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ABSTRACT 

The aim of this study is to test empirically the 

structure-performance (S-P) hypothesis and find out the 

factors that determine profitability within the institu

tional context of the Nigerian Commercial Banking system. 

The study utilized annual time-series data collected from 

five selected commercial banks over the eleven consecutive 

years from 1980 to 1990. To fulfil its aimj a bank 

profitability model is formulated under the methodological 

guidelines of the existing studies. 

The study did not present any empirical evidence in 

support of the 5-P hypothesis. However, the deposit mix 

appeared as a potentially influencial factor in the bank 

profitability relation. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Background to the Problem 

1 • 

Sines bank started operating as money lending 

institution, it has constituted one of the most high 

yielding but equally high risky business venture ever 

known to man. This is in consonance with the risk

return rule which states that ''investment with high 

returns carry commensurately high risks'' (Archer and 

D'ambroesio, 1976). 

The various dimensions of structure of any industry 

have substantial influence on the economic performance of 

such industry. There is, however, no consensus of opinion 

as regards the influence of some structural elements 

particularly concentration on bank economic performance. 

To some school of thought as represented by Bain (19518293) 

profitability levels (and hence economic performance) tend 

to increase with concentration. To others as in Mayer 

(19698104) profitability levels tend to be negatively 

correlated with share of the industry output in the hands 

of the fifth to ~ighth largest firms. Hart (1968) found 

no evidence that high profits and high concentration 

were correlated. On structure and technological progressive

ness some believe that high concentration (large size) is 

conducive to technological progress (Nelson, 1959:297), while 
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2. 

to some, high concentration by giving firms increasing 

discretion and high profits 1 reduce the incentive to 

invent and innovate (Pickering 1978:24). 

In Nigeria, commercial banks declare high profits 

(First bank quarterly Review, 1989). This is true of 

both banks with wider market in terms of coverage and 

those with low market share. It is the contention of 

this study to test the structure-performance hypothesis 

in the context of Nigerian situation. In the course of 

assessing the commercial bank performance, some variables 

cannot be successfully avoided. Such variables include 

portfolio preferences of the bank, that is 9 the ratio of 

time and savings deposit to total deposit, and the loan

deposit ratio. Their influence on bank profitability 

performance shall be investigated. 

1.2 Statement of Problem 

Increased gross profit generation in banking has 

naturally attracted more investors into the field with the 

remote possibil~ty that banking like office equipment 

business, will provide the blue stock of the future in 

Nigeria. The number of commercial banks has continued 

to grow inspite of the stringent licensing requirements, 

branch banking stipulation and the economy which is currently 

in a state of lethargy. 
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3. 

Literature and public opinion have revealed that the 

concentrated nature of the industry has placed the commercial 

banks in an advantage position to earn astronomical amount 

of profit. In Bain's (1951:293) findings, high degrees 

of market concentration (structure) are extricably 

associated with decreased competition between firms and 

consequently with high levels of profits while in Mayer 

(1969:104) 7 concentration was found to be negatively 

correlated to profits. Contrary to the above findings 7 

some believe that there are other important f~ritors th~t 

influence a banking system's performance other thin market 

concentration (Byran 1972 9 Civelek? 1985 and Agu 1986). 

Thus the deposit mix 7 level of intermediation and the 

demand variable are considered the appropriate variables 

influencing a banking system's performance. 

However 7 with respect tc Nigeria 7 soma banks have 

wider market share in terms of coverage (Union, ACB) but 

are not declaring more profits than those with low market 

share such as Universal Thrust Bank 7 (First Bank Quarterly 

Economic Review 1990). 

This research therefore is mainly designed to 

investigate~ 

i) the influence of market structure on commercial 

banking system's performance. 
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4. 

ii) the contention that ecor ~ic performance of. a banking 

system is a function of its market structure and 

policy variables in the context of commercial banking 

system in Nigeria. 

The interest of economists in examining the 

performance of the Nigerian banking system has centred 

around the role of commercial banks as development 

institutions. ThB factors influencing its operating 

performance and in particular, studies on the impact of 

structure on performance have received little attention. 

Empirical researches reviewed show that, there is no 

consensus among earlier researchers as to the influence 

of structure on performance and other factors determining 

the operating performance of the Nigerian commercial 

banking system. It is as a result of this inconclusive 

results that a research into che structure and economic. 

performance of commercial banks in Nigeria becomes 

imperRtive. This is necessary in order to either validate 

or refute their findings using a somewhat different methodology. 

This is the goal of this research. 

1.3 Objectives a~d Importance of the Study 

The objectives of this study can be summarized as follows: 

1. to ascertain the correlation of market structure with 

bank performance. 
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2. to find out the influence ,f policy variab.J..as on 

commercial bank profitability performance. 

3. to study th8 speed of impact of policy variables 

and bank bran~h expansion on profit rates. 

Assessment of bank profitability performance is 

important for the shareholders to ascertain whether or 

not it is worthwhile investing in commercial banking 

industry and to assure the depositors of the safety of 

s. 

their resources. Measurement of bank profitability is also 

important in the sense that inflation has become a permanent 

feature of the Nigerian economy and so profit in the real 

sense of it needs to be determined. 

The knowledge of the~above findings can be utilized as 

a criterion in evaluating the role of commercial banks in 

economic growth. Since commercial banks are primary suppliers 

of funds to business firms 7 th availability of bank credit 

at affordable rates is of crucial importance for the level 

of investments of the firms and consequently 9 for the 

healthy growth of the national economy. Thus, the above 

will guide the policy makers in constructing effective policy 

guidelines bothering on credit for the economy. The findings 

may inform the policy makers that directives of the central 

bank or any other authority, for that matter, are likely to 
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6. 

work when directed at goals that create the least frict.ion 

between national interest and the profit maximization 

behaviour of commercial banks. 

1.4 Scope and Limitations of the Study 

This research covers the period 1980-90 and the choice 

is guided by the following facts: 

This period is considered appropriate not only because it 

serves as an extension to A9u's (1986) earlier study but 

also marks a period of rising profits in the entire 

commercial banking subsector. 

The whole of 1970s represented a period of boom in the 

economy when all the sectors enjoyed the proceeds from 

increase in oil sales and the resultant monetization of the 

economy. This boom effect lingered on till the early 1980s. 

Howeverj the 1980s suffered from the depressing effect 

of economic recession. In ttJ mid 1980s 7 some economic 

stabilization policies as contained in the Structural 

Adjus~ment Programme (SAP)y were adopted and these were 

meant to restructure the economy and thereby change some 

policy variables particularly those bothering on credit 

market of which commercial bank is an important actor. The 

second-tier and first-tier foreign exchange markets were in 

operation during this period. 
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7. 

The withdrawal of. government deposit from the commercial 

banks in 1987 to Cential Bink also shook these banks. . ' . 

Consequently, a ch~nge in their portfolio management, 

which determines t~eir objective function (profit) 1 became 

inevitable. 

Only five com~ercial banks that have existed for at 

least the past fourteen years are used for the research. 

We have been restricted to these five banks because 

getting accurate and up-to-date data on more commercial 

banks had been impossible. Furthermore, for analysis, we 

made use of annual data. We are, however 9 aware of the 

fact that in time series study such as ours 9 quarterly data 

would have presented a better resulto But~ because the 

data on the variables estimated are not given on quarterly 

basis and since we are not ready to risk bias arising from 

inaccurate estimation of th8 quarterly from annual data, we 

employed the annual data. 

1.5 Organisation of the Rese3rch 

Chapter one is the introductory chapter giving the 

background introouction to the study~ stating the problem, 

objectives, importance, the scope and limitations of the 

study. 
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Chapter two treats the li srature review. Critical 

analysis is made of existing literature (both theoretical 

and empirical) on the topic. The hypotheses guiding the 

study are also presented here. Chapter three outlines the 

methodology adopted in the research. It highlights the 

choice and specification of the model, estimation procedure 

and techniques of evaluation of the results. The fourth 

chapter reviewed the structure and assessed the conduct of 

the selected banks since 1980, Analysis of the ~elationship 

between profit rates and the determining variables (market 

and policy variables) was made. It also highlights the 

impact of Structural Adjustment Programmes on commercial 

bank profits growth and the challenges of the new banks on 

the old ones. 

The results of the econometric estimation are 

presented in chapter five, whe ·e the various statistical 

tests are conducted to aid analysis. The working hypotheses 

of thd research are also evaluated. Chapter six discusses the 

implications of tho results. The conclusions are drawn and 

the policy recomm~ndation made. 
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CHAPTER TWO 9. 

LITERATURE REVIEW AND STATEMENT OF HYPOTHESES 

2.1 Theoretical literature Review 

The central position which banks occupy in any economy 

but more importantly in a developing one has made and continues 

to m~ke them the subject of interest of contemporary researches. 

As Gramley (1962) has opined~ the nation's economic welfare 

depends vary much on how efficiently resources are employed 

in the banking industry as a whole and in other lines qf 

activity. Knowledge of the ways in which size and the port

folio decisions of bank management affect bank performance 

is, therefore, crucial because one objective of bank regulation 

is to ensure efficient production. 

Conventional price theory predicts that industries in 

which output is produced by a few dominant firms may, in the 

long run, earn higher rates of return on the owner's investments 

than the opportunity cost of t~3 equity capitalt commonly 

called the normal or competitive rate of return. In line 

with the theory above, a firm with a large market share is in 

a position to bargain for a pattern of industry conduct which 

will reflect its 01"n interests perhaps at the expense of 

smaller share firms if· one assumes that large share firms 

are likely to possess, more liquid wealth than small-share 

firms (Bain 1951& 43). 
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This view is consistent with Fellner's discussion of 

the bargaining process among oligopolist&. 

Studies. · of market concentration have been generally 

restricted to the manufacturing and distributive industries 

with little attention paid to the markets in which financial 

companies operate - the market for commercial banking. But 

the importance of market concentration cannot be over

emphasized. As, Scherer (1971) concluded, "Concentration 

studies of manufacturing industries have been an important 

step in assessing the extent to which monopolistic or 

oligopolistic elements exist in an industry and the degree 

to which these non-competitive elements influence resource 

allocation and lead to excess profits, inefficiency? etc". 

He went further to say that "An oligopolistic structure is a 

more appropriate term for the type of situation where a few 

firms control a dominant share of the market". 

In Bain's (1950) land mark study, he hypothesized that 

high degree of market share concentration are inextricably 

associated with decreased competition between firms and, 

consequently, with high levels of profits. These pivotal 

studies by Bain have initiated a heated debate on both 

theoretical and empirical grounds concerning the notion 

conventionally referred to as the Structure-Performance (5-P) 

hypothesis in the industrial organization literature. 
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On the other hand 9 beginning with Sheweiger and McGee 

(1961), this hypothesis has been introduced into the realm 

of the market within which commercial banks operate. Since 

then a considerable research effort has been devoted to test 

extensively whsther or not concentration ratio plays prominently 

significant roles in determining bank profitability. 

From the view point of the commercial banking industry, 

empirical evidence on the (S-P) hypothesis is a matter of 

considerable importance for several reasons: 

i) "It provides a strong rationale for banking regulatory 

and supervisory authorities to introduce, modify and 

monitor public policy measures designed to enhance 

social welfare. 

ii) In the advent of dramatic changes recently taking place 

in the international financial system, it alternatively 

contributes deregulation of the banking systemp by 

providing an empirical justification for the argument 

that the unrestrained financial system automatically 

solves all its economic problems" (Good Friend and King, 

(1988). 

iii) It can be utilized as a criterian in evaluating the role 

of commercial banks in economic growth since commercial 

banks are the primary suppliers of funds to business firms, 

the availability of bank credit at affordable rates 
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is of crucial importance for the level of investments 

of firms and 7 consequently, for the healthy growth of 

the national economy. 

According to the (S-P) hypothesis costs of bank credit 

crucially depend upon the structural characteristics of the 

bank market. That is, increased bank concentration by 

increasing costs of credits; has a detrimental effect of 

reducing the demand of the firms for bank credits and the 

level of business investments. In the past few years, the 

cost of credit may not have been relevant in the analysis 

because it was then fixed in Nigeria. However, deregulation 

of the economy and the banking system in particular has now 

allowed the cost of credit to be determined to some extent by 

the forces of demand and supply in some sectors of the economy. 

Commercial b~nk asset management is commonly dascribsd 

as the art of balancing liquidity against profitabili~y 

(Adekanye 1983g118). However 7 these two objectives are 

inversely related in their attainment. In other words 7 there 

is an inherent conflict between the two in the management of 

bank funds. The sources of funds to commercial banks are short, 

therefore, the asset structure management demands that their 

liabilities be paid either on demand or at a very short notice 

which implies that sufficient liquid asset especially cash 

must be kept to meet such payments. "The process of commercial 

bank asset management must ensure that the institution remains 
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liquid, solvent and profitable even within an atmosphere of 

tight government regulation {S2!ag~, 1977:89). Liquid reserves 

are earning asset which may be readily converted to money 
without 

during a reserve deficiency period L. appreciable capital loss. 

But the more liquid an asset, the less the yield on it and vice 

varsa. 

However, central to the management of bank funds is how to 

strike a proper balance between the requirements of conflicting 

goals of liquidity and profitability. In response to the 

above, certain theories of bank funds management have been 

developed. These include the commercial loan thsory 9 capital 

adequacy theory 7 structure-performance hypothesis, profitability 

theory 9 among others. 

Bank Capital Adeguacy Theory 

Another theory that tries to explain bank asset management 

behaviour is the capital adequacy theory. Bank earnings are 

the foundation upon which rest che two main pillars of banking 

strength~adequacy of capital and competence of manaosmcnt. 

In order to ensure adequ2te performance of banks in Nigeria, 

a call for adequate capitalization was made. Sequel to this, 

the monetary authorities consequently increased the share 

capital of commercial banks initially to tt20 million and sub

sequently to tt50 million in 1992 (Adekanye, 1992). Thus, earning 

power proved to be the first line of defence against the risks 
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inherent in banking (Crosse and Hempel, 1980:102). Supporting 

the above view, s~vage (1977:89) asserted that the 11 basic 

problem of bank asset management is to allocate the available 

funds so as ta maximise profits without endangering the 

solvency or the liquidity of the institution". Thus, inspite 

of the importance of other objectives that a bank may wish to 

pursue profitability performance goal must stand out head 

and shoulder above the other objectives if the bank is to be 

viable in the long-run (Agu, 1991). 

Thus, the importance of profit in asset management 

cannot be over-emphasised. Bank earnings provide the return 

on capital investment in banks. It is also by retaining 

assets generated by earnings that the major portion of bank 

capital has been accumulated. Even when bank earnings are 

paid out as dividends, they tend to enhance the marketability 

and increase the value of thr stock, thus enabling the bank 

to raise additional capital when needed (Grosse and Hempel, 

1980:103). In otherwords, BaFlk profit functions in the 
I 

generation of new capital which later serves as cushion 
I 

against unforseen and severe losses. As Bhatia (1978:54) 

as in Agu, 1986) opined, profits perform many useful 

functions in an economic system. They allocate capital, 

compensate investors for risks assumed, reward operating 

efficiency resulting from price - output decisions and proviG~ 
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1 ',l 

for future expansion. 

The primary function of bank capital funds is to 

reassure the public and especially bank supervisors that 

the bank is in a position to withstand whatever strain may 

be placed on it. Moreover, adequate capital serves to keep 

banks open so that they may be able to absorb losses out 

of future earnings rather than out of capital funds themselves. 

But when the earning ·power is constrained by discretionary 

monetary policy, bank may not be able to produce efficiently. 

The committee of London Clearing Bankers (1978:174) 

observed that "unless the banks can earn an adequate return 

on the resources they employ, ,heir ability to play their 

role in the economy fully and effectively will be prejudiced", 

It is of importance then to research into how commercial 

banks in Nigeria allocate their funds into the different 

I 
asset categories so as to be able to achieve their objective 

and therefore be able to function efficiently in the economy. 
I 

Abong (1985) contended that for optimal application of 

the financial intermediation function, commercial banks need 

to acquire some measure of capital outlay as well as a sizeable 
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amou~t u~ ass~ts, both liquid and illiquid. The capit~l 

outlay is contributed by shareholders and profits made and 

retained. The level or amount of deposits held by a 

Commercial bank is a big indicator of its ability to give out 

loans. Okigbo (1981) and Adekanye (1983) commenting on 

the importance of lending felt that lending (asset) is 

considered effective if it successfully reconciles the 

i' I 

bankers obligation of maximum profitability to the share-

' 

holders and of maximum liquid~ty to the depositors. While 

they recognised the importance of profitability and liquidity 

to bank lendingj they tailed te consider the suitability 

of bank lending to the economic development of the nation. 

For instance, lending to commerce may be effective in 

profitability and liquidity to the bank, but may be ineffectivr 

in terms of its maximum contriibution to the economic develoo-
1 

ment of the n?tion. 

The findings of Okigbo (1981 ), Oja and Adewumi (1981 ), 

' 

Nwankwo (1980) and others mo~tly pointed to an existing 
I 

relationship between assets ~nd asset mix on one hand and 
I 

profitability on the other hJnd, with respect to commercial 
I 

banks in Niger i~1" Ace or ding to Nwankwo ( 1 980: 55) the 

"structure of bank assets is important for ban_k, .planning". 

Among other things, it indicates the uses of bank funds; 

it shows how banks have been able to reconcile their dual 
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and apparently conflicting obligations (Modigliani and Miller 

AERP P• 261-291). 

Ojo and Adewumi pointed out that since the 1970s, 

there has been a continuous growth in bank asset in Nigeriam 

Of conspicwous interest was the growth rate between 1970 

and 1975 - when total assets almost tripled from a figure 

of N1,512.03 million to 44~307.D million. Okigbo explained 

this phenomenal increase by referring to the 1972 Nigerian 

Enterprises and Promotion Decree (NEPD) which compelled 

many firms to effect their total transfer of equities through 

the banking system, and the sudden rise in revenue from oil 

sales as a result of the Yorn Kfppur war in the Middle East. 

Whatever the reasons might be, the growth in industry assets 

has been accompanied by shifts and variations in structure 

and mix. Consequently, the ma~agement techniques of the 

banks' asset would have been E :rengthened in order to enhance 

the banks' objectives. 

Adekanye (1983:111) in 

"uses of funds distribution 

his study observed that the 
I 

re~ealed the relatively 
i 

unchallenged position of loens ~nd advances''• He adduced 

reasons for this Jominant position of loans and advances. 

for one, it is the most important asset item in the balance 

sheets of banks because it is t.he largest source of income 

and secondly, its size can create a lot of difference in the 

CODESRIA
 - L

IB
RARY



18. 

level of economic activity since it is from it that banks 

create money within any econom;. 

For these reasons and coupled with the fact that 

money being lent is depositors,' funds, the activities of 

Commercial banks, as regards uses of funds (loang and 

advances), attract the attention of monetary authorities. 

The commercial bank in Nigeria has been the most regulated 

of all the banks and the non-bank financial institutions 

in the economy. A catalogue of interventions by the 

Central Bank of Nigeria attests to the above view. These 

interventions range from moral suasion to selective credit 

controls which include forced lending to the preferred 

sectors of the economy. 

Commenting on the above, the work done by Vuchelen 

on quantitative monetary policies, and the portfolio 

composition of commercial banks stressed that traditionally, 

monetary authorities influenced the asset allocation 

process of financial institutions, by changing t:.G discount 

rate, reserve coefficients amo~g otherso By early 1960s, 
! 

the above instruments were sup~lemented by many European 
I 

Central Banks, by a more direct intervention, ceilings or 

floors, on the holdings of certain assets were imposed in 

order to strengthen the effect of monetary policies. This 

intervention in form of forced lending policies was reflected 
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in a declining share of total loans originating from 

Commercial banks in Korea {Arv .nd 1985: 65). 

19. 

Assessing the impact of government intervention 

further on banking institution, Vuchelen {EER, 1980) wrote 

that "It is not surprising that quantitatively oriented 

instruments are mainly used in countries where money and 

capital markets are not very developed, the assumption 

being that offsetting will be unimportant". 

Besides, a factor determining the effects of the 

quantitative instruments on important macroeconomic 

variables is the COVERAGE of the financial system. As 

far as Nigeria is concerned, the monetary authorities have 

no proper grip on the non-bank financial institutions. It 

is therefore noted that "it is quite clear, that, by 

controlling banks and money alone, leaving near-monies 

and near banks (or non-bank financial institutions), will 

not facilitate the achievement of the desired monetary 

policy objectives" (First Bank Quarterly Review, March 

edition, 1990, P• 2). Ddozi in! line with the thinking 
I 

expressed above, (in a public l~cture) complained that the 
I 

effective conduct of monetary policy was being constrained 
I 

by "regulatory arbitrage with many non-bank financial 

institutions operating as bona fide banks but not subject to 

banking regulations or supervision" (Newswatch, May 1991, 

p. 27). 
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Furthermore, a set of regulations was put in place 

from the 1960s which had the effect of limiting competition 

in banking. They include limitation of branching, barriers 

to entry, imposition of ceilings on interest payable on both 

deposits and loans; such limitations do not augur well for 

efficient allocation of resources and asset management 

(First Bank Quarterly Review, March 199A, p. 2). 

In his view? Silverberg (1973) observed that raising 

or eliminating such a ceiling would enable a bank to raise 

its rat~s so as to be able to .increase its deposit volume 

and earning. The effect of this low rate on investmbnt 

in the economy was evaluated by Dlashore and others (First 

Bank, p. 4). They observed that with inflation ::2tG of 

over 20% in 1985~ a ceiling of 13% as interest on loans ~as 

quite unrealistic in terms of re~l returns on funds invested. 

This, they conclude, could not make investment rather than 
I 
I 

present consumption preferable. 

I 

Some critics on the application of credit guidelines 

postulated that "the use of differential interest rates on 

loans to preferred and less preferred sectors could result 

in inefficient use of capital (D1aseni Akintola 1982:19-

23); Nwankwo, (1990). 
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This criticism failed to r ;alise that credit 

selection policy was designed to prevent the leakage of 

credits towards activities which could be highly profitable 

to banks but, are in the opinion of regulatory 

authorities, less socially productive and could have only 

minor or even retarding effects on the economic development 

of the nation. This regulation is also considered necessary 

in a country like Nigeria, mainly because of the imperfection 

of the capital market which might not allocate available 

funds efficiently 1 to protect the depositors and ensure a 

safe and sound banking system (First Bank Quarterly Review, 

March 1990). 

Intervention by monetary authorities affects the 

banks' freedom to choose how best to diversify their port

folio and thu~ their overall performance might be impaired. 

As shown by Revell (1973) for Jritain, restrictive credit 
I 

controls on commercial banks alone while Stifling their 
I 

growth would favour the growth of secondary banks or other 

non-bank financial institutions to compete with the commercial 

banks in mobilizing deposits and granting loans and advances. 
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Since these credit guidelines (regulations) do not apply 

uniformly to all the financial institutions, the commercial 

banks are placed at a disadvantaged position. For instance, 

the effective cost of funds to them increases when reserves 

must be held. Oja analysed the cost of borrowing to 

commercial banks. Suppose that an 18 per cent reserve 

requirement applies to negotiable certificate of Deposit 

and that the market rate is 15 per cent, the effective cost 

to the bank is equal to~ 

Market Rate % 
1 - Reserve Requirement 

The cost of funds therefore equals _1_5~--~~ 
1 - 18% 

= 18.3 

Since the bank can use only 82% of the funds. borrowedj 

(18% must be held in non-earning reserves), it can be seen 

that the effective cost of fun,s increase when reserve must 

be held. 

The erosion of funds (deposits) away from commercial 

banks by merchant banks and non-bank financial institutions 

is made possible by the high interest rate offered (28%) 

by the non-bank financial institutions on short term 

deposit of about 90 days. Oja commenting on the implication 

of the above action has this to say: Competitive drives and 
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other developments (e.g withdrawal of government deposits) 

that have attracted deposits f om the commercial banks on 

one hand and from the banking sector on the other has been 

the erosion of the liquidity base of the banks. It makes 

the banks to reduce the volume of loans and advances granted 

to the public, and even recall some of the existing loan 

assets. In addition, the 15% withholding tax that was 

introduced in 1989 on time deposits and lodgements in savings 

account in excess of tt50,000 might also dampen thB growth 

of time deposits which had hitherto, been one of the major 

sources of funds to commercial banks, 

2.2 Empirical Literature 

The keen interest of researchers in empirical testing 

of the Structure-Performance (S-P) hypothesis within the 

context of the banking industry has produced a pletheora of 

empirical studies. The structure-performance hypothesis 

which states that "The structure of the market will influence 

the conduct or behaviour of tile firms in the market and that 

the resulting behaviour will be reflected in the price and 

profit performance of the firms in the market", has been tested 

widely with data obtained from the industrial sector especially 

in the United St~t~s. On the whole, a substantial evidence 

that market structure (concentration) does seem to influence 

firm behaviour in the hypothesised manner has been found. 
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However, the relevance of this theory to commercial bank 

behaviour has been the subject of a large number of empirical 

studies. 

Khoades (1977) reviewed forty articles and found that 

in ten, the results indicated a negative relationship while 

the remaining thirty indicated a positive relationship. 

Hart (1968) in his study found no evidence that high profits 

and high concentration were correlated. 

The traditionalists empirical studies examplified by 

Heggestad (1977) holds that the overall results of the 

existing empirical literature support the notion that the 

(S-P) hypothesis hold in realityo 

The Nao-traditionalists, by fundamentally excepting the 

(S-P) hypothesis 1 have advanced several reasons to explain 

the failure of the existing research to produce consistently 

positive and statistically significant relationship between 

concentration and bank profita~ility. 

Clark (1986) 1 for instance, has discovered that the 

use of the single equation estimation methodology may 

depress the effect of the market concentration variable 

on the bank profitability variable. 
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Haslem (1964) conducted a statistical study between 

1963-1964 using data on United States of America. The 

study tested whether or not management and other selected 

variables have significant influence on relative profitability, 

and if so, on the operating relationships through which these 

influences are transmitted. He contended that successful 

management was determined more by the relative use it made 

of funds than in the type of funds (deposits us capital) 

at its disposal. He found that the ability of management 

to earn on bank assets appeared more important to relative 

profitability th~n the asset mix. The implication of this 

is that bank loan policy shouJ.d stress the importance of 

charging interest rates comensurate with the risks. involved 

in supplying credito 

In contrary to this finding, is the action in some 

developing economies, for instance, Nigeria where 

interest rates are institutionally determined. This does 

not give room for banks to earn returns on their assets 

that are commensurate with the risk of lending. Even 

though it is known that the money and capital markets in 
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these countries are not well developed for the forces of 

demand and supply to be allowed to determine the interest 

rate, the commercial banks' management ability should not be 

jeopardised by fixing an interest rate so low as to make 

returns on their capital employed negative. This was the 

case in 1985 when the rate of inflation was as high as 20 

per cent whereas the rate of interest was pegged to at - 10 

per cent (Dlashore and others, 1990). 

Andersen and Burger (1969) reported the results of 

an investigation they conducted on two aspects of commerci~l 

bank portfolio management. Concerning the first aspect, two 

alternative hypotheses regarding bank behaviour were tested. 

These were the "accommodation principle" implied in the 

commercial loan theory of banking and the "profit maximization 

principle" which implies that commercial bank responses to 

market forces determine their portfolio behaviour. They. 

investigated the behaviour of banks under certain conditions 

as regards some assets, for example, excess reserve, loan, 

investment and borrowing. 

The result supported by the hypothesis that bank 

behaviour responded to changes in short term interest 

rate, long term interest rate and prevailing economic 

conditions in a manner that was in line with the hypothesis 

that banks attempt to manage their asset portfolio in a way that 
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was consistent with a profit-maximising explanation of 

commercial bank behaviour. In both periods of 1953-1960 

and 1961-1967, the study showed that as the short ter~ 

interest rate rose, banks responded by jncreasing the ratio 

of loans to deposits. As the long term interest rate rose, 

making investments more attractive relative to loans, banks 

restructured their asset portfolios by reducing the 

proportion of loans to investment in their portfolio. The 

important element in this research was the emphasis on 

interest rate as determinant of cost of credit, 

However, the analytical setting of the research seems 

to be less amenable to the Nigerian situation where all the 

important explanatory variables like the short and long 

term interest rates are institutionally determined. 

Lambo (1977) using decomposition analysis method 

studied the portfolio behaviour of Nigerian commercial 

banks for the period 1962-1972. The structural changes 

in asset portfolio were seen to be independent of structural 

changes in liabilities. His finding was that changes in 

assets were due mainly to changes in Central bank's policies 

within the same period. 

In another related study "A structural analysis of 

commercial banks' loans and advances, Ajayi (1980) found out, 

using the same decomposition method for the entire period 

CODESRIA
 - L

IB
RARY



28. 

1970-1977 that Central Bank'~ directives had effect on the 

size of banks' loans and advances but with no significant 

effect on the.allocation pattern to the various sectors of 

the economy. The state of general economic condition also· 

had an effect on the structural changes in loan~ and ~dvanc~s.· 

He emphasized the fact that since economic conditions have 

important roles to play, the implication was that when· 

attempts were being made to cohtrol the directions of loans, 

care had to be taken to bear in mind commercial banks' 

profit maximization behaviour. Sectoral share allocation 

may therefore not work when the primary objectives of banks 

are being sacrificed. He concluded that directives of the 

Central Bank or any other authority fbr that matter, were 

I 
likely to work when directed at goals that create the 

least friction between national interest ahd the profit

maximising behaviour of commercial banks. The·limitation of 

the model was that it was not dynamic. 

In a study conducted in Nigeria by Oja and Adewum~ 

( 1982), .it was discovered that "in spite of the phenomenal 

increase in total assets employed, ~he ratio of net profit 

to this item has not shown any significant upward trend 

during the period " Their conclusion was that banks had ? •• 

not significantly improved their efficiency in using resources 

over the years, having maintained steady relationship between 
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net income and deposits, loans and advances and total assets 

employed. This, they contended, could be readily traceable 

to the fact that a disproportionately large part of their 

resources had been placed in short term, low yielding 

gilts. "Scale diseconomics and gross ineffeciencies 

have also adversely affected the performance of the banks, 

while profits recorded by them have been attributable mainly 

to their operations in an imperfect capital market situation~. 

Thus, profits flowed to bank coffers within the period under 

survey, not as a result of good asset manggement but 

particularly due to the operations of a market environment 

that was basically inefficient. 

In line with Hart, the adherents of Efficient Structure 

~ypothesis (Demesetz 1972; Psltzmen 1977; Brazen 1982 and 

Smirlock 1985) by rejecting the S-P hypothesis, have found 

out that there is no relationship between concentration and 

profit, but rather between bank market share and b2.n~ 

profitability. 

Contrary to the above findings, some researchers 

(Byrsn 1972, Agu 1986 and Civelek and Al-Alami 1991) 

reiterated that there are other important factors influencing 

a banking system's performance other than market concentration. 

Byran (1972) in a study of medium size banks found that t~e 

single most important factor explaining profitabil~ty is the 

1' 
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ratio of time plus savings deposit to total deposits. 

Agu (1986) applied the single equation model to Nigerian 

time series data and submitted that the policy and demand 

variables are more important in determining the economic 

performance of commercial banks. For Byran and Agu, the 

concentration variable was negatively correlated to bank 

profitability. 

Thus, unlike the supportive results obtained from the 

industrial sector where a positive and statistically 

significant relationship between market concentration and 

performance has been consistently found, the empirical 

results from the banking studies have been rather heterogenous. 

It is because of the inconclusive and to some extent, 

contradictory results that Kaufmen (1966: 439 as in Agu 

1986) recommended in his study that the experiment should 

be replicated for other states and other types of bank 

organizations before the results may be considered sufficiently 

persuasive for determining policy. 

2.3 Limitations of Previous Studies 

The decision to undertake this study has been necessitated 

by the limitations of earlier related studies to capture the 

issue of operating factors in commercial bank profitability 

performance in Nigeria. Except the works of Soyode and 

Dyejide (1977), Agu (1986) some other works reviewed had 
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concentrated on examining the performance of commercial 

banks around their role as dev3lopment institutions. The 

factors irifluencing the operating performance of the Nigerian 

banking system have received little attention. 

However, the work of Soyode and Oyejide in this area 

using cross sectional data on fourteen commercial banks in 

1973/74 estimated the impact of branch network on bank 

profits. The policy variables were not taken into considera

tion, but Byran found that the single most important factor 

explaining profitability is the ratio of time plus savings 

deposits to total deposits. Lambo (1977 and Ajayi's 1980) 

works in this area were somehow descriptive, using decomposi

tion analysis. Agu (1986) in his research submitted that the 

structure-performance hypothesis has no relevance to the 

Nigerian situation. 

Generally, since their studies, a number of changes 

have taken place. Moreover, most of the works reviewed did 

not specify any dynamic model and hence no introduction of 

distributed lags into the system. Even though Andersen (1969) 

and Franser and Rose (1974) made use of dynamic models, their 

analytical settings were clearly different from the Nigerian 

situation. Some of them did not specify the speed of impact 

of shifts in market and policy variables on profit rates. 
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However, there are current dynamic models to undertake such 

tests as the stock adjustment -odels and computation of half-

lives. 

2.4 Statement of HYpotheses 

The study is guided by the following hypotheses: 

1, The bank structure has a positive significant influence 

on bank performance, 

2, The policy variables have significant effect on bank 

profitability performance. 

3. Changes in policy variables affect bank performance 

faster than changes in bank branch expansion, 
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CHAPTER THREE 

METHDD0LDG1._ 

33. 

The methodology adopted in this research is mainly 

econometric. This is understandable since econometric 

methods are best suitable for testing the specific hypothesis 

about th8 naturG of any oconomic relationship. Under the 

econometric method~ the modelling could be in three forms: 

the linear programming model; 

the large structural model; and 

the single equation model. 

The strengths a~d weaknesses of these models were examined 

with particular reference to their relevance and adaptability 

to the research. For instance 9 some of them are not only 

complex but their basic assumptions are not amenable to the 

Nigerian situation. 

Considoring these alter 1tive h ~hniques of modelling 

a problem, and following the works of Andersen and Burger 

( 1969), Franser and Rose ( 1973) 9 Bain ( ·1951), Rhoades 

and Rutz (1982) 9 Agu (1986) 9 the single equation linear 

model is chosen. our choice is guided oy its simplicity 

and the ability of its variants to give clearer and more 

definite estima_eJ of the various impact of structure and 

policy variables on bank performance. 
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3.1 Behavioural Assumptions o~ the Modal 

(Linear Regression Model) 

34. 

The linear regression model is based on certain 

assumptions, some of which refer to the distribution of 

the random variable U, some to the relationship between U 

and the explanatory variables, and finally some refer to 

the relationship between the explanatory variables them

selves (Koutsoyiannis, 1977). The assumptions are classified 

as stochastic assumptions and other assumptions. 

The single equation model adopted in our research is 

a multiple regression model and some of its assumptions are: 

i) The model sp8cified takes the form: 

Yt = bo + b1 X 1t + b2 X 2t + bk Xkt + Et 

ii) The error term (U) is a random real variable, meaning 

that the value which Ui may assume in any one period 

depends on chance 9 it may be positive~ negativo or 

zero. 

iii) The mean value of the error term in any particular 

period is zero. 

iv) The error term has constant variance in each period. 

v) The error variable is normally distributed. 

The above four assumptions about the distribution of U 

may ba summarized by the expression: 

u..-,~-..,,,J N (Q, ,.fu 2 ). 

"'ll 
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vi) The random terms of ( fferent observations (Uip Uj) 

are independent. 

vii) The error term is independent of the explanatory 

variable(s) - meaning that the U's and the X's 

do not tend to vary together. 

viii) The explanatory variables are fixedo 

ix) The explanatory variables are measured without error. 

x) The explanatory variables are not perfectly linearly 

correlated. 

The relationship is correctly specified (that we 

have included all the important regressors explicitly in 

the model) Koutsoyannis (1977). 

3.2 Specification of the Mode! 

To enhance the undarstanding of the profitability 

performance of commercial banks in Nigeriaj the following 

adjusted modeli in which the performance is linearly related 

to market share/concentrationj deposit mix, loan intermedia

tion and the lagged values of profit rate is thus specified. 

The general form of the model reduced from econometric modelc 

of the form~ 

Y = F (X1j X2) 

Where Y = Jependent variable reflecting the_ banking 

systomJs economic performance; 

-~ , 
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X1 = V~riablas proxying the structure of the 

banking industry; 

36~ 

X2 = Policy variables reflecting the results of 

operational decisions regarding the input-output 

mix, ., 

are deduced and tested with annual time series datai 

In specifying the models, two measures of market 

structure - market concentration (MC) and number of bank 

branches (NB) are specified separately because of collinearity 

between them. The models have the following functional 

forms: 

y = F (MC, OM, LO, BS, Yt-1, U) 

y = F (NB 1 DM, LO, BS, Yt-1, u). 

The following are the equations which are estimated 

for the whole of the sample banks: 

DY = bo+b1 DMC 1 + b2 DOM+ b3 DLD + b4 DBS + b4 YT-1 + 

DY= bo+b1 DMC 2 + b2 DOM+ b3 DLD + b4BS + b5 YT-1 + Li 

DY= bo+b1 DNB + b2 DOM+ b3 DLD + b4BS + YT-1 + U 

Where 

Y = the profitability index measured as the ratio of 

net profit to capital 

MC 1 = Bank concentration. 
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MC 2 = Market share of the banks 

market concentration). 

NB= Number of bank branches 

DM = Deposit mix (ratio of time and savings deposits ta 

total deposit). 

LD = Loan-deposit ratio. 

BS = Bank size (Total assets). 

YT-1 = lagged value of profit rateo 

Performance Variable 

Performance can be viewed from two different anglesi 

as an appraisal of a firm's contribution relative to its 

potential towards achieving goals set for it by society 

(Caves 1967). It can also be viewed as the strategic 

re~ult~ o.f 0 ma~ket adjustments by individual firms (Bain 

1959: 340). The first view refers to the social performance 

of a firm whilo the second view refers to its private 

performance. 

Where private goals differ from social ones 9 govern

ment usually imposes restraints on private section. In 

the case of Commercial Banks, it may be argued that the 

control of industry (where effective) has the effect of 

forcing private goals to coincide with social objectives. 

Hence this study will concentrate on evaluating private 
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performance of commercial bank as this is influenced by 

the structure and conduct of the industry as well as the 

externally imposed system of regulations. 

As noted by Agu (1986), a common problem in industrial 

organization is to define the unique product of the industry 

being investigRted. This problem is particularly difficult 

in banking industry becaus~ like most services, it has no 

unequivocal measure of its output. Infact bank output being 

service is intangible and is often sold as a package 

(Treadway 1969 7 Mackera 1975 as in Agu, 1986). It is 

empirically impossible to isolate the various elements of the 

package and measure each component directly for the purpose 

of determining aggregate output. Some studies have tried to 

avoid this problem by choosing only one bank service. 

However, this method underestimates the total effect of 

structure and some other important variables on performance 

(Short, 1979). 

The profit maximising behaviour of banks provide the 

rationale for the use of profitability as an appropriate 

measure of bank performance. The profitability index, Y7 is 

measured as tho ratio of net profit to capital (rate of 

return on equity). Profitability ratios are more important the 

the absolute level of profits as a measure of performance 

because an entity may improve its absolute p~ofit perFo~mance 
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by employ~ addit.ion.al r-seources oo-t w-itho~.rc .imp-rO"Ving its 

profitability (Agu~ 1990). 

Structure Variables 

Inspite of the fact that the Nigerian commercial 

banking system consists of many competing banks; yet a fow 

large ones seem to exert a great influence on the marketP 

there is the need for an index that measures the relation-

ship between the number of firms and their share of the 

market. The index used in this study is the five bank 

concentration ratio calculated as~ 

MC 

Where 

MC = 

Di = 

D = 

Cone = 

= jf 01 
,,p:;..,. 
i:1 

D 

Concentration ratio 

Deposit of the leading ith bank 

Total deposits outstanding of the Commercial 

banking system. 

Size distribution of firms. 

One summary measure of concentration that takes into 

account the total number of firms in a market and their 

market share is the Herfindahl Index. The index is 

constructed by summing the squares of the market shera of 

all firms in the market .• 

·--,,., 
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That is~ 

Herfindahl index= N 
'£_(Xi/S )

2 

1'::1 . 

Where H = Number of firms 

Xi = the absolute size of e 9 ch of the firms. 

S = the total size of the market. 

40. 

The essence is to ba able to compare the estimates from 

two indices. The Herfindahl index has its limitation of 

requiring far more information in its computation. No 

satisfactory explanation of the size distribution of firms 

has yet been dGrived from economic theory (Curry and George~ 

1983). The concentration ratio 1 for example, can only 

suggest that the small number of large firms makes 

restrictive pricing and output decisions more possible thDn 

if there were many firms of equal size. It does not mean th2it 

large firms are actually engaging in anti-competitivE conduc~. 

The existence of a few firms may simply reflect economics of 

large scale (Salley 7 1972g72). The shortcoming notwithstanding$ 

the concentration ratio is regarded as one of the few general 

measures of structure available to the economist (Bain 7 1959). 

Another measure of the structure of the Nigerian 

bankin~ system which is of particular concern to the regulatory 

authorities is the number of bank offices (geographical spread 
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of each bank). Economic theory contends that a banking 

system consisting of numerous competing banks will perform 

better in terms of output and prices than a banking system 

dominated by a few banks (Agu, 1990). 

Traditinnally 1 the structure-conduct-performance 

hY'f)Ot"h-esis would suggest a positive relationship between 

market concentration and profitability of a firm as shown 

below~ 

d"v;:!'°Mc 
-·· 1 

y MC ::::, 0 
1 

Policy Variables 

According to the portfolio balance model of asset 

diversification 9 the optimum holding of each asset in a 

wealth holder's portfolio is a function of policy decisions 

determined by a number of factors such as vector of rates of 

return on all assets held in the portfolio, a vector of risks 

associated with the ownership of each financial asset and 

the size of the portfolio (Moore» 1968:33). 

On a priori grounds, therefore, the deposit mix, that is, 

time and savings deposits to total deposit ratio and the 

level of intermediation indicated by loan-deposit ratio are 

..._,_,, 

CODESRIA
 - L

IB
RARY



42. 

considered appropriate policy variables influencing a 

banking system's performance. The deposit mix by determining 

the liquidity needs of the banking system affects the volume 

of earning assets. The intermediation ratio reflects the 

c~edit policy formulated by the bank. These policy variables 

r-eflsct tt'l-0 portfolio pref~ren-css of the bank (that is, the 

way the bank decides to hold its portfolio of assets and 

liabilities or input-output decisions). 

A positive relationship is postulated between the bank 

performance and the policy variables on the basis of the 

following justification; 

Large market size enables the bank to differentiate its 

products and consequently to generate higher profits 

(Smirlock 11 1985g71). 

c)~ /:fDM 
Y DM :::, 0 and 

c§"y/ ~D :::, 0 
Y LD 

On the other handf the deposit mix (DM) may be 

expected to be negatively related to profitability if the 

Nigerian banking system is committed to relatively more 

expensive time and savings deposits which inevitably imply 

higher costs and lower returns. However~ the returns on the 

use to which the time and savings deposits is put to, may be 
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large enough to off-set the cost incurred in ottracting t~e 

deposits. 

3.3 Estimation Procedure 

The ordinary least square method is used in estimating 

the parameters of the equations employed in this research. 

The ch-0ice is guided by a number of reasons, among which is 

the simplicity of its computational procedure and the optimal 

properties of the estimates obtained from this procedure. 

Among such properties are linearity~ unbiasedness and minimum 

variance. Comparism of the ordinary least square estimates 

is restricted traditionally to the class of linear unbiased 

estimators which are popular because they are ~asy to analyse 

and understand (Wannacott and wannacott,1970). 

Auto-correlation of thG residuals is also a potential 

source of bias in the OL5 estimates of the coefficients cf 

the lagged dependent variable. Changes in all variables are 

however computed by the conventional first differences 

(flow form) to dampen the effects of auto-correlation. 

3.4 Techniques for Evaluation of Results 

After having obtained the parameter estimate~ by the 

use of ordinary least square 7 the following standard critsri~ 

are used to evaluate the results. First, t+re signs of the 

coefficients are taken into ~onsi-e-sration to determine ~hether 

or not they have positive or negative relationship with the 
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dependent variable. For instance, in hypothesis one? we are 

interested in signs of the bank structure variable in relation 

to the performance index. 

By computing the 't' values of the regression coefficients 9 

the significance level of each of the coefficient is tested. 

The coefficient of multiple determination R2 , and partial 

-2 coefficient of determination, R, are computed to measure the 

strength of the relationship or testing the goodness of fit 

of the whole regression. Fis also computed to test the 

significance of the whole regressiono 

To evaluate the speed of impact of an independent 

variable on the dependent variable, we computed the speed of 

adjustment using the stock adjustment model. 1·he adjustment 

equation is specified as follows: 

* Yt - Yt-1 = d (Y t - Yt-1) + Lit 

Where O c:::d c:::1) 

such that d = 1-b2 (Kontsoyannis, 1977) that isp one minus 

the coefficient of the lagged dependent variable. 

Yt is the stock on hand at time t; 

* Y t is the desired stock 

Yt-1 is the stock in the previous period, that isp the 

actual existing stock of Y at t-1 and dis a speed of adjust-

ment coefficient. 
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A convenient statistic for summarising the implications 

of a given value of speed of adjustment is the half-life 

statistic, which is, the number of periods n~ required to 

close one half of any gap between the constrained and 

un-constrain-ed optimal quantities. To obtain the half life, 

we solve for n such that 

(1-d) n = t 
Taking logarithm of both sides yields the equation 

ln n(1-d) = ln! 

n = ln t 
ln (1-d) 

(Ajayi 1986g56). 

Data Requirements and Sources 

Annual time series data on the variables under study 

spanning the period 1980-1990 are used in thi~ study. The 

variables areg 

1. Bank economic performance measure - Rate of return on 

capital (Net profit over capital). 

2. The index of market structureg 

a) MC
1 

concentration ratio= deposit of the leading 

ith bank over the deposits of all the banks in the 

market. 

b) Herfidahl index of market concentration.= MC 2 • 

c) No of bank branches= NB 

CODESRIA
 - L

IB
RARY



3. Time and savings deposits over total deposits= DM 

4. Loans and advances over total deposit= LD. 

The main sources of the data are the different annual 

reports of individual selected banks. The actual variables 

utilized are calculated on the basis of the information 

published in these reportso 
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CHAPTER FOUR 

THE PERFORMANCE OF SELECTED COMMERCIAL BANKS IN 
NIGER IA 

4.t The ~tructural DeveloEment in the Selected • Banks between 1980-1990 

Contrary to expectation, the Structural Adjustment 

Pra.g.~amme (SAP) has impacted on Commercial Bank in very 

significant terms. The short term impact may have tended 

towards being beneficial to them, the medium and the long 

term implications are bleaking. The banking industry has 

certainly become one of the most profitable sectors of the 

economy and this explains the large influx of new operators 

into the industry. The huge profits declared by banks have 

also become the object of public interest and co~tr~versy. 

An e~amination of tables 1 and 2 shows that the total 

assets of the selected banks.~nd banks' profitability maintained 

upward. trends. While the annual ay_l§!rci_Q!'3._-~r_o':';~ry i:-ate of assets 
. -

was 14.6 per cent for the period 1980-90, that of profit was 
.. . 

14.9 per-~el)t fq_r-· the si~~,r:i"sa·a~r-Cf~t:iTe l5:---·ror the two 

variables, the rate of increase -of -profits ,was highest, in the 

period · 1985-1986 while that of. asset was highest in 1'983 • 

A spectacular note has to be taken of the growth in profit in 

1985 - 48.5 per cent while the- growth in asset was just 5 

'-pEfI' cent •. · 
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TABLE 1: PROFITS, ASSETS, DEPOSITS AND THE NUMBER Of BANK 
BRANCHES OF THE FIVE SELECTED NIGERIAN BANKS 
1980-1990 (U-MILLIDNl:.. 

NET TOTAL TOTAL I SHARE- TIME AND LOANS 
YEAR PROFIT ASSETS DEPOSITS I HOLDER Is SAVINGS AND 

CAPITP.L -c>EPOSIT · ADVANCES 

1980 43.3 5714.3 4869.5 . 219 .1 2169.2 2671.5 

1981 68.0 6791.0 5905.1 \ 287. 2 2644.3 3613.6 

1982 72.0 7970.1 6947.9 
i 
j 
/ 34 0. 3 4493.5 4263.9 
I 

1983 75.4 10013.1 8688.4 ; 388.2 
! 

4311.3 4182.0 

1984 72.7 11327.5 9604.6 j 435 ~3 4505.6 4312.9 
l ' ,, 

1985 108.D 11895.9 9687.9 ! I 519. 7 4660.5 4413.4 
' 

1986 154.2 14118.1 10894.3 1692.6 5337.2 5430.2 

1987 142~0 16097.8 12497.0 887.1 6200.6 5969.0 

1988 170e1 1800.6.0 14511.'] ,1 041 • 5 ,, 7619.9 6739.0 

~ 294. 7 1989 192.0 21313 .. 0 16208.'7 8533.1 7001.0 

1990 116.6 22543.0 17672.·J :'1594 .9 9315.9 8678.0 
{ 
I -. .. 

NUMBER 
or 

BRANCH~ 

391 

418 

-
45S 

511 

540 

584 

605 

647 

686 

731 

784 

Source: Annual reports and state~~nt of Accounts of the selected 
commercial banks for variJUS years (1978-91). CODESRIA
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TABLE 2: PROFITABILITY Of THE NIGERIAN BANKING SYSTEM 
AND ITS DETERMINANTS {PEiCENTAGES) 

NET PROF ITS DEPOSIT TIME AND LOANS & 
YEAR CAPITAL CONCENTRA- SAVINGS ADVANCES 

TIDN DEPOSIT TOTAL 
TOTAL DEPOSIT 

. DEPOSIT 

1980 19.7 48.6 

~·~r 
I 
! 44.6 54.9 

1981 23.7 55.3 l 44.8 61. 2 
i' ,1 

1982 21 .1 57.8 I 64.7 61.4 

1983 19.4 62.3 
,, 

49.6 48.1 I 
1984 16 C 7 61.0 46.9 44.9 

l 1985 20.8 55 .1 48 .1 45.6 

I 1986 22.3 60 .1 49.0 49.B 
j 

1987 46.5 54 .1 f 49.6 47.B 

1988 16 .. 4 49.9 52.5 46.4 

1989 14.8 59.7 52.6 43.2 

1990 7.3 62.1 t 52.7 49 .1 
~ 

Source: Table I 

49. 

NUMBER I OF' BANKS , LAGGED 1 

BRANCHES PROF IT i 

I 
-~.J 

t 
. t 

39.1 26o1 

41.B 19. 7 
. ,. 

I 

46.5 24 .. 0 ! 
' ! 

51 .1 2_1.·o ! 
: 

'· ~- ;. 
54.0 1,9~,4 I 

.. ,i· i 
' 

58.4 1 ~;:7 
' ·-· ~ 

' 
60.5 20 .. 9 

64.7 22.3 i 

68.6 46-~_5': 
" . 

73 .1 16. 4 

74.8 14\8 
---CODESRIA
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so. 

In 1907 when the total asset growth rate dropped to 14 

per cent from 18.7 per cen~that of profits fell drastically 

f?om 42.B per cent to as low as -7.5 per cent. This 

could be as a result of withdrawal of Government accounts from 

commsrcial banks to central bank. However, the banks picked 

up in 19B8. This spectacular in.ctsase in profit in 1988 

o-ould be at~riouted to the gains from the· SFEM which did not 

last for a long time. As was noticed by Ogun,c!ipe and company 

"It is true in the initial stage of SFEM the assets and profits 

of banks rose quite significantly as a result of the boast 

in Naira holdings of the financial institutions when their 

foreign bal<3:nces we:cs converted to Naira". How-ever, this develop= 

ment had the effect of strengthening the balance sheet of 

banks in the short term. 

The levels of growth witnessed in the sector in the last 

two years are somehow.temporary and may not continue in the 

corning years. The above statement is consistent with what is 

happening in the commercial banking sector particularly in 

the selected banks. The decline in profits since 1~88 (19.5 per 

cent) up till 1990 negative 39.3 per cent has validated the 

above statement. 

When the relationship in the growth trend between total 

deposits, loans and advance on one hand, and bank profits 

on the other hand is examined, the picture is not the same as 
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above~ Both loans and a.dvancas and total deposits of banks 

maintained si~ilar upward trend with banks profits to a 

eait-a;;n .QKu,nt-. ThE! annual average g·r-owth rate of' 9 .2 per cani 

for loans and advances is lo~er than ttiat of 14.1 per cent 

and 14.D per cent for profits and total de.posits respectively. 

aif'i- 1o.a, 'IIJh~n .ttie growth tate of loans and advances rose from 

2.3 to 9.9 pa~ cent, profit dsclin.Gd s-uosta~tially from 42.B 

par cent to negative 7.5 per cent. Again in 1990, when loans 

and advances rose from 3e9 (1989) to 24 per cent in 1990, 

p~G~~t -d:'opped drastically from 12.6 per cent to negativ3 39.3 

per cent. The explanation could be that th-e banks were not 

earning as much as they should from their loans and 

advances-probably because of the controlled and administered 

loan rates. Another reason could be high rate of bad and 

doubtful debts and stoppage of interBsts charges on such 

accounts. This could mean that their profits of yester-years 

were not real profits. In support of the above, Ogundipe and 

Company (1988) reiterated that "the levels of growth witnessed 

in the sector in the last two years are however temporary, 

and will not continue in the coming years". (rirst bank 1988). 

further to this is the fact that SAP has placed a considerable 

strain on financial institutions •. The escalation of overhead 

and replacement costs, restrictive credit guidelines, 

stretched organizational and executive capacity, reduce,. ::o,'. J' .·. 

··:.::-: 

,, 
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margins etc are only a few of the current issues which have 

been impacted on financial institutions as a result of SAP. 

Apart from market concentration index~ bank branch is 

another measure of structure of the Nigerian banking 

syst~m since it is of particular concern ta the regulatory 

authoritias. £conomic theory implies that a banking system 

consisting of numerous competing banks will perform better in 

terms of output and prices than a banking syetem dominated by 

a few banks~ Specifically, micro-economie struct.ure h~lds 

that competitive econOillic etructure rssul~s in all.ocat,.1-ona.lly 

efficient use of resources by competitive forms thr-o-ugh cost 

minimizat~on, and an efficient level of output by firms at the 

point of average ·revenue (AR) marginal cost (MC) equality 

(as in Agu 1990). On the other hand, an industry with an 

imperfectly competitive structure may, all things being 

equal, achieve cost minimization but not efficient level of 

output and it may require regulation to achieve maximum efficiency 

(Leland) 1974). 

The regulatory authorities came out with the finding 

that Nigeria was under bank and under branched and so specified 

that each bank must open up new branches particularly in the 

rural areas. 
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TABLE 3: 
I -W SNNUAL CHANGES IN PRDFITS 1 assETS 1 TOTAL D£P0SIT 

TIME AND SAVINGS, LOANS ANr ADVANCES AND NUMBER or 
BRANCHES OF THE FIVE SELECTED NIGERIAN BANKS 
1980-1990 (PERCENTAGES) 

NET TOTAL TOTAL SHARE- TIME I LOANS AND 
YEAR PROFITS ASSET DEPOSIT HOLDERS' AND ADVANCES 
~ .: FUND SAVING .-

I 
1981 57.0 18.8 21. 3 31.1 21 .9 35.3 

1982 5.6 17.4 17.7 18.S 69.9 18.0 

1983 5.17 25.6 25.1 14 .1 -4 .1 1.9 

1984 -3.66 1 3 .1 10.5 1 2 .1 4.5 3 .1 

1985 48.5 s.o o.g 19 o4 3.4 2.3 

1986 42.B 18.7 1 2. 5 33.3 14.5 2.3 

1987 -7.5 14.D 14.7 28.1 16.2 9.9 

1988 19. 5 11 • 9 16 .1 17.4 
' 

22.9 12. g 

1989 12. 6 18.4 11 • 7 24.3 12 .o 3.9 
,'c' 

1990 -39.3 5.8 9.0 23~2 9.2 2.4 

Ave• 
rage 
Annu-
a1 

14 .1 14.9 14.0 22.2 17.0 9,2 Growt~ 
. Rate 

- .. 

Source: Table 1 

NUMBER cf 
BRANCHES 

--

6.9 

11.2 

9,9 

5.7 

8, 1 

3.6 

6·.9 

6.0 

e.6 
2.3 

... 

6.7 

- .. ,---------
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An examination of Table 1 again shows that bank profits 

increased per se with increase in bank branches up to 1989. 

Between 1980 and 1985 the highest rate of increase in bank 

profits was recorded in 1985 and the growth rate in bank 

branches of 8.1 per cent was recorded in the same year. The 

implication derived is that the branch expansion from 1980 

to 1985 might have been accompanied by a significant 

expansion in the deposit base, hence a positive contribution 

to bank~ profits is made through the expansion in the average 

size of asset holdings. 

The situation was a bit different in the period 1986-90. 

While the average annual growth rate of ba1.k offices during 

this period was 4.2 pe~ cent, that of bank profits was 5.62. 

In 1987 when the rate of increase in bank offices was 6.9 per 

cent, that of bank profit was negative 7.5 per cent. An 

explanation which could be offered might be that the expansion 

in bank offices instead of being accompanied by a significant 

expansion in bank deposit base became a source of decreasing 

return due to the problem of co-ordination or control as well 

as high input price at the branch levgl (Barnes 1982). The 

branch banking literature suggests that any economies of scala 

which accrue through branch banking expansion may be offset 

by the greater cost of operating multiple facilities. This 
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is why the big banks are fussy about opening new branches 

particularly in th€ rural areas. It is important to note that 

the branch expansion between 1970-1980 was more lucrative than 

that of the mid 1980 up till date because the former was 

concentrated in the urban while the latter is rural and more of 

a social service. The year 1990 witnessed a drastic fall in 

profit growth rate from 12.6 per cent in 1969 to~9.3 

per cent in 1990. The lowest growth rate of 2.3 per cent in 

branch banking exp.ansion was also recorded this same year. 

One reason that could be adduced for this was the stoppage of 

interest charges on accourts considered bad and doubtful as 

was mandated by the feder2l government- This drastically 

reduced not only the asse·c composition c,f th8 ua1·;r<s LUt also 

the income earned on thie asset, 

4. 3 The Relationship Betwee_n Profit anJ1 Con,:2entration 

The ability of a company to use available resources ta 

generate economic values in excess of the cost of required 

inputs is a measure of its profitability. It can be said to 

be an operational concept and should be of interest to the 

management and shareholders of companies alike since it is 

truely related to growth. High profits, overtime, tend to 

provide more finance for new investments and increased returns 

on equity both of which, in turn, generate company growth. It 

is in this sense that profitability can be said to be positively 

related to size. 
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In Shepherd's (1970:50) opinion ~pro~its, the r~sickJal 

revenue after all costs have jeen met, are sought by firms 

as a reward and as a means of gaining more market power and 

eo future profits. Clark (1900: 411) supported the contention 
in the 

that profits ara e res~lt of the imperfections,Lrnarkat system. 

He said, inter aliag 

" ••• If competition worked without let or 
hinderance, pure business profits would be annihilated 
as fast as it would be created. Were it if not for 
that interval (of imperfection), entrepreneur as 
such would get nothing however much they might add 
to the world's productive power", p. 411. 

In a perfectly competitive world, Clark expected profits to be 

non-existent. The simple equation of profit is given by 

j'{ = f (g,k) where 

= Prof it margin 

= The Proportion2l growth in sales revenue 

K = The investment coefficient. 

Conventional price theory predic~that industries in 

which output is produced by a few dominant firms may in the 

long run earn higher rates of return on the owners' investment 

than the opportunity cost of the equity capital, commonlly 

called the normal or competitive rate of return (Bain 1951}. 
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Table 4:. Deposits of all Commercial Banks iM 
Nigeria Vs Deposits ~f the Selected 
Banks {N Million) .. · 

Total/Deposits Total Deposit of 
Year of all Commer- the 5 selected 

cial Banks in Banks. 
2. Niaeria 1 

1980 10,009,1 4,869.5 

1981 10,676.9 5,905,,1 

1982 12,018 • 9 6,947.9 

1983 13,938.5 8,688.4 

1984 15,734.8 9,604.6 

1985 17,597.1 9,667.9 

1986 18,137.6 10,894.3 

1987 23,066.7 12,497.0 

1988 29,065.1 14,511.1 

1999 27,164,9 16,208.7 

1990 26,477.3 11,012.1 

Source: CBN: Statement of Accounts. 

57 .. 

Deposit 
Concentration 
( 2f1 )% 

49~6 

55 

s1.e 

62.3 

61.0 

55.1 

60 

54.1 

49.9 

59,7 

62.1 

Concentration is conventionally defined as the number 

and size distribution of firms in the market (Civelek and 

Al-Alami). It is meant to show whether or not the number 

and size distribution of firms in the commercial banking 

market affect the level of competition and the resultant 

effect on profit levels. Concentration studies of manufacturing 

industries have been an important step in assessing the extent 
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·to -\ifo-ich monopolistic or oligopolistic elements exist in 

an industry and the degree to which these non-competitive 

el.ementa influence resource allocation and lead to excess 

profit. Scherer (1971) defines an oligopolistic situation 

as "where the leadj.ng four firms control 40 per cent of the 

total maxkat, Examining the table above, we will notice 

that the five leading firms have more than 50 per cent on 

the average of the total deposits of the Nigerian Commercial 

banking industry. This is in consonance with Scherer's belier 

about an Oligopolistic market structure. 

4.4 The Challenges of New Banks on the Establ~shed_ 
Banks 

Among the industrial sectors in the cour,try today, 

it can be said that the banking industr.y aro:ises the most 

public interest. This could be due to its j_rnportant position 

as the medium of implementing a number of sensitive Government 

policies and programmes which directly aff8ct the lives of 

Nigerians. The banking sector in Nigeria can be categorised 

into the new and the established banks. It is however 

acclaimed that the new banks are more efficient than the 

established ones especially the large retail banks. There 

are some environmental factors not of the making of these 

established banks that have contributed to their relative 

inefficiency. 
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Over the years, these banks have strlV'8-d- to Ca:I!'TY 

banking aotivities to nooks and crannies of the country, 

-s.ome vcluntarily, and a significient number had branches 

enforced on them through the various phases of the Rural 

Banking Programme e.g the 'Big 3 1 have between them about 

40% of their network of branches as rural. They provide 

the retail banking services which are crucial to the 

~rocess of monetization of the economy and facilitation of 

exchange. All these important functions are capital and 

labour intensive and involve a lot of capital outlay as well 

as overheads. These services, in addition have to be 

provided within the environmental constraints of poor infra

structural facilities like generation of el8ctricity, 

telecommunication. On the other hand, new ~anks have a 

choice of prime location where infrastructure is relatively 

developed and also have the priviledge of identifying and 

segmenting their markets leaving the least attractive ones to 

the established banks. 

However, these are not the odds that these banks (old) 

are complaining of. The narrow areas of comparative 

advantage of the big banks are now being eroded, perhaps, 

inadvertently by the introduction of certain measures by 

the regulatory authorities with the introduction of premium 

"··· 
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on deposits to the Nigerian D~posit Insurance Co-operation 

(NDIC), the payment of interest on current accounts 9 

mopping up of excess liquidity through stabilization 

securities, etc, these banks' margins have been eroded to 

the minimum. Unless these issues are re-addressed by the 

authorities and the inadventent discriminations reversed, 

thBse old banks will not be able to compete effectively 

against the new banks and the long-term repercussions on 

the industry and the economy may not be favourable. 

Two solutions can be proffered. Either the social 

costs and overheads imposed on the established banks by the 

authorities are removed so that all banks, both new and 

old, large and small are placed on the same pedestal or the 

new banks must be made to absorb somB of these social costs 

through discriminating levies, for example taxation, levies 

on deposits etc. CODESRIA
 - L
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CHAPTER FIVE 61. 

PRESENTATION AND ANALYSIS OF REGRESSION RESULTS 

The results of the regression equations specified by 

ih-s fun.ctional relations in Chapter three are presented in 

this chapter, The estimates are subjected to various 

statistical tests. On the basis of the empirical evidence 

provided by the results, the hypotheses of the research are 

e~aluated. 

S-i. frepentation of Regression Results 

Using annual data for the period 1980 through 1990, 

the ordinary least squares regression technique yields the 

following results, 

1 .1 OVt = -D•939-3.10MC 1 - 1.165DM - Oo165LD + 0.890 Yt-1 
* * (-0~260) ·* 

(-2.63) (2.86) (3.55) 

R2 -2 * R = 0,849 = 0,709 R = 0,50 F = 5.45 DW = 2.0 

1.2 DYt = -0,00124 - B.90MCi - 3.29DM*+ D.474LD + 0.270 Yt-1 

(4.58) (4.23) (0,99) (1.61) 

2 -2 R = 0.929 R = o.ssj R = 0,759 F = B.65 DW = 2.19 

1.3 DYt = -0.128 + D.DD54NB - 0,411DM + 0.543LD + 0.624 Yt-1 

(1.39) (-0.68) (0.53) (2.20) 

R = 0.71 
2 -2 

R = o.s1 R 0.1s F = i .54 DW = 1.26 

The variable BS (Bank Size) was dropped in the final 

analysis because its significance level was very low. 
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IABLE 5 - SUMMARY 
i 62. 

Of REGFE,;c:. 1 ni\ c~F.S.\lb.IS AND OTHER RELEVANT STATISTICS 
'. 

bo 
b1 b1 b1 b2 3 b4 

Cunstant ·2 -2 t.o. 02s 

quation 
MC

1 
MC

2 
NB DDl1 U) ;'t-1 R R - R s.e: f* DW j. fteb 

l· fORM 
·' . .. 

1. DY. =f (t>MC,., DOM, OLD *· * * DYi-1 -0.929 -3.10 -1.165 .165 0.890 .0.835 0.100 a.so o.oe49 5.45* 1.997 2.4.5 ·#~S3 

(-2.63 ( 2. 86) (-0.260 (3.55) 

2. DY:f (DMC
2

; DDM» DLD, -0.00124 8. gcf 3.29* .474 0.210 0.92 a.as 0.75 0.0592 8 .. 65* 2.19 2.45 4.53 

DVt-1) (4. 58) 4 • 23 * (0.99) .(1.61) •• 
3. DV:f(DNB, DOM, OLD, -0.128 .0054 -0.411 .543 0.624 

DVt-1} ( 1 0 39) (-0.68 (0.53) (2.20) 0. 71 0. 51 D.178 0.1083 ·j ~ S :3 0 . ~ • 26 2.45 4.53 . 
}l 

* 
4c DY-f(DMC1 , DYt-1) 0.092 -3.149 0.880* 

(3.09) (4~00) o.s3 0.59 0.61 0.074 8.96* 2.02 2.31 4.46 

s. DV=f(DMC 2, DYt-1) .J.0425 -·1 • 051 D.571 
· ( 1 • 07 (2.196) 0.54 0.41 0.26 0 .1026 2.79 1.44 2.31 4.46 

611 DY:f(DNB, DVt-1) D.0908 0.0039 D.592 
( 1 • 44) (2.38) 0.68 D.47 o.33 :'.3. 5.2 1 .16 2.31 4.46 

1. DY=f(DDM, DYt-1) 0.047 -D.11 o.563 o.ss 0.34 0 .165 0.109 4.49* 1.40 2.31 4.46 
(-D.25) (1.99) 

a. DY=f(OU), DVt-1) U.039 .348 o.573 
(0.52) ( 2.06) o.59 0.35 0.19 0.1 07 2 .13 1 .19 2.31 4 .4il 

Notet \J'alues in parenthe&is represent the t-valuea of the parametet: est-rmates. 

*lha Stars indicate significant variables and regressl,on at 5% significant lf?V8l • 

Source: Computer Print-out. 
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The figures in parentheses under the parameter 

estimates are the corresponding t-ratio, R, the eoefficient 

of correlation measuring the degree of association of the 

~~rBseo~s and the regressand. R2 , the coefficient of 

multiple determination measures the proportion of the 

variations in the dependent variable, profitability 

per~o~manc~, which is explained by variations in the 

ex~lanatory variableso The Durbin-Watson (D.W) statistic 

is u-s.eful for testing auto correlation. In the summary 

table (table 5) 9 the F* ratio is the variance ratio 

used to test whether or not the joint influence of the 

regressors on the rsgressand is statistically significan~. 

The ~ 2 is the coefficient of multiple determin6tion 

(adjusted for the degrees of freedom). It is a general 

indication of the goodness of fit or the explanatory power 

of the equation. 

5.2 Correlation Coefficients 

To ascertain the nature and degree of relationship 

amongst the variables 7 the correlation coefficients were 

estimated as given in the correlation matrix below. 
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TABLE&: SIMPLE CORRELATION COEFFICI "NTS BETWEEN COMMERCIAL 
BANK PROFITABILITY PERFORMANCE AND ITS DETERMINANTS 

DV DMC1 DMC2 DOM DLD DNB DVt-1 

DY 1.0000 -0.23869 -0.24165 0004772 -0.04272 0. 30221 0.57157 

DJVl.C 't -0 • .23869 +1.00000 0027153 0013782 0.19104 -0.43602 D.01295 

DMC 2 -0·24165 D.27153 1.0000 o.s42s2 o.61413 -0.07988 0.08267 

DOM 0.04772 0.13782 0.54282 1.0000' D.55318 0011176 D.20788 

OLD- -0.04270 D.19104 0.61413 0.55318 1.00000 -o .46044" 0 .17814 

DNB ·. -0 • .30221 -D.43602 .-0.07988 0.11176 -0.46044 1.0000 -0.12333 

DYt-1 0057157 0.49B35 -0.08267 0.20788 Oe17814 -D.12333 1.00000 

Source: Computer Print-out. 

Since the estimated bo, b1, b2 to b4 ar8 sample 

estimates, we must test for their statistical reliability. 

The importance of this test, arises from the fact that, it 

attempts to indicate the usefulness of the variable to which it 

relates in the regression conducted~ 

In this study, the student 't' test is used in verifying 

whe~ner or not the estimates are significantly different from 

zero. The ~hosen level of significance is 5 percent with (n-k) 
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degrees of freedom and for a two-tailed test 0 We test the 

null hypothesis~ 

Ho: b1 = b2 = b3 = b4 = D 

as agai~st 

H1: b1 = b2 = b3 = b4 = 0 

and the t statistic 

t* ~ bi 
s(bi) 

where bi is the parameter estimate 

S(bi) is the standard error of the parameter estimates. 

Decision rule. 

If t* falls in the critical region, we reject the null 

hypothesis, that is~ accept that the estimate bi's are 

statistically significanto 

If t* falls in the acceptance region, that is 9 if -t0 • 025 < 

t*~ tD.025 (with n-k degrees of freedom), we accept the 

null hypothesis and concluae that the estimate bis are not 

statistically significant at 5 per cent level of significance. 

The result of the tests are as shown in Table 6. 

A quick glance at the result of the regression points 

out that, given the size and the time series nature of the 

data, the summary statistics of the estimated equations are 

quite plausible. On the other hand, a critical examination of 
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the si~e and statistical significance of the coefficients 

of the independent variables in the estimated equations, 

reveal the following: 

a) ~.ontra~y to a priori expectation, the market structure 

variable proxided by market concentration did not come 

out with the anticipated positive sign but statistically 

significant at 5 per cent level for bank profitability 

performanc€. The number of bank branches as a proxy for 

bank structure came out with positive sign but not 

statistically significant. 

The policy variabl~s have produce~ plau~ib,U. resul~s 

and app9ared to be relatively significant determinants in the 

bank profitability equation. This is in line with the a 

pric:i expectation. The deposit mix (time and savings deposit 

over total deposit) exhibited a positive relationship with 

bank profitability performance. It is also significant. 

The intermediation variable came out with a negative sign. 

Its estimate is however not significant. 

In line with a priori expectation, the past profit 

specified as lagged dependent variable (Yt-1) exhibited a 

positive sign and it is statistically significant in the 

model equation 1. 
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S.3 Test of the Overall Significance of the Re9.t~ssi~ 

The F-test is to ascertain the Joint ~mpact of the 

explanatory variables on the dependent variable. This aims at 

r.t,u:lino .out whether er net the regreeaora (MC, DM, LO, Yt-1) 

do a~tually have any significant Joint influence en the bank 

profitability p.erformence, as the dependent varj,able (V). 

Genefally 9 the test involves testing ths null hyp,Gthesia-~ 

Hoa b1 = b2 =bk= a 

as against tha alternativ~ 

H1: net all bi's are zero, 

J.f the nu.11 h~p.c.theaia is true, that :f.1, if all the true 

.parameters are zero, there is no linear relationship between 

~fital:>ilit~ ,perfol'fllane~ and tk.e rGgresso~& as· ,e,;teeilied in 

e.quatioris 1, 2, and 3 on page 61 • 

Using the f"* ratio 

f"* = R2£K-1 
(1-R2/N-K) 

where K :z number of parameters ( b1 - bn) 

N = number of observations in the sample = 11 

This observed f" ratio, f"*, is compared with the theoretical 

r-ratio, f0.05, which has degrees of freedom V1 = K-1 and V2 = 

n-k, (K is the number of parameters estimated). 

The decision rules are: 
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A) If F*:::, F"0.05? reject Ho. This implies that the 

explanatory variables have a significant joint influence on 

the regrsssand. 

B) I r f* c:: FO. 05, accept Ho. This implies that the joint 

influence of the explanatory variables on the regrassand is 

not significant. 

£q. 3. DVt = -0.128 + D.005NB - D.41DM + 0.543LD + 0.624 Yt-1 

f* = 1.54 7 F0.05 = 4.53. 

Since F* <F0.05 in equation 3, we accept the null 

hyp-othesis (i.e) that the regression is not significant and 

hence the Ngr.assors ~· The bank structure proxied- by numoe.r of 

bank branches, the loan-deposit ratio and the deposit mix are 

n-o-t significant varia~les in determining the profitability 

performance of commercial banks. 

1. DYt = -D.939 - 3.10MC1 - 2.165DM - D.165LD + 0.890 Yt-1 

F* = 5.45 FD.DS = 4.53 

2. DYt = -0.00124 - B.90MC2-3.29DM + D.474LD + 0.027 Yt-1 

F* = s.65 r 0 • 05 = 4.53 

N = 11 1 K = 5, 

V1 = K-1 = 5-1 = 4, V2 = N-K = 11-5=6. 

With f* = 8.65 or 5.45 ~F = 4.53, we rejeGt the null hypothesis 

and accept that the regressions using equation 1 • .- or 2 is 
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indE;ted significant and the regressors (MC 1 or MC
2

, DM, LD and 

Vt-1) are important determinants of the changes in bank 

profitability performance (D Yt) • 

• 4 Test of the Forecasting Power of the Model 

The forecasting performance of an econometric model, is 

judged on the basis of the differences between predictions 

and realisations. The smaller the di fferenc.es between pH<ii.e.tJ.ona 

(pi) and realisations or Actual values (Ai) of the dependent 

variables, the better ·the forecasting power of the model 

(Koutsoyiannis 1983:490). This test, is in furtherance of the 

attempt at assessing the determinants of profitability and 

hence the bank performanceo 

Several tests exist including: Prediction~reali·;;ation dia.grams, 

Theil's Inequality coefficient and the Janus quotient. In 

this study, Henry Theil's Inequality coefficient is used in 

view of its advantage over the others~ Janus quotient involves 

predicting rather for the future and hence in8ppropriate for 

an appraisal of the past. 

A systematic measure of the accuracy of the forecasts 

obtained from an econometric model has been suggested by Theil 

(Theil, H 1962& 31-48). This measure is called the "Inequality 

Coefficient" and is defined by the expressions 

or U = j Pi;.Ai a -n 
Aiz.~ n 
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Whe~e Ai - Actual ~ealised)changes in the dependent 

variable. 

70. 

Pi• Predicted (forecast) change in the dependent variable. 

The value that the inequality coefficient assumes lies 

between O and~(i.e) 0 ~ U 5~;S~ The smaller the value of 

the inequality coefficient, the better the forecasting 

performance of the model. The numerator of the coefficient 

is the root-mean square prediction error (RMS p~e~iotion error) 

~hile the denominator is a way of achieving the independence of 

U from the unit of measurement of the variables. See table 3 

for the realised and predicted levels of profitability changes. 

Table 7: REALISED AND PREDICTED LEVELS OF PROFIT RATE CHANGES • 

forecast Predicted 
Period , - Changes in Actual 

Ai 2 (Pi-Ai) 2 Profit Changes (Ai) 
Rates (Pi) 

1980 00034 -0.025 0.0006 0.0035 

1981 00047 0 0 040 i 0.0016 0.0010 

1982 0.063 -0 .. 030 0.0009 a .. 0_001 i ---
1983 00068 -0. 017 0.0003· 0.0072 

1984 0.041., - -0.027 0.0007 0.0045 
- -,·-

1985 --· 0 .021 +o. 041 0.0017 0.0004 

1986 o.04B -0.015 0.0002 0 .0011 

1987 0.055 0.024 o.oss6 o.o4so 
1998 0 0 183 0.030 000906 o.~ 0139 

1989 -0.122 -0.016 0.0003 
'· 

o.on,2 
.. -

1990 .. 0.0096 .,.0.075 0.0056- 0.0072 -
·-

0.1611 0.0998 
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ror the model estimated 

Ai
2 

= D.1611, (P - A.) 2 = 0.0998 i .l 

u r" =; Ou0998 11 
. 0.1611 11 

= 00786 

0 < o. 786t::::..:l!t-

= o.ooss 
0.0147 

?1. 

U is lass than on~ in our model. ~ivQn t'hat the ~alue a~ the 

it\.aQUality coefficient is low, (U c:1) we c.onc.lude that. i:he 

forecasting performance of the estimated prof'ita.b.i.),.ity 

performance function ( from which the predictions. ·w.ere. ot1$e..r.u,e.d') 

ie fairly good (Kouteoyiannie: 494). 

i.s. Test of The Vali,dity of the Assumption of OLS 
Estimates 

The statistical tests of the realiability of' the 

parameters in 5o2, are valid only if the assumptions of the 

linear regression models are satisfied. To atta~h importance 

to these earlier tests and validate the behavioural pattern 

qf t~e U's, we should conduct tests of the basic assumptions 

of the clas~ical least squares. 
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s.s.1 Test for Autocorrelation 

(J,,e Assumption of No Aut.o Correlation) 

It was assumed that the successiye values of the random 

vatiable "U" are temporarily independent, i.e. that the 

ualues which U assumes in any one period is independent of 

the value which it assumed in any previous period. This 

aas.ump-ti.on implies that the covariance of Ui and Uj = Q. i.e 

Cou (UiUj) = i:l]li- ,E(Ui) (Uj- -£.(Uj)] 

= (UiUj) = 0 for i ~ j 

various tests exist for the detectiOfl of thi~ oc.cur-enQ.a known 

as autacorr~lation. For example the Durbin Watson statist~c, 

ln this test, the theoretical lower and upper limits of the 

Oupbin-Wa.tson statistic dL and 4-dl reap-actively are .c~ 

with the observed n.w statistic d*. If dlc: d* <(4-dL) 

autocorrelation is not a serious problem in the equation. If 

d* C:dl or d*::::, 4-di_), there is serious autocor-rela-tion. In 

this test, the D.W limits are based on a 5 per cent level of 

significance and K degrees of freedom, where K is thg number of 

regressors in the equation under examination. 

However, we are not able to test for autocorrelation in 

the regression equations specified. This is because the sample 

size, n, is smaller than the~, for which the values are 
' . 

presented in the dL tables (i.e 15). We are equally aware of 
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~ a~ithm.eti~el possibility of intrapolating the sample sizi 

n to.our required size in order to obtain the dl values. 

However, because of precision, we do not intend to proceed with 

the exarcisa in this circumstenc~. The velues of the Du~bin

~teon &ta~istic show.n in the regression results of section 5.1 

of this chapter are not significantly differ€nt rrom 2, the 

value they will assume if there is no autocorrelation in the 

error terms. The use of Durbin-Watson stetist~, therefore, 

shows that the assumption of Cov (Ut Us) is not violated. 

s.s.2 Test for Multicollinearity 

A crucial condition for the application of least squares, 

is thet the explanatory variables are not perfectly linearly 

car related (Kaut soy iann is" 233). The irnportar.r: = cf this test 

stems from the fact that its violation leads to the b-r'S&kdow-n 

of the least squares technique which was wholly used in our 
estimation. Its breakdown will make it difficult to 

Lestablish the influence of each of the independent variables 

used, on profitability performance, that is, the estimates of 

the coaffictents become indeterminate and the standard errors 

infinitely large. 

Multicollinearity in practice, does and should exist 

~] 

since economic variables tend to relate, but the problem centres 

on the severity which this test aims at detecting. Unfortunately: 

no firm rules have been established ror assessing the severity 
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of multicollinearity. However, Fox (1968) and tarrar and 

Glanber (1967) have shown that there is some evidence that 

increasing multicollinearity produces various changes in the 

values of the parameters depending on the importance of each 

explanatory variable. "Importance" here is measured by the 

simple correlation coefficient of the dependent variable on 

each of the explanatory variables. This evidence has led to 

the conclusion that the effect of multicollinearity on the 

parameter estimates, depends on the severity and interdependence 

as well as importance of the variables which happen to be 

collinear. 

Klein (1974) seems tc accept that multicollinearity is 

not necessarily a problem unless it is high rolative to the 

overall degree of multipla correlation among sll the variables. 

He argued that collinearity is harmful if ths si~ple correlation 

between any two explanatory variables is greater than the 

multiple correlation of :he relationship i.e 

if Y'xi xj ::o. Ry xi xj. 

From the correlation matrix, the multiple correlation 

coefficient is 0.85 which is greater than each of the correla

tion coefficients among the variables. Ue can, therefore, 

conclude that multicollinearity is not serious in our model. 
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i.6 Speed of Adjustment 

As has been stated in chapter three, we use the stock 

Adjustment model and the half-life statistic to evaluate 

the speed of adjustment and time lag of determinants of bank 

performance. Below is a table showing the speed of adjustments 

and half-lives of our regress.ion results. 

Tabie B: SPEED OF ADJUSTMENT ANO HALF-LIVES 

(1980 - 1990} 

COEFFICIENT OF 
LAGGED DEPEN- SPEED OF HALF 
DENT VARIABLE ADJUSTMEN": LIVES PERIOD 

0.55 0.44 1 .19 14 months · 

0~57 Oo43 1. 23 15 months 

0.59 0.41 1 .31 16 months 

MODEL 
.. ._. -- ,• 

. - _, ... .., .. ' 

DVT:bo+b1 DDMT + 
b2 DYt-1 

DYT = Qo+b1 DLDT -
b2 DYt-1 

DYT = bo+b1 DNBT ·:.. 
b2 DVt-1. 

From the table above, it could be seen that the 

determinants of bank profitability take effect between 14 and 

16 months to affect profit rates. The deposit mix (the ~n~ut 

decision) has a faster speed of impact on bank profitability 

petformance than other determinants. This suggests that the 

deposit mix if well combined and managed can have a faster 

adjustment in contributing to profit rates (performance). The 
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epeed or adjustments for other determinants - i1't-e-rntediation 

rat.io and number of bank branches are 0.43 and 0.41 respeetively._ 

It should be noted that the nearer the adjustment coefricient. 

0 c:::(.-\ c:: 1, to unity 9 the faster the speed of adjustment• 

1,,7 ~valua~ion of the Working Hypothesee 

The empirical evidence from the analysis is used to 

eualuate the hypotheses of this. study. 

The first hypothesis that bank struot.u.re has a .p.os.itiv..e 

sig"ificant influence on bank performance ie net validated. 

The bank structure proxied by concentration ratio (MC) 

appears to be a statistically signif'icant \LaX:-iab.l..a. in ~ bs!nk 

profitability at five per cent level of significan,ce, The 

t•.values for bi in the first two equations, 1 and 2 are -2.63 

end -8.90 and are greater than 2.45 which is the t.abula~ value 

oft at five per cant level of significance. However, it is 

quite interesting to observe that its estimated coefficient 

doee not have the anticipated positive sign. This does not 

support the hypothesis but it is in accordance with Professor 

Philip's findings (1972) for United Kingdom manufacturing 

industry that concentration ratio does not have the expected 

positive sign except in equation having total net assets as 

dependant variable. 
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The implication of this is that increas·ed ·share of firms 

in total deposit will not necessarily lead to increased profit 
; 

~etee. It may therefore be meaningless interpreting negative 

profit - ~oncentration retie as an indication of monopoly 

~r. This first hypothesis is based on the acceptance of 

th~ ~el~anoa of the structure-performance (S-P) hypothesis 

to the ~omm~rcial banking industry. Based on th~ evidence, 

the S-P hypothesis cannot be accepted in the Nig~~i~4J.tuation. 

ru~thermore, the second hypothesis that the policy variables 

are important determinants of bank profit~bility perrormance is 

supported by the empirical findings. The deposit mix is found 

to have a significant influence on profit retas at five p8'r eent 

level of significance since-~ in the equations 1 and 2 are 2.86 

and 4.23 respectively and are greater than 2.45 which is the 

tabulated value oft. The loa~-deposit ratio on the other 

hand, is not significant but positively related to profit 

rate. 

The third hypothesis that changes in policy variable, as 

the input-output decision of bank, affect bank performance faster 

than changes in bank branch expansion is also upheld. From 

table a, it is observed that while changes in branch banking 

policy takes about sixteen months to have a noticeable effect 

on bank performance, with the speed of 0.41, it takes the. policy 
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uari,b!e an average of fourteen months to reach the same 

target with the speed. of D.44. Note that the closer the 

adjustment coefficience is to one· (.oc:: d c::1 ), the faster is the 

speed. 

Summarily, several tests were conducted to support the 

statistical reliability of the results. The first two 

j, 

equations, that i~ regressions1 and 2 ~~Q signJ.f..i,can~-1&1-i±~I ~in~ 

5.45 and S.65 respectively as against the tabulated f"*val-U& o~ 

4.S3. The last equation is not significant with F* = 1.54 a; 

a.gaine-e t.he tabulated F' value of 4.53. The models specified 

proved free fr-om autocorrelation and multicollineal"ity. 

The R2 in equations 1 and 2 are D.70 and a.as reisp-ect±v-ely. 

The depe11dant variables are not perfectlv linearly correlated 

since in the correlation matrix, table~, the correlation 

coefficients among the variables are less than the multip.le 

correlation coefficient specified above. 
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CHAPTER SIX 

SUMMARY 2 IMPLICATION OF T~E RESULTS, POLICY 
RECOMMENDATIONS AND CONCLu3ION ·--~..;'.-~ 

6 9 1 Summary of Findings 

79. 

The application of tools of industrial analysis to 

commercial banking industry in Nigeria, has revealed to us, 

its structure and economic performance. Impact of structural 

dimensions on performance indicator was examined with a view 

to bringing out factors at play on profitability performance 

using regression analysis. The results revealed the following: 

1. The bank structure proxiad by concentration ratio has 

some apparent effect on bank performance. It is significant 

at 5 per cent level but contrary to expectation is negatively 

correlated to bank performance. Howa~er, ~he bank structure 

proxied by the number of bank branches is not significant 

at 5 per cent level even though positive. 

2. The policy variablesp that is, the deposit mix and the loan

deposit ratio are found to be negatively ~elated to 

performance indicato~ while they are positively related to 

}, 

it in the second equation. Deposit mix is however significant. 

~. The econometric models specified have a fairly good 

predictive power using Theil's inequality coefficient and is 

equal to 0.786. They also show that 70, 85p 51 pe~ cent 

r~spectively of the variations in profit rates is explained 
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jointly by the independent variables (concent?'ation r-atio, 

deposit mix, loan-deposit ratio and the lagged profit} in 

eaeh of the equations. Some of the variables are not 

significant. Thus 7 we think this may be due to quality of 

data and the small sample size. 

6.2. PSIJlicX ,ImQlications And Co,nclusion 

The bank structure and economic perfor~ance relationship, 

.:d-e~end on the industry being studied in relation to the economic 

and political environment in which it operates rather than a 

specif~c standard (Bain, 1968). our findings in this study 

either conform to general ~onsensus in the literature or 

deviate a bit due to specificity of the comme~c~al ~anking 

industry in Nigeria, a peculiar environment of economic and 

political ambiguities. 

The empirical results from our study indicate that bank 

structure as measured by concentration ratio has no positive \. 

relationship with bank performance, even though its coefficient 

is significant. The five bank concentration showed consistently 

that more than fifty per cent of the total commercial banking 

deposit is controlled by the leading five firms analysed and 

hence the significance of the concentrat5.::in variable. This 

reflects an oligopolist structure - where few firms dominate 

the industry. This is in consonance with Scherer's (1971) 

,, 
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belief' that, "An Oligopolistic structure is a more appropri.ate 

term for the type of situation ·~here a :"ew firms control a 

dominant share of the market 11
e He defines an Oligopolistic 

situation as "where the leading four firms control forty per cent 

of the total market ••• " 

The implication of this negative but significant 

association of bank share (concentration) with performance 

i• thet incre-ased bank share of deposit will not necessarily 

lsad to incraased bank performance. It means that the 

dominance of these large banks in the market does not lead to 

arficient profitability pe~formance. This is contrary to the 

st~uctur9-?arformance hypo·:hesis and this indicates the existence 

of X-inefficiency in the i~dustry (LeibRnsteir. 1976). 

However, bank structure proxied by the number of bank 

branches was found to be positively related to bank performance, 

even though, its estimate is not significant. The positive 

association indicates its importance as a maasure of structure. 

Expansion of branches is therefore desirable for increased bank 

performance. Implied here is that the banking system in the 

process of expanding its branch network appears to attract more 

new business than would otherwise be expEcted {Willson Committee 

1981 as in Agu 1986). On the other hand, the insignificance of 

the variable could be attributed to the problem of control or 

-;1 
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co-ordination as wall as high fixed cost at the branch level, 

which result if a given level of assets is split among more 

branches. 

This negative and apparent association betJ,Jeen market 

structure and bank performance, on the whole, somehow reflects 

the c.entralization and rigidities of bank management 

particularly that of big banks. These deprive them of the 

fle~ibility needed to exploit their 9eogrsphi.Oa.J. ..enu~'Ol'tll'tent ~nd 

to meet the ever increasing dgmand for bank servic.as. The big 

btrnks. that own most of the bank offiees in the lal'g-e cities 

tend to seals do-llH1 their desire to grow end have ther-efore 

.increased their deposits less quickly. Caves (1970:284 as in 

Agu 1985) adduced reason for this poor performsnce when he wrote 

that "there is the oft-ignored aspect of the large firm be.haviour: 

that a significant portion of the potential profits latent in its 

position of market power is taken in the form of avoiding 

uncertainty". Therefore, they tend to restrict output by 

maintaining few bank branches. In Leland's (1974) contribution, 

he opined that "an Industry with an imperfectly competitive 

structure may, all things being equal, achieve cost minimizetion 

but not efficient level of output and it may require regulation 

to achieve maximum efficiency". Consequent on the above, is the 

fact that commercial banks are fussy about opening new branches 
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es.pecially in the rural areas. They see it as a kind of social 

seruice (obligation} that must be performed and not for profit 

making. 

The imp.lication of the- above is that the government should 
new 

eontinue with the policy of compelling the old and the.lbanks to 

open branches in the rural areas for increased bank performanee. 

Jhe community b,anks should also he. 9,l'lc.ov~g.e..o aa, -pa.r-t of rural 

banking policy. This will go a long way to cultivating banking 

habit in the people which is necessary for the e~~~~lo,,p

ment of the country's financial system. 

The achievement of bank expans-ion tlil'oUQh- ~hi,uJ 

may be elusive to the nation if the high cost that attends thie 

e.xpans-ion particularly in the rural areas is tak.en iM.;o. i::t~e-· 

tion by the bank management. 

In a nutshell, the impact of market structure on the 

Nigerian banking system's performance is not strong enough for 

us to accept the structure-performance hypothesis in the 

experience of the Nigerian banking system. This is because the 

~oncentration ratio may suggest that the small number of large 

firms makes restrictive pricing and output decisions mor-s possible 

than if there were many firms of equal size. It does not mean 

that firms are actually engaging in anti-oompsttti~e .conduct 

(Salley 1972: 72). 
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Ths policy variable (deposit mix) on the other hand has 

b~n significant in influencing the profit rates even though its 

~oefficisnt is negative. This shows the importance of deposit 

mix in contributing to increased profit rates. The negative sign 

may imply that the banks have not been able to minimise their 

total ?9Source costs by a clever combination of cost effective 

suurce of deposits. "This is necessary beoeuse expense control 

is the most important factor in achieving high bank profitabilSt~ 

(Agu, 1986: ). Surprisingly, the loan-deposit ratio has a 

negative and weak statistlcal association with the bank p.e.rf'ormanc-. 

indicator. The weak and inverse relationship of -0.043 for the 

measure of profitability may imply that the banking system 

increased loans and advances by reducing interest charges. 

This means that banks do not earn as much as they should on 

their loans and investments. This could be attributed to 

control of interest rates by ~he regulatory authorities and 

granting of risky loans to some preferred sectors which rssult9 

in some cases 1 to bad and doubtful debts and a reduction in 

bank's profits. Recently the government mandated the banks 

(public banks) to stop computing interest on bad and doubtful 

debts and this has greatly affected their performance. On the 

other hand, the banks seem to be greater risk avoider than is 

socially and economically desirable. 
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On the whole, the deposit mix has been found to be an 

important determinant of commerci_al bank profit performance. 

Thie is in accordance with Bryan's (1972) finding when he 

studied medium size banks and found that the most important 

single factor explaining profitability is the ratio of time 

plus savings deposits to total deposits. The deposit mix by 

det.armininQ the liquidity needs of the banki11.9 sys.tem af"facts 

the volume of earning assets. 

The implications of these findings for regulatory 

authorities areg 

The regulatory emphasis sr.ould be more on policy variables 

as they contribute more to the axplanation of bank performance. 

Thl"Ough this, the authorities should create a condition 

necessary to remove the risk avoiding attitude of the banks. 

In otherwords 9 an encouraging environment to enable banks adopt 

policies that will enhance th~ir performance should ba Qrsated. 

Such conducive factors will include fulfilling the guarantees o~ 

mandatory risky loans to certain sectors that are meant fo~ 

the development of the economy. 

The banks, on the other hand, should strengthen the monitoring 

and supervision of their lending operations, so as to reduce 

the risk content of their transactions to certain risky sectors 

(Owualah, 1986). 
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The insignificance of loan deposit ratio calls on the banks to 

increase their research effort towards improving their method of 

transacting business and designing new products that could be marketed 

for good result. In·essence, the orthodox retail banking act 

should be modernized to realise the full economies of scale in 

commercial banking in a growing economy such as Nigeria. 

The recent release of firm control on interest rate 

structure is a right step in the right direction. Such a 

measure will lead to a positive and dynamic portfolio decisions 

by the banks and this would enhance their performance. 

The lagged dependent variable showed a positive significant 

relationship with bank performance. This implies that the 

profit generated a year ago will enhance the performance of the 

bank in the current year. 

The negative statistically significant concentration variable 

is a sign of ineffiency in the commercial banking system. This 

shows that the huge profits declared by these banks is not 

as a result of efficiency in production but due to imperfections 

in the capital and money markets in the economy. 

For instance, many of these banks that pose huge profits 

especially the new generation banks, deal on foreign exchange which 

gives them a high profit margin since they buy at low rate from 

Central Bank of Nigeria (CBN) and sell at high rate. As soon as it 

becomes difficult or probably impossible to get foreign exchange at 

low rate, some of the banks profits will be reduced greatly. If such 
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banks do not have solid capital base, good management and could 

venture into new product in banking, they would eventually collapse. 

However, it is heartwarming to note that the initial imperfections
1 

in the country's financial system which made it possible for all banks 

to operate profitably are gradually being removed through deregulation 

of the economy. With the entry of new banks and the elimination 

of other imperfections - merging of the official and parallel 

market rates of foreign exchange, mandatory stoppage of interest 

charges on bad and doubtful debts, it is wise to expect that only 

those banks which can exploit potential economies of scale in their 

operations can hope to continue to post profits. 

It is therefore recommended that: 

1. More banks should be established in rural areas to gather the 

resources in such areas for productive activities. 

2. The banks in the economy should increase their research effort 

towards improving their method of transacting business and 

designing new products that could be marketed for good result 

instead of the orthodoz retail banking@ 

3. The banks should be compelled to increase their capital with the 

Nigerian Insurance Deposit Corporation (NDIC) to strengthen 

their capital baseG 

1. These are exogenously determined interest rates on deposits and 
loans, over concentration of bank branch offices in major 
commercial and industrial centres, underbanking of the economy. 
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APPEND ·,£11. 

IST OF SELECTED COMMERCIAL BANKS IN NIGERIA 
1980-1990 

1 • First Bank of Nigsrla PLC 

2. Union Bank of Nigeria PLC 

3. African Continental Bank PLC 

4. Savannah Bank of Nigeria PLC 

5. New Nigeria Bank PLC. 
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