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ABSTRACT: The very essence of this research was to assess the financial performances of
banks in a liberalized banking environment using an ordinary Least Square (OLS) method of
regression analysis to analyze five selected banks in Nigeria. The time series properties of the
variables were investigated by conducting a unit root test to determine the stationarity status of
the data using annual series data spanning from 2001 — 2010. The analysis was further extended
to cointegration and error correction modeling (ECM) technique in order to test for the
stationarity status of the data by conducting a unit root test using the Dickey—Fuller (DF) and
Augmented Dickey—Fuller (ADF) test. The objective of this research among others is to find out
the effect of the nominal lending rate, the exchange rate and the credit volume on banks financial
performances in terms of their profitability. The data sources were mainly from a ten year
financial summary of the banks selected and CBN Statistical Bulletin, various years. From the
empirical evidence made from the study so far, it was discovered that the nominal lending rate
and the total credit had a positive impact on the profit of the five selected banks under review.
Only exchange rate has a negative significance which is contrary to the other variables studied.
The overall submission was that the variables employed are statistically significant as over 98
percent of them were explained at the long run. The researcher, therefore, recommends that to
improve banks financial performance, the banks need a good regulatory environment that will
enable them to expand their scope of business but strictly within the financial service industry
and also good corporate governance that will allow for transparency and minimize fraud in the
bank.

KEYWORDS: Financial performance, Liberalization, Total credit, Interest rate, Exchange
rate.

INTRODUCTION

Banks are germane to the economic development of a nation through the financial services they
provide. They occupy a significant place in the economy of every nation as the prime movers of
its economic life. The efficient and effective performance of the banking industry over time is an
index of financial stability in any nation. The extent to which banks extends their credit to the
public for productive activities accelerates the pace of a nation’s economic growth and its long
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term sustainability (Kolapo, Ayeni and Oke, 2012). The financial system of any economy plays
an important role in stimulating economic growth and development of a nation because it
channels funds to various economic agents that need them for economic uses. The intermediation
role of the banks is said to be a catalyst for the economic performance and growth. This function
is of utmost important to any economy that intends to be viable with respect to economic growth
and development because it creates links between the surplus and the deficient units of an
economy (Osabuohein and Duruji, 2005). This explains why it becomes necessary to formulate
policies for the sector and why it is therefore not surprising that their operations are perhaps the
most heavily regulated of all businesses. In varying degrees, these policies are aimed at
achieving macro-economic objectives, stability, efficiency, and soundness of the financial
system (Adeusi and Familoni, 2004). Structural adjustment program was one of the major
economic reforms or policies that was embarked upon by various countries especially in the
developing nations in 1986, with the aim of rectifying the prevailing macro-economic and
structural imbalances in the economy so as to restructure and diversify the productive base of the
economy, lessen dominance of unproductive investments and to achieve fiscal and balance of
payment viability (Adeusi, Azeez and Olanrewaju, 2012). Financial liberalization became a
hallmark of the financial sector reforms since it is one of the conditionalities for the structural
adjustment program (SAP). Prior to the liberalization of the various sectors of the economy, the
financial sector had been the most heavily regulated. According to Ghosh (2005), financial
liberalization refers to measures directed at diluting or dismantling regulatory controls over the
institutional structures and activities of agents in different segments of the financial sector.
Oloyode and Afolabi (2004) in their opinion stated that the financial sector liberalization as the
hallmark of the new policy and reform could be best ascribed to a two main factors. The first was
predicated on the primary role of the financial sector in the national economic development;
while the second factor could be related to historical evolutions of the financial system in
developing economies.

Oladipo (2000) defined financial liberalization as less administered interest rate structure, more
competition among financial intermediaries, more market-based activity, more openings to cross
border capital flows and less financial repression. Financial Liberalization is the deliberate and
systematic removal of regulatory control, structures and operational guidelines which may be
considered inhibitive to orderly growth, competition and efficient allocation of resources in the
financial system. Financial liberalization which is also known as the financial sector
liberalization or financial deregulation is viewed by McKinnon as the “only game” in town as
far as successful economic development is concerned (McKinnon, 1973). The concept of
liberalization has not witnessed a general accepted definition since very many scholars have
made several attempts to define the concept (Akinmelegun, 2004). In Nigeria, financial sector
reforms began with the deregulation of interest rates (Obamuyi, 2009). Prior to this period, the
financial system operated under financial regulation and interest rate were said to be repressed
(Obamuyi, 2009). The relevance of the financial sector is justified by the fact that they not only
provides the intermediation used in pooling funds from savers but at the same time redirects
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them to investors. It also provides the payment system that facilitates trade and exchange. The
financial system also provides a platform for the working out of the monetary policies which
provides macroeconomic stability for all economic agents (Adegbite, 2005). The importance of
Nigerian banks is also exemplified by their prominence in the Structural Adjustment Program
(SAP) embarked upon by the nation in July 1986. Prior to the institution of the structural
adjustment program in Nigeria, the Nigeria financial system faced interventionists’ policies and
virtually all the sectors of the economy were strictly regulated. There were statutory interest rate
ceilings, directed credits, accommodation of government borrowing, exchange rate controls and
informal modes of intermediation (Umejiaku, 2011).

Jerome et al, (2003) in their submission, revealed that in the context of the structural adjustment
program (SAP) that took place in July 1986, Nigeria undertook a broad program of financial
liberalization. Interest rates and entry into the banking system was liberalized, and credit
allocation quotas were also loosened. This led to the quick entry of many new players into the
banking system, especially merchant banks. Therefore the main focus of this study is to evaluate
the performances of banks in a liberalized banking environment, using first bank of Nigeria Plc
as a focal study. This research is divided into five segments. Chapter one is the introductory part
which is meant to set the stage for the entire research work, chapter two reviewed related
literatures and works of scholars in similar research areas, the research design and analysis is
presented in chapter three, chapter four examines the analysis and interpretation of results while
the summary, conclusion and recommendation concludes this research.

REVIEW OF RELATED EMPIRICAL LITERATURES

Despite the size and policy relevance of finance and accounting literatures that has studied the
effect of liberalization on banks and other sectors in Nigeria; the empirical evidence has been
largely unexplored in Nigeria. McKinnon-Shaw (1973) financial repression theory states that
financial repression impacts adversely on economic growth through high negative effects on the
quality and quantity of real capital accumulation. According to them, the remedy to financial
repression is embedded in its conceptual framework, ‘financial liberalization’ or ‘‘financial
deregulation’’. This theory corroborates the work of Ahmadu (2013) which states that the
abolition of financial market distortions imposed on the government of developing nations will
enhance capital accumulation, financial system development, availability of non loanable funds,
and in turn, more and better The theoretical base of this study is the McKinnon-Shaw financial
repression theory. Financial repression according to McKinnon-Shaw is said to exist when
governments tax and otherwise distort the domestic financial market, keeping real returns on
financial assets low and shifting the nexus of decision making on credit allocation from the
market to the government.

Obamuyi (2009) used a single equation model to investigate the relationship between interest
rate liberalization and economic growth in Nigeria. This approach was also employed in Adofu
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(2010) and Amassomma (2011) when they separately investigated the impact of interest rates
liberalization on Agricultural productivity in Nigeria. According to them, the relationship
between interest rates and economic growth is indirect since the interest rate affects the economy
by first of all affecting savings and investment and savings. While Obute et al (2012)
investigated the interest rate liberalization and economic growth relationship by taking into
consideration the transition mechanism through which interest rate affects economic growth.
Ghosh (2005), in his view opined that financial liberalization refers to measures directed at
diluting or dismantling regulatory controls over the institutional structure, instructions and
activities of agents in different segments of the financial sector. These measures according to
him can relate to either internal or external regulations.

Felicia (2011) used regression analysis to investigate the determinants of commercial banks
lending behaviour in Nigeria. The study discovered that commercial bank deposit have the
greatest impact on their lending behaviour. Rasheed (2010) used error correction modeling
(ECM) to investigate interest rates determinants in Nigeria. The study found out that as the
Nigeria financial sector integrates more with global market, return on foreign asset will play a
significant role in the determination of domestic interest rates. Bakoulas et al., (2002) examined
the impact of exchange rate fluctuations on the volume and variability of trade flows and they
concluded that exchange rate volatility discourages expansion of volume of trade thereby
reducing its benefits. Eichengreen and Lablang, (2003) carried out a research on twelve countries
over a period of 120 years and found strong inverse relationship between exchange rate stability
and economic growth. They concluded that the results of each estimates strongly depend on time
period and the sample. Schnabel (2007) identified robust evidence through panel estimation that
the exchange rate stability is associated with more growth in the European monetary unit (EMU)
periphery. The evidence according to him is strong for emerging Europe which has moved to
more stable environment.

According to Chandrasekhar (2004), financial liberalization typically includes some or all of the
following measures in varying degrees: the reduction or removal of controls on the interest rates
or rates of return charged by financial agents, the withdrawal of the state from the activities of
financial intermediation with the conversion of the development banks to conventional banks and
the privatization of the publicly owned banks, on the ground that their presence is not conducive
enough for the dominance of market signals in the allocation of capital. Lewis and Stein (2002),
in their opinion stated that the consequences of financial liberalization as a result of the
introduction of the structural adjustment program into the Nigerian economy in 1986 was the
quick entry of many new players into the banking system especially merchant banks that
specialize in foreign exchange operations. According to them, the number of banks tripled from
40 to nearly 120 in the years following the liberalization exercise, employment in the financial
sector doubled and the contribution of the financial system to the gross domestic product almost
tripled. Henry (2004) viewed external stock market liberalization as “a decision by a country’s
government to allow foreigners to purchase shares in that country’s stock market. Chandrasekhar
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(2004) also defined internal stock market liberalization as the easing of conditions for the
participation of both firms and individual investors in the stock market by diluting or doing away
with listing conditions, by providing freedom in pricing of new issues, by permitting greater
freedoms to intermediaries, such as brokers, and by relaxing conditions with regards to
borrowing against shares and investing borrowed funds in the market. Obamuyi (2009) studied
the relationship between interest rate and economic growth in Nigeria. The study employed co-
integration and error correction modeling techniques and revealed that lending rate has
significant effect on economic growth. The study then postulated that investment friendly
interest rate policies are necessary for promoting economic growth needs to be formulated and
properly implemented. Albu (2006) studied trends in the interest rate, investment and GDP
growth relationship. The study used two partial models to examine the impact of investment on
GDP growth and the relationship between interest rate and investment in the case of the
Romanian economy. Roger and Ferguson (2009) studied financial consolidation and their study
was concluded with an extensive evaluation of the potential effects of financial consolidation on
the efficiency of financial institution’s competition among such firms and the credit flow of
households and small businesses.

Obute, (2001) in his analysis and evaluation of the effects of the Nominal and Real Rate of
interests from 1960-1981, observed that the real interest rate in Nigeria for the past decades were
negative thereby confirming the studies of McKinnon and Shaw (1973) which said that the real
interest rate over the period has been financially repressed from 1960 to the early 1980°s. Dey
and Flaherty (2004) examined the empirical link between stock market liquidity and
liberalization using parametric correlation and found a very significant relationship of 0.85.

METHODOLOGY AND RESEARCH DESIGN

The research design adopted in this study is a quasi-experimental. This design, however, relates
to the setting up of a particular type of an experiment in which one has little or no control over
the allocation of the treatments or other factor being studied. The key difference in this empirical
approach is the lack of random assignment. Another unique element often involved in this
experimentation method is the use of time series analysis. This research design is also useful
considering the fact that the researcher intends to analyze a time series data spanning from 2001
to 2010. The first stage in creating a quasi experimental design is to identify the variables. The
independent variable will be the x-variable, the variable that is manipulated in order to affect a
dependent variable. The predictable outcome is the y-variable. In a time series analysis (as
applied in this study), the dependent variable is observed over time for any changes that may
take place. One of the merits of this design is that it minimizes threat to external validity as
natural environments do not suffer the same problem of artificiality as compared to a well
controlled laboratory setting. Finally, this design is efficient in longitudinal research that
involves longer time periods which can be followed up in different environments. However the
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objective of this study is to analyze empirically the financial performance of banks in a
liberalized banking environment.

Model Specification

The empirical analysis of bank financial performance in a liberalized banking environment will
be accomplished using regression analysis which can be explicitly or implicitly stated based on a
theoretical framework of endogenous models (King and Levine, 2004). Thus, the level of
performance of banks in a liberalized banking environment is assumed to be influenced by
several variables as ‘y’ which represents the Profit Before Tax (PBT) and ‘x’ which include
among others, the Nominal Lending Rate (NLR), the Exchange Rate (ER), the Total Credit (TC).
If these assumptions are right, then a multiple linear regression analysis could be adopted and
specified thus;

Y is the dependent variable and is represented as the proxy for the bank’s annual profit before
tax (bank’s financial performance); and

X is the independent variable, and a vector of factors arising from the deregulated banking
environment.

More specifically, equation (1) could be written in a non stochastic implicit form as;
PBT=T(NLR, ER, TC) ..ottt ()

Where;

PBT is the profit of the bank before tax;

NLR is the Nominal Lending Rate;

ER is the Exchange Rate

TC is the Total Credit and;

Therefore, we could rewrite equation (2) in its stochastic explicit form based on the above
functional relation as:

PBT =botbit NLR +D2ER + D3 TC + Ut oo 3)

Where;

All variables are as previously defined

bo is the regression constant

b1, b2 and bz are the parameter coefficients; and

Ut is the stochastic error term.

Transforming equation (3) to the natural logarithm, we obtain:

INPBT1 = botb1INNLR+D2INER+D3INTC +Ut ..o e 4)

Where;

InPBT is the natural logarithm of the dependent variable; and

INNLR, INnER and InTC are the natural logarithm of the independent variables.

Thus, the transformed log linear equation (4) will be estimated using the Ordinary Least Square
(OLS) regression method. The use of the log-linear method improves the validity of the
estimates. This method also reduces, if not completely removes the heteroscedasticity errors,
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which may result from unscaled magnitudes on both sides of the equation (Amadi and Osaro,
2000).

Data Requirements and Sources

The data set for this study constitute the annual time series data spanning from 2001 - 2010. The
selection of this period was informed by the era of bank consolidation in Nigeria and from the
fact that the banking sector has already been liberalized even before this period. However, the
study will make use five selected banks in a liberalized banking environment. They are as
follows: First Bank of Nigeria Plc, Access Bank, Citi bank, First City Monument Bank and
Standard Chartered Bank. The variables under consideration include the bank’s financial
performances which were represented by the bank’s annual Profit Before Tax (PBT) and this
constitutes the dependent variable. The independent variables are the Nominal Lending Rate
(NLR), Exchange Rate (ER) and Total Credit (TC) which were proxied by factors arising from
the deregulated banking environment. Banks profit before tax was obtained from the Statement
of Accounts of the various banks used in this study for a period of ten years (2001-2010). The
rest of the data were obtained from, CBN Statistical Bulletin, various years.

Presentation of Data and Empirical Results

The various diagnostic results were presented using the appropriate statistical tool. It is,
therefore, noteworthy to state that the regression results were obtained using the Econometric
View Package (E-view 6.0) software. To improve the validity of the results, all variables
employed in this study were transformed into log-linear. Tables 1 below show a summary of the
short run empirical result of the performances of Nigerian banks in a liberalized banking
environment.

Table 1: Summary Analysis of Financial Performance of Five Selected Banks in a
Liberalized Banking Environment:

Banks R? Adjusted R?> D.Watson Stat. F. Statistics _Probability Results
FBN Plc. 0.846597 0.736793 2.064836 72.75843 0.0000 Significant
ACBN Plc. 0.728438 0.648374 1.785338 24.85642 0.000635  Significant
FCMB Plc 0.719537 0.658663 1.956472 7.877392 0.00000 Significant
SCBN Plc  0.849832 0.76986 1.693727 9.463783 0.00000 Significant
CBN Plc  0.589839 0.445272 2.007848 46.89643 0.009773  Significant

Source: Author’s Computation from Regression Result.

Note: FBN Plc: First Bank of Nigeria Plc.

ACBN Plc: Access Bank Nigeria Plc.

FCMB Plc: First City Monument Bank Nigeria Plc.
SCBN Plc: Standard Chartered bank Nigeria Plc.
CBN PIc: Citi Bank Nigeria Plc.
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Tables 1 above, displays a summary of the results of short run regression result of banks’
financial performances in a liberalized banking environment in selected five consolidated banks
in Nigeria. As specified in the methodology, the results were obtained using the Ordinary Least
Square (OLS) method of estimation. From the empirical evidence, we can infer that the
coefficients of the variables, standard error and the values of t -statistic have been shown. Other
important statistical tools revealed include; the coefficient of determination (R?) which tests the
goodness of fit which is considered high in this study, the adjusted R- square, the Durbin-
Watson statistic, the Akaike information and Schwartz criterion and the overall statistical
significance of the entire regression plane - the F-statistic. All results were obtained empirically
and the test conducted at five percent level of significance, which determines whether to accept
or reject the null hypotheses as postulated in chapter one. At a glance, the estimated model using
the regression results of tablel as presented, gives credit to equation (5) as stated below:

PBT = 45.76288 + 237.8723NLR - 23.67932ER+ 4.795248TC .....\eeoveoeeeeeeeee . (5)
(6.050467)  (3.500576)  (-4.947187)  (8.489223)

R? = 0.846597

DW = 2.064836

F-test = 72.75843; and

P (F-test) = 0.000000

The values in parentheses are the asymptotic t-values. Also, note that the empirical results
presented above are those of First Bank of Nigeria Plc. The same could be done in the empirical
results of other banks used in this study as follows:

Empirical Results for Access Bank Plc:

PBT = 24.56372 + 78.34262NLR + 142.6267TER+ 22.67871TC....\\eveoeeoeeoeeeeeeeen, (6)
(3.643300) (3.161061) (2.514431)  (8.833433)

R? = 0.728438

DW = 1.785338

F-test = 24.85642; and
P (F-test) = 0.000635

Empirical Results for FCMB Nig Plc:

PBT = 127.7668 + 56.56737NLR + 4.785325ER+ 8.462267TC........eeoveeeereeeeeeeeen . (7)
(2.263914)  (2.875266)  (7.054027)  (1.256580)

R2 = 0.719537

DW = 1.956472

F-test = 7.877392; and
P (F-test) = 0.000000

Empirical Results for Standard Chartered Bank Nig Plc:
PBT =231.6743 + 56.98847NLR + 7.673283ER+ 1.574883TC ......cooviviiniiiiiienn. (8)
(3.191425) (8.463019) (11.85517) (27.76005)
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R? = 0.849832

DW = 1.693727

F-test = 9.463783; and
P (F-test) = 0.000000

Empirical Results for Citi Nig Plc:

PBT = 53.77832 + 0.027227NLR + 59.78363ER+ 16.76373TC ... veeeeeeeeeeeeeeeeeen) (9)
(2.173004)  (0.035650)  (-8.870943)  (1.739466)

R? = 0.569839

DW = 2.007848

F-test = 46.89643; and
P (F-test) = 0.009773
Note: That the values in the Parenthesis are the asymptotic t-values.

Evaluation of the Empirical Results

From the empirical results, total credit variable is yet highly significant as the calculated t* >t
(refer to equation 5), we therefore, reject the null hypothesis and conclude that there is a
significant relationship between total credit and bank financial performance in Nigeria. The F-
test is a test of joint influence of the estimated parameters at 4 percent degree of freedom for the
numeration and approximately 23 percent degree of freedom for the denomination.

Since the calculated F value is equal to 72.75843, much higher than the theoretical value of 2.8,
the joint influence of the variables are highly statistically significant. The Durbin-Watson
Statistics (D-W) is a test of serial or autocorrelation among the residuals. This is also conducted
at 5% level of significance. Since the calculated D-W is 2.06 and it falls within the region of
acceptance of the null hypotheses, we conclude that there is little or no auto correlation among
the variables in the model.

DISCUSSIONS AND FINDINGS

The econometric analysis of this study suggests that the overall diagnostic test of the stochastic
properties of the model has a very high goodness of fit. The Augmented Dickey-Filler (ADF)
statistic rejects the null hypothesis of normal distribution of the residuals at the 5% significance
level. Generally, the explanatory power of the equation of the VAR model as reflected in the
coefficient of determination (R?) and F statistic is quite high and statistically significant as over
98% of the explanatory variables were explained at the long run. This implies that only an
infinite decimal of 2% was unexplained by the explanatory power. From the empirical evidence,
it can be observed that besides its lag, the NLR variable was statistically significant at the
conventional levels of significance. This is, however, not surprising because its coefficient has a
positive sign. Similarly, the coefficient of exchange rate has a negative sign, suggesting
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insignificant nature of the variable. This, however, contradicts with the last variable credit
volume that exert positive signs at both the short and the long run.

As can be observed, almost all the variables are statistically significant and the signs of the
variables were properly placed as expected. For instance, the coefficients of NLR, TC all have a
positive sign as expected. This implies that an increase in total credit leads to a rise in banks
financial performance in Nigeria. Overall, the results of the long-run relationship between the
proxies of liberalized banking environment and banking performance in Nigeria are rather
similar to the result of the short run as contained in Table 1. The inverse relationship between
exchange rate variation and banks financial performance is rather not surprising since economic
theory suggests that. This empirical evidence seems to contradict with the recent study of Obute,
(2009) who in evaluating the nominal and real rate of interest from 1960 to 1981 found that the
real interest rate in Nigeria for the past decades were negative. The analysis of his results
concludes that nominal lending rate has a negative influence on the banks’ financial performance
within the periods under study.

In this chapter, the models developed in chapter three were estimated using appropriate statistical
and econometric tools. The results of the overall diagnostic test obtained by OLS technique were
presented in this chapter for possible policy suggestion. The analysis opens with the unit root
tests, cointegration, error correction mechanism and indeed, the econometric analysis of banks
financial performance in a liberalized banking environment in Nigeria.

Analysis of Unit Root Tests
Following Engle and Granger (1987) procedure, we start with the test for the order of integration
of the variables, which appear in our model. To characterize the time series properties of the
variables of interest, the Dickey-fuller (DF) and Augmented Dickey-Fuller (ADF) tests are
employed. Adopting the simple econometric relationship of random walk with drift, the ADF test
is based on the following equation:

AXt= 8 HBXEITUL. oo (10)
Under the null hypothesis of a unit root, the co-efficient of x .1 will not be statistically different
from zero (i.e. p = 0). If there is no unit root, the series X; is said to be stationary in level or
integrated of order zero (denoted as 1(0)). If there is a unit root, but differencing the series once
makes it stationary, then it is said to be integrated of order one (denoted as 1(1)). The result of
the unit root test is presented in Table 2. In addition to testing for the unit root, equation (6) will
be established if there is a drift (a=0). The error term Uy, should be white noise. If, X; is a first
order autoregressive process (AR (1)), then the single lagged value of the variable will be
sufficient to ensure this condition. If the process is not AR (1), then additional difference terms
will need to be added to equation (6) to make U: white noise, hence; the Augmented Dickey
Fuller (ADF). The ADF test is therefore based on the equation (11) as stated below:

A Xt a+tPBXer+FECE Xeat AUteeniiiii e (11)

52

ISSN: 2052-6393(Print), ISSN: 2052-6407(Online)



International Journal of Business and Management Review
Vol.3, No.3, pp.43-60, March 2015

Published by European Centre for Research Training and Development UK (www.eajournals.orq)

The null hypothesis of non-stationary is rejected if the t-statistic is less than the critical t-
value (i.e. if estimated & is significantly negative). The critical values adopted in this study are
adopted from Charemza and Deadman (1997). Thus, using DF test, all variables are regarded as
non stationary at their levels since each reported t-statistic is not smaller than the 5% critical t-
value of -3.45. Similarly, using ADF, the null hypothesis of non-stationary is accepted for all the
series investigated in levels. The ADF critical t-value is -4.67. In general, the results of this test
as shown in Table 2 are consistent with the presence of a unit root in each of the variables,
investigated.

However, this result is followed by testing whether first differencing makes the variables
stationary. In order words, for each variable, we tested the null hypothesis that the variables are
1(1). The results, however, confirm that differencing once in all the variables is all that is
required to bring these variables to stationary.
Table 2 Unit Root Results for the variables
Variables Dickey-Fuller (DF)  ADEF T- Statistic  Order
LPbt -6.5637 -5.5637 1(2)
LNIr -5.9762 -5.8763 1(2)
LEr -6.9875 -7.8643 1(2)
LTc -3.4452 -5.7653 1(2)

Source: E-views Computer result
Note: The 5 and 10 percent values of ADF are 6.5637 and 5.8763 respectively.

Analysis of Cointegration Result

Following our findings in the unit root results, that all the variables of our interest are of 1(1), we
therefore, test for possible co-integration among these variables. Adopting Engle and Granger
two step method, we first estimated the long run relations among these variables by Ordinary
Least Square (OLS) and test for Stationarity of the residuals. Here, we test whether a postulated
equality in the long run relationship between the banks financial performance in a liberalized
banking environment and the nominal lending rate gives a stationary error. Again, DF and ADF
tests were employed to test for cointegrated variables. The results of Cointegration tests are
reported in Table 3 below:

Table 3: Johansen’s Cointegration Result for Model of Pbt

Date: 06/01/14Time: 10:21am

Sample (adjusted): 2001 - 2010

Included observations: 11 after adjusting endpoints

Trend assumption: Linear deterministic trend

Series: Pbt NIr Er Tc

Lags interval (in first differences): 1to 1

Unrestricted Cointegration Rank Test

Hypothesized Trace 5 percent 1 Percent

No. of CE(s) Eigen value Statistic Critical value Critical value
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None** 0.853227  122.6644 162.35 158.32
At most 1 0.678386  121.8773 160.82 144.35
At most 2 0.797733 52.7537 92.57 82.66
At most 3 0.653667  64.3663 72.85 54.92
At most 4 0.785363  62.8353 71.63 65.38
At most 5 0.699763  52.7633 65.97 60.23

*(**) denotes rejection of the hypothesis at the 5% (1%) level

Trace test indicates 1 cointegrating equation(s) at both 5% and 1% levels
Source: E-views Computer result

Given the DF and ADF 5% critical t-values of -6.09 and -7.62 respectively, variables in the
cointegration regression as reported in Table 3 are said to be cointegrated (i.e. both NLR and
other exogenous variables cointegrates with bank financial performance in Nigeria). However,
not all the variables in the model are cointegrated given the DF and ADF 5% and 1% critical
values. Thus, the number of Cointegrating vectors obtained from both Trace Statistic and the
maximum Eigen values did not vary markedly according to the Vector Auto Regression (VAR)
orders.

In analyzing the short run model with an error correction mechanism as reported in Table 4, we

adopt the Engle-Granger representation and employ an error correction dynamic specification as:

/A PBTi=Xo+ X1 Zt+ LXo (PBT-Z) t-1+ Ute.oioniiiiiie e (12)

Where Z is the vector of variables that cointegrate with PBT variable as reported in Table 3.

Since NLR and other variables cointegrate with PBT, equation (12) can be written as:
APBT=Xo+X1 NLR+Xz LR+X3 NCiXar /SCMea+ Ut (13)

Where:

ECM¢.1 is the lagged time series of residuals from the cointegrating vector.

Equation (13) incorporates a corrective mechanism by which previous disequilibria in the
relationship between the level of Profit before Tax and the levels of NLR, ER, and TC are
permitted to affect the current change in banks financial performance in Nigeria. This way an
allowance is made for any short run divergence in PBT from the long run target. Thus, this
estimated form of equation (13) gives credit to Table 4 as seen below:

Result of Error Correction Model

The estimated results of Table 4 reports the initial over-parameterized error correction of banks’
financial performance in a liberalized banking environment as governed by nominal lending rate,
exchange rate variation and credit ceiling in Nigeria. All the variables were lagged equally in this
model. The result of parsimonious model as reported in Table 4 indicates model parsimony. We
can, therefore, prefer the lower Schwartz Criterion (SC) and Standard Deviation. Thus, this result
clearly shows a well defined error correction term ECM, and indicates a feedback of 148% of the
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previous year’s disequilibrium from the long run profit before tax and the lending rate expansion
of banking activities in Nigeria. The implication of this is that the exchange rate, credit ceiling
and banks’ profit growth rate maintain the banks’ profit margin equilibrium through time. The
effects of these disequilibria error corrections is not only large, but also have negative signs as
expected. The strong significance of the coefficient of ECM¢.1 supports our earlier assertion that
PBT indeed co-integrates with other exogenous variables in the model especially in a
deregulated banking environment in Nigeria.

Table 4: Parsimonious Error Correction Model
Dependent Variable: D (Lg (Pbt)

Method: Least Squares

Date: 06/01/14Time: 05:54pm

Sample (adjusted): 2001 - 2010

Included observation: 11 after adjusting endpoints

Variable Coefficient Std. Error t-Statistic Probability.
C 112.6476  32.68522 3.446438 0.0000
D(LgInNIr(-1))) 6.773528 0.257372 12.88633 0.0001
D(Lg(InNlIr(-2))) 23.62818 6.262571 3.726 0.0543
D(LgEr(-1))) 5.866388 0.678273 10.58272 0.0563
D(Lg(Er(-2))) -24.54763 12.65378 -1.939944 0.0945
D(Lg(Tc(-1))) 0.883840 1.905095 0.463935 0.0000
ECM(-1) -1.478987 3.760523 -0.342062 0.0000
R-squared 0.975672 Mean dependent var. 234.5272
Adjusted R-Squared 0.867628 S.D. dependent var. 194.7252
S.E. of regression 0.747272 Akaike info criterion 112.4537
Sum squared resid.  82.56373 Schwartz criterion 112.5723
Log likelihood -64.66267 F-Statistic 22.56373
Durbin-Watson Stat  2.166272  Probability (F-Statistic 0.000000

Source: E-view computer results

Hence, equation (13) is then reduced to a parsimonious equation through the elimination of
insignificant terms and the imposition of constraints that hold a reasonable approximation. This
imposition leads to the estimation of equation (13) using the over-parameterized Error Correction
Mechanism (ECM).

Econometric Analysis of Bank Financial Performance in Nigeria

The econometric analysis of this study suggests that the overall diagnostic test of the stochastic
properties of the model has a very high goodness of fit. The Augmented Dickey-Filler (ADF)
statistic rejects the null hypothesis of normal distribution of the residuals at the 5% significance
level. Generally, the explanatory power of the equation of the VAR model as reflected in the
coefficient of determination (R?) and F statistic is quite high and statistically significant as over
98% of the explanatory variables were explained at the long run. This implies that only an
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infinite decimal of 2% was unexplained by the explanatory power. From the empirical evidence,
it can be observed that besides its lag, the NLR variable was statistically significant at the
conventional levels of significance. This is, however, not surprising because its coefficient has a
positive sign. Similarly, the coefficient of exchange rate has a negative sign, suggesting
insignificant nature of the variable. This, however, contradicts with the last variable credit
volume that exert positive signs at both the short and the long run.

As can be observed, almost all the variables are statistically significant and the signs of the
variables were properly placed as expected. For instance, the coefficients of NLR, TC all have a
positive sign as expected. This implies that an increase in total credit leads to a rise in banks
financial performance in Nigeria. Overall, the results of the long-run relationship between the
proxies of liberalized banking environment and banking performance in Nigeria are rather
similar to the result of the short run as contained in Table 4. The inverse relationship between
exchange rate variation and banks financial performance is rather not surprising since economic
theory suggests that. This empirical evidence seems to contradict with the recent study of Obute,
(2009) who in evaluating the nominal and real rate of interest from 1960 to 1981 found that the
real interest rate in Nigeria for the past decades were negative. The analysis of his results
concludes that nominal lending rate has a negative influence on the banks’ financial performance
within the periods under study.

SUMMARY, CONCLUSION AND RECOMMENDATIONS

Summary

In this study, our major task is to empirically investigate the banks financial performance in a
liberalized banking environment in Nigeria using a selected five banks. To actualize the
objectives of this study, we developed a model in the light of recent development in the
methodological econometric modeling using the Ordinary Least Square (OLS) technique of
estimation and the analysis of time series data spanning from 2001-2010.

Generally, the empirical findings suggest that the equation of the PBT model as reflected in the
coefficient of determination (R?) and F-statistic is quite high and statistically significant as about
98 percent of the explanatory variables were explained at the long run. This means that only
about 2 percent were unexplained. Only one variable in the model, that is; the exchange rate is
negative though statistically significant at its level. This, however, contradicts with the signs of
other coefficients in the model such as NLR and TC which possessed positive signs and is
statistically significant with the endogenous variable. The value of Durbin-Watson statistics is
approximately 2.0, which shows that there is little or no auto-correlation among the variables.
Thus, the overall estimates presented in this study suggest that an increase in the nominal lending
rate and credit ceiling, among other things, will bring about a rise in banks financial performance
in Nigeria.
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CONCLUSION

The adoption of financial liberalization reforms have been a very laudable initiative given the
extent of financial repression that was prevalent prior to these reforms and the stifling effects of
repression on both the financial sector itself and on the economy as a whole. Since the
introduction of the Structural Adjustment Program in 1986, the Nigerian financial sector has
been experiencing tremendous growth. This in turn positively influenced the rate of Nigeria’s
economic growth during the period under review. Investigations into the impact of financial
liberalization on the financial performance of banks show that the banking sector was affected by
factors such as Exchange rates, Interest rates and Total credit. Despite the influence of the
aforementioned factors however, the study shows that financial liberalization has significant
impact on the financial performance of the studied banks. This to a very large extent shows that
the financial sectors are achieving relative stability which is a veritable indicator of economic
development. Another pertinent observation made from the survey of the bank’s financial
performance in a liberalized banking environment has shown that substantial and sustained
private sector credit expansion is necessary if Nigeria is to achieve reasonable targets for
improvement of banks’ profitability which is a shorthand indicator of a wide range of
improvements in financial growth. Growth cannot occur without finance, and Nigeria’s financial
sector needs to grow substantially, both in absolute volume and in relative terms as a proportion
of the Gross Domestic Product. In Nigeria, the expansion of finance is constrained not mainly by
the outright non-availability of finance to the business sector; rather the binding constraint in the
expansion of finance is the unwillingness of companies to borrow, because of the non-
affordability of the very high prevailing interest rates and a high inflation rate. Improved
financial sector liquidity and stability will in no small measure go a long way in boosting
shareholders and investors’ confidence in the financial sector; and this will invariably enhance
the efficiency of the banking sector.

Recommendations

From the analysis so far, the researcher is of the view that the following recommendations be put
forward;

» To improve banks financial performance, the banks need a good regulatory environment that
will enable them to expand their scope of business but strictly within the financial service
industry. With a good regulation, supervision and corporate governance, unnecessary cost and
expenses will be cut down and the profit will increase.

« The banks should put in place good corporate governance that will allow for transparency and
minimize fraud in the bank. The shareholders should have the responsibility to choose their
directors, which will in turn choose members of management that will run the affairs of the
banks.

* The Nigerian banks and its regulators should recognize the peculiar operating environment, and
develop a viable indigenous financial service industry, which will integrate seamlessly with the
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traditional banking system. In this regard, most of the money outside the government purview
will be brought back and the government monetary policy will achieve its set objective.
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