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ABSTRACT: This study investigated the dynamic responses of private sector credit delivery
in Nigeria to variations in financial intermediation costs. Ex-Post Facto research design and
Panel Vector Auto Regression estimation method were used. Annual panel data for 10years
were collected from individual annual reports and financial statements of the selected banks.
The dependent variable in the panel data regression model was private sector credit delivery
proxied as the ratio of loans and advances to total asset while the independent variables were
variations in bank operating cost, loan loss provision and interest rate spread. The study
found that the magnitude of the shocks-impact of private sector credit delivery in Nigeria
depends on the variations in the level of bank operating costs, loan loss provision and
interest rate spread. The implication of the finding is that in subsequent years in the future
(3-year period), there will be absence of shocks-impact in the 1% year but there will be
presence of shocks-impact of various magnitude in the 2" and 3™ years respectively. This
means that shocks on bank operating costs, loan loss provisions and interest rate spread have
no long lasting effect on private sector credit delivery in Nigeria. The study recommends that
efforts should be intensified to ensure that shocks in financial intermediation costs (bank
operating cost, loan loss provision and interest rate spread) does not adversely affect private
sector credit delivery in Nigeria.

KEYWORDS: Financial Intermediation Costs, Bank Operating Cost, Loan Loss Provision,
Interest Rate Spread.

INTRODUCTION

Banks thrive on financial intermediation with lending of funds (bank loans) constituting the
largest single income-earning asset in the portfolio of banks (Olokoyo, 2011). However, in
the process of financial intermediation (mobilizing deposits and extending credit facilities)
banks incur financial intermediation costs. Financial intermediation costs measured as
interest rate spread refers to the gross margin between the total cost paid by the borrower and
the net return received by the depositor. Specifically, financial intermediation cost arises
because lower interest rate is paid to depositors by the banks whereas greater interest rate is
charged on loans and advances extended to the borrowers. Financial intermediation costs
affect the volume and cost of loans and advances extended to the borrowers because the costs
incurred by the banks in the intermediation process are transferred to borrowers as the interest
margin. The private sector needs credit facilities from banks to expand and grow their
businesses but they are constrained by the high cost of bank credit. High lending rate is likely
to discourage access to bank credit while low interest on deposits is likely to discourage
savings mobilization which consequently will threaten the liquidity position of banks.
Financial intermediation costs might affect the banks’ capability to extend credit to the
private sector; as high interest rate spread indicates that banks are charging borrowers high
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interest rate on loans extended to them thereby reducing their demand for funds.
Theoretically, a strong positive correlation exists between the level of financial
intermediation costs and access to credit delivery.

Available evidence suggests that developing countries have banking systems that are mainly
characterized by significantly high and persistent financial intermediation costs (Hesse, 2007;
Tenant and Folawewo, 2008 and Sapci, 2014). Financial intermediation cost (interest rate
spread) in Nigeria has remained persistently high as it rose sharply from 3.5% in 2008 to as
high as 8.4% in 2012 (World Bank, 2012). The rising level of financial intermediation costs
have adverse implications on the private sector credit delivery in developing countries like
Nigeria because in the absence of developed capital market, the private sector businesses
primarily rely on bank lending as an external source of business financing for investments
that will lead to economic growth. The implication of persistent rise in financial
intermediation costs is that it does not encourage savings due to low interest received on
deposits which ultimately reduces lending activities and investment potentials of investors as
a result of high cost of funding (Mahmood ul and Bilal, 2010). Private sector credit as a ratio
of gross domestic product grew significantly up to 59.4% in 2008 (CBN, 2009) but dropped
to 37.8% in 2009 and 35.6% in 2012 (World Bank, 2013). The growth recorded in this ratio
in Nigeria is low compared to what is obtainable in developed countries where the ratio is a
minimum of 70% (Sapci, 2014). The trend in credit growth showed that the percentage of
private sector supply dropped from 90.8% in 2007 to 37.8% in 2009 and 31.6% in
2011(CBN, 2012). This shows that there is a declining trend in private sector delivery which
may have suggested that credit demand and supply are affected by the interest rate spread.
The implication of the instability of private sector credit delivery is that credit demand and
investment potentials of private sector businesses may be constrained which would lead to
reduction in economic activities needed to stimulate economic growth and development.

Financial intermediation costs are decomposed into three specific costs element namely: bank
operating costs, loan loss provision and reserve requirement (Randall, 1998 in Tigran, 2012).
Bank operating cost is a bank specific cost element that measures operating expenses as a
ratio of total assets (Tigran, 2012). Bank operating expenditures are non-interest bearing
items and as such do not attract any interest or revenue for the banks; hence banks try as
much as possible to minimize such cost in the intermediation process. This suggests that
variation in the level of bank operating cost and its impact on private sector credit delivery
needs to be investigated. Understanding the dynamic responses of private sector credit
delivery to variations in the level of bank operating cost is important because rising operating
cost of banks have been of increasing concern to researchers. Loan loss provision is a bank
specific cost element that measures non-performing loan as a ratio of total loans (Tigran,
2012; Haruna, 2012). Loan loss provision is an implicit cost that captures the impact of credit
risk exposure of banks in their lending portfolio. Variation in the level of loan loss provision
might affect bank credit delivery because increase in loan loss provision decreases bank
lending. It is therefore imperative to trace the dynamic responses of private sector credit
delivery to variations in the level of loan loss provisions.

Statement of the Problem

Despite the efforts of the CBN to drive down the cost of borrowing with a view to increasing
bank lending capacity and maintaining the monetary policy rate at 15% over the last few
years, the interest rate spread has remained very high. For instance, interest rate spread grew
from 3.5% in 2008 to 8.5% in 2012 (World Bank, 2013). The fluctuations in the level of

21
ISSN 2053-4086(Print), ISSN 2053-4094(0Online)


http://www.eajournals.org/

European Journal of Accounting, Auditing and Finance Research
Vol.5, No.10, pp 20-38, November 2017

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

interest rate spread might have a shock-effect in subsequent years on private sector credit
delivery but the shock-effect has remained less investigated. Furthermore, banks in the post-
consolidation era in Nigeria were expected to report low loan loss provisions, enhanced asset
quality and improved availability of bank credit to customers; but unfortunately, banks have
continued to record rising incidences of loan loss provision (Aminu, Dogarawa and Sabari,
2014). It therefore becomes imperative to access the extent to which the fluctuation in loan
loss provision affects the dynamic response of bank credit delivery in Nigeria. Again, private
sector credit delivery has not improved significantly in Nigeria despite government efforts in
channeling credit to the private sectors through the commercial banks as significant
proportion of private sector credit transaction still takes place in the informal financial market
(CBN, 2012; Uremadu, 2009)

Objectives of the Study

The broad objective of the study is to investigate the dynamic responses of private sector
credit delivery in Nigeria to variations in financial intermediation costs. The specific
objectives are as follows:

i.  To examine the dynamic responses of private sector credit delivery in Nigeria to
variations in bank operating costs.

ii. To ascertain the dynamic responses of private sector credit delivery in Nigeria to
variations in loan loss provisions.

iii. To determine the dynamic responses of private sector credit delivery in Nigeria to
variations in interest rate spread.

Research Questions

i What are the dynamic responses of private sector credit delivery in Nigeria to
variations in bank operating costs?

ii.  What are the dynamic responses of private sector credit delivery in Nigeria to variations
in loan loss provisions?

iii.  What are the dynamic responses of private sector credit delivery in Nigeria to variations
in interest rate spread?

Research Hypotheses
The hypotheses are stated in null forms as follows:

Hoi: The magnitude of the shocks-impact of private sector credit delivery in Nigeria does not
depend on the level of variations in bank operating costs.

Ho.: The magnitude of the shocks-impact of private sector credit delivery in Nigeria does not
depend on the level of variations in loan loss provision.

Hos: The magnitude of the shocks-impact of private sector credit delivery in Nigeria does not
depend on the level of variations in interest rate spread.
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CONCEPTUAL REVIEW

Sapci (2014) states that financial intermediation costs comprise of all the costs which banks
incur in the intermediation process. Brock and Rojas (2000) define financial intermediation
costs as the total interest income to loans less total interest expense divided by total interest-
bearing assets. Bernanke (1983) cited in Idries (2010) states that financial intermediation
costs refers to the gross margin between total cost that is paid by the borrower and the net
return which the depositor has received. Financial intermediation cost at individual bank level
is viewed as the ratio of net interest income to total assets of bank. Financial intermediation
costs captures the spread by differencing implicit earnings from interest bearing activities of
banks while adding implicit cost incurred for using interest bearing funds. In summary,
financial intermediation cost refers to the charges required by banks to provide financial
services to the borrowers/depositors. Investigating the impact of financial intermediation
costs on private sector credit delivery is particularly important in Nigeria. In Nigeria,
capitalization, merger and acquisition, and consolidation programmes as part of the financial
reforms have led to the decrease in the number of commercial banks from 89 banks before
2004 to 20 banks (CBN, 2013). The phenomenal decrease in the number of banks and the
corresponding increases in the size of banks and scale of operation of banks are indication of
the emergence of oligopolistic market structure whereby few numbers of banks dominate
financial intermediation processes. The likely implication of the emerging oligopolistic
market structure is that the few larger banks would take advantage of their economies of
scale, market power and low level of competition to raise lending rates and lower deposit
rates and at the same time transfer a higher portion of overhead costs to depositors and
borrowers.

Tigran (2012) used the accounting framework proposed by Randall (1998) to decompose
financial intermediation costs into three costs element namely: operating costs; loan loss
provision and reserve requirements. Similarly, increased loan loss provisioning, high
operating expenses, high reserve requirements, policy environment and banking behaviours
with regards to market power from unchanged operating structures have been identified as
factors that sustain high intermediation costs in developing countries (Haruna, 2012, Tigran,
2012).

The private sector include large companies, micro, small and medium scale enterprises
producing agricultural products, textile materials, fabricated metal, household utensils,
woodworks and other services. The level of credit facilities that flow to the private sector
varies according to the perceived credit risk exposures and financial intermediation costs
incurred in the intermediation process by the banks. Private sector credit delivery measures
the volume of financial resources provided by the banks to the non-financial private sectors
(Onwumere, Imo, Frank and Oge, 2012). At individual bank level, the ratio of loans and
advances to total bank assets measures private sector credit delivery.

EMPIRICAL REVIEW

Doriana (2015) carried out a study on the impact of non-performing loan on bank lending
behaviour in the Italian banking sector over the period 2007-2013 using panel regression
model and ordinary least square regression model. The study found that non-performing loan
has negative impact on bank credit supply in Italian banking sector.
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Sebastine, Leode and Jan (2014) carried out a study on loan loss provisioning, bank credit
and the real economy using a Panel Vector Auto Regression Model for an unbalanced sample
of 12 Organization for Economic Cooperation and Development (OECD) countries for the
period 1980-2008. The study found that bank lending and loan loss provision drives business
cycle fluctuation. Also, it was found that loan loss provision decreases as bank lending
increases.

Aminu, Dogarawa and Sabari (2014) carried out a study on the impact of loan loss provision
on bank credit in Nigeria during the consolidation period using a sample of 10 deposit money
banks for the period 2002-2008. The study found that loan loss provision has negative and
insignificant effect on bank credit extended to customers. This implies that bank credit policy
on loan loss provisions after consolidation was not effectively implemented by most banks;
hence, the insignificant negative impact.

Sapci (2014) investigated the impact of financial intermediation costs on private sector credit
supply to the housing market in developed and emerging countries. The study made use of
Dynamic Stochastic General Equilibrium (DSGE) model which states that bank intermediates
between the borrowers and savers at a cost and requires some borrowers’ real estate and/ or
physical capital to be collateralized. The study found that financial intermediation cost for
banks in emerging countries such as Turkey is two times more than for banks in developed
countries such as the United States of America.

Klein (2013) investigated the impact of non-performing loans on private sector credit and
macro economic performance in Central, Eastern and South Eastern Europe (CESEE). Data
was generated on annual basis from 16 CESEE economies for the period 1998-2011. The
study employed Vector Auto Regression (VAR) and Generalized Method of Moment
(GMM). The study found that non-performing loan has negative and insignificant impact on
bank credit to the private sector in CESEE. The policy implication of the finding is that given
the adverse effect of non-performing loans, there is need to strengthen bank supervision to
prevent accumulation of non-performing loans in the future.

D’Erasmo (2013) utilized firm dynamic models to evaluate how financial intermediation
costs affect corporate credit and size of the formal sector in Brazil. The study specifically
sought to determine how changes in corporate credit and formalization can be attributed to
reduction in financial intermediation costs. The study found that reduction in financial
intermediation costs significantly affects corporate credit and firm size in Brazil.

Panetta (2013) examined the relationship between non-performing loans and growth in
private sector credit in Italian banking sector. The study found that a positive relationship
exist between non-performing loans and bank lending behaviour. The implication of the
finding is that the main obstacle to the growth of loans is the deterioration of the credit risk.

Shijaku and Kalluci (2013) investigated how cost of lending affects bank credit supply to the
private sector in Albania. Vector Error Correction Mechanism (VECM) was used based on
the assumption that availability of credit is determined by economic activity and the capacity
to supply and demand credit. Data were obtained on quarterly basis from 2001-2011. The
result showed that lower cost of lending, diminished government borrowing and qualitative
bank credit enhances bank credit delivery to the private sector.
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Tan (2012) investigated the potential impact of relatively high banking spreads in the
Philippines and Asia on private credit expansion. Using bank level data for 38 emerging
markets from 2001-2010, the study found that higher credit growth, lower inflation, high
reserve requirements, greater banking sector development, small stock market development
and lower government deficits reduce interest rate spread.

NKkusu (2011) investigated the impact of non-performing loan on credit to the private sector
and macroeconomic performance in 26 advanced economies in the period of 1998-2009. The
study found that adverse shocks to macroeconomic performance and credit to the private
sector leads to deterioration of loan quality. The implication is that higher level of non-
performing loans lead to a decline in credit to private sector (credit to GDP ratio) and
macroeconomic performance (GDP growth).

Olokoyo (2011) carried out a study on commercial banks’ lending behaviour in Nigeria over
the period 1980 to 2005. The study found that the volume deposits, lagged value of
commercial bank loans and advances, investment portfolio, gross domestic product and
foreign exchange had significant positive impact on loans and advances. The study also
showed that lending rate, cash reserve requirement and liquidity reserve had positive but
insignificant relationship with loans and advances. The implication of the findings is that
higher reserves, high lending rate and high liquidity reserves reduces the volume of funds
available for lending and consequently affects banks’ ability to extend credit to the private
sector.

Espinosa and Prasad (2010) studied the impact of non-performing loan on bank credit to the
private sector in the Gulf Cooperation Council (GCC) region. The study selected a sample of
80 banks from the Gulf Cooperation Council (GCC) region. The study used the Panel Vector
Auto-Regression (VAR) analysis and found that an increase in non-performing loan reduces
credit growth and the non-GDP growth.

Vika (2009) investigated the factors that affect total credit to the private sector and credit
denominated in domestic currency in Albania for the period 2004 to 2006. The Generalized
Method of Moment (GMM) was used for the study. The study showed that gross domestic
product (GDP) and liquidity of the banking system had positive correlation with private
sector credit. On the other hand, repurchase agreement rate and size of banks had negative
correlation with private sector credit in Albania.

Christos, Emmanuel and Anastasia (2007) carried out a study on bank operating performance
in seven South Eastern European (SEE) countries for the period 1998-2003. The study
adopted panel regression models and estimation techniques. The study found that bank
operating cost (operating expenses/total asset) has negative and insignificant impact on
private sector credit (loans and advances/total asset).

Hesse (2007) examined financial intermediation costs in pre-consolidated banking sector in
Nigeria over the period 2000-2005 using fixed effect and pooled ordinary least square
regression model to evaluate quarterly data on all the 89 banks in Nigeria. The study found
that larger banks incur lower overhead cost and holding of liquidity decreases interest spread
while increased bank concentration has no effect on interest spread.

Beck and Hesse (2006) investigated why financial intermediation cost is high in Uganda over
the period 1999 to 2005. Using panel data regression model, the study found that bank
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specific variables such as bank size, operating costs and composition of loan portfolio affects
financial intermediation cost and that bank lending to agricultural sector attracts higher
financial intermediation costs.

THEORETICAL FRAMEWORK

This study adopted information asymmetry theory. Information asymmetry theory was
propounded by Akerlof (1970) and the theory was first applied to market for used cars by
Akerlof in the year 1970. The theory assumes that financial markets are not perfect and
financial intermediaries primarily exist to reduce information and transaction costs that arise
from market imperfection between borrowers and lenders. Information asymmetry theory
states that it may be complex to differentiate between good/honest and bad/dishonest
borrowers. Many potential private sector borrowers who are honest fail to access credit
because the banks cannot objectively establish credit worthiness of borrowers as a result of
information asymmetry. Some bad credit risk borrowers have taken advantage of the
information asymmetry problems to create multiple bad loans in the Nigerian banking
industry. Information asymmetry problems creates higher interest rate and as interest rate
rises above the rate honest borrowers could pay; some honest borrowers will decide not to
borrow and this increases the proportion of loans extended to dishonest borrowers who are
not likely to repay the loans thus leading to increasing loan default rate. As loan default (non-
performing loan) increases, the banks further raises the interest spread to offset the rising
financial intermediation costs and this situation adversely affects bank credit delivery to the
private sector. Information asymmetry emphasizes that lack of information about customers
can increase the problems of adverse selection and moral hazard, and as such can exacerbate
the quality of bank loans (Aryeetey, Hettige, Nissanke and Steel, 1997 cited in Ezeoha,
2011). Information asymmetry leads to adverse selection and moral hazard problems.

Research Design

This study adopted the Ex-post Facto research design because the study relied on historic
accounting data. The study involved both time series and cross-sectional data, and as such
relied on panel data techniques. The study used panel estimation techniques to estimate a
panel of 14 commercial banks that have been in operation in Nigeria since 2005 to 2014.
Panel data also allow for better analysis of dynamic adjustment (Kennedy, 2003). Impulse
Response Functions (IRFs) analysis was used to estimate the shocks-impact of dynamic
responses of private sector credit delivery in Nigeria to variations in the level of bank specific
costs element. Impulse Response Functions (IRFs) analysis in time series analysis is essential
in ascertaining the effects of external shocks on the variables in the system. In general IRFs
shows us how an unexpected change in one variable (private sector credit delivery) at the
beginning affects another variable (bank specific costs element) through time. The impulse
response graphs were used to trace the movement of the shocks-impact along, below or above
the base line. The statistical package used in data analyses were E-view 9.0 and STATA 13.0
Versions.

Model Specification

The study in line with previous studies (Klein, 2013; Doriana, 2015; Tigran, 2012) adopted
multiple regression models using panel data from selected Nigerian banks. The baseline panel
regression model is specified as follows:
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PSCit= ai + B10Cit + B2LLPit + B3IRSit + it -1

Where;

PSCit = Private sector credit delivery measured as loans and advances to total assets
(dependent variable), OCit = Bank operating costs measured as operating expenses to total
assets (independent variable), LLPj;: = Loan loss provision measured as non-performing loan
to total loan (independent variable), IRSit = Interest rate spread measured as net interest
income to total assets (independent variable) a = intercept term or constant factor, € = Error
term (incorporating omitted factors), B1 - B3 = Regression coefficients to be determined, i =
index for individual bank (for the 14 sampled banks), + = time effects (year 2005 - 2014)

Descriptive Test Results
Table 1: Descriptive Statistics

PSC oC LLP IRS
Mean 0.3782 0.0497 0.2135 0.1702
Median 0.3812 0.0498 0.0671 0.1379
Maximum 0.5804 0.1303 6.2252 3.4496
Minimum 0.0886 0.0031 0.0001 8.29E-05
Std. Dev. 0.1056 0.0205 0.6015 0.2857

Source: Authors’ Computation 2016 from E-view 9.0 Version

Table 1 above shows the descriptive statistical analysis between the dependent and
independent variables. The average percentage of private sector credit delivery (PSC) across
the selected banks within the period under review (2005-2014) stood at 37.82%. This
indicates that the volume of bank credit extended to the private sector is low compared to a
minimum of 70% in developed countries (Sapci, 2014). The level of bank operating costs
(OC) averaged 4.98% over the study period. It implies that banks might have taken advantage
of economies of scale of operation arising from bank consolidation in Nigeria since 2005 to
reduce operating costs. The volume of loan loss provision (LLP) stood at 21.35% on average
and this shows that loan loss provision exerts the highest level of influence on private sector
credit delivery in Nigeria. This is an indication of asset deterioration or poor asset quality in
the balance sheet of banks. The level of interest rate spread (IRS) measured as the ratio of net
interest income/total assets stood at 17.02% on average. This might suggest that on average,
interest rate spread account for only 17.02% change in private sector credit delivery in
Nigeria.

Table 2: Correlation Matrix

PSC OC LLP IRS
PSC 1.0000
OoC -0.1437 1.0000
0.0903
LLP -0.3248 0.0864 1.0000
0.0001**  0.3101
IRS -0.2056 0.0872 0.0042 1.0000

0.0148** 0.3053 0.9608
Source: Authors’ Computation 2016 from STATA 13.0 Version
** indicates significance at 5% level
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The correlation test result in Table 2 above indicates that loan loss provision (LLP) has
significant negative relationship with private sector credit delivery in Nigeria as indicated by
its coefficient estimate of -0.3248 and p-value of 0.0001. This implies that loan loss provision
has inverse relationship with private sector credit delivery meaning that increase in the
volume of loan loss provision leads to the reduction in private sector credit delivery in
Nigeria. Interest rate spread (IRS) has significant negative relationship with private sector
credit delivery in Nigeria as confirmed by the value of the coefficient estimate of -0.2056 and
the corresponding p-value of 0.0148. This implies that interest rate spread has inverse
relationship with private sector credit delivery meaning that increase in the level of interest
rate spread leads to the reduction in private sector credit delivery in Nigeria. The correlation
result also showed that the level of bank operating costs (OC) has insignificant negative
relationship with the private sector credit delivery (PSC) in Nigeria as the coefficient estimate
was -0.1437 while the corresponding p-value was 0.0903. This implies that bank operating
costs have inverse relationship with private sector credit delivery however the level of bank
operating costs exerts insignificant influence on private sector credit delivery in Nigeria.

Table 3: Heterogeneity Test Results.

Banks PSC OC LLP IRS

Access 0.4244 0.0436 0.0653 0.1402
Diamond 0.3867 0.0535 0.0829 0.1976
ECO 0.4135 0.0509 0.1558 0.1258
FCMB 0.3785 0.0416 0.0498 0.1546
Fidelity 0.3808 0.0491 0.1166 0.1182
1% Bank 0.3934 0.0537 0.0835 0.1730
GTBank 0.4361 0.0426 0.0395 0.1342

Skye bank 0.4531 0.0481 0.0755 0.1064
Stanbic Ibtc  0.4066 0.0255 0.0965 0.1458
Sterling Bank  0.3421 0.0607 0.7462 0.1231
UBA 0.3128 0.0518 0.4423 0.1361
Union Bank  0.2754 0.0606 0.3124 0.5586
Wema Bank  0.3346 0.0712 0.6915 0.1138
Zenith Bank  0.3568 0.0442 0.0321 0.1556

Source: Authors’ Computation 2016 from E-view 9.0 Version

Table 3 reports the heterogeneity in the data across banks using the bank-specific
parameters’ mean (PSC, OC, LLP, IRS) computed from E-view 9.0 version. There is
pronounced cross-bank variation. The parameters range from 0 to 0.75. The cross-
sectional variation is observed for all the variables, for which the parameter (PSC) ranges
from a maximum of 0.45 (Skye bank) to a maximum of 0.43 (GTBank). The parameter
(OC) ranges from a maximum of 0.071 (Wema bank) to a maximum of 0.0607 (Sterling
Bank). As for the parameter (LLP), it ranges from a maximum of 0.75 (Sterling Bank) to
a maximum of 0.69 (Wema Bank). The mean score IRS ranges from a maximum of 0.56
(Union Bank) to a maximum of 0.19 (Diamond Bank) and PR, it ranges from a maximum
of 0.09 (Stanbic Bank) to a maximum of 0.08 (Wema Bank). The cross-sectional variation
amongst the banks in the sample is clearly more outstanding for Sterling bank having
LLP mean score of 0.75 among all the banks.

28
ISSN 2053-4086(Print), ISSN 2053-4094(0Online)


http://www.eajournals.org/

European Journal of Accounting, Auditing and Finance Research
Vol.5, No.10, pp 20-38, November 2017

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

Dynamic Response of Private Sector Credit Delivery (PSC) to Variations on Bank
Specific Costs Element.

The study presents the empirical results of bank specific costs element and private sector
credit delivery by analyzing the impulse responses obtained from the Panel Vector Auto
Regression (Panel VAR) process. The result of the Panel VAR process was presented in
Table 4 below.

Table 4: The VAR Lag Order Selection Criteria Test

Lag LogL LR FPE AIC SC HQ

0 354.4316 NA 1.68e-10 -8.319799 -8.175108 -8.261635

1 - -
427.1523  135.0528 5.3%-11  -9.456007 8.587858* 9.107018*

2 448.1663  36.52434 5.96e-11  -9.361102 -7.769496 -8.721290

3

480.9562  53.08850*  5.03e-11* 9.546577* -7.231514 -8.615941
4 496.4250 23.20319 6.51e-11  -9.319644 -6.281123 -8.098184

Source: Authors’ Estimation 2016 from Eview 9.0.

Table 4 above was used to ascertain the impact of the stated shocks (dynamic response of the
private sector credit delivery in Nigeria to variations in the level of bank operating costs,
level of loan loss provisions of banks and the level of interest rate spread of banks) obtained
from the Panel VAR process, we performed an impulse response analysis of the specified
model, by calibrating the unrestricted VAR model with common lag lengths as specified by
the lag order selection criteria which were justified by the Final Prediction Error (FPE)
criterion and the Akaike Information Criterion (AIC). The Cholesky adjusted degree of
freedom, one standard deviation innovation impulse response, report the responses for 3
annual horizons with 95 percent confidence intervals. This analysis was used to capture the
impacts of the stated shocks by dividing the original impulse responses by the standard
deviation of the respective bank specific costs element shocks. This process made it possible
for the researcher to deal with the sizes of the levels of shocks in the other variables in the
model to a subsequent unit change in private sector credit shock of similar magnitude.

The result of the impulse response function was presented in Table 5 below.
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Table 5: Response of PSC to Bank Specific Costs Element

Variables Period Response  Presence of Shock
PSC 1% Year 0.0698 (Reject)
PSC 2" Year 0.0378 (Accept)
PSC 3 Year 0.0205 (Accept)
ocC 15T Year 0.0000 (Reject)
ocC 2" Year -0.0108 (Accept)
ocC 3" Year -0.0327 (Accept)
LLP 1% Year 0.0000 (Reject)
LLP 2" Year 0.0038 (Accept)
LLP 3 Year 0.0013 (Accept)
IRS 1% Year 0.0000 (Reject)
IRS 2" Year 0.0046 (Accept)
IRS 3 Year -0.0316 (Accept)

Source: Authors’ Estimation 2016 from Eview 9.0

Based on Table 5 above, Private Sector Credit (PSC) reacts strongly and persistently to
variations in its own shock. Its shock effect remains positive in the first to third year periods.
This further shows that the response of PSC to the positive innovation in PSC was about
0.0698 units in just one year period, it gained about 0.0378 units in the subsequent period and
obtained 0.0205 unit changes in the 3" year.

The response of private sector credit (PSC) to positive shock of bank operating cost neither
decreased nor increased the impact with 0.0000 units in the first year period. The response
indicating the shock effect of bank operating cost (OC) on PSC revealed a decrease with
about -0.0108 units in the second year period. Subsequently, it decreased more in the 3" year
with about -0.0327 units.

The response of private sector credit (PSC) shows high levels of no effect to shocks from
bank loan loss provision (LLP) in the 1% year period. However, it exhibited increasing impact
of about 0.0038 units and 0.0013 units between the second and third year periods.

The response of private sector credit (PSC) to interest rate spread (IRS) consistently remained
on the baseline in the first year but witnessed 0.0316 unit decrease in the 3 year. In the first
year, there was no significant response of PSC to shock in interest rate spread. This indicated
that positive shock to interest rate spread (IRS) did not exert significant impact on private
sector credit in the first year but did influence the private sector credit in the 2" year period
by 0.0046. However, in the third year, positive shock to interest rate spread exerted negative
influence on private sector credit (PSC) by 0.0316 units.
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Table 6: Impulse Response Graphs

Response to Cholesky One S.D. Innovations + 2 S.E.
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Source: Authors’ Estimation 2016 from Eview 9.0
Test of Research Hypotheses

Research hypothesis one to three examined the magnitude of the shocks-impact of private
sector credit delivery in Nigeria on the level of variations of bank specific costs element
(bank operating costs, loan loss provision and interest rate spread). Test of hypotheses were
based on the magnitude of the coefficients in Table 5 and the position of the graph plot along,
above or below the baseline in Table 6 (Graph plots) respectively. The decision rules were:
Decision Rule 1: Reject the null hypothesis and accept the alternate hypothesis if the
graph plot lies above or below the baseline. Decision Rule 2: Accept the null hypothesis
and reject the alternate hypothesis if the graph plot lies along the baseline.

Based on Table 5 and 6 (Graph Plots), the dynamic responses of PSC to PSC and PSC to the
bank specific costs elements (bank operating costs, loan loss provisions and interest rate
spread), it was observed that the graph plots were seen to be on the baseline in the first year
while in the second and third years, the graph plots were either above or below the baseline.
The weight of the observations lies either above or below the baseline. Thus, the null
hypothesis of no presence of shock-impact was rejected while the alternate hypothesis of
presence of shock-impact was accepted. Therefore, it was concluded that the magnitude of
the shocks-impact of private sector credit delivery in Nigeria depends on the variations in the
level of bank specific costs elements.
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DISCUSSION OF FINDINGS

The study found that the magnitude of the shocks-impact of private sector credit delivery in
Nigeria depends on the variations in the level of bank specific costs elements. Based on the
lag length order for the VAR process, 3 year lag lengths was considered enough time to
ascertain the shocks-impact because more weight lies on the three selection criteria
{Likelihood Ratio (LR) Test, Final Prediction Error (FPE) and the Akaike Information
Criterion (AIC)}. The coefficients of the impulse responses and the graph plots of the
impulse response function indicates that one positive change in bank operating costs (OC)
will exert no shocks-impact on private sector credit delivery in the 1% year but will cause
decrease in private sector credit (PSC) from -0.0102 units in the 2" year and

-0.0327 units in the 3" year. It was also observed that an increase in loan loss provision
(LLP) will cause no shocks-impact on private sector credit delivery in the economy in the 1%
year but will decrease private sector credit delivery of 0.0038 units in the 2" year and 0.0013
units in the 3" year. The study further showed that a positive change in interest rate spread
(IRS) will cause no shock effect on private sector credit (PSC) in the 1% year, but will exert a
p%sitive change of 0.0046 units in the 2" year and a negative change of -0.0316 units in the
3" year.

The implication of the finding in the future (3-year period) is that there will be absence of
shocks-impact in the 1% year but there will be presence of shocks-impact of various
magnitude in the subsequent years (2" and 3" years) respectively. The result is in conformity
with Sebastine, Leode and Jan (2014) and Klein (2013) who found that loan loss provision
decreases as bank lending increases. Finally, the policy implication of the result is that in
subsequent years in the future, the shocks-impact of private sector credit delivery on bank
specific costs element will be felt in 2" and 3" years respectively. This means that shocks on
bank operating costs, loan loss provisions and interest rate spread has no long lasting effect
on private sector credit delivery in Nigeria.

CONCLUSION

The study concludes that the magnitude of the shocks-impact of private sector credit delivery
in Nigeria depends on the variations in the level of bank specific costs elements. The
foregoing conclusion indicates that financial intermediation cost is high and that it impacts
negatively on private sector credit delivery in Nigeria. The conclusion equally indicates that
banks as financial intermediaries primarily exist to reduce transaction and information costs
associated with lending and borrowing activities.

RECOMMENDATIONS

Based on the research findings and the conclusions drawn thereof, the following
recommendations were made:

1.  That the high level of loan loss provision (non-performing loans/total loans) should be
addressed through efficient information sharing system among the commercial banks.
Information sharing reduces adverse selection problems by enhancing information on
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loan applicants. This means that through credit information sharing mechanism, lenders
can distinguish between bad and good borrowers from a pool of borrowers.

2. That efforts should be intensified to ensure that shocks in bank specific costs element
does not adversely affect private sector credit delivery in Nigeria.
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398271000
517564000
619800000
907074000
1106779000
845231000
842763000
886468000
1002800000
1009000000
97909060
120109067
165081532
128906575
142785723
203144627

245704597
330872475
382562312
329716511
608505175

37


http://www.eajournals.org/

European Journal of Accounting, Auditing and Finance Research
Vol.5, No.10, pp 20-38, November 2017

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

2007
2008
2009
2010
2011
2012
2013
2014

4022377

9406000
46413000
41832000
31476000
28457000
34208000
26407000

43283859
87851598
103183000
83969000
117960000
147878000
175381000
185732000

17509145
46524991
18365000
33335000
32100000
42411000
45419000
47445000

45388460 218306000
85094715 417073000
103410000 669261000
89074000 667860000
108450000 767372000
51733000 895354000

72066000 1126559000
75366000 1580250000

883941000
1680032000
1573196000
1789458000
2169073000
2436886000
2878693000
3423819000

Key: NPL = Non Performing loans, NIl = Net Interest Income, NI = Net Income, OE =
Operating Expenses, TLA = Total Loans and Advances, TA = Total Assets.
Source: Individual Bank Annual Reports and Financial Statements (2005-2014)
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