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The Determmanfs of Loan and Advances in the Fmancml Sysfem
~An Emplmcal Evidence from Nigerian Commerc:al Banks

AJAYI, M A

Department of Accounting and Fi"hnnce, Universify of IlormPMB
1515, Ilorin Nigeria. '

Abstract i

This study examzned four major determznants of Loan and Advances in the
Nigerian financial system that’s ti:c liquidity ratio, capital base, bank deposzt and
lending rate. The study covered a period of thirty seven years banking in Nigeria
from 1970 to 2006. The secondary data collected from Central Bank annual
reports of various years, were analyzed to confirm the appropriate relatzonskzp
between the commercial banks loan and advance (dependent variable) and the
determinents (independent variables). A multzple regresszon analysis was carried
* ‘out 1o determine the relationship between, both the dependent and zndependent

variabies.’ While the resu’ts show that there is inverse relationship with liquidity
 ratio 'and interest. rate on' one hand it conﬁrms that there exist a positive -

relatzonsth ‘between dependent variable [i.e. loan and ‘Advance] and capital,
likewise bank deposit. The various test carried out were F- test and student I- test

: ?‘fwhzch Were significant forthe regression analysis at 1% degree of freedow: The

study thus ‘recommended that the :new capital base policy of the monetary
; authorzty is m‘t‘ > right dzrectwn and will boost the industry likewise the lendmg
- rate needs be mo d 10 reﬂect market forces in its real sense. : :

Hiin The: fundamental role of ‘banks in the economy has. been to i
fun between surplus and deﬁcn economic units. In the process of canymg out
: 'thls pnmary task, ‘banks. have found themselves performing a ‘number of functions
‘clude" the moblhzatlon ‘of - ‘'savings, stimulation of mvestment ‘and
"'feconomlc growth assistance in resources allocatton, boostmg of international
trade’ and promotlon of the payment system (N wankwo, 1991).. Nevertheless the
method and procedures of carrying out these functions have varied w1de1y over
“the years and among the various economies. Obv1ous]y, ‘banks perform two major
functions viz: Bankmg and development functions. The banking functlon include

acceptance of various types of deposits, which con51st of savings, time deposit; -

issuing debentures rece1v1ng money or collecting proceeds of banking

l
|
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instrument. Others are remittance of funds, provision of safe deposit facilities

maintaining various types of accounts with other banks, investing surplus.funds in
suitable instruments, provision of credit (o customers especially (the small and
- medium scale entrepreneurs who are operating within the banks geographical
territory). Banks also participate in other sophisticated financial activities such as
foreign exchange transactions and international businesses. i Lt
Similarly, developmental functions of bank includes the promotion of
grassroots development in productive areas such as trading, financing of .micro-
business, agriculture and provision of financial advisory services, which seek to

nd this has adversely affected the performance ¢
the issuance of stabilization éecuﬁt‘i_es.r_TTlisb leads to liquidity cri ( ar
deposit by government agencies and other _

Nigeria banks
' remains nbhan'g
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- their respective credit worthy customers. The study further considers the

relationship between the main asset of the bank as measured by their loan and
advance and the main liability of the bank as measured by their deposit.
Moreover, the relationship between loan and advances of commercial banking in
Nigeria and the other factors such as liquidity ratio, lending rate and capital base
were examined. However, this later relationship will reflect the effect of monetary
policy on the lending activities of the commercial banks in Nigeria.

Conceptual Clarification

- The spread of liability management and the related growth in financial
market is the greater diversity in bank liabilities and assets, and the resulting
increased risk exposure through maturity mismatches or maturity transformation
borrowing short and lending long, but is invariably risky. :

Wilson (1987) defined asset and liability management

i As comprises a series of techniques whereby, on one hand, holding of
remunerative assets (loans,: advances and investment of various kinds) are
funded (or financed) by related (but not necessarily matched) liabilities and, on
the others, liabilities may be accepted in advance of commitments and these .
liabilities subsequently deployed in the acquisition of remunerative assets.

~ Therefore, Asset and liability management is the primary focus of bank
funds management. It deals with the acquisition of funds (liability management)
and the allocation of funds (Assets management), the basic objective being
maximization of profitability consistent with liquidity, solvency and regulatory

constraints. The events in 19$0s‘pfegg;ﬁged_,gi_vdifchn‘p environment, which was, . ..
“ characterized by serious payment difficulties encountered by a number of heavily-

indebted developing countries such as Nigeria, Ghana etc, This development led
Banks to sowing more long-term funds including increasing their capital
es. The securitization and increased off-balance sheet business through
y expan ed their business and earned free incon es W ut increasing
balance sheet footings was as a result of the change in the e

balance sheet management approach is expected to |
dynamic changes in the balance sheet.  ~ ©
7 Itis worth noting that, the balance sheet does not tel
sset and- liabilities of the balance sheet only indicate the
tems™ at ‘a point in’ time. The precise quality of th listed can be
appropriatély assessed by physical examination of loan and other books or
account of the bank and the quality of the management control system, incluc
the organization and structure of commitment and momtormg systems. The
balance sheet doc nclude off-balance sheet activities which, include loan
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substitute instruments such as guarantees ang study letters of credit, performance
bonc'is; and. warranties and other short term ie; self-liquidity trade-related
contingent liabilities.

The management of bank liquidity has resulted into several theories over
the years. Five of these may be identified. They are: the liquid asset theory, the

commercial bill theory, the shiftability, the anticipated income and liability

determining whether or not banks survived. Benston (1972), argued that a related
large number of banks that failed were severely undercapitalized. '
Generally speaking;  the statutory - réquirements concerning minimum
initial capital requirements, capital/deposit and Capital/ loan ratios affect capital
adequacy. Anewly established bank has to satisfy the statutory minimum capital
requirement of  the licensing authority; ‘and has ‘to satisfy additiénal capital
requirement as; appropriate to expand, for instance, to open a number’ of new
branches. The ‘bank capital - may be considered ‘adequate when the bank controls
the risks in.its portfolio and maintains 'a leval 'of ‘capital “sufficient to reduce
possible losses and insolvency to an acceptable minimum: That’s the Test amount
necessary to inspire and sustain confidence in the bank. e o
Conclusively, the level of capital perceived to be adequate at'one ‘time
may not be adequate at another time. It has to changeé and be adjusted over time as

the risk characteristics and the competitive environment in which banks 6_1‘56%&@

change and as the global capital market and economic condition change. ¢ -

.. Olekah (2001) argued that in relating Min.iniuﬁi;jRediSébunting"Rate‘ MRR
to other rates in Ni‘geﬁa, it was-observed that its influence on other interest ,‘ratejr

was rather weak, because inter-bank rate WéS‘stdWiini:r’e‘sﬁOndiﬁg to changes in

MRR which he suggested.that may be due to rigidity of the financial system in

. Nié@ﬁa.J:Hq\ngg,,;hg lending rate of commercial bank is‘“usuglly mﬂuencedby
the direction of the CBN rediscountrate. =+ - AR st

A ‘":'iMbréQver,;_,Ekundayo; 1996 c;onsider.the:mana'g’ement of mdneta_r"y pohcy

in ngerla to .be. quite -worrisome: He argued that- liquidity. ‘crisis “in  banks

following the consistent issuance of stabil

1zation securities up ull 1994
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cor'trrbutcd to the poor financial r‘ondmon of many banks From this point of
view, one could consider the environment being unfavourable for the banks to
improve performance in their fund mobilization strategies and fund utilization in
Nigeria.

The massive withdrawal of deposit by government agencies and other
public sector institutions from commercial and merchant banks in 1989 was
worrisome. This triggered off distress syndrome in the financial sector. Finally,
there are two sides -of the issue of regulation and development. ‘Some research
find them positive while others find them detrimental. There are instance where
regulatron and deregulation have achieved their objectives and instances where
they have failed (Ekpenyong 1995). Some researches conducted in Nigeria,
Soyibo (1992); Ojo, 1991; 1994, Nwankwo 1990 etc, indicated that: the important
aim of monetary stability in N1ger1a has not been attained especrally after 1987.
For example, between 1988 and 1993, monetary growth was far in excess of
targets and resulted in large exchange rate and persistent inflationary pressure
Federal Government deficit kept rising; interest rate and inflation kept rising and
there was excess hqurdlty bmldmg up caused by rrsrng Federal Government fiscal
deﬁcrt ;
There is also the argument to show that * pervasrve > controls introduced in
the Nigeria economy since the late 1960’s were counter productive. For example,
restrictive controls on the. ﬁnancral system tended to reduce innovations. The
admmrstratlvely ﬁxed low interest rate discouraged saving in financial assets thus
limiting supply of loanable funds. The low lending rates 1nduced excessive
demand for credit resultmg in ratromng and ‘misallocation of funds. While this
argument is quite persuasive, there .is also the other side to it. Massrve sets of

ey regulatlom introduced between 1986 and 1993 introduced’ several mnovatrons as

bank and other ﬁnanc1a1 institutions come out with several new products

Met odology

ria financial system licensed and operating in’ Nrgerran economy between
1970 and 2006 The. Commercial Banks were selected from the banking sector

because it has a wrder geo graphrcal coverage than any other financial institutions

, nkmg sector and Commercial Bank control over 70% ofv asset and
hablhty of the banking sector of Nigeria financial System, o7 s

obtamed from Central bank’s annual report and financial statement and statistical
bulletin of Central Bank and annual report of some selected Commerc1al banks

. The decision to, use the regressmn analysis was borne out of the' fact that »

the analys1s could produce some 1nterestmg 1ndlcat10ns on. the 1solated aCt]On[S],

The populatlon of the study con31sts of all Commerc1al Bank sub sector of

e secondary source of data was used in this research work The data was :




The Determinants of Loan and Advances in the Financial System: ' ' 15

of each of the explanatory variable. As well as some confirmation in such a way
that would assist us in interpreting the result of the models. §
Furthermore, to estimate the model, a multiple regression analysis is used
in order to reflect the explanatory nature of the variables. And to verify the
validity of the model, two major evaluation criteria were used: (i) The a-priori
expectation criteria which is based on the signs and magnitude of co-efficient of ..

the' variables under ‘investigation; and (ii) Statistical criteria which is based on

statistical theory which in other words is referred to as the First Order Least
Square Test consisting of the R-square R2, the F-statistic and the t-test. The R-
square R* is concerned with the overall explanatory power of the regression
analysis, the F-statistic is used in testing the overall significance of the regression
analysis and the t-test is used in testing the significant contribution of the
independent variables (Oyeniyi, 1997). : '

A multiplicafive'mO'dé} 1nmu1t1ple regressibn given by:

- When transformed in a multiple linear regressions equatidri,_ equation 2
beCommBe W bt ns i R et gl TG el S
Log LA =Log bo + b; Log TD + b, Log LR + bs Log CA + by Log MLR ........ 3.

LA=FID, LRCAMER .00 bediepy g itiirised
LA =bo TD* LR ** CA ¥ MIR ™ i s e o B s m SN |

LA = Commercial bank loan and advances
TD = Commercial bank total deposit

LR = Commercial bank Liquidity Ratio

.. CA = Commercial bank capital base.- .~ . -
MLR = Commercial bank lendingrate

The Log of the variable was taken bec

(1) So that all observations in each variable 1e equal weight.
(2)  To avoid serial auto correlation since the data covered a lpng period of 27

Drawing' from the model, a-priori expectations or expected behavior of the
independent variables on the dependent variable in the model are:

e
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Result and Discussion

In this analysis, it was -verified, using the following - tests: F-test,
Correction Coefficients and Durbin-Watson Statistic at 5 percent level of
significant as presented in Table 1. that at 5% level of significance two tail test;
the t’ statistical test for all the parameters revealed that the t-cal is greater than t-
tabulated. The t-tabulated 1s + 1.96 compare to 2.990, -3.369, 2.453, and -3.005 t-
tabulated for each of the parameters b, b2, b3 and b4 respectively. [See table 1
bclgyy].’ Th_is_impl_ies that the parameters_estimated.are statistically significant in
* the model determination and that they are significant as explanatory variables in~
the model’s determination for the line of best fit. ~
Furthermore, the sign of the parameter b2 and b4 confirmed the inverse

relationship that exist between loan and advance on one hand and liquidity ratio
and interest rate on other hand. This shows that as either of the 2 variables or both
increase the level of loan and advance will drop and vice versa. '

It is worth noting that the sign of Total Deposit and Capital Base’s
parameters also confirm a positive relationship between Capital Base, Total
Deposit and loan and advance, an'increase in capital or deposit of a bank will
improve its ability to lend more funds to its customers. Another statistical test
carried out about the relationship is the F-test. The F-calculated was greater than
F-Tabulated at both 95% and 99% confidence level. The F-calculated was 292.95
which is statistically significant even at 1% level of significance. The F-test
confirms the stability within the model. The following can be inferred from the -
test and F-test carried out. S Uy S o ,

- ‘That there is relationship between the dependent variable [Loan and
advance] and independent variables total deposit, capital base, liquidity
ratio and lending rate identified in this study. RO e O i

. That as total deposit increase and/or total capital increase the total loan

and advance will increase proportionately. b TR TP _
- That there exists an inverse relationship between liquidity ratio, lending

interest rate and loan and advances.

" The Durbin Walson test shows 2.280 values which is close to 2 and the.

0.28 can be ignored since 2.28 is approximate

[a] = There is an omissio of one ¢
- [b] 7 Mis-spe n of the mathematical fo m of the model, ., .
~ Looking at the two reasons above, it is worth saying that there may have
been an omission of the one or more independent variable s such as ’exchangg »
rate, inﬂatioﬁafy ‘fate arid other factors in the IAacro economic v'a_riqble,s <th§t affect
the level of loan and advance. s : g 7
The high positive correlation 'co-efﬁcieznt [r =0.99] further reinforce the
linear relationship between the variable. The R* of 0.979 or 98% show that, 98%
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yariation in theiievel of loan and advance can be explained by variations in the
independent variables (i.e. total deposit, liquidity ratio, capital and lending rate).

- DECISIONS '

[1]  The statistical significance of the linear relationship by the F-test and the t;
test confirm that monetary policy instrument as determined by liquidity
ratio and lending interest rate influence the level of loan and advance in
Nigeria banking industry. -

 [2] © Also this statistical significance further confirms. t-h%it‘c'épifal 'édéquacy is

very important for high level of performance  the banking industry in
- Nigeria :

Conclusion and Recommendations _
It can be concluded from the above findings that Commercial banks in
Nigeria are very efficient and effective in their transformation role i.e. converting
their deposit to loan and advances, and that the monetary policy instruments of the.
monetary authority affect the performance of Commercial Banks through the use
of interest rate and liquidity ratio because the parameters are statistically
significant: - S mer R ‘ o
The existence of a very low auto-correlation shows that one or more
independent variable is still missing in the model specification. Also the inverse
relationship ‘between the liquidity ratio, the lending interest rate and loan and
advances were confirmed by the sign of the estimated parameters which were
negative showing that a tight monetary policy will increase these variables on one
hand, and contract loan and advance on the other hand and vice versa. -
.. The research therefore recommends the following:. "

LRI N AR

gy e That the monetary authority, Central Bank of Nigérié should adjtist the

- liquidity and rediscounting rate to favour an i_x'ﬁprqife;d ]endm g c'gpaéity for

the commercial banks in Nigeria. =
- That commercial banks are encouraged to source ‘more mediums term
~ deposit so that:they ‘can'lend ‘on"a relatively longer period to the
prospective investors who are customers of the banks. s ]
- That the new ‘minimum capital base of N25 billion required by ‘the -
_ monetary authority is in the right direction and commerciﬁgl»bgmcs‘ must be
vigorously persuaded to improve transformation role of the banking sector
by attracting more capital than the minimum capital required. -

gr¥oeg ¢ vws
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Table' f & chresswn Results of the Determmants of Loan and advances of
- Commercial Banks in Nig gena

. Variable s i s fue Co-efﬁcient'é‘sﬁiiiaté and ‘f—\'riﬂue“

lesn @a
083 260042990} 1. b
-0.581 (-3.369)

Capital Base (t) : g [ 0468 - +4(2:453)
S Bank Lendmg Rate (tl | LS (‘3005)

091
1 0.90
0.87
292.95
228
e

t— value in parentheses e e Seren it ChEBE ]




