[image: image1.jpg]Amity Global Business Review

Chief Patron
Dr. Ashok K. Chauhan
Founder President, Ritnand Balved Education Foundation
Chairman, AKC Group of Companies

Patron
Dr. Atul Chauhan
Chancellor, Amity University
President, Ritnand Balved Education Foundation, CEO, AKC Group of Companies

Editor-In-Chief
Prof. (Dr.) Gurinder Singh
Amity Group Addl. Vice Chancellor
DG, Amity University, Greater Noida Campus, DG, Amity Directorate of Management and Allied Areas &
Vice Chairman, Global Foundation for Learning & Excellence

Advisor
Prof. Bhawna Kumar
Vice President - RBEF (Amity Education Group)

Sr. Editors
Prof. (Dr.) P.K. Kapur, Director, Center for Interdisciplinary Research, AUUP, Noida
Dr. Ramanjeet Singh, Director, Amity Directorate of Management and Allied Areas, AUUP, Noida

Ms. Alka Maurya, Associate Professor, AUUP, Noida

Editor

Ms. Chitra, Assistant Professor, AUUP, Noida

Co-Editor

Ms. Richa Goel, Assistant Professor, AUUP, Noida

Ajay Kapoor

Nick Petford

Gioia Pescetto

Pal Ahluwalia

Prof. MamdouhShoukri
Alan Rudolf
RoseannO'reilly Runte
PradeepKhanna

ITan Brooks

Marry Watson

Raj Echambadi

Robert | Hauser

W Selvamurthy

Marcello Fantoni
Professor Adam Tickell
ITlesamiadeseda

Sital Kalantry

Harvey Skinner

Vipin Gupta

Tatiana Karmanova
Sunil Saigal

Jerry Mac Arthur Hultin
Keith Taylor
Lisa Macfarlane

Editorial and Advisory Board

Swinburne University of Technology, Hawthorn, Australia
University of Northampton, UK

University of Portsmouth

University of Portsmouth

York University, Canada

Colorado State University

Carleton University, Canada

University of Illinois, USA

University of Northampton, UK

University of Northampton, UK

University of Illinois, USA

University of Illinois, USA

Amity Science, Technology and Innovation Foundation,
AUUP, Noida

Kent State University, USA

University of Birmingham, UK

University of Illinois

Cornell Law School, USA

York University, Canada

Presidio Graduate School, USA

California State University - San Bernardino

New Jersey Institute of Technology (NJIT), Newark College of
Engincering, USA

NYU Polytechnic, USA

University of Gannon, USA

University of New Hampshire, Durham





[image: image2.jpg]Cynthia A Hornberger
Albert K. Karnig
Michael Jay Jedel
Susan Price

Earl H. Potter, lii

Les Ebdon

Chris Rowley

Ramesh Garg

Mark K. Brewer

Darrell Burrell
Tanmay Panda
Tripthi Mathew

Sanjeev Chaturvedi
Gurunathan

Megha Jain
Joffi Thomas
Kiran Sharma

Bharti Ahuja

R. Shashi Kumar
Lokinder Kumar Tyagi,
Naseeb Ahmad

Vishal Kumar
Ansuman Jena
S.K.Nagarajan
Hardeep Singh

Satish Ubale

G.V. Satya Sekhar
Jitender Sharma
Aditi A. Mahajan

Washburn University, USA

California State University, USA

Georgia State University, USA

Leeds Metropolitan University, UK

St. Cloud State University, USA

University of Bedfordshire, UK

Cass Business School, City University, London, UK

Eastern Michigan University, USA

Northumbria  University; Newcastle Business School,
Northumbria Law School, UK

Florida Institute of Technology, USA

University of Guelph-FHumber, Toronto, ON, Canada

Alpha & Omega Healthcare Management Consulting, Greater
New York City

Narsce Monjee University, Mumbai

AL Buraimi University College, Oman

Review Board
Middlesex University, Dubai
TIM Kozhikode, Kerala
KJ.Somaiya Institute of Management Studies & Research,
Mumbai
Symbiosis International University, Pune
Department of Economics, Bangalore University, Bangalore
Bharati Vidyapeeth University, New Delhi
Department of Commerce and Business Studies, Jamia Millia
Islamia
School of Management, Maharaja Agrasen Univer:
HDF School of Management, Cuttack, Odisha, India
Tamilnadu Police Academy, Oonamacherry, Chennai
Ferozepur College of Engineering & Technology (FCET),
Ferozepur, Punjab
Matrix School of Management School, Pune
GITAM University, Visakhapatnam
Jaipuria Institute of Management, Noida
Atharva Institute of Management Studies, Mumbai





[image: image3.jpg]Contents

Pages
Dynamics of the Entrepreneur’s Role Composition 07
Eduard Maltsev, Department of Organizations Management National University of “Kyiv-Mohyla
Academy”, Kyiv-Mohyla Business-School, Ukraine
An Empirical Investigation into the Cultural Antecedents of Food Consumption: 15

Study of Fijian Consumers

Gurmeet Singh, Karishma Kavita Devi, Rafia Naz, School of Management & Public Administration,
University of The South Pacific, Fiji & Kim-Shyan Fam, School of Marketing & International Business,
Victoria University of Wellington, New Zealand

The Gravity Model of International Trade, a Case Study: 28
The United Kingdom and her Trading Partners

Kevin Stay, Korbel School of International Studies, University of Denver, Denver & Kishore G. Kulkarni,
Metropolitan State University of Denver, Denver

The Devolution of Organizational Climate Change Responses: 40
A case study of Australian Electricity Sector
Kirti Mishra, Monash Business School, Monash University, Australia

Rural Innovations in India: An Overview and Analysis 54
Nomita Sharma, University of Delhi, Delhi

Increase Customer Satisfaction and Reduce Losses Through ABC Analysis, ' 62
Dual and Multiple Criteria Approach in Hotel at Mauritius

Ashish Gadekar, ATHE, Mauritius & Rimalini Gadekar, Department of Mechanical Engineering,
Government Polytechnic, Nagpur

Impact of Macroeconomic Factors on Non-Performing 68
Loans in the Nigerian Deposit Money Banks

Khadijat Adenola Yahaya, Faculty of Management Sciences, University of Ilorin, Nigeria & Oluwasegun O.
Oni, Agricultural Rural Management Training Institute (ARMTI) Ilorin, Nigeria

Testing the Causality and Co integration of Gold Price and NSE (S&P CNX NIFTY): 79
Evidence from India
P. Hemavathy & S. Gurusamy, Department of Commerce, University of Madras, Chennai

Selection Ceriteria for a Mode of Surface Transport: An Analytic Hierarchy Process Approach 86
Jugal Kishore Vashist, MLSU, Udaipur, Rajasthan & Ajoy Kumar Dey BIMTECH

Testing of Relationship Between Trading Volume, Return and Volatility 96
Suman Gulia, Kurukshetra University, Kurukshetra

Exploring the Emerging Role of Healthscape in Determining Patient Satisfaction: 103
An Empirical Study in the Indian Private Healthcare Industry
Tathagata Ghosh & Debajani Sahoo, ICFAI Business School, Hyderabad

Study on Work Life Balance and Organisation Policy in IT Sector in NCR . 115
Neeti Sharma, MLSU, Udaipur, Rajasthan & Parameswar Nayak, BIMTECH

An International Research Journal of
Amity International Business School





[image: image4.jpg]Impact of Macroeconomic Factors on Non-Performing

Loans in the Nigerian Deposit Money Banks

Khadijat Adenola Yahaya & Olusegun Opeyemi Oni

Banking sector in Nigeria over the years has witnessed a number of crises that led to the distress of
many banks. The crises, was caused and fueled by the high figures of non-performing loans and loan
loss provisioning among other factors. This study therefore, investigated the factors responsible for non
-performing loans in the Nigerian deposit money banks. A time series data were collected from Central
Bank of Nigeria (2013), Financial Statistical Bulletin that covered the period 1990 to 2013. The study
adopted Ordinary Least Squared technique via Error Correction Model to assess the non-performing loans
and macroeconomic variables. The findings revealed that, Inflation, foreign exchange rate and credit to
the private sectors are statistically significant with non-performing loans while Gross Domestic Product,
Money Supply have no significant relationship with non-performing loans of the deposit money banks
in Nigeria. Based on the findings, it was recommended that Central Bank of Nigeria should develop an
institution that could take care of the effects of macroeconomic fluctuation in banks especially during
inflation, currency devaluation and economic recession. In conclusion, deposit money banks in Nigeria
should put into consideration macroeconomic factors when offering loans in order to avoid the incidences
of non-performing loans.

Keywords: Deposit Money Banks, Foreign Exchange, Inflation, Non-performing Loans, Macroeconomic

factors.

Introduction

The intermediation function of any bank is to lending
money from the surplus sector to the deficit sector
of the economy. However, in the process of lending
encounter several risks and nowadays, the most
common risks banks face is default risk, which is
responsible for non-performing loans (NPLs). There
are incidences of banks failure all over the world
in the recent time which have made regulatory
authorities to closed many banks. The collapse of
banks usually affect the economy in many negative
ways, it reduces the credit flow in the country which
majorly affects the productivity and efficiency of the
business units.

In Nigeria, the era of supervision, examination and
control of banks which started in 1952 with the
bank ordinance law and was later amended, was
not without bank crisis. Also, the radical changes in
financial developments in 1987 which brought about
by the Structural Adjustment Programme of 1986
was not able to provide the needed support for the
financial system as reflected by the unprecedented
level of distress in banks. This was characterized
by large volume of non-performing loans, liquidity
problem, insolvency, default in meeting depositors
and inter-bank obligations. Consequently the issues
of Non-Performing Loans (NPL) in Nigeria escalated
in the later years as the amount of NPL for the distress
banks increased from N2.9 billion to N29.5 billion in
1994 and 1995, respectively and later increased to
N40.7 billion in 1997 while peaking at N149.6 billion

in 2004 (Godwin 2012). This was practically one of
the reasons for the recapitalization exercise of 2005.

However, barely four years into consolidation of
the industry, (Sanusi 2010) reported that some
banks have seriously exhibited varying symptoms
of distress which necessitated CBN to bailout nine
out of the twenty four banks with the sum of N620
billion in 2009 in order to prevent the occurrence
of distress in the industry. The action of the CBN
became necessary because, the shareholders funds
and the balance sheet of the affected banks were
impaired which caused them to have liquidity
problem.

Consequently, in 2010, the Asset Management
Corporation of Nigeria (AMCON) was established
to address the problem of non-performing loans in
the Nigerian banking industry. In accordance with
its mandate, AMCON was able to acquire non-
performing risk assets of some banks worth over
N1.7 trillion as at Dec, 2011 which greatly boost the
liquidity as well as enhance the safety and soundness
of the affected banks (Sanusi, 2012).

Statement of the Problem

The management of the Nigerian banks’ asset
portfolios has remained a major challenge as the
issues of NPLs is one of the major causes of banks’
failure in Nigeria which led to the consolidation
exercise of 2005 (Babalola, 2010). However, four
years after the consolidation of the banking
industry, reports still show that some banks had
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exhibited varying symptoms of distress which
necessitated CBN to bailout nine out of the twenty
four banks with the sum of N620 billion in 2009 in
order to prevent the occurrence of banks’ distress
in the industry (Sanusi 2010). In fact, the total non-
performing loans of all the banks as at 31st Dec,
2012 stood at N286.09 billion representing 3.51%
ratio of non-performing loans to total loan assets in
percentages (NDIC, 2012).

Basically, non-performing loans create problems on
the asset side for the banking sector’s balance sheet.
It creates a negative impact on the income statement
as a result of provisioning for loan losses. NPLs can
also create many other challenges for the banks and
its stakeholders. Some of the important challenges
are: Firstly, owners may not receive market returns
on their capital investment and in a situation of
bank failure owners may totally lose their assets.
In recent times, this may affect a wide pool of
shareholders. Secondly, depositors may likely not
receive a market return on their savings and in the
event of banks failure, depositors might lose their
assets or uninsured balances.

In addition, Non-Performing Loans (NPLs) may
lead to economic contraction as a result of spill over
to other sectors of the economy. This spillover effect
can lead to illiquidity or bank insolvency (Hou,
2007). These problems are hard and fundamental
and therefore require proper, radical and continuous
attention to avoid further devastating impact, not
only on the financial system and depositors but also
on the overall national economy.

Generally, this study proposes to know the macro
economic factors responsible for non-performing
loans in Nigeria. The knowledge of the underlying
factors is essential for managers of the banks and
other stakeholders such as the Central Bank of
Nigeria (CBN), bankers association, government and
other financial authorities in their various policies
formulation. In the light of the above problems, the
research question is “what effect do macroeconomic
variables have on non-performing loans in the
Nigerian banking industry”?

Objectives for the Study

The main objective of this study is to investigate
the macroeconomic factors responsible for non-
performing loans in Nigerian deposit money banks.
The specific objectives of the study are to:

i) Determine the effects of inflation on non-performing
loans of money deposit banks in Nigeria.

i)  Examine the effects of exchange rate on non-per-
forming loans of money deposit banks in Nigeria.

iii) Assess the effects of GDP on non-performing loans of
money deposit banks in Nigeria.

iv)  Examine the effects of money supply on non-per-
forming loans of money deposit banks in Nigeria.

v) Determine the effects of the credit supply to private
sector on non-performing loans of money deposit
banks in Nigeria.

Research Hypotheses
Based on the research questions, the following null
research hypotheses were formulated:

Hol: There is no significant relationship between Non-
performing loans (NPLs) and Inflation (INF).

Ho2: There is no significant relationship between Non-
performing loans (NPLs) and Gross Domestic Prod-
uct (GDP).

Ho3: There is no significant relationship between Non-
performing loans (NPLs) and Foreign Exchange Rate
(ER).

Ho4: There is no significant relationship between Non-
performing loans (NPLs) and Money Supply (M2).

Ho5: There is no significant relationship between Non-
performing loans (NPLs) and Credit Supply to Pri-
vate Sector (CPS).

Justification of the Study

Many research works have been conducted on the
factors responsible for non-performing loans in
commercial banks in many part of the world such
as Brownbridge, (1998); Dash and Kabra, (2010);
Fofack, (2005); Munib, and Atiya,(2013) and so
on. However, within the scope of the research, the
factors responsible for non-performing loans have
received scanty attention from the researchers in
Nigeria. Most of the work on nonperforming loans
in Nigeria focused on the effects of consolidation
and risks on non-performing loans of banks such
as Somoye (2010), Babalola (2010), Bebeji, (2013).
Only Aremu, Suberu and Oke (2010) and Agu and
Basil (2013) considered the causes of nonperforming
loans in banks using some bank specific factors such
as interest rate, liquidity and credit administration
methods of banks in Nigeria. This study therefore,
focused on macroeconomic factors responsible for
nonperforming loans in Nigeria as this area as
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not being covered based on the knowledge of the
researcher.

The result from this work will be of assistance to
managers of deposit money banks in Nigeria as it
will enable them to have a better understanding and
control of the various macroeconomic determinants
that could significantly influence their lending
decisions. - Also, knowledge of these findings
would be helpful to other stakeholders such as the
Central Bank of Nigeria (CBN), Nigerian Deposit
Insurance Corporation (NDIC), bankers association,
government and other financial authorities in
formulating on-going lending policies for Nigerian
banks.  Finally, the study will add to the existing
and growing literatures on the determinants of non-
performing loans in banks which can also serve as
reference for future researcher interested in the
subject matter.

Literature Review

Conceptual Framework

The conceptual framework will discuss the
concepts of non-performing loans, classification
and provisioning, as well as the macroeconomic
determinants of non-performing loans in banks.

Non-Performing Loans

The term “bad loans” is used interchangeably with
non-performing and impaired loans as identified
in Fofack (2005). Berger and De Young, (1997) also
considers these types of loans as “problem loans”.
Thus these descriptions are used interchangeably
throughout the study. Normally, non-performing
loan occur in a situation when both principal and
interest on loan are outstanding for a long time
contrary to the terms and conditions contained in
the loan contract agreement. This is because going by
the description of non-performing loans, it follows
that any loan facility that is not up to date in terms
of payment of both principal and interest contrary to
the terms of the loan agreement, is non-performing.

Macroeconomic Factors Responsible for
Non-performing Loans (NPLs) in Banks

It is imperative to highlight and discuss some of the
macroeconomic determinants of non-performing
loans in banks. Munib and Atiya (2013) identified
the following as some of the macroeconomic
determinants of non-performing loans in banks:

Gross Domestic Product (GDP): Gross domestic
product is the business estimation of all goods and
services created in a nation amid a predetermined
time, generally one year. GDP growth is considered
as an image of nation’s progression computed
with entirety of private and public consumption
with private and public investment if expenditure
methodology is utilized.

Money Supply: The aggregate load of cash
accessible in any economy during a predetermined
time is called money supply. There are diverse
techniques for calculating money supply which
are Reserve Money (Mo), Narrow Money (M1) and
Broad Money (M2). This study used M2 to proxy
money supply.

Inflation: inflation occurs in an economy when
there is persistent increase in the prices of goods
and services without a correspondent increase
in production level. It can also be considered as
a situation in an economy when a unit of coin
purchases less goods and services. It is generally
believed that when there is an increase in the
volume of money in circulation can lead to inflation.
When there is increase in inflation in an economy,
monetary regulators usually increase the interest
rate as contractionary measures to control inflation.
The measure sometimes led to increase in the cost of
borrowing and eventually causes non-performing.

Exchange Rate: This is the rate used to trade the
currency of one country with another. The rates are
dictated by the nonstop remote trade markets that
stay opened for 24 hours a day with the exception
of weekends. The market comprises of different
currency merchandise from different countries
all over the world. When there is a decrease in
in the value of a home currency will cause the
imported goods to be very expensive which usually
discourages banks from funding foreign transactions
due to high risk of default. We took USD/Naira as a
proxy for exchange rate.

Theoretical Background

The theoretical background adopted for this study
is the bad luck theory that attempts to support
the various factors responsible for non-performing
loans in banks.

Bad Luck Theory
According to Berger and DeYoung, (1997), the
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macroeconomic events such as bad performance of
economy in the form decreased production level,
high unemployment, failure of any sector, failure
of manufacturing plant, energy crisis, unexpected
events such as terrorist attacks; the economic
activities in the country declines which results in
the reduced earnings and profits of individuals and
firms, leading to the growth in bad loans. In order
to recover bad loans banks incurs extra operating
costs in the form of additional monitoring expenses,
attention divergence of top management, the costs
of pricing, handling and disposing off collateral,
negotiations with defaulters etc, as a result the
increase in bad loans erodes banks cost efficiency
in the form of increased monitoring and recovering
costs.

Empirical Review of Non-Performing Loans

This section analyzed the empirical work brought
by different researchers from different countries. In
Nigeria, Nasiru, Joshua and Nasiru (2012) studied
the effect of banks recapitalization on their liquidity
and asset quality to forestall distress in Nigerian
banks. The data was collected from the Central
Bank of Nigeria and the Nigeria Deposit Insurance
Corporation covering the period between 1997 and
2006. They applied correlation analysis. Their results
showed that there exist a relationship between
increase in minimum capital base of the commercial
banks and their liquidity and asset quality as both
liquidity levels and asset quality tend to improve
with recapitalization. Similarly, Bebeji (2013)
examined the impact of consolidation on assets
quality in the Nigerian banking system using t-test
statistical technique. Secondary data was collected
from 10 banks sampled from 2002 to 2008. The study
showed that consolidation has positive impact on
non-performing loan in Nigeria.

In Pakistan, Munib and Atiya (2013) examined the
effects of macroeconomicvariableson nonperforming
loans in the comumercial banks in Pakistan. The
study covered the period between 2002 and 2011.
They employed Johansen multivariate cointigration
and Vector Error Correction Model techniques in
their analysis. The findings revealed that there is
a long run relation among the variables. However,
the study discovered a weak short run relationship
between Nonperforming loans, inflation and
exchange rate. They concluded that macroeconomic
factors are the main determinants of nonperforming
loans in the Pakistan commercial banks.

In India, Dash and Kabra (2010) also examined
the effect of macroeconomic indicators on
nonperforming loans in Indian. The study covered
the time period of 1998 to 2009. The study revealed
that real effective exchange rate and high interest
rates is responsible for high level of NPLs in India.

In Malaysia, Asari, Muhammad, Ahmad, Latif,
Abdullah, and Jusoff (2011) studied the relationship
between inflation and interest on nonperforming
Joans in the commercial banks in Malaysia. They
applied vector error correction model in the analysis.
The study used 48 months data of commercial
banks in Malaysia between 2006 and 2010. The
study discovered that in short run both interest rate
and inflation could not influence nonperforming
loans. However, the study revealed a strong
long run relationship between interest rate and
nonperforming loans while interest and inflation
rate have no significant relationship in the long run.

In Rome, Sofolis and Eftychia (2011) evaluated the
impact of macroeconomic factors on nonperforming
Joans in the Romanian banking system. They
applied used regression analysis to determine
the relationship among the variables. The study
revealed that gross domestic products, external
debts, investment, inflation, unemployment rate,
money supply as well as construction expenditure
all jointly influence the credit risk of banking system
in Greek which is responsible for NPLs.

Finally, in Spain, Salas and Saurina (2002)
investigated the determinants of problem loans of
Spanish commercial and saving banks. The applied a
dynamic model through a panel dataset covering the
period between 1985 and 1997. The study revealed
that real growth in GDP is the major factors among
others that explain variation in NPLs

Methodology

Research Design and Data Analytical Techniques
This study aims to empirically investigate the
determinants of commercial banks lending portfolio
in Nigeria covering a period of 27 years. In view
of this, the study therefore, adopted a time series
research design method. Secondary source of
data was used in this research work. The data
were obtained from Central Bank of Nigeria 2013
Statistical Bulletin: Financial Statistics which covered
the period between 1989 and 2013. The deposit
money banks were selected from the banking sector
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macroeconomic events such as bad performance of
economy in the form decreased production level,
high unemployment, failure of any sector, failure
of manufacturing plant, energy crisis, unexpected
events such as terrorist attacl the economic
activities in the country declines which results in
the reduced earnings and profits of individuals and
firms, leading to the growth in bad loans. In order
to recover bad loans banks incurs extra operating
costs in the form of additional monitoring expenses,
attention divergence of top management, the costs
of pricing, handling and disposing off collateral,
negotiations with defaulters etc, as a result the
increase in bad loans erodes banks cost efficiency
in the form of increased monitoring and recovering
costs.

Empirical Review of Non-Performing Loans

This section analyzed the empirical work brought
by different researchers from different countries. In
Nigeria, Nasiru, Joshua and Nasiru (2012) studied
the effect of banks recapitalization on their liquidity
and asset quality to forestall distress in Nigerian
banks. The data was collected from the Central
Bank of Nigeria and the Nigeria Deposit Insurance
Corporation covering the period between 1997 and
2006. They applied correlation analysis. Their results
showed that there exist a relationship between
increase in minimum capital base of the commercial
banks and their liquidity and asset quality as both
liquidity levels and asset quality tend to improve
with  recapitalization. Similarly, Bebeji (2013)
examined the impact of consolidation on assets
quality in the Nigerian banking system using t-test
statistical technique. Secondary data was collected
from 10 banks sampled from 2002 to 2008. The study
showed that consolidation has positive impact on
non-performing loan in Nigeria.

In Pakistan, Munib and Atiya (2013) examined the
effectsof macroeconomic variablesonnonperforming
loans in the commercial banks in Pakistan. The
study covered the period between 2002 and 2011.
They employed Johansen multivariate cointigration
and Vector Error Correction Model techniques in
their analysis. The findings revealed that there is
a long run relation among the variables. However,
the study discovered a weak short run relationship
between Nonperforming loans, inflation and
exchange rate. They concluded that macroeconomic
factors are the main determinants of nonperforming
loans in the Pakistan commercial banks.

In India, Dash and Kabra (2010) also examined
the effect of macroeconomic indicators on
nonperforming loans in Indian. The study covered
the time period of 1998 to 2009. The study revealed
that real effective exchange rate and high interest
rates is responsible for high level of NPLs in India.

In Malaysia, Asari, Muhammad, Ahmad, Latif,
Abdullah, and Jusoff (2011) studied the relationship
between inflation and interest on nonperforming
loans in the commercial banks in Malaysia. They
applied vector error correction model in the analysis.
The study used 48 months data of commercial
banks in Malaysia between 2006 and 2010. The
study discovered that in short run both interest rate
and inflation could not influence nonperforming
loans. However, the study revealed a strong
long run relationship between interest rate and
nonperforming loans while interest and inflation
rate have no significant relationship in the long run.

In Rome, Sofolis and Eftychia (2011) evaluated the
impact of macroeconomic factors on nonperforming
loans in the Romanian banking system. They
applied used regression analysis to determine
the relationship among the variables. The study
revealed that gross domestic products, external
debts, investment, inflation, unemployment rate,
money supply as well as construction expenditure
alljointly influence the credit risk of banking system
in Greek which is responsible for NPLs.

Finally, in Spain, Salas and Saurina (2002)
investigated the determinants of problem loans of
Spanish commercial and saving banks. The applied a
dynamic model through a panel dataset covering the
period between 1985 and 1997. The study revealed
that real growth in GDP is the major factors among
others that explain variation in NPLs

Methodology

Research Design and Data Analytical Techniques
This study aims to empirically investigate the
determinants of commercial banks lending portfolio
in Nigeria covering a period of 27 years. In view
of this, the study therefore, adopted a time series
research design method. Secondary source of
data was used in this research work. The data
were obtained from Central Bank of Nigeria 2013
Statistical Bulletin: Financial Statistics which covered
the period between 1989 and 2013. The deposit
money banks were selected from the banking sector
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because it has a wider geographical coverage than
any other financial institutions in the banking sector
and also because deposit money banks control over
70% of assets and liability of the banking sector of
Nigeria financial system (Ajayi, 2007).

Method of Data Analysis and Error Correction
Model

The paper adopted econometric approach to test
the degree of relationship between the variables
by employing multiple regression analysis of the
Ordinary Lease Square (OLS) and Cointegration
method using E-Views 7.0 package. Inorder to avoid
a spurious regression result, Unit Root Test using
the Augmented Dickey-Fuller (ADF) technique, was
employed. Also, Serial correlation test and normality
test were also conducted to estimate the reliability of
the OLS model used in the study.

Regression Analysis
Aregressiondescribesand evaluatestherelationships
between a given dependent variable and one or
more independent variables. Previous researches
focusing on similar subject matter have found
significant results applying regression analysis e.g.
Munib and Atiya (2013); Podpiera and Weill, (2008.)
Time series unit root test is first conducted to check
for the stationarity of the variable series. If the unit
root test shows that the variables are stationary
at first order difference I (1), there will be need to
test for co-integration among these variables. Co-
integration may occur when a linear combination of
variables that are I (1) produces a stationary series,
then, the variables may be co-integrated (Engle and
Granger, 1987). Given the fact that the variables
are co-integrated, the next step is the estimation of
the short-run dynamics using the error correction
model. ECM incorporates the full short run dynamic
model;

Wr= o+ Pyt +ET .
Therefore

Ayt = Yt-1 + ZpA&t-1 + TOUAPT—IHE covvvvineeeannd (2)
Here, Ut-1 is the one period lagged value of the
error term from co-integrating regression, while A

denotes the first differences operator

Models Specification

To examine the macroeconomic variables that cause

non-performing loans in Nigerian deposit money
banks, the study adopted and modified the model
below from Munib and Atiya, (2013). The variable
dropped was Treasury Bill (TB) while Credit to
Private Sector (CPS) was adopted to obtain the
desired result considering the percentages of
non-performing loans in the private sector of the
economy (Godwin, 2012). The time series data
analysis covered the period between 1989 and
2012 covering the time before and after the banks
consolidation era in Nigeria. The modified version
of the model becomes:

NPL = Proxy via (NPL/TL) ooomoinirsneees o))
NPL/TLt = f (INF, GDP, ER, M2, CPS,).......cooe I6)

The explicit form of equation (1) above is represented
as follows:

NIIA/TAT = B 0 + BIIN®T + P2rAlTe + 3EPT + B4
M2t+ B5 XITET Y7 cociannissnes @

When transformed into a log form equation 4
becomes:

NITA/TAT = B0+ BIIN®T+ B2 Roy TATTT + 3 EPt+ p4
hoy M2t+ B35 Aoy XTIZt+ oo (5)

‘Where:

NPL/TLt= Ratio of total Non-performing loans to
total loans of all the commercial banks in Nigeria
within the covered period (Dependent variable)
INFt: It is the inflation rate in time period “t”

GDPt: It is the growth in GDP in time period “t”

ERt It is the real effective exchange rate in time
period “t”

M2t Tt is the money supply to the economy in time
period “t”

CPSt: It is the credit to private sector in time period
g

Ut: error term controlling for unit-specific residual
in the model f0: intercept of the regression line B(
1 to 5) : coefficients to be estimated and their prior
expectations are as follows: B1, B3, p4 avd ps >0
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implies that the variables have a positive relationship
with the dependent variable (LOA) while, B2 <0
shows that the variables have a negative relationship
with the dependent variable (NPL). See table 1 at
the appendix. The log of GDP, M2 and CPS were
taken to give equal weight to all the observations
since they were presented in Million (Naira) while
other variables were presented in percentages. This
is to avoid serial auto correlation given that the data
covered a long period of 27 years.

Analysis Of Data Collected

Pearson Correlation Coefficients.

Before the application of ordinary least square the
study conducted a Pearson Correlation to ascertain
the level of multicollinearity among the independent
variables used in the study. See Table 2 at the
appendix.

Correlation coefficients between the different
explanatory variables are low. The results of the tests
conducted shows the absence of any multivariate
multicollinearity problem, all the independent
variable values are identified to be less than (0.4),
which is in line with the threshold cited by Fox
(1991).

Augmented Dickey-Fuller Test (ADF)

In this study, the Augmented Dickey Fuller (ADF)
test for estimating unit roots was applied. The study
revealed that all the variables were non-stationary
in levels 1(0) since the ADF value of each variable
at level is less than the MCKinnon critical value but
became stationary at first difference or integrated of
order one 1(1) See table 3 at the appendix.:

Co-integration Test Result

Since the unit root test shows that the variables are
stationary at first order difference 1(1), we therefore
test for co-integration among these variables.
Cointegration may occur when a linear combination
of variables that are I (1) produces a stationary series,
and then the variables may need to be cointegrated
(Engle and Granger, 1987). This means that a long-
run relationship might exist between them, which
connotes that they might wander from one another
in the short-run but in the long-run they will move
together. In view of this, we needed to establish
whether there is a long-run relationship among the
variables or not hence, we applied the Cointegration
test using Johansen’s multivariate method. See table
4 at the appendix.

Using the trace likelihood ratio and Max-Eigen
statistic results pointed out that there is cointegration
among the variables up to three (3) cointegrating
equations at 5% level of significance. This implies
that there is presence of co-integration among the
variables i.e. there is long run relationship among
the explanatory variables and non-performing loans.

Presentation of Regression Result

Given the fact that the variables of the three equations
are co-integrated, the next step is the estimation of
the short-run dynamics within the error correction
model in order to capture the speed of adjustment
to equilibrium in the case of any shock to any of the
independent variables. An over parameterized error
correction model of the ratio of non-performing
loans output equation were estimated see table 5 at
the appendix.

Discussion of Findings

From the figure 6 (see at the appendix.), the study
attempts to examine the joint impact of Gross
Domestic Product D(GDP), Money Supply D(M2),
Exchange Rate D(EXR), Credit to Private Sector
D(CPS), and Inflation D(INF) on non-performing
loans of the deposit money banks in Nigeria. It
is apparent that a-priori, expectation of all the
coefficients of the explanatory variables have the
correct signs as expected and in conformity with the
theoretical expectations.

The ECM result on (table 4.4) above disclosed that
the estimated coefficient of Money Supply D(M2),
Exchange Rate D(EXR), Credit to Private Sector
D(CPS), and Inflation D(INF) are all positive. The
positive sign on the coefficient established that each
of these variables is positively related to issues of
non-performing loans in the deposit money banks
in Nigeria. This implies that for every 1% increase
in Money Supply D(M2), Inflation D(INF) Exchange
rate D(EXR) and Credit to Private Sector D(CPS)
will cause non-performing loans of the deposit
money banks in Nigeria to increase by 33.5%, 0.10%,
0.42% and 33.4% respectively. This result is in order
with the economic a priori condition. Exchange Rate
D(EXR) is significant at 1% level of significance while
inflation D(INF) and Credit to private sector D(CPS)
is statistically significant at 5% level of significance.
However, money supply is not significant at either
5% or 10%.

Also, the estimated coefficient for gross domestic
product D(GDP) is negative. The negative sign
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implied that there is an inverse relationship between
Non-performing loans and D(GDP) which means
that for every 1% increase in D(GDP) will cause
the Non-performing loans of the deposit money
banks to reduce by 2.04%. However, D(GDP) is not
statistically significant at either 5% or 10% level of
significance. In a nutshell, three of the variables are
statistically significant out of the five explanatory
variables used in the model.

The result shows that the coefficient of Error
Correction Mechanism (ECM) is negative -0.763090
and significant at 0.05 per cent critical level as
evident by the low probability value of 0.0199.
This shows that about 76.3 per cent disequilibria
in the explanatory variables in the previous year
are corrected in the present year. The importance
of the ECM is an indication and a confirmation of
the existence of a long run equilibrium relationship
between non-performing loans and some of the
explanatory variables. This implies that the banks’
NPLs of the previous year significantly and
positively affect the current year’s performance.

The Durbin- Watson was 2.1 which are close to 2;
this implied the absence of first order autocorrelation
in the regression model (Field, 2005). Therefore, we
can make valid prediction(s) with the equation.
Moreover, the coefficient of multiple determinations
- R-squared is 0.631155 which showed that 63% of
the variation in Non-performing loans in the deposit
money banks was caused by the variations in the
explanatory variables as explained by the model.
This showed that only 37 percent changes in the
dependent variable was caused by other variables
not found in the equation but measured by the error
term. The F-statistics of 4277911 is significant at 5
percent level of significance; hence the model was
of good fit.

To authenticate the reliability of the result, serial
correlation test and normality test were conducted.
The Jarque-Bera test revealed 0.774382 which is not
significant at 5% level of significance. This implied
that the error term of the regression analysis is
normally distributed (see table 6 at the appendix.).
Also, the R2 is also less than the Durbin-Watson
statistic meaning that ECM model is good. Inaddition
to these, the serial correlation test of 0.5100 is also
not significant at 5% which indicated that the error
term is also not serially correlated see (table 7 at the
appendix). Overall, the stability of the parameters
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from the ECM is remarkable, considering the great
number of economical reforms implemented during
the analyzed period.

Implication of Findings

From the regression results discussed above, some
findings and implications can be highlighted.
First, the cointegration test shows the existence
of a unique long-run relationship between NPLs
in banks and Credit to the Private Sector D(CPS),
Inflation D(INF) and Foreign Exchange Rate D(FX).
The error correction term also explains that about
76.3 % of errors made in the previous year would
be corrected in the current year for banks in Nigeria.

The findings from the study, revealed that the macro
economic variables responsible for non-performing
loans in the Nigerian deposit money banks are Credit
to the Private Sector D(CPS), Inflation D(INF) and
Foreign Exchange Rate D(FX) while Money Supply
to the Economy D(M2) and Gross Domestic Product
D(GDP) do not significantly affect non-performing
loans. The effect of inflation on NPLs emanated
from the fact that it forces the lenders to adjust their
lending interest rates upward to maintain their real
return thereby curtailing the repayment capacity of
the borrowers. Consequently, it reduces the debt
servicing capacity of the loan holders. This is in line
with the findings of Nkusu, (2011).

Also, the exchange rate is believed to have a negative
effect on the loan payment capacity of borrowers in
the country especially those that borrow in foreign
currency due to the domestic currency depreciation
within the period covered by this study. This is
consistent with the findings of Fofack, (2005).

Furthermore, the stimulation of banking credit
to private sector during the period covered was
significantly responsible for non-performing loans
as most of the loans granted to the private sector
became bad due to national and international
economic downturn experienced at the period as
supported by (Godwin, 2012). Conclusively, the
totality of the findings on macroeconomic factors
corroborated the work of Brownbridge (1998),
Muhammad etal, (2012) and Dash and Kabra (2010)
which shows that macroeconomic instability was
found to be an important cause of NPLs.

However, GDP and Money supply to the economy
were not significantly responsible for NPLs in the




[image: image12.jpg]2016 Khadijat Adenola Yahaya & Olusegun Opeyemi Oni 75

Nigerian Deposit Money Banks. Though GDP has
a negative relationship on NPLs the effects was
insignificant within the period covered possibly due
to low productivity and unemployment within the
period covered by the study as most investments
experienced low return on investment (Babalola,
2010). On the other hand, money supply into the
economy by the government through the CBN also
do not significantly affect NPLs of banks based on
the argument that bulk of the loans given to clients
came directly from the portfolio of banks.

Table 8 (see Appendix) provides a snap shot of
the summary of hypothesis Hol to HoS5. The null
hypotheses of Ho2, Ho4, and Ho5 were rejected and
their alternative hypotheses accepted. However, the
null hypotheses Hol, and Ho3) were accepted and
their alternative hypotheses rejected.

Conclusion and Recommendations
According to the research findings, it was possible
to document the causes of nonperforming loans
in Nigerian banks based on macroeconomic data.
The work was carried out in line with the work of
Munib and Atiya, (2013). The study revealed that
exchange rate, inflation and credit supply to private
sector are significant factors responsible for NPLs in
Nigeria. Although there are many determinants of
non-performing loans which can be macroeconomic,
bank specific and customer related factors. However,
unfavorable macroeconomic factor can be said to
be the most important as it tends to influence all
other factors and also that the factors are outside
the control of banks. That is to say macroeconomic
influences on banks are sometimes not predictable.
This is supported by the bad luck theory that banks
do not have control on macroeconomic factors
that affects NPLs as previously discussed. Finally,
like any research, this study has some limitations.
Macroeconomic variables such as unemployment,
consumer price index variables that were not
used in the study could also are tested. Similarly,
incorporating the lagged of the explanatory
variables could also provide further information on
the subject matter.

Recommendations

In the light of the above, the following
recommendations are made in line with the results
generated from the study:

1. Deposit money banks in Nigeria should take into ac-
count the real economic situation especially economic

recession before extending loans. Commercial banks
should extend its scope of macroeconomic surveil-
lance to include prudential indicators so as to assess
the soundness and stability of the economy.

2. Since macroeconomic factors are responsible for non-
performing loans in Nigeria, policy makers through
the monetary and fiscal policy instruments should in-
crease domestic output production and diversify the
economy from import based economic activity to an
export based activity which is a panacea for exchange
rate stability.

3. There should be strong and comprehensive legal
framework that will aid in monitoring the perfor-
mance of credit to private sector and recovering debts
owed to banks.

4. The Central Bank of Nigeria (CBN) should formulate
macroeconomic policies that can promote low infla-
tion, favorable and stable exchange rate so as to en-
hance the capacity utilization of business and indus-
tries in Nigeria. This in turn will enhance the credit
expansion and profitability of the deposit money
banks in Nigeria.

5. Itis essential for banks to build system and skills in
loan portfolio management, loan delinquency man-
agement, foreign exchange management and also
macroeconomic management.

6. Finally, the introduction of Assets Management Cor-
poration of Nigeria (AMCON) to buy toxic loans
from banks is a step in the right direction. However,
CBN should develop or establish an insurance prod-
uct or institution that could take care of the effects
of macroeconomic fluctuation in banks especially
during inflation, currency devaluation and economic
recession. This will protect the banks from negative
macroeconomic occurrences.
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Table 1: Apriori Expectations on Macroeconomic Variables” Relationship with NPLs

Variables

Relation with NPLs

Supporting Scholars

Growth in GDP

Dash and Kabra, Shu, (2002); Rajan and
Dhal, (2003); Fofack, (2005); Munib and

Atiya, (2013)

Money supply

Badar and Javid, (2013); Munib and Atiya,

(2013)

Inflation

Babihuga, (2007); Dash and Kabra, (2010)

Exchange rate

Fofack, (2005); Munib and Atiya, (2013)

Credit to Private Sector

Fofack, (2005)

Source: Author’s research work, 2015.

Table 2: Pearson correlation coefficients of different exogenous variables

Variables | CPS FX (N-$) | GDP INF M2
CPS. 1.000000

FX/N-$ 0.318431 1.000000

GDP 0.382210 0.211174 | 1.000000

INF -0.341170 -0.414011 | -0.367137 1.000000

M2 0.297268 0.233855 | 0.387614 -0.338653 1.000000

Source: Author’s Computation, 2015

Table 3: Augmented Dickey-Fuller (ADF) Unit Root Test for Macro EconomicVariables (1989 to 2013)
Constant and Trend Included

Variables ADF  Calculated | ADF  Calculated | McKinnon  at | Order of
Value at Level Value at 1st | Critical Value | Integration
Difference
LCPS = CPS* -1.3047 -3.830908 -2.9131 1(1)
FX = Bt -0.7751 -4.458342 -3.1229 1(1)
LGDP = GDP* -1,2277 -4.338961 -2.6900 1(1)
INF = INF* -0.4168 -4.612655 -2.3451 1(1)
LM2 = M2 -0.8926 -6.418225 -3.4141 1(1)
NPL/TL = NPL/TL* |-2.1806 -4.132085 29271 1(1)

Source: Author’s Computation, 2015
Note: ***Significant at 1 per cent level of significance, **Significant at 5 per cent level of significance

Table 4: Johansens’s Multivariate Cointegration Test

Hypothesized Trace | 0.05 Critical | Prob.** | Max-Eigen | 0.05 Critical | Prob.**
No of CE(s) | Eigenvalue | Statistic Value Statistic Value

None * 0.982901 183.9257 | 95.75366 0.0000 | 89.51198 40.07757 0.0000

At most 1* 0.846463 94.41375 | 69.81889 0.0002 | 41.22397 33.87687 0.0056

At most 2 * 0.750838 53.18978 | 47.85613 0.0145 | 30.57230 27.58434 0.0200
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At most 3 0.401813 22.61748 | 29.79707 0.2654 | 11.30475 21.13162 0.6169
At most 4 0.344902 11.31273 | 15.49471 0.1930 | 9.305350 14.26460 0.2616
At most 5 0.087206 2.007381 | 3.841466 0.1565 | 2.007381 3.841466 0.1565

Table 5: Regression Analysis of the Error-Correction Model

Source: Auth or’s Computation, 2015. Trace test indicates 3 cointegrating eqn(s) at the 0.05 level * denotes
rejection of the hypothesis at the 0.05 level. While ** denotes MacKinnon-Haug-Michelis

(1999) p values.

Dependent Variable: D(NPL/TL)

Variable Coefficient T-Statistic Prob.
4 5.082902 1.051339 0.3097
D(M2) 33.59839 1.377499 0.1886
D(INF) 0.100226 0.671384 0.0122
D(GDP) -2.048758 -0.184966 0.8557
D(FX (N/$) 0.428541 4.280206 0.0007
D(CPS) 33.40110 2.686422 0.0169
ECM =U(-1) -0.763090 -0.231661 0.0199
R-squared 0.631155

Adjusted R-squared | 0.613617

F-statistic 4.277911 Durbin-Watson _ | 2.085407
Prob (F-statistic) 0.010396

Source: Author’s Computation, 2015.

Table 6: Normality Tests of Residual

Jarque Bera Probability

0.774382 0.678961

Source: Authors’ Computation, 2015

Table 7: Breusch-Godfrey Serial Correlation LM Test

[Obs*R-squared  [1346704 | Prob. Chi-Square(2)

[0:5100

Source: Authors” Computation, 2015

Table 8: Findings on Hypothesis Hol to Ho5.

Hypotheses Variables Findings Decision

Hol There is no significant relationship between NPLs (NPLs/ | No Significance | Reject
TL) and (M2).

Ho2 There is no significant relationship between NPLs (NPLs/ | Significance Accept
TL) and (INF).

Ho3 There is no significant relationship between NPLs (NPLs/ | No Significance | Reject
TL) and (GDP).

Ho4 There is no significant relationship between NPLs (NPLs/ | Significance Accept
TL) and (EXR).

Ho5 There is no significant relationship between NPLs (NPLs/ | Significance Accept
TL) and (CPS).

Source: Researcher’s Design, 2015
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