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Abstract

The banking systems plays a fundamental role in the growth of any nation and therefore
the need for regulation. However the global nature of the business encouraged
deregulations and reforms, for ease of competition, but with this came a global risk
exposure that test the stability level of banks across the world. The objective of this study
is to examine the relationship between bank system stability index and performance
(ROA).The study ascertained that the banking system in Nigeria is fragile, has a positive,
though non-significant influence on bank performance within the period 1990- 2015;
whereas financial depth has a significant impact on performance. The study recommends
that the Banking stability index should be regularly reviewed so as to have a signal that
can be used in correcting the fragile nature of the system on time.
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1. Background Information

The Banking sector in Nigeria is the superlative pivot and the driver of the financial system, as
well as the anchor upon which the monitory policy thrust of the nation depends. Theory and
evidence confirms that a smooth-functioning financial market promotes high and sustained
economic growth. De Gregorio and Guidotti (1995). Levine (1997), Darrat (1999), and Darrat,
Chopin and Lobo (2005); in Sanya, 2015.

The banking sector activities involves the use of money as inputs, as well as output, by receiving
money as deposits and releasing same as credits. The sector as an intermediary matches surplus
economic units with the deficits economic units. A developed banking system drives growth,
especially if her allocation of resources and technological advancement is effective and efficient.
Therefore, a failure of the banking system will create heavy panic and instability as well as erode
public confidence.

Banking failure refers to a situation in which liquidity rises excessively, and credit, interest rate
or exchange rate risks pushes banks to suspend the internal convertibility of its liabilities and if it
undermines the entire banking system, it becomes systemic. (Aykut, 2003). This is even more
worrisome as according to Sere-Ejembi, Udom, Salihu, Atoi and Yaaba (2014); most recent crisis
starts with a boom, as during this period, majority of the financial institutions appear healthy, but
during burst almost all appear sick, because the notion that some financial institutions are safe,
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while others are not is not consistent with a boom-burst cycle. Adhikary and Seonam (1999), see
banking failure as a two way thing, as it can cause macroeconomic instability and
macroeconomic instability can also cause bank failure. To forestall bank runs, and sustain
economic growth the banking sector became heavily regulated. The frequently used measurement
for regulating the banking industry includes reserve requirements, deposit insurance and capital
adequacy requirements as what creates confidence among investors and the general public.
(Eichberger and Harper; 1997).

In fact, one can recall that in the 1960s — 1970s, the Nigerian banking sector was highly
repressed, as the fundamentals were controlled and Soludo (2004), confirmed that Nigerian banks
had problems of continued illiquidity, weak assets base and unprofitable operations, leading to
distress; leaving the system with no options than to reform. The need for reforms became
imperative, with the intention being to create a stable banking system as anything short of a stable
system will affect bank sector performance and vice versa. Therefore, growth of the global
financial markets, the interconnectivity of financial institutions and the risk of international funds
flow and subsequent crises (Asian 1997-1998, and the 2008 global financial crisis that erupted
from the United States of America); snowballed and affected other countries with Nigeria not
being and exception.

The import of bank instability and her implication on bank performance and the economy as a
whole cannot be over emphasis and It is in this vein that this study aims at ascertaining the
relationship that exist between bank stability (indexed) and performance (Return on Asset) in
Nigeria within the last twenty-six years.

2. Review of Literature and Theoretical Framework.

Atuchie (2009), in his study of the Nigerian Banking system, categorized banking reform in
Nigeria into four basic era. The 1929-1951, which is the free banking era that recorded a boom in
the establishment of banks. The 1952-1981 era, which created a regulatory framework for the
banking system, with the establishment of the Central Bank of Nigeria as the apex bank. The
1982- 2004 era, witnessed the deregulation of the banking system, movement of public sector
funds from CBN to commercial banks, introduction of the universal banking practice, as well as
banking consolidation with the aim of making Nigerian banks to be globally competitive. The
fourth era of 2004- date, allows for the enlargement of bank size, improved security of bank
assets with the creation of the Asset Management Corporation of Nigeria (AMCON). This
provides support for ailing banks without waiting for them to get distress and the implication is
the restoration pf public confidence in the banking system. This period also witnessed the return
of public sector accounts to the CBN, through the Treasury Single Account (TSA) policy of
government.

With the treasury single account policy of the present day government, the Nigerian banking
system will test its creative capacity once again. The issue of banking sector reform is actually a
mixed one in terms of result, because there is always the short term reforms like bail outs and
customer protection, creation of new rules and correction of instability, as well as the long run
reforms of existing institutions and the political space which sometimes conflicts.
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However, in the study of the different aspect of financial crises, banking crises seems to be the
most common, since it is the corner stone of the financial system and Bank distress is a process
issue that comes with early warning signals as enunciated in CAMELS. C= capital adequacy, A=
assets, M= management efficiency, E=earnings, L= liquidity, and S = systemic or market risk. In
trying to identify banking sector fragility, Gonzalez-Hermosillo (1996), linked individual banks
failure with systemic banking crises. According to Demirgue-Kunt and Detragiache (1998), high
interest rate, inflation, output downturns, decline in asset prices, adverse terms of trade, credit
expansion, foreign exchange reserve’s losses and market pressure shocks are some of the macro
variables that influence financial system as a whole, they used the macroeconomic variables and
came up with a multivariate logit model of banking crisis to monitor banking sector fragility and
confirmed that the characteristics of the banking sector and structural characteristics of the
country were robustly correlated.

Several studies examined bank failures and found out that assets quality was an indicator of
insolvency. (Demirguc-Kunt, 1989; Barr and Sems, 1994). In fact, Kocisova (2014) asserts that
besides bank credit risk, one important aspect in the measurement of bank stability is the
performance, and that the performance of European financial system was affected by the global
financial crisis, as evidenced by decreasing level of performance measured by Return on assets
(ROA) and Return on Equity (ROE).

Given the complex nature of the financial system and the existence of numerous links between
the financial market participants, non- financial sectors and financial institutions. Most of the
attempts focus on constructing an aggregate indicator for the banking sector, which is the most
important part of the financial system with respect to financial stability. Petrovska and
Mihajlovska, (2013). Also, following the International Monetary Fund (IMF) co-operation with
national authorities in 1999,concurrently with the Financial Sector Assessment Program(FSAP)
and the resultant final version of the Financial Soundness Indicators published in March,2006, a
total of 39 FSI’s divided into two groups, with the first group consisting of 12 (core set)
indicators for the banking sector and the remaining 27 belonging to the second
group(encouraged set), which includes indicators from non-bank financial institutions, non-
financial corporations, households, financial markets and property markets. Gersl and Hermanek;
(2011). With the phenomenal increase in systemic bank crises within the last two decades as
observed by Caprio and Klingebiel, (2003); and Lindgren, Garcia and Saal, (1996). The need to
understand the place of bank stability on the performance of Nigerian bank using stability index
of the type used by Aykut (2003), Sere-Ejembi et al(2014)’ and bank performance measure of
Return on Asset used by Evanoff and Fortier, (1988) Akpan,(2012).

2.1 Theoretical Framework and Hypotheses Development

The model for this study is rooted in the works of Gersi and Hermanek (2011);which utilized the
the core sets of FSIs(banking sector indicators) for Czech Republic and the works of Sere-Ejembi
et al(2014),that considered both the micro (components of the individual financial institutions)
and macro( system as an entity with its externalities) prudential supervision interlinked, as well as
that of Kocisova (2014), which confirms that before final aggregation , data passed through a
process of adjustment, normalization and process of weights allocation. Indicators are normalized
to have the same variance, as there are two main methods for normalization: statistical and
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empirical, in literature. Statistical normalization converts indicators to a common scale with an
average of zero and a standard deviation of one. The zero average avoids introducing aggregation
distortion stemming from differences in mean.

Again, the formula of statistical normalization is 1;;" = I;; -pi/oi (Cheang and Choy, 2009).

The study basically augments Klass and Vagizova (2014), by going beyond the geometric mean
calculation as the basis of determining financial stability indicator to considering the arithmetic
mean and their standard deviation. That is the used of the averaged standardized values of the
sectors core indicators.

2.1.1 Hypotheses Statements

H;: There is no significant relationship between banking system stability and performance in
Nigeria.

H,. There is no significant relationship between financial depth and performance of the banking
system in Nigeria.

3. Methodology of Research

This section describes the variables of interest used for the study, which follows and augments
Aykut Kibritcioglu (2003) and Sere-Ejembi et al (2014). From the above, the following indicators
are identified for the formulate the banking system stability index (BSSI3).The scalar factor as
depicted in Sere-Ejembi etal (2014) is given thus

Zt—(Xt-M/O-) .............................................................................................. (1)
BSSI3; = (cps; - ucps/ocps) + (DEP, - uDEP/agDEP ) + (FL; - uFL/aFL)/3 .................... (2.1)
CP St = (CPSt = LCPS T CPS) +neeeete ettt et et et et ettt e et e e e et e e e e e (2.2)
DEPt = (DEP; - UDEP/GDEP ) ... (2.3)
FLt = (FL{- UFL/OFL) oo (2.4)
Where:

BSSI3 = Statistically normalized values of the banking system stability index (indicator)
CPSt= Bank claims on (credit to) the domestic private sector at a point in time

DEPt = Bank deposits at a point in time

FLt= Foreign liabilities of banks
pu=  Arithmetic mean
o = Standard deviation
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The BSSI3 measures the swings in the domestic banking system. A higher index > 50% indicates
a stable system and a lower index < 49% indicates a fragile system.

3.1 Data

Data used for this study were obtained basically from the Central Bank of Nigeria (CBN)
Statistical Bulletin volume 25: 2; 2015. The banking system stability index were calculated and
sum for each period and by extension the final data is from author’s computation. All Raw data
and results for this study are presented on the Appendix.

3.2 Model Specification

The study considered bank’s performance (ROA) as the dependent variable and Bank System
Stability Index (BSSI3) as the independent variable and Financial Depth (M,/GDP) and interest
rate as control variables and the functional form of the equation is stated thus:

ROA = f(BSSI3,M,/GDP, INT),
The above variables are as previously defined and could be further represented as
Perfi; = Bo + B1¢ + 01¢+ 0o

Where B represent bank system stability index (BSSI3), 6;; and &y represents financial depth
(M,/GDP) and interest rate (INT) in the system.

4. Findings and Discussion of findings

Table 1: Descriptive Statistics

ROA M2GDP BSI3 INT
Mean 3.832692 | 17.86923 0| 19.04654
Median 4.2 18.55 -0.115 18.29
Maximum 7.35 38 1.12 29.8
Minimum -5.17 8.6 -0.59 13.54
Std. Dev. 2.631969 | 6.631004 | 0.486818 | 3.446199
Skewness -1.756566 1.3022 | 1.016083 | 1.398129
Kurtosis 6.853125 | 5.15334 | 3.090282 | 5.220304
Jarque-Bera 29.4544 | 12.37142 | 4.482674 | 13.81121
Probability 0.000000 | 0.002059 | 0.106316 | 0.001002
Sum 99.65 464.6 | 0.000000 495.21
Sum Sq. Dev. 173.1815 | 1099.255 5.9248 | 296.9072
Observations 26 26 26 26

From the descriptive statistics of the variables (tablel), it is observed that ROA has a mean of
3.83, a maximum and minimum values of 7.35 and -5.17 respectively. The standard deviation
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(2.63), which measures the spread of the dispersion around the mean, suggests the presence of
some form of clustering of the distribution around the mean. The Jarque-Bera statistic (29.45)
and the p-value of 0.00 indicates that the data is normally distributed at 5% level of significance
(p<0.05). Financial depth (M,/GDP) is observed with a mean value of 17.87, with a maximum
and minimum values of 38.00 and 8.60 respectively. The standard deviation (6.63), indicates the
presence of some form of clustering of the distribution around the mean. The Jarque-Bera
statistic (12.37) and the p-value of 0.00 indicates that the data is normally distributed at 5% level
of significance (p<0.05). The mean value of 0.00 for BSSI3, shows that the banking sector in
Nigeria is extremely fragile, with a maximum and minimum values of 1.12 and -0.59
respectively. The standard deviation (0.49), indicates the presence of clustering of the distribution
around the mean. The Jarque-Bera statistic (4.48) and the p-value of 0.11 indicates that the
distribution fails the normality test at 5% level of significance (p<0.05). Finally, the mean value
for interest rate is 19.05, with a maximum and minimum values of 29.80 and -13.54 respectively.
The standard deviation (3.45), indicates the presence of clustering of the distribution around the
mean. The Jarque-Bera statistic (13.81) and the p-value of 0.00 indicates that the distribution is
normal at 5% level of significance (p<0.05).

Table: 2 Correlation Analysis

ROA M2GDP INT BSI3
ROA 1 -0.750329 | 0.183278 -0.154638
M2GDP | -0.750329 1 -0.294253 0.381464
INT 0.183278 -0.294253 1 -0.503712
BSI3 -0.154638 0.381464 | -0.503712 1

The correlation results presented in table 2, shows that Return on Asset and Bank stability index
were negatively associated (r= -0.15). Financial depth was also negatively correlated with ROA
(r=-0.75) and finally interest rate was positively associated(r=0.18) with ROA. The result also
showed that ROA and M,/GDP has a very strong correlation, with no evidence of
multicollinearity and therefore suitable for the conduct of regression analysis.
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Table: 3 Regression Results

Dependent Variable: ROA
Method: Least Squares
Date: 08/22/16 Time: 14:31
Sample: 1990 2015
Included observations: 26

Variable Coefficient  Std. Error  t-Statistic Prob.
M2GDP -0.319664  0.059536  -5.369223  0.0000

INT 0.023695  0.122581  0.193301  0.8485

BSI3 0.909409  0.897181  1.013629  0.3218

C 9.093537  2.709989  3.355562  0.0029
R-squared 0.583964 Mean dependent var 3.832692
Adjusted R-squared 0.527232  S.D. dependent var 2.631969
S.E. of regression 1.809693  Akaike info criterion 4.164830
Sum squared resid 72.04976  Schwarz criterion 4.358383
Log likelihood -50.14279  F-statistic 10.29334
Durbin-Watson stat 0.874230  Prob(F-statistic) 0.000197

The result showed that the entire model is strong with a significant F-statistics. The coefficient of
determination (R?) of 58% shows that there is a fairly strong level of relationship between the
dependent (ROA) and independent variables. The Durbin-Watson shows that there is a strong
positive autocorrelation among the variables.

However, the evaluation of the slope coefficients of the explanatory variables reveals the
existence positive relationship between Banking system stability index and bank performance
(ROA), as depicted by the coefficient of 0.909; though not statistically significant, as the p-value
of 0.32 exceeds the critical p-value of 0.05, thereby leading to the acceptance of the hypothesis
that there 1s no significant relationship between banking system stability and the performance of
Nigeria banks. Furthermore, the result shows that there is a statistically significant, negative
relationship between financial depth and bank sector performance in Nigeria within the period, as
a 1% change in financial depth will lead to a 31% reduction on ROA.

5. Conclusion and Recommendations.

Banking system stability has attracted so much attention, considering the globalization of the
world economy and most especially after the global financial crisis that came up from the United
States in 2008; a lot has been done to ameliorate shocks. The Nigerian banking system has been
experiencing difficulties even in the 1970s and 1980s which culminated in the sectors distress
and subsequent creation of the deposit insurance scheme (NDIC) in 1988 as a means of
strengthening the regulatory mechanism of the system. The system has undergone a wide range
and far reaching reforms for the sector and therefore the need to ascertain the efficacy of such
reforms as it concerns stability.

The study tested for the relationship between bank stability and performance in Nigeria between
1990 and 2015. Using a descriptive statistical analysis, the study confirm that the banking system
in Nigeria is very fragile, but has been able to influence bank performance though insignificantly
within the period. This could be attributable to the fact that her foreign risk (liabilities) exposures
is not very high and the financial deepening (depth) capacity of the monetary system significantly
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affects bank performance. The study recommends that the fragile level of the sector should be
improved upon by regularly review the stability index via the statistical normalization model
adopted by this study and also exploring other areas of increasing deposits considering the
impact of the Treasury Single Account policy that has already reduced deposits and put the
sector in a more precarious situation.

The study recommends a further study that will consider other performance measures of the
banking system and the ratio variables of the stability components; as well as a causal links
between them.
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APPENDIX 1:
Raw Data Used for the Study.

INTEREST FOREIGN
Years ROA RATE M2/GDP CPS DEPOSIT(Nm) | LIABILITY
1990 2.6 25.5 11.2 33.55 8360.1 0.1
1991 2.19 20.01 13.8 41.35 10580.7 0.4
1992 4.25 29.8 12.7 58.12 4612.2 0.8
1993 7.35 18.32 15.2 127.12 19542.3 0.2
1994 4.85 21 16.5 143.42 4855.2 0.3
1995 5.9 20.18 9.9 180 8807.1 0.6
1996 4.34 19.74 8.6 238.6 12442 0.3
1997 5.17 13.54 9.9 316.21 19047.6 0.4
1998 5.76 18.29 12.2 351.96 18513.8 2.1
1999 5.88 21.32 13.4 431.17 15860.5 0.9
2000 5.38 17.98 13.1 530.37 20640.9 14.5
2001 6.82 18.29 18.4 764.96 16875.9 13.6
2002 6.79 24.85 19.3 930.49 14861.6 15.9
2003 5.02 20.71 19.7 1096.54 20551.8 21.1
2004 4.59 19.18 18.7 1421.66 64490 18.9
2005 4.15 17.95 18.1 1838.39 18461.9 23.1
2006 4.05 17.26 20.5 2290.62 3118.6 540.4
2007 2.78 16.94 24.8 3680.09 3082.3 124
2008 -1.71 15.14 33 6941.38 13411.8 83.9
2009 -5.17 18.99 38 9147.42 3296.2 22.6
2010 2.36 17.59 20.2 10157.02 20.8 15.8
2011 2.4 16.02 19.3 10660.07 20.2 125.3
2012 3.02 16.79 19.4 14649.28 20.3 122.1
2013 2.78 16.72 18.9 15751.84 21.8 155.3
2014 4.05 16.55 19.9 17128.98 33.03 45.2
2015 4.05 16.55 19.9 16215.02 26.5 345.1

Source: CBN Statistical Bulletin, Various Issues.
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APPENDIX 2:
Statistically Normalized Data used for the Study.
BANK
STABILITY
Years BSI 1 BSI 2 BSI 3 INDEX 3
1990 -0.7383 -0.2451 -0.5254 -0.5
1991 -0.7370 -0.0770 -0.5229 -0.45
1992 -0.7342 -0.5287 -0.5197 -0.59
1993 -0.7226 0.6012 -0.5245 -0.22
1994 -0.7199 -0.5103 -0.5237 -0.58
1995 -0.7137 -0.2112 -0.5213 -0.48
1996 -0.7039 0.0639 -0.5237 -0.39
1997 -0.6908 0.5638 -0.5229 -0.22
1998 -0.6848 0.5234 -0.5092 -0.22
1999 -0.6715 0.3226 -0.5189 -0.29
2000 -0.6548 0.6844 -0.4090 -0.13
2001 -0.6154 0.3994 -0.4163 -0.21
2002 -0.5876 0.2470 -0.3977 -0.25
2003 -0.5597 0.6776 -0.3557 -0.08
2004 -0.5051 4.0031 -0.3734 1.04
2005 -0.4351 0.5195 -0.3395 -0.09
2006 -0.3591 -0.6418 3.8408 0.95
2007 -0.1256 -0.6445 0.4759 -0.1
2008 0.4223 0.1373 0.1518 0.24
2009 0.7929 -0.6283 -0.3435 -0.06
2010 0.9626 -0.8762 -0.3985 -0.1
2011 1.0471 -0.8763 0.4864 0.22
2012 1.7173 -0.8763 0.4605 0.43
2013 1.9026 -0.8762 0.7288 0.59
2014 2.1340 -0.8753 -0.1609 0.37
2015 1.9804 -0.8758 2.2626 1.12

Source: Author’s Computation, 2016.
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