures,

operational guidelines which had hitherto inhibited growth competition and efficiency.
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Since deregulat.ion in 1986, the number of bunks increased tremendously from 40 in
1985 to 119 in 1991 and so the rapidity of bank failwes from 16 in 1952 to 124 in
1998.

Observing the alarming rate at which all thése new generation banks failed the
Federal Government on 9th November 1994, promulgated into law Decree No. 18,
tagged, "The fTailed Banks (Recovery of Debits) and Financial Malpractice in Banks”.
This decree also established “The Failed Banks (Recovery of Dt?bts} and Financial
Malpractice Tribunals” empowered to among others

a) Recover the debts owed to failed banks arising in the ordinary course of

business of the banks and which remains outstanding as at the date the

banks are closed or declared failed banks by the CBN.

b) Try offences created under the deciee relating to certain malpractice in
banks.
c) Section (a) above was amended to include all those outstanding loans that

have over-stayed their repayment petiods. Beneficiaries of such loans
names be submitted to NDIC Committee on Recovery of Debts
Chairmag.

To implement and set the decree in motion, the provisions granted the
establishments of five (5) tribunal zones. Hence the inauguration of five (5) special
tribunals, swear-in their chairmen immediately. Two (2) of the tribunals will be sitting
in Lagos Zone, while the other three (3) were for Benin, Enugu and Kano Zones, one
for each zone. The Lagos zone commenced sitting immediately thereby marking the
beginning of a new era in our regulatory and supervisory of the Nigerian financial

(banking) industry, and the economy at large,
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The Decree las. thirty-six (36) sections with two (2) schedules, and divided into

three (3) parts as follows:
Apart One (1): Consists or has 1-8 sections that established the tribunals and
spelt out its powers,
Part Two (2): Consists of 9-18 sections and deals with recovery of debts and failed
banks.
Part Three (3):- is made up of sections 19-36 and identifies what constitutes
offences and penalties under the decree.

The tribunals have powers and jurisdictions to try offenders who contravened the
provisions relating to the offences specified under the failed banks etc. Decree 24 and
25 of 1991 NDIC Decree 22 of 1988 and other related money laundering Decree 3 of
1995 and, Foreign Exchange (Monitoring and Miscellaneous) Decree 17 of 1995,
Hearing and judgement should be within and concluded also within 21 days or after the
charges were brought tc the tribunal. And immediately after the 1998 budget, during
the Minister of Finance breakdown briefing, the Minister confirmed the take-over of 124
distressed banks assets and liabilities by NDIC as at Ist January 1998.

Similarly, it is pertinent to note that with the coming intgy existence of this
administration by 29th April, 1999 the activities of these zonal tribunals were transferred
to Federal Ministry of Justice under Court of Appeal, This the administration did as to

dis-abuse some minds that the tribunals are military organs to clamp down on some

individuals in financial industry managements.
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CHAPTER FOUR

4.0 DATA PRESENTATION AND AI;TALYSIS

4.1 INTRODUCTION

The last few years have been both traumatic and revolutional for the Nigerian
financial (banking) industry). Accustomed 1o steady profits and little, or no problem
since 1959 when the CBN was established, t.l;e industry has, in recent times produced
the largest number of technically insolvent and under-capitalized banks. Currently, the
magnitude of distress in the nation's banking industry has reached an unprecedé}lted
level thereby making it an issue of concemm to the govemnment, the
regulatory/supervisory authorities, the banks and as well as the general public.

it should be noted that the banking system was already in distress by the time
NDIC was established in 1988 when about seven banks were known to be technically
insolvent. The, govenlﬁlent however did not embark upon a cleansing efforts because
it was feared that it will lead to loss of public confidence and flight of foreign capital
moreso no deposit insurance institution to expeditiously manage such bank closures.

The putpose of this chapter is to highlight measures that have been employed by
the regulatory/supervisory authorities to empirically verify the current distress condition
in the Nigerian financial industry most especially that the causes were attributed to a
variety of issues, ranging from instifutional to economic and or political factors.
Adopting the broad approaches, that is survey of major loss in the industry (both
corporate and ipdividual) and an indepth statistical analysis of a range of secondary
statistics referred to as performance indicators. It is hoped that the magnitude as well

as the depth and review of failure resolution options the rehabilitation, and the

management so far adopted to address the problem are carefully dealt with.
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42 AN OVERVIEW OF THE FINANCIAL INDUSTRY

Commercial banking business dates back to 1892, with the pioneer banks owned
by expatriate to facilitate colonial administration as well as trade with Britain. Until
1930 when Nigerians start to embrace banking business, The industry untegulated, the *
indigenous banks were soon faced with problems of under capitalized, poor and
inexperienced management and competitive pressures from the well established foreign
banks.

In 1952, the first Banking O_rdinancg was enaclied. lts impleumﬁtation led to
failure of many indigenous banks. The CBN was established in 1959 to
supervisefregulate and possibly prevent large scale of bank failures. Since then, CBN
played major roles iu laying the foundation for sound financial industry including the
establishment of NDIC in 1988. Followirg the 1986 implementation of SAP, the
financial industry was gradually deregulated, say from 1987. Banking was liberalized

such that the number of banks from 42 in {986 to 120 in 1988 giving an annual average

growth rate of about 31%. Also when the interest rates controi %Jas removed bank
deposits jumped from about &20.5 billion in 1986 to N468 billion at the end of 1998,
Simnilarly, total assets of banks increased from about 68 billion in 1986 to about 232
billion at the end of 1992 and over #4543 billion at the end of 1998. In spite of these
goings, the financial condition of some licensed banks continued to deteriorate. In 1989
seven (7) banks were adjudged technically insolvent, in 1990 it became nine (9), in 991
eight (8), in 1992 about 15 distressed institutions wete confirtmed. The number rose
astronomically to one hundred and nineteen (119) at the end of 1997.

A significant feature in the Nigerian banking scene and in relationship to banking

distress has been government ownership of banks, justified like when Nigerians could
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not own banks. Government officials appoint and remove bank board of management
at will and without due regards to qualification, experience and proven integrity. Loans
and advances were made indiscriminately to officials of the governments. This crippled

such banks financially and operationally.

43  EMPIRICAL ANALYSIS OF THE CAUSES AND NATURE OF DISTRESS

As indicated in chapter three (3), the cumrent distress condition in Nigeria's
financial industry has been attributed to a variety of causes, ranging from institutional,
social to economic and political factors. However, these were largely impressions which
had not been subjected to any empirical (survey and or statistical) verification at least
with respect to ;he Nigerian situation. This chapter, therefore aims at temedying distress
limitation through true broad approaches.

a) The first involves a survey of major actors in the financial industry
including the wvarious operators and their clients (corporate and
individual} as well as their regulatoryfsupervisory agencies to find out
first hand, what they perceived as the causes and nature of their
problems.

b) The second involves indepth statistical analysis of ﬁ range of secondary
statistics usually refeﬁed 1o as performance indicators, including the
familiar CAMEL ratings, 1Jnder this two pronged analytical approaches
namely: -

. 1) The logit model of the detenminants of distress in the financial

institutions.

ii) And a contra-factual analysis of the petformance criteria.
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44 SURVEY EVIDENCES

The survey was designed to generate a wide range of information pertinent to the

subject of distress and targeted at financial institutions their clients (corporate and

individual) and the regulatoryjsupetvisory agencies, sorting specifically the following

infornation about:

i)
ii)

if)

iv)

V)

vi}

vii)

viii)

The perception of the nature, ¢xtent and causes of distress

The assessment of various distress resolution options and the role of
regulatory/supervisory agencies.

Financial operators assessmen: of their individual situation with regard
to the distress problem/what contribute to the perceived condition.

The suggestions for ensuring a faster and more effective resolution of the
distress problem.

The clients (customers) perception about the nature, extent and causes of
distress as well as the assessirent of the roles of the
regulatory/supervisory agencizs.

Customers suggested remedizs for effective resolutgm of the distress
situation.

The supervisory/regulatory agencies perception of the cavses of distress,

and the assessment of the existing distress tesolution measures and fresh
suggestion for ensuring a lasting solution.

The Government's perceptior. of the causes of distress and suggestions for

epsuring a lasting solution to the problem.

The resulting array of the information obtained from the publications done by

CBN, NDIC due to time and cost that the weights are so enormous to bore are
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reproduced in these attempts. It should te noted that the respondents to this survey
included; the financial institutions, their customers, (corporatef individuals)

regulatory/supervisory agencies and the government.

44.1 SAMPLING PROCEDURE ANI} ANALYTICAL TECHNIQUES

A sax;:1plc of each type of financial institutions and their users was selected to
give a representative coverage from the List of existing 'mstitutim;, their branches and
customers (namely account holders wit1 deposit banks) obtained from the CBN
supplemented with those from the NDIC. Later a combination of stratified and
purposive sampling techniques was employed to select the sample of
institutionsfcustomers to be covered dividing the country into five (5) zones each
comprising a cluster of contiguous states, namely “agos, Ibadan, Enugu, Bauchi and

) detalls
Kano, all these neatly shown on "Appendix A" shows .1 of sampling procedures.
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APPENDIX A

To estimate the proportion' (P} of [inancial institutions/their customers to be
sasmpled from a taotal population (N, of all branches and customers, the variance
of propartion is given by: - _

Var(P) = 2= (U -P)/n] — - ()
IN-1) '

where n = number of branches in the sample,
Solving for n, in (1) we obtain

N, =D
D= UN=-1)9,2+ P(1 - )]

Thus, the number ol abservations required will deperd on the vilue of proportion,
(P), which a priori is unknown. The product of P ard 1-P has its maximum vajue
when P = 0.5. If we [urther assume the confidence interval on cither side of the
sample proportion to be 0.04 (i.e. margin of error ¢f 4%); we have:

1960, =001 .. ‘ eesserimsesprones (3)

which implies that : R
c, =00204 . - R————— )

7

When the population (N) is known, we can solve for B,
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Given varying margins of error, the sample size worked out at about 10% for
each category of financial institutions, 5% for the corporate clients and 1% for
individual customers. Due to special relevance of distress to commercial and merchant
banks, the corporate headquarters of these institutions were 100% covered. A total of
2,727 respondents, made up of 906 financial institutions (commercial/merchant,
community , Pé:oplc’s banks, finance houses, primary mortgage institutions, insurance
companies, brokers, stock brokers and issuing houses), 581 cxarporate and 1231
individual custotnets (namely deposit banks were used. All regulatory/supervisory
agencies, namely, CBN, NDIC, SEC, NSE, NISB, FMBN, NBCB, CAC and FMF/ED.
The financial institutions and their clients were drawn from ten (10) States and Federal
Capital Territory, Abuja achieving 100% response due to personal nature of
administering the questionnaires. Of the respondents financial institutions accounted for
33.2% corporate customers 21.3%, individual customers 452% and
regulatory/supervisory authorities 0.3%. In terms of geographical spread about 28.5%
respondents were from Lagos, 13.2% from Kaduna, 8.2% Oyo, 7.7% Enugu, 7.1%
Kano, 6.8% Plateau, 6.6% Imo, 6.5% Rivers, 5.1% Bomo, 4.5% Edo and 4.8% from
Abuja. Table 6 indicates these.

On analytical techniques, the analysis of the survey returns was based on simple
descriptive analysis of frequency distribution of relevant statistical information
supplemented by a relatively more sophisticated statistical analysis called saturated log-
linear analysis. It is noted that a simple frequency distribution tables of types and
number of responses translated ixito percentages were constructed and analysed. And
in order to corroborate the evidence from tlie frequency analysis, the saturated log-linear
analysis was undertaken and in the event zach observed frequency cells reproduced by *
the saturated hierarchical log-linear model. All variables used for classification were
independent variables while dependent variables were the number of cases in the cell
of the cross-tabulation as indicated on the "Appendix A" reproduced with self-
explanatory notes overleaf, for further details on the application of the log-linear

analysis.
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TABLE ¢
DISTRIBUTION OF RESPONDENTS BY STATE AND TYPE

2t | s ¢ | B T

=2 EE 2 E Eaw

e 2 g s - g =Ltz
STNIR é E é g E 3 E‘%E Numhber | Percentage ¥
LAGOS 349 141 b2l 9 m 20.5
IBADAN 38 - G " 38 1.4
PLATEAU 37 47 102 -~ 186 6.3
BORNO 22 45 73 % 140 | ¢ 5.1
ENUGU 89 41 68 « 198 1.2
RIVERS 7 36 64 - 177 : 6.5
INO 26 40 15 - 181 i 6.6
0YO 52 50 121 - 223 8.2
EDO 2 25 7 ” 122 4.5
KANO 33 42 68 - 193 \1.1
KADUNA 76 g8 196 " 360 3.2
ABUJA 30 26 16 - 132 4.9

 TOTAL 906 581 1231 9 27127 100

PERCENTAGE 33.2 21.3 452 0.3 100

¥ Comprise Conumercial Ranks, Merchant Ba ks, Commwnity Danks, People’s Banks, Development Banks and Mot gage Finance Institutions

Finance Hfouses, Insurance Companies Stock Tiokers and  Insurance [hokers.

1 Comprise Central Dask of Nigeeria (CBN), Nigeria Deposit lasurance Corporation (NDIC), the Securities and Exy hange Commission (SEC),

the Nigerian Stock Exchange (NSE), National Insurance Supervisory Board (NISB), Federal Mongage Bank of Ni

1 (FMEN) National Board

for Commnunity Danks (NDBCT), Corporate Alfairs Commission (CAC) and the Federal Minisiry of Finance and Economic Development.
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APPENDIX B

In general, the model for the log of the observed frequency Fij in the ith row
lis1,2.. rlandthejih columnij=1,2,...,clof anrx ¢ table is given by:

Ln.(Fi) =~;+l‘i+1‘j+l“’“ .. (1)

where
_ F, = observed frequency in the (i,,) cel..
T A% = the effect of the i* row category:.

AS = the effect of the * column category. '
A% = interaction eflect for the i value of the row caleggry, and j* value of the
' column caegory. c T

’

L

The lambda parameters and y are estimated from the data as follows; A

1 r < .
y = o2 Eu igjl Log(F) - _(2)
Ar =g S Log () -1 @)
.l‘ N . ’ M
1 & ’
Af = % Log ) - : )
Ages LoglF) ~(r +a% + AF) o %)

To uniquely estimate the Limbda parameters, we need to impose the following
constraints on them:

r ¢ } . ’

AR = A ¥ _
i§1 § i?] L 0

The estimates of the log-linear model purameters are provided as par: of the ouput
from SPSS/PCT hierarchical log-linear procedure. A basic limitation of this method is
that when tests for many fambdas are calculuted, the usual probler of multiple
comparisons arises. Tha: is, when many comparisons are made, the probability that
some are found to be significant when there is no effect, increases rapi:lly. Goodman
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APPENDIX B

(1984) gives a discussion of special multiple-comparison procedures for testing
the lamixlas. . ’

Analytical Framework

Each of the observed cell [requencies is reproduced by the saturated hicrarchical
log-lineal model. In the log-linear model, all variables that are used for
classification are independent vasiables and the dependent variables are the
number of cases in a cell of the cross-tabulation.

In general, the model for the log of the observed frequency Fij in 1he ith row
G=1,2...1 and the jth column (j = 1, 2....., ©) of an r x ¢ table is given by:

N

La(F) = v +42 +474 2" - M

where

F, = observed frequency inthe () ccil. '

[ - 1 "
A% the effect of the * row category,

A%, = the effect of the j* column category

A*, = interaction effect for the * value of the row category and f*
value of the column calegory.

The lambda parameters and y are estimated from the data as follows:

_ 1 )
r= = 2;1 jgj} Log(F,)} .. (2)
lt\ -l C
Af = ?jzx Log () v ' S
1 & K
).i‘ = ‘Fi;l Log (Pil) -y 4
A= LogF) -(v+47 + Af) (5)

To uniquely estinate the lambda pars :
fuely estimae the Jambda pummeters, we

; need o se e i
constratints an them: impose the following

r C

-l -l

i;ll e -;-1,1;: =Y
- I-

L Ly

'y ,IRC = } A Re
i%I 4 i-1 ¥ ?



44.2 CAUSES, NATURE AND EXTENT OF DISTRESS IN THE FINANCIAL
INDUSTRY . _

Available results from the respondents showed that all the factors commonly
cited that were indeed the causes of distress with differences largely those of degree.
According to the result about 41.0% of financial institutions attribfited the causes to
institutional factors 408 to the combination of both political and economic factors. It
is interesting to note that when political and economic factors were separately analysed
relatively low score was recorded. An obvious, indication is that respondents recognised
the strong link between the two groups of factors, with one reinforcing the other.
Corporate and individual customers also associated the distress with institutional factors,
although both gave the first position to politicalfeccnomic factors, Table 7 overleaf
explains this positions.

On the ﬂn%mcial institutions assessment of the causes of distress, revealed the
following ranking for some of the critical factors; pooi lending 19.5%, bad management

17.8% inadequate internal supervision 16.9% and fraudulent practices 16.7% , 11.5%
approximately of respondents cited under capitalization as a factor, 3.6% say it is
foreign exchange management issue, as explained by Table 8. Given the strong
association between bad lending policy and fraudulent practices with bad management,
one would infer that bad management was indeed the most serious cause of distress.
Further corroborating this assessment to institutional factors, were poor credit
policy/adminisiration was indicated to be a very strong factor in distress by about 78.9%

of respondents followed by poor loan recovery, 70.2% fraud in
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TABLE T
ANALYSIS OF CAUSES OF DISTRESS BY TYTE OF REPSONDENTS

(Percentages) o

< 8 2t T L

3 EE B E

g3 £ e g El
Respomdents/Faclors SE " S B &
Political Instability 79 86 M 1 14
Economic Ingtabifity 8.2 97 96 92
Boih Political and
Econmtiic Fictors 403 430 419 4!.{?

 Institational Factors 410 317 336 315

Qihers 26 10 02 1l
Totu _ 100 100 100 100 Y

bl

VComprise Connnercial Banks, Meschant Banks, Conununity Danks, People’s Bank, Prinary Mottgoge listitations, Finance [louses, -
gocvelopinent Banks, 1 s Companics, Stock Drokers, Insurar ce Jrokers snd Gauing Howves, g
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banks, 52.9% and insider dealings and abuses 52.2%. Corporate clients gave top place
among the strong causes to insider dealing and abuses 71.5%, poor credit
policy/administration pattern for individual customers except that second place w:em to
upsurge in the number of banks between 1989 and 1994 followed by poor credit
policy/administration. Table 9 overleaf has this.

On the impact of various economic factors, about 69.2%of financial institutions
blamed inflation as a cause, 37.7% faulted stabilization securities, frequent changes in
monetary policy has 37.3% with instability of interest rate policy not considered as a
serious factor. Corporate customers said, non-availability of foreign exchange 89.3%,
inflationary pressure, 83.5% and frequent changes in monetary policy 74.979. for
individual customer inflationary pressure came first at 76.4% followed by frequent
changes in monetary and fiscal policy 66.7%, all in Table 10 overleaf. Very revealing ;
was the respondents rating of the impact under political factor. 74.7% went to general
politics uncertainty traced to the 12th June 1993 anniversary which led to panic
withdrawal of deposits by many customers 54.1%. Table 11 shows these.

Finally, specific institutions self appraisal pined their healthy condition to strong

capital base, high liquidity position, strict supervision and good management,
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TABLE 8 ;.
FINANCIAL INSTITUTIONS' ASSESSMENT OF THE CAUSES OF DISTRESS IN THE INDUSTRY
{Percentages) : .

CAUSES E| S& |28 |83 |28 | £2 |£SE| 28 |28 | &=
Bad Loans and Advances 1951 301} rzo| 72| eal 203|148 153 192|154
Frauduleni Practices . 167 . 16.4 18.8 18.5 1717 14.9 123 19.1 13.5 123
Under-Capitalization . 1.8 : 756 96 12.7 143 9.0 196 120 128 154
Rapid Changes in Cove.mmcm .

Policies ' | 108 98 553 16.9 97 135 33 10.5 96| 185
Bad Management do179 131 | 217 140 148 164 W21 . 168 192 154
Lack of Adequate Supervision 169 101 294 17.5 177 17.5 il6 9.6i 6.4 13
Undue Reliance on Forex 6.4 29 2.1 32 65{ 44 ' 3.l 16.7 193 153
Tota! 1000 | too0 | 1000 | 1000 1000| 1000| 1cao| tovo] Yoo} 1000
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TABLE. 9

RESPONSES ON THE ECONOMIC FACTORS PERTINENT TO DISTRESS
(Percenta se)

Financial Institutions

Corporate Customers

Individual Custamers

& - [ ¥ - 3 ?‘
i & i £ 3 £ £
F 5 s = E 3 = k. £ 3 % :
E 4 o = ..E.. - & 2 g - 2 2
@ = z fq & p1d Z i 7 , = = =
I. Upsurge in No. of Financial
Instiwtions berween 1989-1994 472 354 174 _]00.0 _ 493 23 184 } 1002 675 206 9.8 |-1000
2. Poor Credit Policy Administration 189 18.2 29| 1000 651 | MR 3.0 1 1600 {1 - ~ -
_ i .
3. Poor Loan Recovery Method 02 69 29| 1000 647 | 292 6.1 1 1009 68.0 265 35 IOG.GH
4, Fraudin Banks 519 419 $21 10090 - - - - - - - .
5, Insider Dealings/Abuse 522 41.1 677 1000 .5 | 240 75 W0 [ M2 20.! 29 | 1604
6. Inadequate Banking 476 | 446 781 1600 - ~ - - - - - 1
7. Interference by Shareholders 439 369 192§ 1000 - - - - - - -
8. Inadequacy of Professionally
Trained Manpower 46.7 44.6 871 100C - - - - - - -
9. Poor Management - - - - 218 59.7 185 | 1690 - - -
10. Others - - - - 1000 - s -~ | KO - - -
Total Responses 548 362 90 ¢ 1000 609 + 296 -9.5 SIS 70.5 233 62 160
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'TABLE 10
RESPONDENTS' RANKING OF EFFELTS OF VARIQUS ECONOMIC FACTORS ON DISTRESS
(Porcenvage)
Financial Institions’ * Carpoerete Customiers h:dividual Cust.omen;
[ g ;:‘u: [ T:-' g =8 % é
e - de — Y]
Factors ; 2 < K £ 3 P~ 2 E . 2 S
P b Z £ & p3 z = a = z

1. Infationary Pressute 692 266 421 1000 8351 139 2.631 000} 764 212 24 |1
2. Monetry Policy Changes 396 | 283 321) wool| 40| 240) 26| i006| 667) 283 50
3. Useof Subilisation Security 353 501 1321 1000 - - - - r - -
4. Non Availzbility of Forex 48.9 358 153y 1000 859.3 7.4 40 | 1004 - - -
5. High Exchange Rate in - \

Paraltel Market 56.5 238 1471 1800 - ~- - - ' - -
6, Qihers’ - - - -] t0an - =1 000 - - - -

Total Responses -
Y Comprise Commercial, Mecimnt, Community, Frimary vlongage Develapment Binka, 1 Huuscs, Insurance Companies Tnsutance Broken.

tssuing Houses, Sock Exchange and Stock Brokers.
* Duhers inctude instability in interest ra-cx, lending to high risk secton as per CBN pridelin:s,
L]
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TABLE 11
RESPONDENTS' RANKING OF EFFECT OF POLITICAL FACTORS ON DISTRESS

(Percentage)
Financial Institutions Corporute Customers Individual Customers*
s § : g E £ g TE ::.E -
E i3 9 3| ¢ 3z % 3| E .3 9 3
Factors & < z & & z z S @ = z ~
1. Political Uncenainty T4.7 21.7 36 1000 824 159 1.7 1000 l 782 '185 33 100.0
1. Uncertainty Associated t
with June 12 445 416 139 1000 51.0 358 132 1000( 510 340 150 100.0
Panic Withdrawal by Depositors ST 365 94 1004 1000 -~ 5 .l000° - - A "
i, Others 100.0 - - 1000 - - - e i o . o
Total Responses 83 329 88 1000| 682 249 69 1000 653 259 88 1000
l'.
:



Table 12. Institutions which admitied being distressed attributed their condition mainly
to poor capitalization 33.1%, poor loan recovery monitoring 23.6% and bad creditipolicy
and administration 23.6% also, while about 19.7% of respondents said it is the lingering
political crisis table 13. On institutions tha: admitted they were severely distressed
blamed their situation mostly on undue interference, in their internal operations by board
members to be 32.1%, bad credit policy and administration 25.0%, economic depression
25% and lingering political crisis 17.9% all showed Dy Table 14. A further breakdown
of the results showed that highly distressed banks attributed, largely to interference, bad
credit policy, economic depression and political crisis shown in table 15 respectively.

Nature: Response on self-appraisal showed that about 58.5% felt they were
healthy, 28.6% midly distressed, 10.5% severely distressed and about 2.3% refused tg
assess their situation. On those that felt they were bealthy 20.2% were .deposit taking
{(comunercial, merchant, People’s Bank/Community) non-bank financial institutions
{finance houses primary mortgage marke! uperators (stock brokersfissuing houses). Of
the commercial banks 60.9% felt they were healthv. 26.8% mildly distressed, 11.8%
severely distressed. The corresponding ratios for metchant banks were 52.11% and
6.8% rtespectively while comumunity barks ratiocs were 54.7% and 1.2% for healthy
mildly distressed and severely distressed respectively. Only 2.3% which did not or
failed to indicate their situation, financial houses, 50% cotnunity banks, 15% pritnary
mortgage, 20% commercial banks, 10% merchant banks 5% all on table 15 while one
may not p‘ut high premium on the percentage distribution it is clear by mere

acknowledgemént by various institutions that the problem of diéfress existed and had

indeed infested many of them,
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Extent: The rapid increase in the number of distressed banks and the magnitude

of distress has reached, an alarming proportion, eroding confidence and credibility. with

ungloomy picture and more alarming impending consequences. As at December 1994

55 banks were confirmed distressed. It rose to 60 at the end of 1995 implying that one

out of 2 banks was distressed. The Table (11§ below depicts a three year trend of

deterioration in the banking industry.

TABLE #¥A Three Y& - Trend of Distress in the Bauking Industry & Related

Indices
PARAMETERS Dec. ecember Decembe
1973 094 r 1995
Number of distressed banks 38 55 60
Total assets (M'billions) 55.1 73.1 95.6
Total loans/leases(N'billions) 28.6 45.6 66.5
Non-performing loansfleases (R611m) 3.1 29.5 445
Ratio of Non-Performing Loans/Leases to total
loans/leases (%)
56.0 65.0 67.4
Amount required for recapitalization (N billion)
Total deposit (N billion) 12.8 16.7 243
Deposit Insurance Fund (Nbillions) 21.7 48.8 703
28 4.2 6.0

SOURCE: NDIC Quarterly March/June 1996, p. 28.
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L TABLE 12
- ANALYSIS OF FINANCIAL INSTITUTIONS' ASSESSMENT OF FACTORS RESFONSIBLE
FOR THEIR BEING HEALTHY ’

{Percentage) i
- 3 " E b 2 - ¢
: E s R E E » [ Eﬂ 2 g E g r P ,
8% E_@ -23 E ¥ ._.ﬁx E‘B ““E"g tE|ae x @ :‘fs
Factors el Ez| t=| E= | &%) §8 (5533 53 55| 58
: SE| 8E| 25| 82| F3| B3|59E| 8l |E; |85 Ef
Strong Capital Base © 300 1.3 86 292 205) 621 4il 373 2.1 133 16.7
High Liquidity Position A3 M8 313( 222] 82| 280f 187 209¢ 161 162! 167
. 4 1]
Good Management and _ : .
Competent Staff’ 153 9.6 4.3 [EN! 213 112 28 206 286 40.5 133
Minimum Fraud’Sound _ } | < x
Internal Conteol 12 16 36) 113 45 ’[ 12.7 50 28 71 27 -
Strict Dhiscipline ) 16.0 187 26.0 i19 250 157 83 5 7.5 12,5 23 333
Mon-Interference by '
Shareholders - 12 16 42 13 45| 162 d.] 19 16 28 -
Tatal 100.0 10001 100.0( 1000 1000} 1000 1000 | 1000 1000 | 1000 1000
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TABLE 13

ANALYSIS OF FINANCIAL INSTITUTIONS' ASSESSMENT OF FACTORS RESPONSIBLE
FOR THEIR BEING SLIGHTLY DISTRESSED

(Percentages) R

E " = Fas p- | "

Qg | = - = o | ou ©

E & ¥ = e wmE| o= )

€e=| S & = » tes| 25| =2 B

= o o = - ., ‘u ™

S2| Bz B2 2 %+ ”g BHEHEEIRT AR
Factors RE|Sa| 22| S8 | &4 | E «zZE| EC| B5| o= | ES
Poor Capitalisation 331 | 277 271 2710 | 250 194 | 371 | 526 200 42.8 -
Poor Loan Recovery 236 | 255 ( 243| 288| &4 417 143 | 53 | 200| 286 |\ -

|
Bad Credit Policy 236 | 227 243 250 333 250 J 214 153 267 286 | 1000
Political Crises 197 | 241 243 1921 333 139 72 | 263 | 333 - -
Total 100.8 | 100.0 1000 1000 | 1000 | 1000 i 1000 {1000 | 1000 | 1000 | 1000
P et e = ey e e
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TABLE 14/15

ANALYSIS OF FINANCIAL INSTITUTIONS' AS>ESSMENT OF FACTORS RESPONSIBLE
FORTHEIR BEING SEVERELY DISTRESSED

(Percentages)
L) '. -f:.nn [ ]

izl | . |2 e

g k=] g = = " " = 2 vz : #

£ 3 g 4 = 9 g u B £ g o3 E z o = E = §
Factors S2 | e% | £% |z { §El 2| 23|32 | 3T | 8% | 38

2z | 0& ZEm oA S& | o2 | &5 50 id na a2
Economic Depression 250 235 - - na 333 -] 1000 1000 { 1000 -
Political Crises [79 176 334 50.0 na - - - -1 .,\ -
Bad Credit Poticy 50| 94| 333 - na| 404 . - -1 - -
Undue Iruerference : -
from Board Members 321 29.5 333 500 - 2631 1000 - - -7 =
Total 160.0 100.0 10001 1000 na | 1000] 1000} 1000 1000 | 1000 00
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TABLE 16
SELF-APPRAISAL BY THE FINANCIAL INSTITUTIONS

(Percentages)
I E R ERE 4El oz | e |
Financial 5‘% £ 2 "Ef.g £ %‘_g £3 §§3§ gg- :;2 .3;,% !
Condition 22| 8& |24 |CA | &4 [ £2 |E22 EG | 2w | A8 | 32
Healthy 58.3 . 60.9 2.1 541 333 463 63.2 500 8.3 ;38.5 333
Mildly Distressed 28.7 2638 307 400 §6.7 293 263 12.5 60.2 256 300
Severely Distressed 14.5 11.8 i8 12 - - 25 375 303 -39 167
Non-Response 23 Cs5 14 47 - 244 79 - - ; - -
Total 10001 - 100.0 $00.0) 1000 100.0 100.0 1 1000 100.0 ; 1000 1000 ] 1000
!
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The table indicates both the magnitude of distress as itnplied by the nuinber aud
depth by the extent of required recapitalization and proportion of non-performing credits.

As at December 1995 the market share of the 60 distressed banks in deposit
rhobilization was N70.8 billion that is 33.5% of total industry deposit of #4211 billion
and loans and advances of N66.5 billion, 38% of the industry’s total %oans and advances
of N178.9 billion. The distressed banks were overlent with average loans and advances
to deposit ratio of 94% which compared unfavcurably with the maximum prudential
ratio of 70%, and accounted for N44.5 billio or 77% of the total bad debts of N57.8
billion in the system. The non-performing credit of f444.5 billion constitute about 67%
out of their total credit. That is for every one naira (1.xx) of credit given out by
distressed banks only about thirty-three kobo (33k) was collectable.
Completely eroded due to mismanagement, insider loans, frauds and large
amount of non.-performing credits is owners capital. As at December 1995 the 60
distressed banks altogf.f.ﬂler had a recapitalization requirements of #24.3 billion as
agéinst #413.6 billion of 1993 December. The option of sourcing funds to recapitalize

from private sector has to be in consonance with that period governments determination

to remove distortion in the economy and restore depositors'for investors’ confidence.
The NDIC insurance risk to these 60 distressed baﬂks is éstimated at N36.4
billion six (6) times more than the corporation’s insurance fund of about 6 billion as
at December 1995. This figure as observed by the corporation’s auditors is grossly
inadequate in meeting the attendant depositors’ pay-off in the event of liquidating the

already financially-distressed banks.



It is paramount at this juncture to stress that the pcrvasi»;e incidence of non-
performing loans is one of the prime causes of cistress. Debts owed by governments
and their agencies constituted a significant proportion particulatly in banks where State“
Governments have controlling interests. The failure of State Governments to honour

their obligations as at and when due has continued to undermine the efforts of

regulatory/supervisory authorities in addressing the problems of ailing banks.

TABLE 18

GOVERNMENT'S DEBT OWED TO BANKS AS AT 3OTH JUNE 1995

S/No NATURE STA- FEDER- TOT~ %
TE AL AL
1. Direct 1841 .- 1841 20
2. Guaranteed 5597 1227 7274 80
3. Total 7637 1227 9115 | 100
4, Principai 3679 822 4701 ¢
5. Accrued Interest 3059 455 b’ 4414 52
6. Total _ 7838 1277 9115 48
f 140

SOURCE:  NDIC Quarterly March/June 1996, p. 29.
As at 30th June, 1995 total government indebtedness to banks stood at about

#49,102 billion most of which were non-performing credits. Hence, to facilitate early
bank failure resolution recovery of non-performing loans should be geared up.;l In fact
there could be no better example for the Federal Government to demonstrate its

preparedness to sanitize the banking system than by ensuring that the State Governments
settle their overdue debts to the banks. Suech action would also provide the moral

ground for proceedings against other defaulting borrowers (corporatefor individuals).
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443 MEASURES FOR IMPROVING DISTRESS
a) Resolution Strategies:

Suggestions for Improved Performance largely by the banking sub-sector
respondents gave prime place to the need to beef-up the level of supervisory personnel,
proposed by 37.8% of respondents. Compliance with prudential guidelines 22.5%,
stable macro-economic environment to guarantee realistic exchange and interest rates
18.9%, discontinuation of the use of stabiﬁzation'securities 14.4% and curb abuses in
clearing houses 6.4%, all these indicated in Table 19. Table 20, shows suggestions to
initiate economic and political factors ranging from need to deregulate the economy for
the necessity to eradicate corruption and enforced law and order na enhance security of
life and property. On government role, there is need for close cooperation between
government and professional bodies in the formulation of relevant economic policies and
autonomy for regulatory/supervisory bodies CBN scored 21.2% followed by 17.9% for

efficient tribunals to assist in loan recovery, Table 21 has this explanation.
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TABLE 19

ANALYSIS OF RESPONDENTS' SUGGESTIONS FOR ENHANCING EFFECTIVENESS OF SUPERVISORY/
REGULATORY BODIES' ROLE IN ARRESTING DISTRESS IN FINANCIAL INSTITUTIONS

(Percentagses)

-‘ g
g
Zp | 3 z fe 2
£E E E - . P Ee | i, |«
= ; L7 = =2 —u - o E & -
Suggested Actions L= Ea 4 £ 2 ] s g | g2 g & S« (X4 )2 g
= % < & S & g E is | 22 | E% g8 2 E SE |@7g
€ - ("] - 2 s - [ - = o & &8 =
Sucngthen Supervision 378 44 59 0.5 A6 N9 169 512 50 583 -
Enforce Compliance with _ ’ g
Prudential Guidelines 225 292 235 93 190 86 o4 341 4.1 252 -
Ensure Emergence of Realistic
Exchange and Imerest Raies 189 177 147 ) - 258 19.0 274 s 85 11 125 -
Stop or Reduce the use of ; ‘
Siabilisation Security - 144 214 235 114 144 1€.1 6.2 6.2 1.8 - -
Curb Abuses in Clearing House 6.4 213 324 - - - - - . - - -
Toual 1000 100.0 1¢0.0 100.0 1000 | 1000 100.0 1004 100.0 100.6 -
[
—— e — — e ":,;{.;:.. { o ot A g e e s o - .
Sa "




INSTITUTIONAL PROBLEMS FACING FINANCIAL INSTITUTIONS

TABLE 20
NALVYSIS OF RESPONGENTS' SUGGESTIONS FOR ADNRESSING THE ECONOMIC, POLITICAL AND

(Perceantaze:)

|

; : 3 : (1, Wi 85| &
"2 | Eo| Bz | Bz v. |ty |FaE| B2 £E | 23
Suggestions :E § % £ & ¥ 3‘; % g g EL3 g § E'Jé 3 §
<= | Oa Za@ | Uk ed | DF JLEg]| SO ) E3 | &=
Fsee Market Economy 4.4 17 7.9 -1 . 0.8 43 23 1.6
Curb Inflation 58 69 69 50 19.6 42 87 78 42 -
Eradication of Coruption 12.1 119 19 00 ) 109} 126) 174 | 132 13:,_2 -
Stable Polity 68 o™ iss | 158 | 42| ira| us| 278 | 194 | 173 | 43
Enforce Law and Order 1.3 74 6.9 16.7 10.9 16.8 8.7 178 1;3.9 \, 714
Maximurn Shareholding 63 39 34 { 208 87 42 26 3.1 0.7 -
Recruit Professionals 148 | 188 188 16.6 - 0.8 87 | 171 180 -
Training of Stafl 159 190 198 16.7 217 134 [ 130 o) 62 123 143
Prudent Lending 114 86 86 | 10 08 | 254 | 83 _' B 98 -
Total 1000 | 1000 | 1000 | ool | 1000 | 1000 | 1060 | (000 | 1000 | 1000
)
.
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TABLE 21
WHAT GOVERNMENT SHOULD DO TO CURB DISTRESS IN FINANCIAL INSTITUTIONS
(Percentages)
]

= = [ »

T e = i = s = v 9 u

g o = - “ & .2 s E B

: E3 g - | ® 8 tes z £ 4 wn

Suggested Actions i 2 E2 g 2| E2 s« |28 |£82 £E E .gE £g

=N e = wit B -] & B s 35 - = W = [ w o

< E LUe 23 s £ 8 e = e 3 - Em ==
Invoivement of Professional Bodies 29.7 159 | 209 737 315 46.'5' 104 359 | 308 ({1000

i

Ensuring Autonomy of Y
Regulatory Bodies 21.2 303 284 13.2 - 7.1 4 28.1 43.6
Stop Wasteful Spending and s
Cunail Inflation 17.2 20.7 19.4 13.1 15.6 16.7 12.5 203 0.5 -
Scrap Stabilisation Securities 142 23.9 224 - 319 39 298 4.7 - -
Effective Tribunal for Debt Recovery | 177 9.2 8.9 - 25.0 31.8 47.9 110 5.1 -
Total 100.0 100.0 | 100.0 100.0 1000 | 100.0 100.0 100.0 | 100.0 100.0 o




b)  Analysis of Respondents’ Recomipendations for Tackling Distress

They believed in the need for a holistic distress resolution approach, however
various options including those currently used were given prominence either as short
term or long-term meéisures. Under shont-term 25.6% score went to call to assist banks
to tackle the capitalization deficiency probem by encouraging dilution of ownership,
followed by strengthening management 23.3%, discourage fraud through stiff penalty
13.8%, need for political stability 13.6%, deregulation of the economy 12,7% and more
professionals in the workforce 11.0% tabe 22. Long terin on the other hand gaveIP

prompt action to liquidate terminally distressed banks 40,0%, enhance discipline within

the industry 25.9%, encourage mergers and acquisitions 17.0% all on Table 23.

c) Analysis of Response of the Repulatory/Supervisor Authorities

They ati:ributed the negative perfo-mance to both institutional and political and
economic factors tracing this to upsurge i1 the number of bank between 1986 and 1991,
poor internal control, insider dealings fraud and poor credit policy and administration.
In addition to all regulatory changes, they offered short tetim resolution options as
enumerated above aud on long term, the H'egulator'y and supervisory suthorities needs to
be given more powers to overcome legislative deficiencies, check illegal activities and
~act decisivel.y and promptly in an emergsncy. On average the survey results of 56.9%
respondents gave a pat on authorities doing their job fairly well, 28.4% say they poorly
performed, 15.9% calls for crucial staff training, 16.8% emphasized stable policy - Table
21A. That is the need for strong political commitment and leadership for ensuring 2
lasting resolution of distress in the financial indusiry. A decision needs to be taken to
implement a carefully sequenced coherent and comprehensive plan for distress resolution
that will protect the interest of depositors, ensure siability and soundness of the financial

industry. 5 v



. TABLE 2§94

ANALYSIS OF RESPONDENTS' SUGGESTIONS FOR ADDRESSING THE ECONOMLC, POLITICAL AND
INSTITUTIONAL PROBLEMS FAC NG FINANCIAL INSTITUTIONS
(Percentages)

(34, |2 2| 2] s
Suggestions I | S3| 548 | S8 | &3 | E2 |zgE ES | BE | 2
-Free Marku Economy 44 .? 19 - - 08 43 23 1+ 16 -
| ‘Curbmﬁaxion 68 6.9 6.9 5.0 196 42 8.7 7.3 42 -
Eradication of Corruption 121 HE 119 130 108 26 | 174 | 132 ? 122 -
Stable Polity 168 | 158 158 12 174 { 218 | 278 | 194 md 143
Enforce Law and Order iLs 14 69 | 167 109 | 168 87 | 18 |. BN | N4
Maximum Shareholding 63 | 39 34 08 8. 42 26 31 103 -
Recruit Professionals 48 | 188 188 | 166 - 08 87 | 171 18.0 -
Training of Staft 159 | 190 193 161 | 213 134 | 130 62 123 143
Prudent Lending N4 8.6 8.6 10.0 108 [ 254 88 | 131 9.8 - -
Total 100.0 100.0 100.0 nen 106.43 1008 100.0 150.0 100.0 1000
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TABLE22 |
RESPONDENTS' RECOMMENDED SHORT-TERM MEASURES FOR RESOLUTION OF DISTRESS IN
FINANCIAL INSTITUTIONS o

LI

(Percen ages) ' oA
. g 2 3 - B ] e | v B e 2 o ]

Short-Term EE %% 'g,g gzz -E_.! g E g?.‘;é E E. §§ gg
Resolution Options A R N S S |22 1£3¢% g é ¥ _.gé
Rccapim!izatioh of Problem - ' ‘ '

lnstitutians . . 254 264 272 8- 200 183 i 163 2t $0.0
Overhaul Management 233 | 310 -318] 137 | 126 299 209 t 211 -
SNt Penalties for Blan.k qu.d 138 ’. 9.5 2.1 184 26.7 143 .l 36 18.7 15.5 500
Engage Professionals 1.0 10.6 162 53 267 4 82 198 . 1i.9 -
Deregulaie Economy ’ 12.7 144 13.6 LR 67 21.1 .13.6 33 ' 8.5 -
Poliical Swabiliny 13.6 g1 B 258 B3 223 : 26 18.6 165 -
Totat 100.0 100.0 100.0 10049 100.0 1000 100.0 1000 1 1000 100.{.!

’ %
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IN FINANCIAL INSTITUTIONS

TABLE 23
RESPONDENTS' RECOMMENDED LONG-TERM MEASURES FOR TACKLING OF DISTRESS

(Percentages) :
; ‘ ?“é gl % < Z 2|l gf s

ong-Terva Measures 32| 6| 55 |6a | £a | £ |E2E| 25| 2E| E:=
iuidate Teminally Distressed Banks 400 385 382 500 235 333 50,0 S0.0 545 -
~ancial Discipline 259 | 26 | 28 | 30| 25| w7 250 | 23| 182 | 1000
b iotisn i | o1ss | s | w0 | 7| w2 | e | 27| 23] -
1gers and Acquisition 170 | 244 | 255 .| 33| 83 . 4 . .
al 100.0 100.0 1000 100,0 100.0 100.0 1¢0.0 1000 \00.0 100.0

[

:

i i " .
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APPENDIX C

In general, tie model for thic log of the observed {requency Fij in the ith row
i«1,2.. dandthejh columnlj=1,2,...,c ol an r x ciabic is given by:

]-drl (r ) 1 + J\, + ’\-( + \'hci u‘uun-..r'oroo{cr----‘q. cabebbadag {})

where

¥ooo= phserved frequency in the (ii J el

A w the efivet of the i row ciuegory.

Loow Al effect of the ™ colyn category.

Ao ineractian offed for the i value of the row category and vg‘mc of the

colin'n category.

e Bunbida parasmeters and y are estimated from e data s follows:

LS S gy ' 2 |
= Fe . t" 05 ( ........a,...,..........‘................-..............---..-.( )
i=] §=1 .
' -l € .
-é' }, Log (1) =7 s snmsescmenasses (3]

1

AS = 7':},1 m, [ T T RN ( )
,{iim-: Log (F)) —(y + A+ Al e . {5}

To uniquely estimate the kunbda parameters, we need to impose the ff;llowmg
construints on them:

r".
2,1 }‘j_nc_u
=1

-1

The estimates of the log-linear mode! parameters ane provided as past of due ouput
{rom SPRS/PCT huaerehical Jog-linear procedure. A basic limitatiaon of this mcthod is
that when wests far nuny Lhanbalas are ealeatincd, the usual probicm of multiple
coraparisans arises, CThat is, when muany consparicons are made, the probatiliny that
vt e fauned W b signilieant when theee s no -clled, ingrepses rapidly, oo

80



APPENDIX C oo ‘

(194 1) gives a discussion of speciul multiple-comparison procedures for iesiing

the lambdas. y
Aualytical Pramework : ' -
) Ench of the obsepved cell £ equencies is repraduced by the saturaied hicrarchical

log-lineal model,  In'the log-tinenr maode], all variables tho: are used for
dassification are indepedent variables and the dependent vasiables are the
number of cases in a cell of the cross-wbulation,

la general, the model Tor the log of the observed frequency Fij in the ith row -
(i=1,2...0)and the jth column (G = 1, 2., ¢) of an 1 X ¢ tabie is given by:

Ln(F) =¥ +2% 4454 25 o, m
where ) -

Fo = obzerved frequency in tic (L)) cell. _
Ai‘ = ahic effect of the ™ row ctiegory. e .
A = phe effect of the (M colump catepory _.
o e e nternction cffea Jor the i value of the row category and j
value of the colunmn cuezory.

v

e Lambedis paramelers and ¢ are estimated from the data as follows:

1 <« v s
4 o ig‘i Lop (F) (\ o

1 & .
Ajr = - }; Loy, U‘!) il (RPTOTORPTOTIP PSRRI SN S PRI R (3)

3
il

1 &
A i" = ?‘i}l L “:q) S AT vones . (1)
i e Log (8, - (y + A+ ahy ‘ (3)

To uniquely estimate the lambd parmmeters, we need 1o impose the following ~
constraints on thaeny ' '

I f‘ h .
Doap o= XAc =0
i jor !
. r e
L \1 ). L = ): Il .BL‘ '-_-0
i:..‘j " i q

- - —— f—— P ——
R Lcs s L RLEr ot R o o SOLLRIL St W R T U T A T T Soal o it -

SHal '

Lo Y R O T e R I ‘:-:'. %



d) Log-Linear Analysis of Survey Data

The result of analysis of the survey data was a two-way cross-tabulated format
to see how our eatlier findings can be corroborated by a more rigorous and statistical
analysis. The results obtained after a s¢turated hicrarchical log-linear analysis was,

carried out on the data as shown in “Appendix B”.

i) Results of analysis

Table 25A, it is observed from the analysis that all Ethese “broad groups
(institutional, economic and political faciors) of factors causing distress have statistically
high significance for all categories of banks. Not significant for corporatefindividual
customers, but economic and institutional factors ere statistically significant for all
classes of respondents. Highly significant impact of economic crisis is observed, from
the point of view of banks. It is therefore right to infer that economic crisis (macro-
economic instability, depression etc) institutional factors (poor management, insider
dealings, poor credit administration etc) and political instability e significant factors
causing distress.

Table 25B on the rating by banks cf the elements comprising economic factors
as causative agents of distress. From the analysis it is highly significant from the point

of view of banks. Inflationary pressure (II’) and monetary policy
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TABLE 25A

TWO-WAY CROSS-TABULATION (F FACTORS RESPONSIBLE
y FOR DISTRESS BY CATEGOLY OF RESI'ONDENTS

RESPONDENTS
Fl cC IC  Row Tolals @
Pl 70 - 68 239 117
EC 411 414 138 1663
FACTORS -
I 393 297 546 1236
oT 24 8§ . 3 35
Colwinn Totals 898 787 1626 1311

ESTIMATES OF PARAMETERS BASE]) ON THE SATURATED
LOG-LINEARMODEL'

PARAMETER COEFFICIENT SSE Z-VALUE

Main Eilects )
EC 1.5047 0.064 23400
IF 1.2362 0.065 19.011
cC ~0.2492 0.083 -3016
Interaction Edect :
PI-F1 —0,500% _ 0.0% ~5.193
EC-FI ~0.3408 0076 ~4.4

! Only parameters wiwss coelficicnts are sipnificantly diffcrent from zero are produced.
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TABLE 258

TWO-WAY CROSS-TABULATION OF ECONOMIC FACTORS RESPONSIBLE
FOR DISTRESS 1Y FINANCIAL INSTITUTIONS

FINANCIAL INSTITUTIONS

STRONG SLIGHT NO-EFFECT  Row Totals

uc 232 17 24 378
1Y 15 121 19 455
MPC 336 113 1597 . 464
55 1582 213 43 408
ECONOMIC _

FACTORS NAFX 116 163 70 419
PMEX _ 203 144 87 434

. _ '
cp 1 1 1 3
#3) i i i 3

H |

Column Totals 1426 473 265 2564

-\

ESTIMATES OF PARARETERS BASEFD ON THE SATURATED LOG-LINFAR MODEL}

PARAMETLR COLFFICIENT S5E Z-VALUE
Main Ellects

uc 1.1554 012 9.563

i 0.9893 0127 1.767

MPC 0.9092 0.132 G887

85 [.2071 oAz 1(0.289

NAFX 13474 0114 11.804

BPMEX 1408 0113 12,429

cp -3.5087 0511 -6.867
Interaction Effect .

IP-STRONG RATING (3.6908 0.166 _ 416

© MPC-STRONG RATING 0 4358 0.169 4,929

SS-SLIGHT RATING RHHE 4.159 243

-

' Only paraniclers wlnse cocilicients are significantly ditlerent frons 2ere are producsd.

-
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changes (MPC) are tated, strongly significant while stabilization securities (55) have
marginal effect on distress. The important economic policy implications of this analysis
include;
i) Banks regard, the enfire spectnun of economic factors, to be causing their
distress.

ii) Contrary to the popular bzlief the. stabilization securities cause distress,

banks see it as having slight impact on distress.

Table 25C also viewed ratings of economic factors by corporate customers to
cause distress. .All the factors except (&S) and QT are regarded significant. Strongly
significant factors include [P, MPC and NAFX, Forex is also a strong factor in the
speculative nature of its market provides an avenue for banks to increase their earnings.
Hence modifying the market operations at:fected fortunes of many banks. From the
viewpoint of corporate clients, (Ss) significance is on their positions to be indirectly
concerned. )

Table 25D this is on individual customers concern and shows all factors
(collectively) si g;ﬁﬂcmt. Factors with strongest significance include IP, MPC and PCA.
Interestingly, customers belief Ss has significant influence on banks may be due to
publicity given to it in the media. Recommendation also need to put in place effective
policy required to address the lingering macro-economic problems.

Table 25E this is on the entire spectrum of political factors, and they are in
general highly significant in leading to distress. This has strongest influence from the

banks perspective and the analysis has imporiant policy implication.
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TABLE25C

TWO-WAY CROSS-TABULATION OF ECONOMIC FACTORS RESPONIIBLE
FOR BISTRESS BY CORPORATE CUSTOMERS,

CORPORATE CUSTOMERS ;o
STRONG SLIGIIT  NO-EFFECT Row Totals
uc ! 1 g 3
Ip 325 92 1 434
MPC 305 ' 1 8 3
SS 1 23 1 25
ECONOMIC
FACTORS NAFX 251 1 . 13 304 '
PMEX I . 1 ] 3 .
CP 1 1 1 3
. "
oT 7 1 1 9 i
Column Totals 932 ]28 35 1095

ESTIMATES OF PARAMETERS BASED ON THE SATURATED LOG-LINEAR MODEL

PARAMETER COEFFICIINT S5E L-VALUE

Main Effects :

uc ~1.405 0.5263 267

1P 23221 0.1907 14798

"MPC 11949 0.347% 3436

s 13144 0.3428 3.83¢

NAFX 1405 0.5263 -2.660

PMEX -1 405 05263 ;260

cp 0.9854 0.2204 Y

STRONG R

Interaction Ellect -

IP-STRONG RATING 05713 0.2424 2357

IP-SLIGHT RATING 08660 0.2654 3.03¢

MPC-STRONG RATING  2.135 0.3787 5,638

MPC - SLIGHT RATING =2 1612 - 0.6344 =31.407

§5- STRGNG RATING 20305 0.6847 ~2.965 -

! Ouly parameters whose eoctlicients are significantly Jillesent fiom ervo are prosluecd,
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TWO-WAY CROSS-TABULATION OF ECONOMIC FACTORS RESPONSIELE
FOR DISTRESS BY INDIVIDUAL CUSTOMERS.

INDIVIDUAL CUSTOMERS 3
STRONG  SLIGHT ~ NO-EFFECT Row Totals
uc H | 1 1 J
P 665 183, 21 867
MPC 536 7 10 803
5 I I I 3
ECONOMIC
FACTORS NAFX 1 | ] 3
PMEX 167 205 a6 718
cp 1 1 ! 3
OT ' ! 1 3
Column Totals 1671 620 b2 2403

ESTIMATES OF PARAMETERS BASED ON THE SATURATED LOG-LINEAR MODEL!

‘PARAMETER  COEFFICIENT SSE Z-VALUE
Main Eflecis

uc ~1.8936 0.525 -3.603

Iy 3.0033 0.175 17225

MeC 3239 0.169 219071

58 -1.4936 0.525 . 3,603

NAEX ~1.8936 0.525 L3.603

PMEX -18936 0.525. -3.603

cp 3.2057 0169 18.943

STRONG 04783 0.229 2.065
Iiteraction Eilect

IP-STRONG RATING 1.1076 0239 4629

MPC - STRONG RATING 06792 0235 2.886

CP-STRONG RATING ¢.5747 0.235 2445

"Only paraeiers whase coelicienls are signilicanmy dilferent fon aoro are produced,



. TABLE 25E -
TWO-WAY CROSS-TABULATION OF POLITICA]L FACTORS RESPONSIBLE
FOR JMSTRESS BY FINANCIAL INSTITUTIONS

FINANCIAL INSTITUTICNS

STRONG SLIGHT  NOEFFECT Row Totals
PL 295 94 16 405
Ji2 149 160 n 381
POLITICAL PW 219 133 31 383
FACTORS
or 1 1 o 3
Column Tolals 664 188 26 1 5

ESTIMATES OF PARAMETERS BASED ON THE SATURATED LOG-LINEAR MO?EL’

PARAMETER  COEFFICIENT SSE Z-VALUE
Main Effects ) E i
Pl 09116 0062 T v, 5642 '
n2 13626 0453 L8917
PW 1.1485 0156 7364
STRONG 0.5973 2074 2.881
Interaction Effect :
IP-STRONG RATING 06,7554 0219 3454

IOnly jwrs velers whose cocilicients are significantly dilferent from z2ra ste produced.
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Table 25F, tlu‘s. is on June 12 and the resultant panic withdrawals as causes of
distress from perspective of corporate cus:omers. The implicationa of these findings are
significant because;

a) Their believe that is crucial and thus calling for an early effective and

~ sustainable solution. .

b) General rather than specific strength attached to the events underscores

the need for a comprehensive political solution.

L

Table 25G, this rating is also on June 12 and panic withdrawals from individual
customers perspective. Just as in table 25F, the analysis here shows the significance
although from interaction viewpoint. This result implies widest context is the most
effective apprc'ach, They advocate petmanent and sustainable solutions including
democratization and political stability.

Table 25H, ratings by banks of institutional tactors like growth in number, PCA,
fraud, insider dealings/poor management. PCA and fraud are highly significant, and
strongest factors, with insider relatively low significance rating. The implications of this
finding is that PCA, (loan disbursement, debt recovery etc) from operations perspective

9
is most important "internal” factor. Statistically, banking supervisionfregulation efforts
are needed and overhauling the entire udministration and management structures of
banks aimed at minimizing fraudfinsider dealings.

Table 251, ou institutional factors from corporate customers perspective. All

factors three of them as mentioned earlier are viewed significant.
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e "TABLE 25F

TWO-WAY CROSS-TABULATION OF POLITICAL FACTORS RESPONSIBLE
FOR IMSTRESS BY CORVORATE CUSTOMERS

CORPORATE CUSTOMERS

\ STRONG SLIGHT | NWO-EFFECT Row Totals
Bt 335 65 7 408
y 12 178 125 46 349
POLITICAL Pw & 1 1 ]
FACTORS 5
or 1 1 1 3

Colunmn Towals ’ 521 192 55 768

ESTIMATES OF PARAMETERS BASEDR ON THE SATURATED LOG-LINEAR MODEL'

PARAMETER COEFFICIENT SSE s ¢ ZVALUE M

Main Elfcets

Pl 16818 0215 13524

2 23156 RLH 11694

P -1.7001 0.397 ~4 2321

STRONG 09003 0.248 346241

Interaction Effect
0.9376 0267 3504

IP-STRONG RATING

! Only parameters whoss socflicients are significantly different from 2e10 ste produced.




TABLE 25G

TWO-WAY CROSS-TABULATION OF POLITICAL FACTORS RESPONSIBLE FOR
DISTRESS BY INDIVIDUAL CUSTOMERS

CORPORATE CUSTOMERS

STRONG SLIGHT NO-EFFECT Row Tolals

Pl 658 156 27 841
n2 390 260 115 765
POLITICAL PW 1 1 1 3
FACTORS '
oT 1 1 1 3

Colunwn Totals i,050 418 44 1612 .

4
H
P

ESTIMATES OF PARAMETERS BASED N TIIE. SATURATED LOG-LINEAR MODEL'

PARAMETER COEFFICIENT SSE a Z-VALUE \
Main Effcels . . -
Pl o 2357 021 11,143
n 28317 0207 13.668
PW 25012 . 0.457 -5.674
Interaction Effeet *
IP-STRONG RATING 1026 0.294 3475

1 Only parsmelens whose coelliciens ae sipnificar tly different frons zero are produced,
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TABLE 251

TWO-WAY CROSS-TABULATION OF INSTITUTIONAL FACTORS RESPONSIBLE
FOR DISTRESS RY FINANCIAL INSTITUTIONS

FINANCIAL INSTITUTIONS
STRONG SLIGHT NO-EFFECT Raw Tolzls

G 259 199 37 545
PCA 804 192 20 1016
FRD 179 243 24 546
D 289 m 24 535 .
INSTITUTIONAL
FACTORS IBSE m 238 n 543
$ ;o .
IBS V2 206 ? 8 545 .
: ', "o "
M st 240 a7 s
. M 1 1 1 3
oT 1 1 1 3
) *t
Column Totals 2417 1,542 315 214 !

ESTIMATES OF PARAMETERS BASED O N THE SATURATED LCG-LINEAR MOPEL'

PARAMETER COEFFICIEMT SSE Z-VALUE
) Muin Effects

G 12724 .10} 12.504
PCA [.148 0116 9894
. FRD 0.9345 o3 8241
iD ' 09162 0114 0.072
ISE | 1.0253 0.109 9,40}
IBS 1,2501 0102 3 12227
P 11192 o105 - . 10,605
PM ~3.8329 D318 -7.404
STRONG .6382 0.13 4906
SLIGHT 0355} 613 2151

Inleraction Eflect '
PCA - STRONG RATING 1.0705 0i49 7193
?‘ FRD - STRONG RATING 030657 0.14% 2.455
© 1D -SLIGHT RATING 02946 0,149 1.968

b Quly parometers whose coetficients are significanly di Tetent [Fom 210 are produeced



TABLE 251

TWO-WAY CROSS-TABULATION OF INSTITUTIONAL FACTORS RESPONSIBLE
FOR DISTRESS BY CORI'-RATE CUSTOMERS

CORPORATE CLSTOMERS

STRONG SLIGHT  NO-EFFECT Row Tolals

G . 174 114 65 353

PCA 476 223 23 72

FRD i 1 S O

D 289 85 ) |'4.64

INSTITUTIONAL

FACTORS IBSE 1 ! 1 3
| IBS 1 1 1 3

PM i ) i 3

PM 2 i 22 19

oT P 1 i 1

Column Tolals 978 4.8 158 1,634

ESTIMATES OF PARAMETERS BASED UN THE SATURATED LOGC-LINEAR M DDEL‘

PARAMETER COEFFICIENT SSE L-VALUE
Main Effects :
G 26359 0.149 17677
PCA 2.969 0.151 19647
FRD -2.054 0.528 -3 839
1D 2,445 0.3 13,862
IBSE =2.054 0.528 -3.889
1Bs 2054 D528 -3.889
M -2434 6528 -3.889
) M 1.4832 0.167 5845
STRONG 0.44 0.192 2294
Interaction Effect ’
PCA - STRONG RATING 0.7024 0201 ¥ 3489
D - STRONG RATING 0.7229 0.204 3.533
PM - SLIGHT RATING -0.1192 0235 -3 061
PM - SLIGHT RATING 0.6RS] 0229 1989
} Duly paranicteny whose coclljcients are sigiificantly different froim zoro are produced,
\
et



This result however confirmed the earlier one. Hence the need for overhaul of the
management operational structure of banks, cannot be over-stated.

Table 25J, also on institutiona factor rating from individual customers
perspective observing all factors to be statistically significant. They belief in growth in
the number (which is exogenous factor) of banks in addition to PCA, insider dealings
had very significant impact. It confirms the popular opinion that factors internal to the
bank are equally (if not mote) important reasons for bank failure. They perceived the

S 3
problem of growth to be significant most ¢specially when assessingfreferring to the "free
entry” era of 1986-1990, when appropriate and technical and strong supervisory
framework were lacking. |

Table 25K, this estimates spatially on political instability, economic crisis and
institutional factors, statistically showinz two factors of econonﬁc, émd institutional
factors is highly significant in all the states. In terms of location and interaction effects,
econonlic crisis is very significant in Lag s, and Abuja, politicallytin Borno and Rivers.
All factors proved significant in Lagos, .n further assessment.

All these findings have far reacting impl;ications. The aggregate of response
from all states indicates that political instability (democraiization, June 12, panic
withdrawals, govemance etc.) except in .agos is not statistically significant. The most

significant are economic and institutionz1 factors. The place of Lagos as the
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TABLE 25]

TWO-WAY CROSS-TABULATION OF INSTITUTIONAL FACTORS RESPONSIBLE
FOR DISTRESS BY INODIVIDUAL CUSTOMEL'S

INDIVIDUA'L CUSTOMERS
STRONG SLIGHT NO-EFFECT Row Totals

G 538 180 78 79%
PCA s12 199 at 752
FRD 1 f 1 3
D 555 152 2 728
INSTITUTIONAL
FACTORS IBSE 1 i 1 3
IBS 1 t 1 R
IPM 1 ‘ 1 3
PM 1 t 1 3
ot i t st 3 ;‘
Columan Totals 1611 537 e . 2294

ESTIMATES OF PARAMETERS BASED ON THE SATURATED LOC-LINEAR MODLL‘

PARAMETER  COEFFICIENT SSE Z-VALUE
Main Effeets
G 3.508) 0.163 22048
PCA 33915 0.166 20471
FRD 1681 0.533 3159
iD 3.4127 0.173 18.063
IBSE —1.6841 0.533 3159
BS 1681 0533 3159
1PM ~1.68) 0.533 -3.159
PM 1681 0.533 ~3.159
STRONG 16811 0533 § 3159
Interaction Effect

G - STRONG RATING 0.5989 0228 2632
PCA- STRONG RATING  0.7468 0229 3251
ID - STRONG RATING 113 0234, 4753

- PM - SLIGHT RATING

! Only parancters whose coellicients are sij nificantly dillerent from 2cro are produc:d.
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TABLE 25K

N -_— — e _— —

R A —n

TWO-WAY CROSS-TABULATION OF F..CTORS RESPONSIBLE FOR DISTRESS BY
GEOGRAPINCAL SPREAD (Lacation)

FACTORS OF FINANCIAL DISTRESS

Pl IC IF OT  RowTotals
ABUIJA 19 88 79 3 r
KANO 42 97 99 2 240
MO A 134 65 1 259
— ENUGU 29 155 65 2 251
INSTITUTIONAL
FACTORS . 0YO a3 . 164 o, 2 310
KADUNA .| a3 236 g g 430
BORNO RS 116 9% s <l
PLATEAU 2 145 120 I 298
RIVERS 20 13% 115 : 5 !_279
LAGOS 83 320 295 10 207
EDO 21 109 51 i 182
Cotumn Tola) 377 1,703 1304 34 3418 :

ESTIMATES OF PARAMETERS BASED. ON THE ‘SATURATED LOG-LINEAR MODEL"

PARAMETER COEFFICIHNT SS5E 7-VALUE

Main Eflects .o

LAGDS 1 0709 0.097 11056

IF 1.5081 0462 19477

EC [ 4714 Q.06! 24.315

Interaction Eflect

ABUJA-EC 03443 . 0.149 -2.297

BORNO - PI -0.4738 0.227 -2.083

RIVERS - PI - ~0.5245 6.197 -2 656

LAGOS -EC —0.2467 ’ G.105 ~2.349

L Only parumelers whose cocllicients are si pificantly different from 2ero are produr=d.
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economic nerve centre of the country strongly aff xcted by the political disturbances and
is a pointer that political factor causes distress. And in the direction of panic
withdrawals, Lagos and oil state of Rivers confirnied the high significance given to these

factors.

45 STATISTICAL EVIDENCES
Given the importance of this thesis and he implications of its submissions a re-
examination of issues already discussed on thi: basis of 2 wide range of performance

indicators including the familiar CAMEL ratirgs becomes very necessary.

4.5.1 FRAMEWORK FOR MODELLING THE DETERMINANTS OF DISTRESS

Distress problem has to do with a situation where the performance of an
identified or a given bank is below certain s>t standard. That is a bank is said to be
distressed if specifically it does not meet pre:icribed performance criteria. The rational
behind this definition is that standards are sct out of experience or empirical evidence
to forestall failure. Non-compliance with staadards is synonymous with failure and this
definition measures the incidence of bank distress but not the degree (temporary or
terminal). Banks distress is modelled qual tatively unlike quantitative measures since
a bank is either distressed or not, thus modelling bank distress involves a binary choice.
That is binary models (solvent or insolven, liquid or illiquid failed or not failed) have
traditionally been nsed to define bank cond tions. Some of these models include probity
analysis, discriminant analysis and logit 1nodels but we will adopt logistic regression

model because of its ability to normalise the probability of failure between 0 and 1.

Logit model uses maximum likelihood 1iethod to optimize the coefficient estimates,
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discriminant anatysis don’t. Distressed or not distressed disalfows (he use of multiple
regression model to forecast the probability of distress. The methodology as observed,
by Uchiendu 1995 is better suited fof industfy-- wide performance analysis.

Before delving into problem of modell mg' bank distress, the factors influencing
bank distress: in terms of stipulated policy targets like liguidity ratio, statutory minimum
paid-up capital, loan-to-deposit ratio and caital adequacy ratio should be revisited.
Factors like management efficiency/quality, isset quality, return on assets and capital
loan type are the factors influencing the heal h of a bank (West 1984, Jimoh 1993 and
Nyong 1994). On bank performance is ownership structure. It will be interesting here
to opine that government owned banks are mre likely to go distress than private-owned
due to political influenice on their operation ( ike loan administration}. Bank as financial
intermediaries, have their operational result being affected by their environment, The
fiscal, monetary and banking policy, macro-.conomic policy, economic activities (boom
and recession} and politics all affect banks' ¢ perational returns. Note that the regulatory,
macro-economic and political factors are rot explicitly modelled but, the measures of
profitability, especially for profit oriented :nterprises

a) Model Specification; According o Pindysk and Mulainfeld 1991 and Norusis

1992, the prob:ibi}ity of a bank being disti essed Pd is given by

Pd=¢ =1 1
1+e?  1we?

where;

e = the base of the natural logarithms (2.7108)

z = linear combination of fact s that influence probability of bank distress.

97



Thus,
Z= a4, tax; tagx,t ... FA,X, « ceeean(2)
where;
a, = i" coefficient estimate
X, - i" explanatory variable.
The odds of a bank being distressed is determined by the ratio of the probability

of distress to the probability of non-distres:.

I
Pd = 1+t == e*.... 3)
1-Pd 1-1__
e

given in equation 3 above.

Taking the natural logarithm of botl sides of equation 3 abawe it gives

log Pd = Z =d +d+x;+— +a3,...... (4)

Hence t;quation 4 above is the logi model to be estimated iteratively until it
conveys to gi\;e the log of the odds, fron. "where the probability of distress, Pd in
equation (1), can be estimated. This equ:tion also shows how the variation of the
various (X,)influencing bank distress affe:t the log of the odds of a bank being
distressed. In this study, the initial estimate s

of the odds of distress is _Pd_ which would be used tc start the
1=Pd S

iteration process, and is measured by a dunamy variable which takes the value of 1 if
the distress eriterion is below the standard stipulated by policy or it takes the value of
zero, otherwise, mathematically, let O represi:nt dummy variables measuring the odds of

bank distress. Then
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D, = 1if PC1 < PCT ............[5)
=0, othe;wise for each banké; stated above).

Dummy (dependent) variables are defined for other distress measures like
liquidity ratio and loan to deposit ratio, 1s operational definition and it differs from
Nyong 1994 who used Examiners intuitive rating of banks as failed or not failed,
distress or non-distressed etc. The problem of this rating is there appears to be o
single measure purrently in use to categoric lly rate a bank as distressed or not, and this
may be why a bank could be misclassified Note that the factors that exhibit odds of
a bank beiug distressed include, asset qual'ty, quality of management, defined by the
ratio of non-performing loans to total kans Nyong (1994, p. 13), measures of
profitability (returns on asset, return on cajital), camings, loan type, ownership type
(private or government) and operating efficie 1cy measured by expense to earnings ratio,
Good management, buoyant operational resu ts and adequate liguidity would definitely
reduce the odds of a bank being distressed, vhile ownership structure would increase

the odds of a bank being distressed, due to cwner's level of interference in the bank’s
operations, as the case may be. The main sources of data for the logit regression are

from secondary data collected by the CBN frcm banks statutor;% returns.

4.5.2 THE MEASURES OF DISTRESS

'Ihe.objective of this research is to. iden ify factors inﬂuénc'mg distress/defining
the dependent variables representing the distress condition to include, liquidity ratio
(LR), loan-to-deposit ratio (LDR) and capital ac equacy ratio (CAR) using the statutory

requiremnents that
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) LR <A0 percent
ii) CAR > 8.0 percent
iii) LDR < 64.0 percent,
for a bapk to operate soundly. Thus a bani: with LR<40% scorés a 1 or O otherwise.
Simtlarly a bank with CAR<8.0% or LDR>64.0% takes 1 or 0, if the condition does not
hold. 1t is seen that most of the banks sbserved score similar to each of these
definition,
For comparative purposes CBN, intrc duced another distress measure DMD (a
dummy variable which takes a priori, a value one or zero for a bank being identified,
v

distressed or non-distressed) and carried out fr commercial banks with available data.

And owing to redefinition of capital adequicy ratio between 1992 and 1994, this

measure was seldom used as a measure of dis ress in the analysis.

b) Estimation and Analysis of Results:- The different equations and

combination of explanatory variables were estimated using the logistic regression
modute. The estimation resuits and summary s atistics are shown in Tables 26A-E. It
is observed that the equation performed well as implied by the high adjusted P-values.
In all cases convergence was obtained in less th:.n the default {(maximum) 10 iterations
set for optimall solution of the equations applixd to both commercial and merchant
banks. |
i) Coml.nercial Banks

Table 26A shows the resulf of the logit regression for 43 fommercial banks, in

1992 using two different distress measures (loan fo-deposit ratio LDRC and liquidity
ratio LRC) in equations 1-4 and 3-7 respective y, with different distress attributes

combinations. Ou LDRC, equations 1-5, CAR ha: a positive and significant influence
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on the odds of the banks being distressed. This should be so as the increase in capital
adequacy target (CAT) will lead many marg inal banks into distress. The CAR had non-
significant effects on LRC equations 5-7.

On ownership effects in 1992, comn ercial banks have mixed but non-significant
effects on oddsﬁf a bank being distressed. 'The result shows that increasing LR reduces
the odds. The same but non-significant relationship is indicated for the profitability
measures (ROC and ROA) and loan quality -atio (LQR) the optional efficiency measure
(expenses) profit ratio (EXR) was positive a1d significant increase in loan provisioning

(TLLR) increases odds.

\é%ﬁ: o
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TALLE 26A SRS
LOGIT REGRESSION RESULTS FOR 48 SA! IPLES OF COMMERCIAL BANKS — 1992
E .
=%
£ E Explan atory Variables
53
= :E z = s 3
2 ¥ 3 H = - L = < e = EZd
— vl - = . =
S &8 S S 2 9 g = g % S |ése
L. LDRC -5.408 | 0.0064 | -0.6664 -0.0002| -0.0002 | 0.0006
-10.4) | (o7 (-1.14) (-006)! (-0.18) | (1.36) 2| 09297
i
& LDRC -54 0.006 -0.6 (-0.00009) 0.0006 ~-0.005
(-10.53) | (2.06) {(-1.0%) (-0.03) (1.33) | (-0.19) 0.9297
3. LDRC -5.6 0.007 -0.5 0.000] 0.0005 ! -0.006 0.005
1009 | @29 | (08 (0.06) (158) | (-03%) | (143 ' lsus
i LDRC -5.25 0.606 -0.2 0.0002 -0.02 0.4905 -0.01 0.9153
851 1 0y | 03 (0.08) o) | a0 | (-079)
5. LRC -2.329 0.006 -0.036 0.1 0.0001 0.038
(<215 | (1) (-0.01) (-3.48; (39 (1.26) 1.0000
5. LRC -2.7364 | -0.0009 -0.354 -0.038] 0.0007
(-3.53) | (021 (067 350 (69 1.0000
. LRC -49483 | -0.0022 0.569 -0.0013 -0.0027 | 0.9213
(-1.60) (-54) (1.06) (-1.24) (-0.22)

———
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Tabie 26B is on 39 banks analysed :n 1993, including CAR in equation 6. A

duminy variable DMD was used based or the CBN classification for comparativen
purpose. As in 1992, ownership type has ne zative but non-significant results for DMO,
while most of the other disiress measures, vere positive but also not significant. For
all definition of disttess in this year for the 32 banks, CAR was significant in equation
1 with wrong-sign. The reason for this plaisible result may be due to 1993 quality of
operational data. LDR was very significait, because increase in LDR signifying the
bank is over-trading which increases the oids. LR reduces the odds. The higher the
LQR the lower the odds equations 8-11. ROC and ROA were insignificant due to

quality of data Ircported.

Another 51 banks were observed this ti;ne using logit regression instead of
profitability measures, shown on table 26:°, Ownership was consistently positive but
non-significant, CAR maintained its positi ve relationship with dist;ess especially where
the significance level is high. LDR (L) was significant and positivgely related to distress
as in table Z6B. LR is negative and has strong relationship with odds, as in equations
12456 and 7).

1) Merchant Banks

Table 26D in 1992 was on the merchant banks. CAR had negative but non-
significant relationship with distress. Increase in the LR reduces the odds also, types
of ownership increases the odds. Equatios 3 and 5 show that high loan quality reduces

the odds, of the bank being distressed.
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TABLE 268 o
LOGIT REGRESSION RESULTS FOR 3 ' SAMPLES OF COMMERCIAL BANKS — 1993

-

-

=
£
E Explana ocy Variables é
5| 5250 = )
= | Z3E] 2 = & o = = L = £3
s | €T 3 £ = 2 = I 2=
S|&%e| 8 | &8 | & | o |3 | S | F | & | & d,(as
1 LDRC 3.1 113 | -0.03 0.04 0.01 0.04 - 0.27 | -0.0037 | -0.05 _
40 | 09 | 196 | @) | 20 | (.26) - | 6| 15m | (088 | Lo0e
2. | LDRC -62 0.28 | -0.01 0.03 | -1.028 | 0.0038 = - | -6.0062 | -0.01 { 0.9995
629 | (039 | 098 | @61 | 149 | (@18 - | o043y 049
3. | wre | --63 03 | ~0.01 | 0038 | -003 | o0.005 0.0003 - | -0.01 | 0.9993
(~5.90) | (042) | (-03¢) | @69 | c1Lsm) | (027 @.01) | (a4
4, LRC -0.6 0.27 -0.026 -0.02 -0.09 0.0003 0.015 ~0.001 -0.03 .00
(-44) | (@27 | (~095) | (091 | (27 @3) | @63 | (-036)°] (-0.68)
5. L®C -0.3 -0.19 -0.007 -0.01 ~-0.09 ~0.006 - 0.000054 -0.01 1.00
(-63) | (0.23) | (-1.04) | (-0.69) | (-288) | (-0.29) 5 ©.01) | (-0.49)
6. CARC -6.99 1.79 -0.09 0.02 ~0.02 - Q.0003 0.2 | -0.0008 0.99
(-2.92) (1.06) | (-1.6%) (Li8) | (-0.7%) - (0.58) (139) \ (-0.02)
7. | DMd -10.0 0.7 | -0.02 0.07 0.09 | -0.05 - 0.19 | ~0.0019 -0.2 Lo
(-274) | (-0.34) | (-0.73) (1.50) (1.2 | (-0.78) - (0.e2) | (-0.42) | (-1.4%)
8. | DMD -763 | -n2t | 000z | 0069 | 0033 | -0.08 - - { ~0.0003 | -0.3 1.0 )
(-358) | (-082) | 019 | (90 | 09 | (-1.70) - - | (-010) | (-1.36)
9. | DMD 587, -05 | o003 0.06 0.1 | -0.006 -] -0002 | -0.07 1.0
(-238) | (-042) | 029 | .79 -1.58) | (0.7 - (39 | 0s3)
10. | bMD 6.1 -02 | 0003 0.07 -012 | -0.006 -0.0329 1o
(-234) | -0.2) | 30 | @Oy (-2.16) | (-0.97) {-1.04)
11. DMD -6.7 -0.3 0.009 0.08 -0.01 -0.05 - 00006 Lo |
339 | 03 | s | a9 | 036 | @y -1 099 ,

104




LOGIT RLGRESSION RESULTS FOR

TABLE 26C
31 SAMPLES OF COMMERCIAL BANKS - 1993

105

T

Dependunt
Variables Explupatory ~ariubles Sumimary
(Distress Statistics
Equution Sitnation) Constant DMO CAR L LGR LR |TLLLR (F Vaiue)
1 DMD -6.21 .18 0.006 0.02 0.01 6.03 0.99
111} . (0.26) {1.54) 270 (0.36} (-2.50)
2. DMD -6.19 0.5 0.007 0,028 ~0.03 | -0.0006 0.99
(-6.95) 027 {1.58) (2.5%) (-2.76) (-0.36)
1. DMD -4.6 0.39 -0.003 0.019 | -0.0003 0.96
. (-ﬁ.ﬂl] {0.62) {-0.96) {-1.50) (-0.54) .
4 DMD -65.17 9.3 0.007 0.83 -0.03 . 0.59
(-111) (0.53) (1.62) {2..92) (-2.68) ;
5 LRC -1.98 6.3 ~0.002 -6.006 ~0.016 —0.07 1.0
-2.81) (0.60) (-0.45) .61 117 (~3.58)
6. LRC ~2.5 0.1 -0.002 -0.005 -0.Ct | -0.0001 1.0
(-2.95) (6.25) (-0.49" (-0.55) (-3.73 1 (~0.25) \
1. LRC ~2.88 0.4s | —-0.0004 007 | -0.0002 1.0
(-5.0) (0.25) (-0.16 (-3.7¢) (~D.35)
8. CARC -6.18 1.19 -0.00« 0.004 0.003 -0.0¢4 0.99
(-6.14) (1.16) (-0.77 (0.57) {0.29) (-0.3% ,
9, LDRC -£.1 1.05 0.00° 0.02 -0.005 -0.02 0.99
(-1.87) {1.59) (1.64 (3.24) (-0.42) {-1.61)
i0. LDRC 43 0.9 0.50 0.02 ~9.52 0.99
(-8.05) {1.38) (1.72) {3.26) (-1.57)
¥
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TABL

E 26D

LOGIT REGRESSION RESULTS FOR 42 se.n1PLES OF MERCHANT BANKS - 1952

L "
= = o
= 2 Explanatory V: riables 32
$Z . ’ 3
- « A - v
5 - - . ke
e = ® = . =4 = 3
sl 2L 3 « ! e - = U < e Ez
S| &5 § s 108 | 8 3 2 i g g | 818 | o |d=
LRMB ! 2,97} -gec2] -0.03 | -p.olo 3.594]  -0.002 0.5930
387 | (03N (~208) | (-1.63}| (1.96) ] (-0.54)
2. LRMB D —2.97] -0.002] -0.03 | -0.017 3.55 -0.0008 . 0.9930
(<3811 (-0.37)] (-2.06) | (~1.65)| (197 {(-0.55)
3. LRMB -2.8]| -6.003{ -~0.02 L4l -6.002 ] 600006} -0.04 ~0.002] 0.9697
(=290 (-0.49)] (-1.5D) (1.03) | (-0.6%) (O] (-1.93) \{-u,SSJ
4. LRAMB | -3.01] ~D.002y -0.03 ~0.92 351 -0.002 ' 3.9899
319 (<030 (1.9 | (-0.48)¢  (1.anl (-0.55
5. LRMB [ -2.82% -0.003| -0.02 1.4 -0.004 060681 -0.0G2| 0.9577
(-2.82) | (-0.48)] (~1.52) (102 {~1.E6) -0.06)] (-0.56)
6. LRMB | -2.96] -0.002( -0.036 | -0.0198 | 36114 -0.015 0.9929
(~3.80 | (-0} <29 | (-1L6T]  (2.00) {-353)
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In 1993 logit regression analysis was us:d on 30 merchant banks, with data on
profits.  The coefficient estimates and sumnary are on Table 26E for different
specifications of liquidity ratio, measutes of distress. The inclusion of ROC and ROA

in the regression and reduction of sample size give significant result. It is observed that

the quality of data on banks’ operations contril uted to the poor rgsults.

4.5.3 ANALYSIS BASED ON PERFORM ANCE CRITERIA
To forestall banks distress, perfofmaice criteria based on experience and

international standard is set for licensed banks In Nigeria, ratios used and the critical

cut-off points for compliance are as follows: v
PERFORMANCE CRITERJIA Cut-off Valye
i.  Liquid asset structure _ 10%
ii. Minirmmm paid up capital: LR No!ﬂf
 Merchant banks 840 mitlion NS00m
Commercial banks #4350 million #:500m
iti}  Capital adequacy ratio 8%
iv)  Liquidity ratio 30% 40%

v)  Sectoral credit allocation:
Priority - 289%
Others 25%

SOURCE:  CBN/NDIC October, 1395, p. 85.
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LOGIT REGRESSION RESULTS FOR 30 SAMPLES OF MERCHANT BANKS - 1953

108

5 ‘-? -i? v ’g Exj lanatery Variables ‘ E‘g g
e E2E3 - EZs
2 EE2Z : Eg”
= aFC @ Constant| CAR LR L | DMO! ROC PR LQR EXR| vn & &
1. LRMB 131 -0.05 -0.00 -8.59 -0.051 | -0.065 -0.55 ) 0.99%
(0.21} | (-0.80) (-0.37 | (~0.32) (-0.53} -0.87) | (-048)
t
2. LRAB 405 | -0.0% 0.0 -3.38 | -0.003 -0.93 0.9 0.999%
(0.45) | (-0.87T) (-0.38 | (~0.32) 1 (~0.87) (-0.82) | (-0.92)
3. LRMB 3 ~0.08 0.01| -00 =771 . 0.007 -0.06 | —0_5'\‘, 0.9999
©36) | (0843 | 030Y[ (<0541 | (~0.29) ] (~0.39) (-0.75) | (-0.27)
4 LRMEB ~3.87| 0.0001 | ©0.003| -0.08. [ -7.30]|-0.0008 0,005 0.05| 0.9237
(-432) | (6.03) § (0.89)| (<061 | (-0.44) | (-0.M) (0.48) (2.53)
- k3
5. LRALB -3.65 | -0.0007 | 0.003 -000:| -747]-0.0007 0.03| 0.939
(-185) [ {-08) | (0.87)] (~0.62) | (~0.43) ] (~0.62) (0.58)
|



¥
Note that the above information have changed. The minimum paid up capital

now is uniform and at &500 million in 1999 budget. CAR remains 8% with at least

50% of the compaonents of a banks' capita. comprising paid-up capital and reserves (i.e.
statutory, share premium, bonus issues, ge weral reserves and other unappropriated profit).
Every bank must maintain a ratio not less than one to ten (1:10) between its adjusted
capital funds and .total credii, net of prcvisions. Sectoral credit allocation abolished.
By definition, liquidity ratio, defined as:

LR = Total Specified Liguic Assets ...... {(§)
Total Current Lia silities -

reflecting the liquidity condition of a lank. The components of treasury bills and
certificates in each banks’ liquid assets s'1ould constitute at least 10% of the total liquid
assets monitored using liquid asset structure ratio defined as :

LAR = Short-Tertm Governme nt Securities .........oee.. )]

2 spu.m

while the capital adequacy ratio denotedf as CAR is defined as:

CAR = _Total Qualified Captal  .cccormvrcvnieaas (8)
Total Risk - Weighted Assets

is an indicator of the appropriate level « { capitalization of a bank. Section 13 of BOFI
Decree required banks to maintain an 8 % minimmn CAR or as may be prescribed from

time to time.
4.5.4 Major/Indicators and the Degree of Distress

The indicator Rd denotes the de gree or depth of distress banks in fraction of the

banks that complied with at most d-1 >f the performance ratings, defined as
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Rd=_1,EnB(i d) . 9
il

where B (i d) = 1 if bank 1 satisfies at mst d-1 of the five performance ratings and 8
id)y=0 otherv;fise, n is the number of cimmercial and or merchant banks. Parameter
d equals the number of performance ratin 3s that have not been satisfied and takes val‘;ue
between one and five (I or 5). A valie of d closer or equals five indicates banks
likelihood of being declared technically insolvent if all performance ratings have equal
weights. The statistics Rd ranges from :ero to one (0 to 1). When Rd tends towards
zero it implies the banking system is gen rally in good condition and if Rd tends to one
the banking system is in distress Table 8.

The indicator R1 represents the :raction of the banks that did not comply with
the minimum LR of 40%, defined as
R, =17 d i, 40) e (10)

n it

where, d (‘i 40) = 1 if bank’s observed L1 < 40%, and take the value of ratio, otherwise.
Other summary indicators CAR, and wholly secured liquicﬂ assets (t.reasury bills,

certificates) denoted Ro and Rc are def ned as

Rel X h(, 8) R | I
n =1 . ) .
Rgl > fi, 100 e (1)
n i=1 .

where h(i 8) = 1 if the CAR < 8% but takes the value zero otherwise. Also {(i 8) = 1

if bank i® wholly secured liquid asset (treasury bills and certificates) is >10% and is
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zeto otherwise. The measures R_ and R, are shown on Table 28.
R, is Joan to deposit ratio LDR wich ir dicates the fraction of banks that did not

comply with the maximum LDR of 64%, def ned as

R, vit, 64) ... (13).

1
n

Vi, 64) takes t;tlc value 1 if the observed LD 2 for the i* bank >64 maximum and zerp
otherwise. It ranges, between zero (0) and o1 ¢ (1) with values closer to zero it implies
efficient use of banks funds and higher valucs implies serious overtrading by baik, a
factor which could lead to distress situation.

The degree of banks’ distress explana ory analysis was on secondary data from
May 1993 to October 1994, aimed at providin ¢ vivid explanation of the extent and depth
of distress in the financial (baﬁking) industry especially during the turbulent period of
political upheaval and uncettainty.

Table 28 shows summary indicators 4 R, and R, while Figure 1 throws more
light on the degree of distress, suggesting or implying that June 12th issue aggravated
the distress condition as reflected in the rise of Rd in July 1993, ranging from 12.1%
in August to 16.7% in December 1993. By January 1994, the deglee of distressed banks
increased substantially to about 25% due to, may be policy changes (reversal of
deregulation). Figure 2 gives the plots of I quidity (wiolly secured liquid assets and
capital 'madéquacy) indicators, R,, R, and.R.. The plot R1 implies the banks liquidity
position heightened in July 1993 due to paric withdrawals associated with June 12th

Issue, and LR improves as from Auvgust 1993 to June 1894 when It worsened again, may

be due to withdrawals in the wake of the anniversary

111



TABLE 28

COMMERCIAL BANKS FINANCIAL CONDITIONS BASED ON PERFORMANCE
CRITERIA RATINGS: MAY, 1993 TO OCTOBER, 1294

Degice of Distiress Heldings of T-Bills Capitnf
Rd Miquldity & T-Cert. Ludequacy
Peried d=3 d=4 J=5 Kkt Ry . Re
1993
May 0.167 g.mz2 .00 0.50 0.8 0
June 0.197 0.515 0811 0.53 632 ¢
July 0212 {1.576 0844 0.64 0.36 0
August 0.121 0.485 0742 0.44 0.4 0
Scpicmber 0.152 0439 0.758 0.3% 042 0 .
October 0.167 0.3%4 0.652 0.39 044 a.0s -
., November G152 0.303 0.630 038 0.48 0.08
Decomber 0.167 0.364 8.621 39 0.48 , OIS
1994 : . ‘
January 0.25 0.550 0875 0.3) 0.53 : .25
February - (2R} 0.5M GRS M 047 . 0.25
March 0,308 0,538 hav2 0.35 0.45 ;o 023
April 0.262 0.554 0846 833 Q.48 025
- May ) 0.292 (L6 (.Rdo .35 038 025
June 0.308 0.569 0.90% 04 043 0,33 L
Juty 0.308 0.585 846 04 0.45 SR .5
Auvgust 0,338 0.677 183 0.37 0.46 120
Scptesnber 0297 0.531 1428 .36 0.5 t23
Ociober 0.3i3 0.563 13859 36 .48 03

Yee Section 4.3 for U delinitions af Rd, KL Re and Re, Dafa ic sonrce | fiom the Rescarch Departinent, CiN,
Rd = Indicalor of Distress

R = Indicator of Hhiyuidity _

Bz = Indicator of securcd liuid assets ' "" K .

Re = Indicator of Capitat nadequacy D

d = her of perfurmanee satines thal have nat beon satistiaal, o ber wands, 8 bank is clarsiliod as ‘Sixirossad' i)

it did not satisly d of the perl yanance satiugs,
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FIGURE 1

INDICATOR OF DISTRESS, Rd, OF COMMERCIAL BANKS
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. The degree of distress, Rd, of commer:ia banks, between May, 1993 and October, 1994 The
indicator, Rd, cen be interpreted as the fractiin of commercial banks that failed three or more of the
performance ratings.
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of the June 12th. The trend in R, don't follow di: cernible pattern but illustrated the fact
that liquid assets of the majority of the banks are not wholly secured in the petiod under
review.

Re in the figure 2 implies that all the b: nks were adequately capitalized, from
Mayto September 1993, The degree of inade juate capitalization started in October
1994, In January 1994, the value of R, depict: 25% of banks were under-capitalized
which peaked to 30% in October 1994. It is nteresting to note that as R, tended to
understate the degree of distress, the R; apeared to overstate the degree which
underscores the point that an unweighted CAMEL rating cannot by itself predict with
certainty the hurnber of distressed banks in the industry.

Table 29 has four summary measures for the period May 1393 to October 1994
graphically represented on figure 3. Merchant t anks distress situation worsened between
July/August 1993 increasing from 18.5% to tbout 39.0%. this temporary distress in
merchant banks improved significantly within October 1993 to January 1994 due to
relative calm in political front. The delayed elease of 1994 budget and re-regulation
of the economy affected negatively the performance of these merchant banks. The
degree declared in August 1994 and accelera ed thercafter. Figure 4 shows me;chzmt
banks illiquidity wholly secured liquid asset and capital inadequacy indicators, Capital
deficiency is not a good indicator of distress illiquidity slightly overstated the degree
of distress merchant banks. Unweighted ratit.g mechanism in conclusion may not give

correct picture of distress in the Nigerian financial industry.
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__ TABLE 29

MERCIHANT BANKS' FINANCIAL CONDITIONS BASED ON PERFORMANCE
) CRITERIA RATINGS: MAY, 1993 TO OCTOBER, 1994'

Degiee of Distres: Enldings of Cupital
Ry Wiquidity { T-Bills & T-Cert. Diadvguacy
Peviod d4=23 d=1 d=5 Ty Its Re
1993
May Y 0712 0.889 0163 0.3] {]
June 0.204 0,403 (1.796 0.39 0.35 0.07
Inly 0,185 0.537 0.741 .43 0.35 007
August 0.389 0611 087 0.46 0.1 004
Septeimber 0407 (611 0722 043 043 0.U6
Crelober 0.i48 0,296 0.556 .34 0.59 (.06
MNovember 0.1 0352 0519 {:33 0.59 007
Deeember u.lis 0.269 (431 1.27 063 0.04
S99

" Tanuary 0.154 0.365 0.596 0.4 054 0.08
February 0423 0.635 0962 0.38 031 0.096

March .36 0673 0.2 D38 029 " 0.09 -
April 0327 0.692 0.962 047 1. 031 H 0.096
May G308 0558 0885 037 0.44 0.096
June 1307 0.5 1).885 0.37 05 0.135
July 2327 044! 1863 0.35 B.52 \ 0.1335
August 1204 0431 UR24 03] 051 0,137

Sepleinber 0.34 046 .96 0.32 0.54 018 °
October 0314 | 045 0.813 0.35 065 0.12

¥ See Section 4.3 for the delinition of R, RI, Re amd Re. [ata is sourced from the Research Deparmment, CBN.

[11]
1]
e
He
d

Tudicator of Pasiness
Didicator of Higaidity
lndicator of seewred ligiid asscls
Indicator of Capital imadauacy
Numbse of partormance ridings Uat lave not been siatisied. Tinoosber words, & bank

il it ded ot salisly d of the perlomiance calings.

- b
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FIGURE 2 y

FINANCIAL CONDITIONS OF COMMERCIAL BANKS: RI, Rs, Rc
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Financial conditions of commercial banks r :presented by Rl, Rs, and Rc between l4ay, 1883
and October, 1994. 2
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FIGURE 3 4

INDICATOR OF DISRESS, 3 OF MERCHANT BANKS
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The degree of distress Rd of Merchont Banks, between May, 1953 to Oclober, 1994, The
indicator Rd can be interpreted as the fraction of merchant banks that fziled three or more of the .
performance ratings. : v
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FIGURE 4
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FINANCIAL CONDITION 5 OF MERCHAN'I: BANKS: RI, Rs, Rc
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Financial conditions of merchant janks represented by Rl Rs and Rc between~May, 1993 and
Oclober, 1994 .
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4.6  SENSITIVITY ANALYSIS

The import of this topic is to evaliiate the sensitivity of distress measures to the
cut-off and standard values prescribed in 1 he various monetary and credit policy as well
as prudential guidelines. The sensitivity fi .ct‘or is intended to be captured by varying the
cut-off values set for the performance criti ria ratings and see how such variation affects

-

the predictive power of the summary mes sutes.

4.6.1 LIQUIDITY MEASURE

Figure 5 shows that at present 40!, minimum LR stipulated, about 41% of the
commercial banks would be illiquid. A deviation by hypothetically reducing LR to 22%
wotuld imply that the number of banks to.: would reduce to 28% when LR is raised to
38% the number of banks in danger incrcased to 63%. At 50% prescribed minimum
LR, 75% banks were illiquid. Two thing : are proved here:

i) The higher the LR the more likelihood of commercial banks getting

. ) '
distressed vice-versa.

ii) Illiquidity is a highly criical factor that exerts influence on bank

performance.

4.6.2 LOANS TO DEPOSIT RATIO (LDR)

Figure 6 shows that at the 70% p12scribed maximum LQR at least 51% of all
the commercial bank exceeded their lev:l and are likely to be distressed. When
hypothetically reduced to 50% maximuri the number of banks exposed to danger

increased, to 75%: while at 100% maximt m LDR about 16% would be distressed.
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FIGURE 5

0.75

0.65 —

0.55

0.45

0.35 —

0.25

1 1T T+ T71 7171 1T 711
22 24 26 28 30 32 34 36 30 40 42 44 46 48 50

Pgiicy Options
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INDICATOR OF OVERTRADING, Rt
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This analysis shows that the higher the ma cdimum LDR set the more likelihood that
banks would be “healthy” and vice-versa. -

4.6.3 CAPITAL ADEQUACY RATIO (ZAR)

Figure 7 implies that at 8% CAR, zbout 33% of (he banks would be under-
capitalized. At a hypothetically lower lev:l the number of banks decrease while at
higher level the number of banks rise. For e xample at 7.5% CAR, the number of undet-
capitalized commercial banks is 31%. At 2% CAR the banks rise to 86%. The higher
the CAR the more likelihood bank would e distressed.

4.0.4 EFF:ECTS OF POLICY CHANGES ON THE DEGREE OF DISTRESS
The impact of the performance cti eria options on the delree of distress Rd is
given on Table 30 and graphically on figur: 8, showing the different options represented
coded from 1-17. It implies that should monetary authorities decide to increase the
minimum LR from 40% to 45% decreare LAS from 10% to 7%, increase paid-up
capital and CAR from 500 million io M« 00 million and 8% to 25% respectively. The
level of commercial banks distress 1iould rise significantly from the present

uncomfortable level of 29.7% to over 60 %. .

47 CONTRA-FACTUAL ANALY!IS _

This method is sometimes calle! “with/without analysié" and cannot clearly
establish causal effect, but can highligh the approximate period at which divergence
from the norm occurred thereby allowing for more objective interference of the cause(s).
Actualfagainst 'expe;:ted (statutory) outzome may be adopted, hence contra-factuat
analysis since we may or shall be dealing with expected rather than extrapolated

outcomes, selecting two of the CAMEL ratios; CAR and LR for usage, with data from
1992 July to 1994 June being the time frame when bank to bank data
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TABLE 30

e ———— .
————— e

IMPACT OF PERFORMANCE CRITERIA POLICY OPTIONS ON TIIE DEGREE OF DISTRESS
USING TIIE COMMERCIAL BANKS DECRALRER, 1994 RETURNS AS A CASE STUDY

CODE Palicy Jptions Degree
LR LAS LD MPC CAR of
(%) - (%) (%) (N'n) (%) Distress
| 30 10 70 50 8 0297
2 30 10 70 100 8 0.480
3 35 10 6S 100 8 0.516
4 35 10 65 1. 3] D469
5 35 20 65 70 g C].0.563
6 35 5 65 70 g8 | 0453
7. 0 | 10 60 80 | 14 0.608
8. 35 7 65 80 15 0.625
) 35 ki 65 | s | 25 0.625 .
10.. 20 1 80) 80 25 0.563
11, 22 5 78 50 75 0.266 .
12, 30 0 70 50 8 0078
13, 40 i0 60 50 8 0.505 5
14. 45 15 58 50 8 0422 |
5. 45 15 55 80 8 0.563
16, 45 15 55 90 8 0.578
17, 43 15 55 (00 8 0.59%4 _- \
ER = Liguidity Ratio T
LAS = Liguid Asset Siruchure Ralio
LD = Loansto-Deposit Ratio
MPC = Minimum Paid-Up Capital
CAR = Capital Adequacy Ratio
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FIGURE 7

INGICATOR OF INADEQUATE CAPITAL
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FIGURE 8

INDICATOR OF DISTR :SS, Rd, OF COMMERCIAL BANKS
DECEN BER 1994 TO DATE
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The impact of the policy options on he degree of distress Rd of commercial banks, using December,
1984 data of commercial banks.

125



were available. To remove constraints nd clearly bring out all salient trends that data
are presented and analysed on monthly basis. This analysis will highlight the degree
and pericd of compliance with statutory solicy targets or lack of it by various categories
of financial institutions, as represented in figure 9. Added to global analysis, for all
coinmercial and merchant banks, a total of 12 banks were selected comprising an equal
number of big banks, distressed, new g« neration and merchant banks in respect of 8%
minimum CAR and 30% minimum L so as to draw possible implication on the

institution’s health status.

4.7.1 CAPITAL ADEQUACY RATIN (CAR)

The prescribed minimum of CAR is 8%. From 1992 to December 1993 the
perfofmance was remarkable, generally h yvering around accepted gmmmum of 8% figure
10. The CAR trend for 3 big commeicial banks are CO11, CO33 and CO32 showing
consistency that they met CAR requiren ent. Between July 1992 and December 1993,
CAR rating of 20% to 80% was maintaized. From the end of 1993 to June 1994 they
merely maintained minimum with positive deviation, figure 11. This infer that since
Janmary 1994, the big banks were merzly surviving as far as CAR require{nent is
concern. The three merchant banks an dysed MO70, MO75 and MQO76 consistently
comply with minimum CAR requiremen . Most of these banks have retained CAR far
above the minimum with peak of 120% by MO70 and MO76 in October 1993, and

January 1994 respectively - figure 12.

—/ﬂﬂ'
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FIGURE 9
CAPITAL ADEQU.\CY RATIO FOR COMMERCIAL AND
IIERCHANT BANKS
(PER CENT)
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* Capital Adequacy Ratia (CAR) for - ommercial and merchant banks from July, 1992 to May, 1885.
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FIGURE 10
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LIQUIDITY RATIO FOR COMME CIAL AND MERCHANT BANKS
(PER CENT)
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Liquidity Ratio (LR) for commercial and neichant banks from July, 1692 to May, 1895,
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FIGURE 11

CAPITAL ADEQ JACY RATIO FOR THREE BIG

"CONMERCIAL BANKS
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Figure 13 shows the analyses of the 1w generation banks CO37, CO63 and

CO54 with most of the period exceeding the sescribed minimum. These banks were
more vibrant in pre than post 1993 period wten gap between the actual and statutory
CAR natrowed significantly, For CO54 a negative CAR was recorded between
February and April 1994 and March and May 1995. The analyses for three distressed
banks in figure 14, naﬁlely C0OQ02, CO51 anc MO69 is the reverse of the early ones
presented above. Between July 1992 and 1'ovember 1994 they were just able to
maintain CAR minimum {except CO02) all tl ree recorded negative CAR December
1994, That is they failed to comply with CAl' legal requirement indicating a state of

terminal distress.

4.7.2 LIQUIDITY RATIO (LR)

The current minimum LR (one of the i ost important CAMEL ratings) is 30%.
From 1992 to last quarter of 1993 most bank: petformed poorly showing below the
minimum. improves performance from December 1993. Figure 15 shows except for
few months and with regards to CO33, all the thi 2e maintain LR below minimum period
coincided when. prudential guidelines were being introduced. From early 1994 when the

distress became strong the three banks comply and exceeded, to, the, minimum LR
except in March 1994 and January 1995 when CO35 and CO33 maintain LR below
30%. The three merchant banks performed be ter from July 1992 to February 1995
showing LR above 30% except in November 1''92 when MO76 fycorded 18% which

was lower than minimum figure 16.
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FIGURE 12

CAPITAL ADEQUACY RATIC FOR THREE MERCHANT BANKS
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FIGURE 13

CAPITAL ADEQUACY RATIO FOR THREE NEW GENERATION BANKS
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Capital Adequacy Ratio (CAR) of three selected new gen: ration banks from July, 1882 to June, 1985.
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~ FIGURE 14

CAPITAL ADEQUACY RATIO F DR THREE DISTRESSED BANKS
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FIGURE 15
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TABLE 16
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The new generation banks per ormed relatively well on LR exccedix;g the
minimum level by C037 and COG63 rep esented in figure 17. Between July 1992 and
December 1994 CO51 complied while 2002 and MO69 were below minimum figure
18. From January to June 1994 co51 e: ceeded minimum to stabilize at about 150% in
May 1994, due to chan‘ges in the regulatc ry framework regarding CBN overdraft facility.
A persistent low LR indicates worsenit g distress condition. Conclusions drawn from
this are that;

i)  All healthy banks wet: able to maintain minimum
CAR/LR or exceed the srescribed minimum during the
period.

ii)  All distressed banks w:re unable to meet the specified minimum
CAR/LR.

iii)  From the analysis it is clear that there is likelihood for bank to go
distress if it is unable t» meet minimum in one or more of CAMEL
ratings.

iv) The further away positive ly the actual CAR/LR for a bank the greater the

likelihood that the institt fion would be healthy.

4.7.3 SIGNIFICANCE TEST TO T 1E ANALYSIS OF LIQUIDITY RATIOS
A useful extension of this analy is is to try to find an answer to the question of
how large the deviation of the observe 1 liquidity ratio should beafrom the prescribed

minimum to attract concern or further necessary action by the monetary authorities.

Although the prescription of a uniform LR for similar categories of
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FIGURE 17

B PR A S e — EECTAE S P ———
e F

LIQUIDITY RATIO FOR THRREE NEW GENERATION BANKS

~0

—— 037 —>—  mD63 —%— m054 —— 30% set

L

rFrrrrrr1r1r1r1r1r1vypr o rrrrrrrirribibritiirirrd
JASONDUJFMAMIJIJAS DNDJFMAMIIJASONDUJIFMAM

82 93 Months 94 95

Liquidity Ratio (LR) of three selected new g neration banks from July, 1882 to June, 1885,

-

137 L :



".".'.‘.‘."'__..""-X""":rr‘u:.‘ﬁ !,!:Bv.;'tlrsﬂ‘mm T an b I -
LIQUIDITY RATIO OF T 1REE DISTRESSED BANKS .
Liquidity Ratig
a0 l 2
—¥— c002 i OS] « —e— MOES —t  30% set

50 — . R

A

00— . — 1
n
y

Months

83

Iiquidity Ratio (LR) of three selected distressed bant 5 from July, 1992 to June, 1995

- ey —

138



financial institutions, its major weak iess is that it does not take cognisance of .
institutional or structural differences am ong broadly similar institutions. In addition to
the usual descriptive statement on the 1 R, an inferential statement on the significance
of non-compliance with policy target is important.

Dogowa 1994 attempted to proyide a solution by measuring and analysing the
index of non-compliance with the set tz rget. If the index is denoted by L, it would be

statistically defined as:

I_,r = ]_Dga @J_ ssiensananny ! 14)
PL

where 1, = the computed ratio of the bank for the t* month of interest and PL = the
prescribed ratio set in the policy guide ine. If L, = 0, it indicates perfect compliance
with the polic,:y target. If L, < 0 it indic: tes inadequate liquidity, and where L, > O there
is excess liquidity. !

It is possible to test whether such departure from adequacy is statistically
significant enough to have adverse effe :ts on the institution and the economy at large
and to warrant further follow-up acton on the part of the monetary/supervisory
authorities. This has been demonstraed by (Dogowa, op. cit.) that under the null
hypothesis of compliance (H,) the inde:: L, is normally distributed with mean zero and
variance 0.11406 and 0.0571 in the case of merchant and commercial banks respectively.
The significance of the index L, therefc 'e can be ascertained by using the test statistics
S, defined as:

Nl ™ |BRAHIM L SRANT |

e ———

v Var@L) p—_—

which under th;e null hypothesis (Ho) 1as a standard normal distribution. The analyst
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should then be able to decide on the va ue of the significance level (d) so that

@ =P, (Abs (S) > Z &/Z
where Z&/Z is the upper 100 (1-&/:) percentage point of the standard normal
distribution. We then reject (H,) when :ver the absolute value of S, is greater than or
equal to the critical value, Z&/z thus fot & = 10%, Z6/z = 1.645 and for & = 5% Z&/z
= 1.96.

Table 31 exhibit the significanc: test of the industry LR covering the periods
July 1992 to May 1995, From 1992 to f rst quarter 1994 the merchant banking industry
was not significantly different from 30% minimum prescribed. From April 1994 tc:1|
November 1994 merchant banks were e: cessively liquid which is attributed statistically
to the increased holdings of cash-relate(. items and positive balances with the CBN as
well as the increased investments in go 'ernment securities.

Commercial banks’ LR on the o her hand from July 1992 to August 1993 was
below minimum, with insignificant devi itions except for May 1993 when the deviation
was highly significant even at the 1% si nificance level. This statistical significance of
the temporary illiquidity in May 1993 'vas by over N2.7 billion decrease in the bank
balances with CBN. But on the aggreg ate, commercial banks LR positions improved

from May 1994 to November 1994 and March to April 1995, largely attributed to the

increased positive balances of these bat ks with CBN.

140 *



"TABLE 31

L

SIGNIFICANCE TEST OF THE INDUSTRY: LIQUIDITY RATIO OF
COMMEI CIAL AND MERCHANT BANKS

Conumerci 1 Merchaut
Teviod LR Lt St Remark? LR Lt St Remark!

1992
hily 30.2 6.607 g.028 1} 285 (0.051) {0.137) 0
August 34.3 0.134 0.561 0 26.0 (9.143) (0.382) . D
September 0.1 (0.3913 (:.635) ] 114 (9.2913 (0.779} ¢
Ouelaber 23.7 (0.236) 1 ).986) [ 27,9 (0.10%) {D.281) 0
November 21.8 0.3H% 11336 1] 299 (0.001) {0.009) ]
December 29.1 {0.030) 3127 0 2718 (0.076) (0.203) o

1993,

January 5.8 0.4 0.615) [+ a0 0.095 D.254 0
February 2.7 (0.080) 1.334) 1] 132 a.14q¢ 0.270 v
March 20.3 (0.391) {1.635) a 11 0.09% 0.362 0
Apnl 1.9 (9.315) 13N a 3367 095 0.254 0
May t4.8 {(4.7623 REE)] ! 14.0 0.125 8,334 0
June 209 {0.361) [1.513y 0 334 0.107 0.286 o
July 206 (0.28)) 1.185) ] 33 0.998 0.162 0
August 214 (9.091) 031 ] 342 0,131 0.349 0
September 30.3 ¢.010 0,042 { 350 0.09% 0.254 1]
Octaber 340 0.12% 0.524 0 35.2 8,160 0.426 a
Navember 34.7 a.146 0409 & 324 0.077 0.20% I
Deceiber 422 0.341 1438 0 333 0.104 0278 0

1994
January 36.5 0.196 0.82} (] 49.7 0.495 i 0
February 40.8 0.307 137 )] “54n 0.604 [.612 1]
Mirch 41.4 0.327 1.K8 { 5.1 L 8.511 1.36% 0
April 444 0.392 1.64) 0 50.4 D.700 l.%ﬁ 1
May 472 0.453 1397 ] §6.5 0.796 2,123 1
June 52.9 0.567 23 1 $9.8 0.690 1.840 1
ity 454 0.414 1734 t 69.% 0.k44 2.252 !
Avgusi 44,1 472 1.9% H 61.6 0.719 1,919 |
Seplember 49,2 0.495 2076 H 62.9 0.740 1.9 |
Octlober 493 0,497 2079 i 59.1 0.67% 1.808 1
November 49.2 €¢.495 7.470 1 61.8 0.75¢ 2.012 1
Decewber 42.7 8,353 1.477 ] 43.9 0,489 e iX) H

1995
January 36.6 0.1%0 0.832 ] 50.7 0.525 13% 0
Febsuary 4].2 0317 1.3 0 518 0.560 1.492 0
March 49.0 0.491 24053 i 379 0.234 06.623 G
April 523 0.565 2366 1 45.1 0.403 1.087 P
Moy 50.6 0.523 2188 1 113 ¢332 0585 0
5L Dev. 0.2350 0.3750

Y0 = Deviation froas Policy Targel is satistica’ y nol significant at the 10 percent Jevel.
"1 = Deviation from Policy Targel is stalistica fy significa o the 10 percent fevel.,
’ y
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4.8 COMPOSITE BANK RATINC MEASURE

The analysis of secondary data | as shown that the individual measure of bank
distress are inconclusive indicators of «r about the health of a bank. The basis and
superiority of the composite bank rating measure over a single rating index are anchored
on the fact that the former takes into ac>ount a wider range of factors which enhances
or retards a banks’ performance in dete rmining the state of health, of the bank. The
literature review identified two compjsite bank rating systems one developed by
CBN/NDIC joint committee and the «ther by Augusto and Co, both covering the
CAMEL variables and market share in Augusto/Co in addition. "

It should be noted that the essen: e of this section is to review the weighting and
coverage of the two rating methods anc then propose a composite measure for use by
CBN/NDIC. Both ratings used CAME . rating measures but in addition Augusto and
Co rating index includes market share (which measure total assets, total loans (net)
deposits and profit), all these shown or tables 2 and 4. The weighting of CBN/NDIC

is theoretically diversified, to acconmodate market share with the following
modifications.
- The contribution of CAIR to the proposed index was reduced from 25 to
15 thus assigning 10% v eight to market share, measured by banks total
. deposit to total system d sposit.
Table 32 shows the modified reling scheme and the oom;:xtational framework.
Table 33 provides the data entry format for such computations. This rating method was

applied to 10 sample banks made up o '3 relatively big 3 new generations, 3 merchant

banks and 1 distressed bank for which data’was available.
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The results are on Table 34 basec on 1993 data, showing that the bank coded L1
had composite i'ating score 14.3% and @ :cordingly classified by the index as seriously
distressed, and was liquidated in 1994. Of the remaining 9 banks CN2, M1 and M2
were correctly classified as sound, and of aers satisfactory. This confirms that composite
bank rating index could be used as a1 off-site early waming system to assist the

regulatory/supervisory authorities in tie identification of Iike]:' banks for closer

supetvision.
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TABLE 32

COMPOSITE RATING IN YEX (CRI) COMPUTATION FORMAT

CAPITAL ADEQUACY

i

(a) Aversge Capital to Risk Weighted Ratio GIIF@MB4<=00 (@ IF (B84 > = 16, 100 + BBLO 16N

(b) Average Adjusted Capital Ratio @ IF MBS <+ 00 (@ IF MBS > =20, 100, + B U502

(c) Average Capita] Growth Rale @ F (16 <= 0,0, (@ IF (B.16 > = 2,100, + B N0 02))

(d) Capital Adequacy Sharc of Composite lndex (Max. 15%)| (. *114 + 15 ¢ 3Y500° 15 -

ASSET QUALITY

(8) Aversge Now-Perf, Risk Asscts 1o Aver Cap. & Reserves

@ IF (D10 =200 +100 - BRIOD D)

(b) Awer Reserve for Losses to Non-Perll R. Asset

@ IF (B B11 > = 80, 100, BRI 1)

(c) Aver Non-Perf. Risk Assels 1o Average Cap. & Rescrves

W@ IF (I B12 <= 000@ IF(BN12 - 1000, 100 - B 1120

(d) Assel Quality Share of Composite Index (Max. 25%)

@' B10 + BIT + D12/500° 25

MANAGEMENT

CAELM 1/ @ SUM (17, BI3, B25, B3I, B1S)* 10035
COMPLIANCE @ SUM (B:B18)2 i, D

Management Share Index (Max. 15%)

(B 6+ 2° NI7)300° 15

EARNINGS i

(a) Profit Afler Tax lo Average Asscls @ IF (B B2 < = 00, (@ IF (B N2 ==2,100 » BU21OO2NN

(b) Total EW: to Totsl Income @ FBR>=1000(@IF (B2« =30, 100, ¢ (100 - WUIA 7

(c)  Net Inlerest income o Avernge Eaming Asscls @ F (BN <-00, (@@ IF (DB - = 12100 » BR22V 2N '
(d) Intesest Exp to Average Eaming Assels @ F (B2 -« 240 (@ IF (DI - = 0,100, 100 - I} K240 JJI?L‘ )
(¢) Esmings Share of Compnosite lndex (Max, 20%) @ VUM (D21 P24M400° 20

LIQUIDITY o
(s) Average Liquidity Ratio @ F B UK ~ 00, (@ IF (DHIE - = 60,100, + 2K 002 o

(b) Average Credit to Depesit Rutio @ FRIY <1200, (10 - 11 129)07)

(<) Velatile Lisbility Depcadency Ratio il | 0 .

(d)  Liguidity Share of the Composite lndex (Max, 15%) 2% 128 + 29300 1S b

“IARKET SHARE

Total Deposit-lo-Industry Deposit Ralio

(@ ! UM (B:B34)

Market Share of Composite Index (Max. 10%)

@ ¢ UM (D 34y100° 10

COMPOSITE SCORE

@ $ UM (12, BY3, P13, 125, 101, BAS)

- b S e —

BANK RATING NASED ON C.R. INDEX

@1 (D3IK ~ 41, "DISTRESSED"{ @ IF (113¥ ~ 56," MARGINALLY DISIRESSED®

@ 1 (MK ~ 71, "SATISFACTORY", (6d IF (U35 « 8o, "SOUND", -

»

(@1 (B3R < = |00, *VERY SOUND®, (@NAIIMIN
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TABLE 33

————— e S SR ISP eap P S—m—m——

DAT A\ ENTRY FORMAT FOR CRI

C1 2 3 CN1 CN2 CN3 M1 M2 M3 L
CAFITAL ADEOUACY
(s)  Average Capital to Risk Weighted Ratio 118 179 26.7 18 16.7 16.7 76.5 335 511 =150
{b) Average Adjusied Capital Ratio 100 7.2 $6.4 100 100 100 100 100 100
(¢) Aserage Capital Growth Rate 355 117 877 518 115 122.1 155.5 93.9 499 |-290."
ASSET QUALITY
(s) Average Now-Perf Risk Assets o Avesage Capital & Reserves | 45.7 76 | 207 | 154 89 115 13.8 13 | 90
(b) Average Reserve for Losses to Nom-Perf. Risk Assets 43 479 189 B4 5B 1.2 26 1 18.1 12
{e)  Average Now-Perf Risk Assels lo Ave. Capilal and Resernves | 273.8 2 519 558 382 284 iz 161 | -1121
MANAGEMENT ;
SCAMEL ! NA NA NA NA NA NA NA NA NA NA
COMPLIANCE 400 400 400 400 400 400 400 400 400 160
Complionce Share {hiax. 200%) 200 00 e 200 00 200 04 100 00 b1
EARNINGS
(a) Profit Aficr Tax to Avarage Asscts 2.2 28 53 2 10 6.7 18.9 57 é -81.7
{b) Total Expenses to Total Income v 49.4 S1e 31.7 255 21 -21.9 115 6.1 14.2 -48.1
{c) Net Interest Income to Average Eamning Assels 56.9 622 633 14 445 2.1 61.8 4.1 347 |-2193
{d) Interest Expenses to Average Eaming Assets 0.2 15 |-183 -11.3 | -199 -23.6 -q.! =12 |-2.3 210
LIQUIDITY
(2) Average Liguidity Ratio 579 197 | 613 | s61 | 79 | s14 122. 871 | 87 1
(b) Average Credit 1o Deposit Ratio 2.4 47 | n5 | as | 383 | 354 207 | 163 | 183 | s61
MARKET SHARE
Total Depasits-to-Industry Deposit Ratio 5.5 122 34 03 .6 1.8 08 0.7 0.4 (]
DECISION TREE FOR COMPLIANCE
COMPLIANCE WITH: 4 4 4 4 4 4 4 4« m 4 I
(1) CAR (Min. 5"4) 1 ] | 1 1 1 1 1 | ]
(2) Ad Capital Katio (Min. 1:10 or 9.091%) 1 1 | 1 1 1 1 1 1 0
(3) Liguidity Ratio (\Ma 30%) 1 I I ! 1 I 1 1 ] 0
(4) Loans-to-Deposut Ratio (Mux. 70%) 1 | I 1 I 1 1 1 1 1
| SCAMEL = Shue of CAMEL in Composite Rating Index (derived)
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ILE 34

-

COMPOSITE RATING 1l IDEX FOR 12 SELECTED BANKS‘

C1 o] c3 CN1 CN2 N3 M1 M M2 L1
CAFITAL ADEQUACY
(1} Average Capeal 10 Risk Weighted Rito 711 100.0 190.0 100.0 100.0 100.0 1600 100.9 100.0 00
(b]  Aserage Adjusted Capital Hano { R 6a.0 j00 0 100.0 1009 190.9 foa g 1000 1000 [ K]
(5] #w Capaal Growk Hate 100.0 100.6 100.0 100.0 100.0 100.0 1600 100.0 1000 00
(d) Capital Adequacy Share of Composite Index (Max. 1 12.6 15.0 150 150 150 150 15.0 150 150 (%]
ASSET ~ WY
a ¢ fon-Perf Risk Asscts lo Average Capital & Reserves 00 0o 00 10 55.5 s 3o 100.0 60 0.0
b) As. . Resenve for Loss 1o Non-Pesf. Risk Assets 51 99 36 105 1.e 4o ns L) 226 1000
(&) Average Nom-Ferll Risk Assels to Average Capital & Reserves 0.0 00 411 412 613 né 92 ] 19 00
() st Qualiey Share of Composite Index (Max. 25%) 7 30 3.6 60 12.0 oy 128 151 62 5.0
MANAGEMENT '
SCAMEL 513 0 615 611 70.2 [* % 629 753 Yo7 131
COMIP'LIANCE 160.0 100.0 190.0 1000 100.0 1000 1.0 1000 100.0 80
Managmment Share Index (Max. 15%) 1.6 12.7 13.1 131 133 113 13.5 131 13.2 2
EARNINGS
(a)  Profit Afler Tax lo Average Assels 100 140.0 100.0 100.0 1900 100.0 100 ~ 1000 100.0 00
b} Toul Expenses 1o Total lncome 100.0 100.0 100.0 1000 100.0 180.0 1600 i+ 1000 100.0 100.0
(&) et Interest Incowe o Aver age Eaming Assets 1000 100.0 100.0 1000 100.0 100.0 190.0 100.0 100.0 0.0
(4)" Interest Expenses 1o Average Esming Asscts 151 378 100.0 1000 100.0 100.0 100.0 1000 1000 0o
(¢) Eamings Share of Composite Index (Max. 20%) 158 16.9 200 200 0.0 200 200 00 0.0 10
LIQUIDTY J '
{1} Average Ligudity Ratie %68 66.2 oD 95 1009 57 000! ¢ 100 1009 17
(b) Aszr Credit 19 Deposit Ratio 623 &7 66.4 407 9.6 434 0.4 767 739 15.0
(¢) Volaude Lisblity Dependency Ratio - - - - - - - - i =
{d) Ligudity Share of Composite Index (Max. 15%) 1t 9.9 133 14 125 11.0 15 133 137 11
MARKET SHARE
Total Deposat—to-Industry Deposit Ratio 55 122 34 i ] 26 11 0t 07 04 (%]
Alarket share of Composite Index (Max. 10%) a6 12 0.3 o1 03 02 o1 Gl R 00
COMPOSITE SCORE 570 566 653 656 7.2 n.2 29 ny 612 143
BANK RATING BASED ON C R IVDEX SATSFACTORY | SATEFACTORY | ATISFACTORY | SATIFACTORY | SDUMD | SATHFACTORY| 30000 SOIND | SATRFACTORY | DISTRESSED
n
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observed that there is generally a dearth o7 relevant literature (due to the time lag of this
thesis and the capital that may be involved) on the subject also particularly with regard
to the definition measurement and causes 'the second set of constrainis) of distress. The
constraints or deficiency became more glaring in the case of Nigeria where few
available studies don't provide any comy rehensive and indepth analysis on the causes
and nature past and or present crisis in the industry. And this explains hitherto the
scanty package in terms of trying to devzlop a workable definition of distress as well
as framework for measuring, resolvingfor rehabilitate and establishing strongly its causes

Y
in Nigeria.

52 METHOD OF STUDY AND H GHLIGHTS OF FINDINGS

From the printed literatures collec ed two broad analytical techniques were found
in the most cases to be adopted to or in the investigation of the nature, extent and the
causes of the distress in the financial in¢ ustry, that is:

i) Nation-wide survey of all major actors in the financial industry.

if) An examination of the iss1.es using purely statistical techniques based on

the secondary data includ ng the fa.uniliar CAMEL ratings.
The Survey; involved over 2,27 respondents made up of 306 financial

institutions, 581 corporate customers, 1,231 individual customers plus all the
_ rcgulatoryisupe.rvisory agencies in the inc ustry. The data generateg were analysed using
simple descriptive statistics (frequency ¢nalysis) the result were further subjected to a
more sophisticated statistical analysis ising log-linear technique to corroborate the
results of the frequency analysis. The :ur;ey confirmed distress but generalized that

distress could not be described as systmatic since a good number of banks remain

»
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healthy to which many customers “flown for safety”. On the whole, 58.5% of the
institution are healthy, 28.6% believec they were mildly distressed, 10.9% confirmed
being severely distressed. All the ma or factors causing distress namely institutional,
economic, political etc. contributed in varying degrees to the distress rating institutional
factor highest, (in terms of poor mana jement, credit policy, ineffective machinery for
debt recovery, insider dealings, abus:s, fraud and poor credit administration) and
socialisation are of significant positions to distress. '

Economically, factors like economic recession, inflationary pressures and
frequent changes in monetary policies :ould not be diverted. Respondents as observed
don't attach strong weight to the use of stabilization securities as a factor to cause
distress. Political factors include long transition programme, annulment of June 12
Presidential election and resultant political crisis leading to panic withdrawals of
deposits. These factors were not giveri high prominence.

On regulatory/supervisory auth rities, CBN has not been firm enough and NDIC
a bad insurer providing insufficient cc ver of N50,000 maximum compensation. This
the regulatory/supervisory institutions z greed to with financial institutions, dividing their

distress resolution into short and long lerms.

53  FINDINGS BASED ON THE USE OF STATISTICAL TECHNIQUES
This approach also confirmed the existence, extent, causes and or nature of
distress in the Nigerian financial indust y, sI;eciﬁcally concentrating on the existence and

degree of distress in banks. Managerit 1, structural, operational, regulatory and political

»

factors were also in observance to be the causes of distress.

The logit model indicates thal increasing the statutory capital adequacy ratio
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(CAR) loan-to-deposit ratio (LDR) fo' commercial banks increases odds of ‘being
distressed. Also government owned binks had higher probability of being distress,
while high liquidity ratio (LR), loan quality ratio (LQR) reduces odds of being
distressed. This model provides five indicators of distress namely, degree of distress,
illiquidity, capital deficiency, specifitd liquid assets and overtrading based on
performance criteria rétings. In merchant banks the degree of distress ranges between
18.5% to 39% between August 1993 to . anuary 1994 while commercial banks’ between
12.1% and 25% of the same period.

Contra-factual analysis revealed that all sampled healthy banks maintained or
exceed the accepted specified minimum equirements for both CAR & LR for the period ¥
July 1992 to June 1995. All distressei| banks were unable to meet the minimum in
respect of CAR and LR shown from the analysis that the greater or higher the actual
CAR and LR the greater the likelihood that the institution would be healthy.

Significance test of the LR for both merchant and commercial banks for the
period July 1992 to May 1995 indicates that from 1992 to first quarter of 1994, the
liquidity ratio for merchant banking ind 1stry was not significantly different from 30%.
But from April to November 1994 merchant banks on the aggregate were excessively
liquid due to cash holdings expansion of balances with CBN and increased investments

in government securities. those of conmercial banks were not significant except for

May 1993 when negative deviation was highly significant even at 1% level related to

cash holdings by over 2.7 billion deciease in their balances withl CBN.
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54 SUMMARY

In this thesis attempt have been made to reiterate the centrality of the financial
(banking) industry to the development jrocess of any economy and the nation at large
and drew attention of the readers and or users to the implication of its being riddled
with the bank failures or distress. Exeriences of countries that have gone through
similar distress are recounted. Major caises of distress are also mentioned and or X-ray
to enable one know the genesis of this cankerw‘onn that has afflicted our financial
industry.

Negative impacts and or implica:ions of bank failures including their disastrous
effects if the failures are not well menaged in terms of loss of public confidence,
negative effect on the banking cultire, democratization of the economy, lower
investment and dampened economic actvities, crowding out of the real sector from the
credit market, capital flight and lost fiith u1 the Nigerian financial industry by the
international community among others.

In view of the recent increase in the distress rate of banks attention was foéussed
to identify problem banks and predict failures with sufficient lead time for regulatory
and supervisory authorities to institute remedial action through measures like logit-
regression to measure individual financial institution and to assign each a probability of
failure. Widei); used financial ratios wre employed to measure operational efficiency
and predict the potential problem bank:.

Also the study noted that bank failure and or distress may retard the economy’s
rate of capital formation and ultimately the pace of economic growth, lead to increase
in the cost of intervention by the regulatory and supervisory authorities, lead to

|
inefficient payment mechanism, slow down the pace of economic transformation
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process, constitute avoidable burden on the budget reduce the total quality of bank

credits and consequently affect aggregite economic performance adversely.

55 CONCLUSION

With regard to this thesis it it concluded that based on the Nigeria style of
economy, and the level and urgency of this research work, useful and credible literature
are found. I appreciate the various institutions that put together these nice literature for
review and adoption. '

There has been mixed feeling:: over success achieved in rehabilitating ailing
banks in Nigeria. One major flaw in our rehabilitation effort has been that the dose
administered has not been far-reaching enough to solve the funds mental problems of
the affected banks. Even when goveriment gives out loan, is concluded, to the ailing
banks, the loans in most cases are no enough to address the problems of the banks.

Worse of when the management of the: bank being assisted is left iin the hands of the
managers that mismanagement the bark in the first place.

Conclusively, between 1986 ard 1994 as observed and as a result of financial
deregulation, the performance of licenied banks in the system has been sweet because
new players, in what used to be a h ghly protected and regulated industry brought,
dynamism, challenges, competition anc growth to the sector. The four aspects however
is that licensed banks have lost some of the confidence enjoyed after the first failure
episode of early 50s and since the est: blishment of the CBN in 1959. Also, the clear

lesson from SAP, and deregulation, 'vas t'hat many of these our licensed banks are

passing through strains and stresses with deteriorations sending complex set of

interrelated problems. And lastly as observed by Khoury & Ghosh (1998) that the

174765
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colour of money will continue to remann the same across institutions, differences
however are embodied in the quality of th: brain trust that one paﬂic,lar institution can
summon. Therefore, the quality of mangement in any bank will go a long way to
determine its ability to respond quickly an | effectively to opportunities in today’s highly

competitive and deregulated computerisec sophisticated market, internet world.

56 RECOMMENDATION .

In view of the severe consequences of the bank failure on an economy, given the
marginal effects of the measures already adopted, this thesis proposed and suggested
areas of cooperation and assistance from ¢ her organs of government in order to sanitize
the system and achieve the ultimate ta'get of moving the economy forward. In
particular adopt a comprehensive apprcach involving apply in tax payers money,
effecting and strengthening necessary refc rms statutes and enjoying the cooperation of
other necessary arms of government.

It is hoped that various measures heing adopted coupled with recent reforms in
the nation’s reéulatory framework the P igerian financial industry is heading for
consolidated and rapid growth. With the i icreased use of new banking technologies and
the creation of new financial instruments injured banks need to be better informed of
the changing risks in their operations. [Iransparency is needed to guide regulators,
investors and general public and banis themselves in the industry undergoing

transformation.

With regards to the proposals fo' distress resolution, strong preference for a

comprehensive distress management straft gy rather than ad-hoc measures to prevent the
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problem from infesting the entire systtm. High priority should be given to the various
institutions, recapitalization and streng thening of internal controls.

To avcré the calamity of our economy we should imbibe and imbibe by second
object of the Rotarians with States; "h gh ethical standards in business and professions,
the recognition of the worthiness of a | useful occupation, and the identifying by each
Rotarian of his occupation as an oppcirtunity to serve society”. Nigerians taking this

noble call definitely we would not be in this mess today.
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DATA DEFINITION/OR ABBREVIATIONS

CBN:
8 i)

[ &
BOFTI:

NDIC:

ANOVA:

CAMEL:

SSM:
SEC:
NSE:
FI:
rC:
EC:

IF:

Central Bank of Nigeria

Corporate Customers

Credit Policy

Banks and Other Financial Insti utions

Nigerian Deposit Insurance Cotporation

Analysis of Variance

Capital Adequacy, Asset Qualily Management Earnings and Liquidity
Second-Tier Securities Market

Securities and Exchange Com nission

Nigerian Stock Exchange

Financial Institutions

Private Customers

Economic Crisis g

Institutional factors

OT:-OTHERS 1 dividual customers = | €

§ s

Under-Capitalization

Inflationary Pressures

Monetary Policy Changes 5
Stabilization Securities

Non-Availability of Forex

Foreign Exchange

Parallel Market Exchange Rate

Politicai Crisis Directly £ .ffiliated to June 12

Panic Withdrawals

156



PCA:
FRD:

1D;

Growth
Poor Credit Administratior
Fraud

Insider Dealing

IBSE: Inadequacy Banking Supervision ind Examination

IBS:
IPM:

PM:
ABC:
BBWA:

FMBN:

Interference By Sharehold: rs
Inadequate Professional M anpower
Poor Management

African Bank Corporation

British Bank for West Afr ca

Federal Mortgage Bank of Nigeria

NISB: National Insurance Supervisory Board

NBCB:
SB:
FBN:
NIDB:
NACB:
NBCI:
IFEM:

IMF:

RARM:

cer:
LR:
LDR:

LQR:

National Board for Comm nity Banks
Standard Bank

First Bank of Nigeria

Nigerian Industrial Develc pment Bank
Nigerian Agricultural and Cooperative Bank
Nigerian Bank for Commerce and Industry
Inter-Bank Foreign Excha ige Market

International Monetary Fuad

" Regulatory Authorities Raling Model

Credit Cut-off Point
Liquidity Ratio

Loan-To-Deposit Ratio

-Loan Quality Ratio
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ALR: Average Liquidity Ratio

FMF/ED:  Federal Ministry of Finan e/Economic Development
NSITF: Nigerian Social Insurance Trust Fund

NERFUND: National Economic Recor struction Fund

NEXIM: ° Nigerian Export/Import

CSCS: Central Securities Clearin ; System ’
LSC: Lagos Stock Exchange

NBN: National Bank of Nigeria

ACB: - African Continental Bank

WhB: Wema Bank

SAP: Structural Adjustment Pro zramme
CAC: Corporate Affairs Commi: sion
CAT: Capital Adequacy Target

EXR: Expenses Profit Ratio

ROA: Return on Assets

ROC: Return on Capital

TLLR: Total Loans Liquidity Rat o/Return
MLE: Maximum Unlikelihood E stimation
LDRC: ioan—t&Deposit Ratio Co nmercial
LRC: Liquidity Ratio Commercial
QTLY: Quarterly

CBN EJ/FR: Central Bank of Nigeria Economic and Financial Review

CRI: Composite Rating Index
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APPENDICES

A: Sampling Procedure for ‘he application of the log-linear analysis. . 53
B&C Sampling procedure usec in selecting sample of il}'titutions and
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